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Understanding how goodwill is measured after initial recognition is a critical aspect of accounting
under US GAAP. The Financial Accounting Standards Board (FASB) has established specific guidelines
for subsequent measurement of goodwill, primarily outlined in Accounting Standards Codification
(ASC) 350-20. This article aims to provide a comprehensive overview of these standards, explaining
the key concepts, processes, and practical implications for accountants, auditors, and financial
analysts.

Introduction to Goodwill and Its Significance in
Financial Reporting

Goodwill is an intangible asset that arises when a company acquires another business for a price
exceeding the fair value of its identifiable net assets. It reflects factors such as brand reputation,
customer relationships, employee expertise, and other non-physical assets that contribute to earning
power. Proper measurement and reporting of goodwill are essential because they influence a
company’s financial statements, investor perceptions, and compliance with accounting standards.

Initial Recognition of Goodwill

Before delving into subsequent measurement, it’s important to understand the initial recognition
process:

- When a business combination occurs, the acquiring company recognizes goodwill as the excess of
the purchase price over the fair value of identifiable net assets acquired.
- The initial measurement is straightforward, based on fair value assessments at the acquisition date.

Following initial recognition, companies must determine how to measure goodwill in subsequent
periods, which leads us to the core focus of this article.



Subsequent Measurement of Goodwill: Key Principles
Under ASC 350-20

ASC 350-20 provides the authoritative guidance on how companies should account for goodwill after
initial recognition. The primary approach involves testing goodwill for impairment rather than
amortization, reflecting the view that goodwill has an indefinite useful life and should be evaluated
periodically for impairment losses.

Key principles include:

- No amortization of goodwill post-acquisition.

- Performing annual impairment tests.
- Recognizing impairment losses if the carrying amount exceeds recoverable amount.

Impairment Testing versus Amortization

Historically, some intangible assets were amortized over their estimated useful lives. However, under
ASC 350-20, goodwill is not amortized but instead subjected to impairment testing.

Why?

- Goodwill is considered to have an indefinite useful life.

- Regular amortization could misstate the true value of the asset and its contribution to future
earnings.

Implication:

- Companies must evaluate goodwill’s recoverability periodically.
- Impairment testing is the primary subsequent measurement method.

The Impairment Testing Process for Goodwill

ASC 350-20 prescribes a two-step impairment test:

Step 1: Qualitative Assessment (Optional)

- Companies may perform a qualitative assessment to determine whether it’s more likely than not
(more than 50% likelihood) that goodwill is impaired.
- Factors considered include macroeconomic conditions, industry trends, company-specific events,



and historical performance.

If the qualitative assessment indicates no impairment, no further testing is needed for that period.

Step 2: Quantitative Impairment Test

- If the qualitative assessment is inconclusive or indicates potential impairment, a quantitative test is
performed.
- The process involves:

1. Identifying the Reporting Unit: The smallest identifiable segment to which goodwill is assigned.
2. Calculating the Carrying Amount: The fair value of the reporting unit including goodwill.

3. Determining Fair Value: Using valuation techniques such as discounted cash flows, comparable
company analysis, or other valuation models.

4. Comparing Fair Value and Carrying Amount: If the fair value of the reporting unit is less than its
carrying amount, an impairment loss must be recognized.

Key Points:

- Impairment losses are limited to the carrying amount of goodwill.
- The loss is recognized directly in earnings.

Measuring and Recognizing Goodwill Impairment
Losses

Once impairment is identified, ASC 350-20 mandates:

- Recognizing the impairment loss as the excess of the carrying amount of goodwill over its implied
fair value.

- Recording the loss in the income statement, which reduces net income.

- Reducing the carrying amount of goodwill on the balance sheet accordingly.

Important considerations:

- The impairment loss is non-reversible.
- The process requires careful valuation and judgment.

Frequency of Goodwill Impairment Testing

- Annual Testing: Companies are required to perform goodwill impairment testing at least once a year,



typically at the fiscal year-end.
- Interim Testing: Additional testing may be necessary if events or circumstances indicate potential
impairment, such as:

- Significant decline in market capitalization.

- Changes in the economic environment.
- Unexpected adverse events impacting the reporting unit.

Disclosures Related to Goodwill and Impairment

ASC 350-20 emphasizes transparency through comprehensive disclosures, including:
- The carrying amount of goodwill by reporting unit.

- The basis for determining the fair value of reporting units.

- Details of impairment losses recognized during the period.

- The reasons for impairment and assumptions used in valuation models.

These disclosures help users assess the company’s goodwill management and impairment risk.

Practical Implications for Companies and Auditors

Implementing the subsequent measurement standards under ASC 350-20 involves:

- Developing robust valuation models.

- Gathering relevant data for impairment testing.

- Maintaining documentation to support assumptions and calculations.

- Ensuring timely impairment assessments to comply with accounting standards.

For auditors, this process entails:
- Verifying valuation methodologies.
- Evaluating management’s assumptions.

- Testing the reasonableness of impairment calculations.
- Ensuring disclosures are complete and accurate.

Common Challenges and Best Practices

Challenges:



- Estimating fair value accurately.
- Dealing with subjective assumptions and estimates.
- Recognizing impairment losses promptly.

Best Practices:

- Regularly review and update valuation models.

- Maintain detailed documentation of assumptions.

- Conduct impairment testing in a timely manner.

- Stay informed about changes in accounting standards and valuation techniques.

Conclusion: The Core of Subsequent Measurement of
Goodwill

The statement that best describes the subsequent measurement of goodwill under ASC 350-20 is that
it primarily involves annual impairment testing rather than amortization. This process includes
qualitative assessments followed by quantitative impairment analysis when necessary, ensuring that
goodwill is carried at no more than its recoverable amount. Recognizing impairment losses when
goodwill’s fair value declines ensures that financial statements provide a true and fair view of a
company's assets and financial health.

By adhering to these standards, companies can effectively manage goodwill, comply with regulatory
requirements, and provide transparent information to investors and stakeholders.
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Frequently Asked Questions

What is the primary focus of ASC 350-20 regarding goodwill?

ASC 350-20 primarily addresses the subsequent measurement of goodwill, emphasizing that goodwill
should not be amortized but tested annually for impairment.

How does ASC 350-20 define the subsequent measurement
approach for goodwill?

ASC 350-20 states that goodwill is to be tested for impairment at least annually, and if necessary,
between annual tests when certain events indicate potential impairment.



What are the key requirements for goodwill impairment
testing under ASC 350-20?

The key requirements include performing a qualitative assessment first, and if necessary, a
guantitative test to determine if goodwill is impaired, with impairment losses recognized in the
income statement.

Does ASC 350-20 specify how to measure goodwill after initial
recognition?

Yes, ASC 350-20 specifies that goodwill should be carried at its carrying amount less any accumulated
impairment losses; it is not amortized but tested for impairment.

What triggers the need for an impairment test of goodwill
under ASC 350-20?

Triggers include events or circumstances indicating that the fair value of a reporting unit may be less
than its carrying amount, such as significant declines in market value or adverse changes in the
business environment.

How often should an entity perform goodwill impairment
testing according to ASC 350-20?

Entities are required to perform an annual impairment test, usually around the same date each year,
and more frequently if specific events suggest impairment.

What is the significance of the 'covers' in the context of
subsequent measurement of goodwill per ASC 350-20?

The term 'covers' in this context refers to the scope of ASC 350-20, which encompasses the
procedures and requirements for measuring and testing goodwill after initial recognition to ensure it
is not overstated on the financial statements.

Additional Resources
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Understanding how goodwill is subsequently measured after initial recognition is a fundamental
aspect of accounting for business combinations. The subsequent measurement of goodwill, as defined
by ASC 350-20, determines whether an entity should carry goodwill at its original cost less
accumulated impairment or adopt another approach. This concept is critical for financial statement
users, auditors, and accountants because it influences reported assets, profitability, and overall
financial health of a company. In this article, we will dissect the nuances of ASC 350-20 to clarify what
statement best describes the subsequent measurement of goodwill and provide a comprehensive
guide to its application.



Introduction to Goodwill and ASC 350-20

Goodwill is an intangible asset that arises when a company acquires another business for a price that
exceeds the fair value of its identifiable net assets. Under U.S. GAAP, specifically ASC 350-20, goodwill
is initially recognized at its fair value, which is usually the purchase price paid for the acquisition.

However, the key question for preparers and auditors is: How should goodwill be measured after the
initial recognition? The answer hinges on ASC 350-20, which outlines the subsequent measurement
and impairment testing of goodwill. Unlike many other intangible assets that may be amortized over
their useful lives, goodwill is not amortized but is instead tested annually for impairment.

The Core Principles of Subsequent Measurement Under ASC 350-20

ASC 350-20 primarily states that goodwill must be tested for impairment at least annually and that it
is carried at its implied fair value (which is often approximated by the carrying amount unless an
impairment is recognized). The subsequent measurement process involves:

- Carrying amount of goodwill: Reflects the initial recognition less any impairment losses recognized in
prior periods.

- Impairment testing: Performed at the reporting unit level, where the fair value of the reporting unit
is compared to its carrying amount, including goodwill.

- Recognition of impairment losses: If impairment is identified, the carrying amount of goodwill is
reduced accordingly, but it is not amortized.

This approach emphasizes that goodwill is not systematically amortized but is subject to an
impairment-only model.

Which Statement Best Describes the Subsequent Measurement of Goodwill?

The question often posed is: "Which statement best describes how goodwill is subsequently measured
according to ASC 350-207?"

The options generally considered include:

- A. Goodwill is amortized over its useful life.

- B. Goodwill is tested annually for impairment and carried at the lower of carrying amount or fair
value.

- C. Goodwill is remeasured at fair value every reporting period.

- D. Goodwill is adjusted for revaluation based on changes in market value.

The correct statement is B. Goodwill is tested annually for impairment and carried at the lower of
carrying amount or fair value.

Let's examine why this is the case.



Detailed Explanation of the Correct Statement
B. Goodwill is tested annually for impairment and carried at the lower of carrying amount or fair value.

This statement accurately captures the essence of ASC 350-20's guidance on subsequent
measurement:

- Annual impairment testing: Companies are required to perform a qualitative or quantitative test at
least once a year to determine if goodwill has been impaired.

- Impairment recognition: If the fair value of the reporting unit is less than its carrying amount
(including goodwill), an impairment loss is recognized, reducing the carrying amount of goodwill.

- Carrying amount: After impairment, goodwill is carried at the carrying amount, which reflects the
original cost minus any impairment losses recognized.

Key points include:

- Goodwill is not amortized over its useful life, unlike other intangible assets.

- The impairment test compares the fair value of the reporting unit (or cash-generating unit) to its
carrying amount.

- If impairment exists, the loss is recognized in the income statement, and goodwill's carrying amount
is reduced accordingly.

- Once impaired, goodwill is not remeasured upward if the fair value increases in subsequent periods.

Common Misconceptions About Goodwill Measurement

To deepen understanding, let's explore some common misconceptions and clarify how they are
addressed under ASC 350-20.

Misconception 1: Goodwill is amortized over its useful life.

Reality: Under ASC 350-20, goodwill is not amortized but is instead tested annually for impairment.
Amortization was previously permitted under older standards but is no longer aligned with current
GAAP.

Misconception 2: Goodwill is revalued to fair value each reporting period.

Reality: Goodwill is not revalued to fair value every period unless an impairment test indicates that
the carrying amount exceeds fair value. The impairment process is a one-way adjustment, not a
regular revaluation.

Misconception 3: Goodwill's carrying amount automatically adjusts with market changes.

Reality: Changes in market conditions do not automatically impact goodwill's measurement. Only
impairment testing can cause a downward adjustment if fair value declines below carrying amount.



The Impairment Testing Process in Practice

Understanding the subsequent measurement of goodwill is incomplete without grasping the
impairment testing procedure outlined by ASC 350-20. Here's a step-by-step guide:

1. Identify the reporting unit: Usually, a business segment or subsidiary that has discrete financial
information.

2. Perform a qualitative assessment (optional but encouraged): Determine whether it's more likely
than not that the fair value of the reporting unit is less than its carrying amount.

3. Conduct a quantitative impairment test if necessary:

- Calculate the fair value of the reporting unit—using market-based, income, or cost approaches.
- Compare this fair value to the carrying amount (including goodwill).

4. Recognize impairment loss:

- If fair value < carrying amount, recognize an impairment loss.
- The impairment loss cannot exceed the amount of goodwill allocated to that reporting unit.
- Adjust the carrying amount of goodwill downward accordingly.

5. Post-impairment measurement:

- Goodwill remains on the books at its new, reduced carrying amount.
- No subsequent upward adjustment is permitted unless a new transaction occurs.

Practical Implications for Financial Reporting
The subsequent measurement approach under ASC 350-20 has several implications:

- Financial statement presentation: Impairment losses are recognized immediately in earnings,
affecting net income.

- Balance sheet impact: Goodwill may be significantly reduced if impairments occur, impacting asset
valuation.

- Management judgment: Significant estimates and assumptions are involved in determining fair
value, making impairment testing a critical area for auditors and management oversight.

- Disclosure requirements: Companies must disclose the amount of impairment losses and the
reasons for impairments, providing transparency to investors.

Summary: What Statement Best Describes Subsequent Measurement?

In conclusion, the statement that best describes the subsequent measurement of goodwill, as defined
by ASC 350-20, is:

> "Goodwill is tested annually for impairment and carried at the lower of carrying amount or fair
value."



This reflects the impairment-only model, the absence of amortization, and the focus on fair value
assessments to ensure that goodwill’s book value does not overstate its recoverable amount.

Final Thoughts

Understanding the subsequent measurement of goodwill under ASC 350-20 is crucial for accurate
financial reporting and compliance. It emphasizes the importance of impairment testing over
systematic amortization, aligning with the conceptual framework that goodwill represents an
indefinite-lived asset that should only be adjusted when evidence suggests its value has declined.

For accountants, auditors, and financial analysts, mastering these principles ensures that financial
statements present a true and fair view of a company's assets, especially in the context of complex
business combinations and ongoing valuation considerations.

Remember: Goodwill is a unique intangible asset that requires vigilant monitoring through impairment
testing rather than routine amortization, embodying the subtleties and challenges of modern
accounting standards.
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