
1

Best  
Practices for  

Step 0  
Goodwill  

Impairment  
Testing 

A qualitative approach may simplify  
an impairment assessment, but companies should 

also consider quantitative factors.

Through the release of the Financial Accounting Standards 
Board’s (FASB) Accounting Standards Update (ASU) No. 
2011-08, a qualitative assessment to the goodwill impairment 
process (i.e., the “Step 0 Test”) is allowed as a precursor to 
the traditional two-step quantitative process. In general, the 
Step 0 Test allows an entity to first assess qualitative factors 
to determine whether there is more than a 50% likelihood that 
the fair value of a reporting unit is less than its carrying value. 
In order to make this evaluation, the FASB outlines relevant 
examples and circumstances to consider, including: 

s  General macroeconomic conditions such as a 
deterioration in general economic conditions, 
limitations on accessing capital, fluctuations in 
foreign exchange rates, or other developments in 
equity and credit markets 

s  Industry and market conditions such as a 
deterioration in the environment in which an entity 
operates, an increased competitive environment, a 
decline in market-dependent multiples or metrics (in 
both absolute terms and relative to peers), a change 
in the market for an entity’s products or services, or a 
regulatory or political development
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s  Changes in cost factors such as increases in raw 
materials, labor, or other costs that have a negative 
effect on earnings and cash flows 

s  Overall financial performance for both actual and 
expected performance 

s  Entity- and reporting unit–specific events such as 
changes in management, key personnel, strategy, or 
customers; contemplation of bankruptcy; litigation; 
or a change in the composition or carrying amount of 
net assets 

s  A sustained decrease in share price in both absolute 
terms and relative to peers, if applicable 

In reviewing public filings and press releases where 
impairment is indicated, there is often more than one factor 
cited as the reason for the impairment occurring, making it 
critical for entities considering the implementation of the 
Step 0 Test to understand the magnitude a factor may have 
on a fair value conclusion. The following case study provides 
some insight into how different qualitative factors may be 
determined and ultimately used to form a Step 0  
Test conclusion. 

Case Study 
ABC Company, Inc. (“ABC,” or the “Company”), composed of 
a single reporting unit, is focused on high-end services in its 
industry. The Company has experienced significant growth 
over the past several years, while maintaining higher-than-
average earnings before interest, taxes, depreciation, and 
amortization (EBITDA) margins. The Company performed its 
annual goodwill impairment test one year prior (the “CY-1 
Test”), which resulted in a fair value of $525 million compared 
with a carrying value of $200 million (i.e., a cushion of $325 
million, or 162.5%), as seen in Figure 1. Given ABC’s historical 
cushion of fair value over carrying value and its recent 
financial performance relative to its peers, the Company 
believes that a low probability of impairment exists for its 
current fiscal year impairment test (the “CY Test”). Thus, the 
Company has elected to perform a Step 0 Test. 

In addition to a review of general quantitative factors, ABC’s 
Step 0 Test consists of an in-depth qualitative factor analysis. 
Applicable qualitative factors are segregated by valuation 
methodology. 

In general, the Step 0 Test may prove to be much less time-
consuming for public companies and/or companies with a 
good set of public company comparables, or in a market with 
a number of recent comparable transactions. This is because 
the availability of market data to support general quantitative 
assumptions will be more robust. 

FIGURE 1 STEP 0 TESTING DASHBOARD - SUMMARY

		  ABC Company, Inc.
			 
		  Current Year Highlights	 Notes

	 1 	 Carrying Value 	 [a][b] 	 $ 215,000
	 2 	 Implied EBITDA Multiple Needed to Fail Step 1 		  3.9x
	 3 	 Discount Rate Needed to Fail Step 1 		  34.8%
	 4 	 Terminal Multiple Needed to Fail Step 1 		  2.4x

		  Prior Year Step 1 Highlights

	 5 	 Fair Value (Adjusted Enterprise Basis) as of Prior Step 1 Analysis 	 [c] 	 $ 525,000
	 6 	 Carrying Value (Adjusted Enterprise Basis) as of Prior Step 1 Analysis 	 [c] 	 $ 200,000
	 7 	 Margin of Passing Step 1 Analysis 		  162.5%
	 8 	 Fair Value to LTM EBITDA Multiple 		  9.0x
	 9 	 Discount Rate Selected 		  11.5%
	 10 	 Terminal Multiple Selected 		  6.5x

	 [a] 	 Carrying Value is defined as Total Assets Less Current Liabilities and Other Non-Debt Liabilities.
	 [b]	 There have been no material changes in the Company’s Carrying Value over the past year.  
		  The slight increase is related to an increase in cash and accounts receivable.
	 [c]	 Adjusted Enterprise Value is defined as Enterprise Value from operations plus cash and other nonoperating assets.
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Market Approach Considerations 

To investigate the sensitivity around the changes in the 
market approach factors from ABC’s CY-1 Test, the following 
quantitative factors were considered. 

To help support the magnitude and overall impact of the 
qualitative factors outlined in Figure 2, trends in the public 
market data were reviewed to provide some quantitative 
support for the Step 0 Test. As shown in Figure 3, companies 
in ABC’s peer group were trading at median and average 
multiples of 6.0x and 6.1x latest 12 month (LTM) EBITDA, 

respectively, as of the CY. For the CY-1, those same companies 
were trading at median and average multiples of 7.6x and 
7.5x LTM EBITDA, respectively. ABC’s implied LTM EBITDA 
multiple (based on the fair value concluded from the CY-1 
Test) was 9.0x, which implied a premium relative to the 
guideline public companies. The current carrying value of 
ABC implies a 3.9x EBITDA “hurdle” multiple, which is well 
below the range of multiples exhibited by the guideline 
public companies (the lowest is 4.3x) as of the CY. [Although 
not presented herein, guideline transactions should also be 
considered when determining appropriate EBITDA multiples, as 
there can often be overriding factors that suggest one approach 

FIGURE 2

FIGURE 3

STEP 0 TESTING DASHBOARD - MARKET APPROACH

MARKET PRICING INDICATIONS - YEAR-OVER-YEAR COMPARISON

		  ABC Company, Inc.
			 
		  General 	 Negative 	 Neutral 	 Positive 	 Magnitude 	 Comments

	 1 	Changes in competitive landscape 	 x 			   Significant 	 Budget pressures forcing companies to reduce margins
	 2 	Changes in business strategy 		  x 		      Insignificant

	 	 Peer Group Performance

	 3 	Changes in stock price of guideline 	 x
		  public companies
	 4 	Changes in implied multiples from 	 x 			   Significant
		  guideline public companies
	 5 	Changes in M&A pricing for peer			   x 	 Significant 	 Unlike public market multiples, private market multiples 
		  group industry					     have remained constant 	

	 	 Company Performance

	 6 	Changes in revenue relative to 			   x 	 Significant 	 ABC’s growth exceeded its peers
		  guideline public companies 	
	 7 	Changes in EBITDA relative to 			   x 	 Significant 	 ABC’s growth exceeded its peers
		  guideline public companies 	
	 8 	EBITDA margins relative to			   x 	 Significant 	 ABC continues to outperform its peer group, 
		  guideline public companies 					     maintaining higher margins	
	 9 	Changes in revenue growth projections			   x 	 Significant
		  relative to guideline public companies 	
	 10 	Changes in EBITDA growth projections			   x 	 Significant
		  relative to guideline public companies 	

		  In Millions of Shares and U.S. Dollars, Except Multiples
			 
				    EV / LTM EBITDA 			   EV 			   Market Capitalization

	 		  CY-1 	 CY 	 % Change 	 CY-1 	 CY 	 % Change 	 CY-1 	 CY 	 % Change

	 1 	Company 1 	 8.0x 	 5.2x 	 -35.4% 	 $ 338.1 	 $ 218.8 	 -35.3% 	 $ 311.5 	 $ 158.3 	 -49.2%
	 2 	Company 2 	 7.6x 	 6.0x 	 -20.8% 	 1,917.0 	 1,987.8 	 3.7% 	 1,619.2 	 1,477.7 	 -8.7%
	 3 	Company 3 	 6.8x 	 4.3x 	 -35.6% 	 1,551.3 	 1,167.9 	 -24.7% 	 1,503.4 	 1,149.8 	 -23.5%
	 4 	Company 4 	 6.0x 	 5.9x 	 -1.9% 	 6,357.0 	 4,582.4 	 -27.9% 	 5,897.0 	 4,193.4 	 -28.9%
	 5 	Company 5 	 8.7x 	 6.9x 	 -20.2% 	 593.5 	 537.8 	 -9.4% 	 500.0 	 489.8 	 -2.0%
	 6 	Company 6 	 5.0x 	 7.8x 	 54.5% 	 134.6 	 239.2 	 77.8% 	 133.1 	 116.0 	 -12.9%
	 7 	Company 7 	 nmf 	 nmf 	 nmf 	 399.2 	 240.4 	 -39.8% 	 370.3 	 193.8 	 -47.7%
	 8 	Company 8 	 10.5x 	 6.8x 	 -35.9% 	 3,550.8 	 2,899.9 	 -18.3% 	 2,442.4 	 2,276.3 	 -6.8%

	 9 	 Median 	 7.6x 	 6.0x 	 -20.8% 	 $ 1,072.4 	 $ 852.8 	 -21.5% 	 $ 1,001.7 	 $ 819.8 	 -18.2%
	 10 	 Average 	 7.5x 	 6.1x 	 -13.6% 	 1,855.2 	 1,484.3 	 -9.2% 	 1,597.1 	 1,256.9 	 -22.5%

	 11 	ABC Company, Inc. 	 9.0x 			   $ 525.0 			   n/a
		  Source: S&P Capital IQ, Inc.
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is more appropriate than is another in a given situation. For 
example, in ABC’s industry, sales of public companies have 
resulted in significant premiums being paid over the target’s 
market value.] 

Because there are a number of factors that can influence an 
appropriate multiple to select (e.g., growth factors, profitability, 
and risk), ABC’s performance relative to its peer group was also 
considered. As shown in Figure 4, ABC outperformed its peer 
group in regard to revenue growth over the past year; however, 
its recent EBITDA growth was in line with its peer group. ABC’s 
current EBITDA margin, while slightly lower than the CY-1, is 
approximately 400 basis points higher than the median and 

average peer group margins. These factors suggest that an 
appropriate EBITDA multiple for ABC may be higher than that 
of the guideline public companies and, at a minimum, higher 
than the 3.9x LTM EBITDA hurdle multiple implied from the 
current carrying value.

Income Approach Considerations 

To investigate the sensitivity around the changes in the 
income approach factors from ABC’s CY-1 Test (Figure 5), the 
following qualitative factors were considered (some of which 
overlap with the market approach assessment). ABC exceeded 

FIGURE 5 STEP 0 TESTING DASHBOARD - INCOME APPROACH

		  ABC Company, Inc.
			 
		  General 	 Negative 	 Neutral 	 Positive 	 Magnitude 	 Comments

	 1 	Changes in Competitive Landscape 	 x 			   Significant 	 Budget pressures forcing companies to reduce margins
	 2 	Changes in Business Strategy 		  x 		  Insignificant

	 	 Financial Performance

	 3 	Changes in Projected Growth Expectations 		  x 		  Significant 	 ABC has maintained and achieved growth 
							       expectations despite competitive pressures
	 4 	Comparison of Budgeted to 			   x 	 Significant 	 Exceeded budget despite competitive pressures
		  Actual Performance
	 5 	Consistency of EBITDA Margins 		  x 		  Significant 	 High-end nature of ABC’s work will allow 
							       margin stability 	
	 6 	Changes in Capital Expenditures 		  x 		  Insignificant 	
	 7 	Changes in Working Capital Requirements 		  x

	 	 Discount Rate Factors

	 8 	Current Interest Rate Environment 			   x 	 Insignificant	
	 9 	Changes in Equity Markets		   x 			   Equity markets for peer group companies have 
							       been declining
	 10 	Changes in Debt Markets 			   x 		  Increasing level of debt in peer group capital structure
							       (at favorable rates)

FIGURE 4 FINANCIAL PERFORMANCE TRENDS - YEAR-OVER-YEAR COMPARISON

		  In Millions of Shares and U.S. Dollars, Except Multiples
			 
				    LTM Revenue 			   LTM EBITDA 			   LTM EBITDA Margin

	 		  CY-1 	 CY 	 % Change 	 CY-1 	 CY 	 % Change 	 CY-1 	 CY 

	 1 	Company 1 	 $ 581.3 	 $ 558.3 	 -4.0% 	 $ 44.8 	 $ 34.7 	 -22.6% 	 7.7% 	 6.2%
	 2 	Company 2 	 3,334.1 	 3,774.2 	 13.2% 	 266.4 	 346.7 	 30.1% 	 8.0% 	 9.2%
	 3 	Company 3 	 2,604.0 	 2,886.1 	 10.8% 	 244.7 	 268.7 	 9.8% 	 9.4% 	 9.3%
	 4 	Company 4 	 10,614.0 	 10,819.0 	 1.9% 	 1,010.0 	 774.0 	 -23.4% 	 9.5% 	 7.2%
	 5 	Company 5 	 764.7 	 819.8 	 7.2% 	 70.0 	 77.7 	 11.0% 	 9.2% 	 9.5%
	 6 	Company 6 	 272.1 	 304.1 	 11.8% 	 26.7 	 30.4 	 13.9% 	 9.8% 	 10.0%
	 7 	Company 7 	 108.0 	 190.6 	 nmf 	 5.0 	 17.3 	 243.7% 	 4.7% 	 9.1%
	 8 	Company 8 	 5,450.9 	 5,811.6 	 6.6% 	 367.2 	 450.4 	 22.7% 	 6.7% 	 7.7%

	 9 	 Median 	 $ 1,684.4 	 $ 1,852.9 	 7.2% 	 $ 157.4 	 $ 173.2 	 12.4% 	 8.6% 	 9.1%
	 10 	 Average 	 2,966.1 	 3,145.4 	 6.8% 	 254.4 	 250.0 	 35.6% 	 8.1% 	 8.5%

	 11 	ABC Company, Inc. 	 $ 400.0 	 $ 450.0 	 12.5% 	 $ 50.0 	 $ 55.0 	 10.0% 	 12.5% 	 12.2%

Source: S&P Capital IQ, Inc.
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its CY budget, despite competitive pressures to reduce 
margins and government budgetary constraints. The Company 
has been able to maintain its profit margins, as the high-end 
nature of its services in niche markets has not been impacted 
to the same extent as the general industry. Furthermore, 
favorable interest rates have allowed companies in the 
industry to recapitalize with a higher percentage of debt in 
their capital structure than historical averages. Overall, these 
specific factors support the more-likely-than-not assumption 
that fair value exceeds carrying value. 

In general, the income approach assessment may require 
further quantitative analysis because various inputs may be 
more or less sensitive than others in terms of impact on fair 
value (e.g., discount rate, long-term growth rate, sustainable 
margin level).

Case Study Takeaways 
Assessing the magnitude of the impact of each qualitative 
factor may be challenging without some level of quantitative 
support. Moreover, ignoring a determination of the magnitude 

of each qualitative factor may result in an ambiguous Step 0 
Test result. For example, simply using the summary factors 
in Figure 6 without commentary or indications of magnitude 
would make it difficult to clearly support a more-likely-
than-not conclusion since certain company-specific trends 
may offset or dominate over negative industry or market 
conditions (or vice versa). 

Indefinite-Lived  
Intangible Assets  
Similar to the goodwill test, the FASB also introduced 
a qualitative assessment to the impairment process for 
indefinite-lived intangible assets via the release of ASU No. 
2012-02. While a number of the aforementioned factors could 
be applied to an intangible asset Step 0 Test (e.g., discount 
rate considerations, changes in revenue/profits, and future 
growth expectations), the applicability of such factors could 
depend on the type of valuation methodology used for the 
subject intangible asset (e.g., relief-from-royalty approach, 
multi-period excess earnings, cost approach). It will also be 
important to understand whether there has been any shift 

FIGURE 6 STEP 0 TESTING DASHBOARD - CONCLUSION

		  ABC Company, Inc.
			 
		  Macroeconomic Conditions 	 Negative 	 Neutral 	 Positive

	 1 	General Economic Conditions 	 x
	 2 	Access to Capital 		  x
	 3 	Capital Market Issues 		  x

		  Industry and Market Conditions

	 4 	General State of the Industry 	 x
	 5 	Changes in Competitive Landscape 	 x
	 6 	Change in Market for Products/Services 		  x
	 7 	Regulatory/Political Developments 	 x

		  Expense Factors

	 8 	Changes in Labor Costs 		  x
	 9 	Changes in All Other Costs 		  x

		  Overall Financial Performance

	 10 	Comparison of Budgeted Versus Actual Results 			   x
	 11 	Revenue Growth as Compared to Prior Periods 		  x
	 12 	Changes in Margins as Compared to Prior Periods 		  x

		  Entity/Reporting Unit-Specific Events

	 13 	Changes in Management/Key Personnel 		  x
	 14 	Changes in Backlog 			   x
	 15 	Significant Contract Wins/Losses 			   x
	 16 	Changes in Strategic Direction 		  x
	 17 	Niche Product Offerings 			   x

		  Capital Markets Pricing

	 18 	Changes in Stock Prices (Guideline Public Companies) 	 x
	 19 	Changes in Market Multiples (Guideline Public Companies) 	 x
	 20 	Changes in Market Multiples (Merger and Acquisition Multiples) 		  x
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in the relevance of the subject intangible asset to the overall 
business. For example, a new product introduction or shift in 
market share could negatively impact the market royalty rate 
applicable to an indefinite-lived intangible asset, such as a 
trade name. Other common indefinite-lived intangible assets 
include franchises, Federal Communications Commission 
licenses, and customer-related assets. These assets have 
unique value drivers and will need to be reviewed individually 
to determine the likelihood of impairment. 

Consider Supplemental 
Quantitative Analyses  
The Step 0 Test certainly provides increased flexibility to 
simplify the annual impairment testing process. However, 
given the aforementioned FASB factors to consider when 
applying the Step 0 Test, it does not imply that no analysis 
needs to be performed. The case study cited a number of 
market-based metrics that may be considered within the 
constructs of performing a Step 0 Test, many of which could 
require supplemental quantitative analyses. Further, these 
supplemental analyses will likely be of greater importance 
to the extent the “gap” between fair value and carrying value 
in prior impairment tests is small, yielding a greater level of 
scrutiny during the review process. 
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