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Significant issues

Area of focus

Issue

Action taken by audit committee

Outcome

Impairment
reviews

Read more in

Pearson carries significant
goodwill intangible asset
balances. There is
judgement exercised in
the identification of CGUs

The committee considered the
results of the Group’s annual
goodwill impairment review and the
key assumptions which are
considered to be the cash flows

Annual impairment
review finalised with
confirmation of
impairment in the
North America

note 11 and the process of derived from strategic and business and
allocating goodwill to operating plans, long-term growth sufficient headroom
on p147-150 CGUs and aggregate rates and the weighted average in other CGUs.
CGUs and in the cost of capital. The committee
assumptions underlying considered the sensitivities to
the impairment review. In | changes in assumptions and the
2016, Pearson made related disclosures required by IAS
further significant 36 ‘Impairment of Assets’. The
impairments to goodwill in | committee noted that a significant
its North American impairment had arisen in North
business America as a result of revised
expectations for cash flows
associated with the US higher
education courseware business
over the strategic plan period. The
committee also considered
sensitivity to assumptions in
relation to other businesses.
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Area of focus

How our audit addressed the area of focus

Carrying values of goodwill and intangible assets

Refer to note 11 to the consolidated financial statements

After recording an impairment charge of £2,548m
at 31 December 2016, the Group had £2,341m of
goodwill and £1,101m of other intangible assets
including software, acquired customer lists,
contracts and relationships, acquired trademarks
and brands and acquired publishing rights.

In 2016, the Group’s North America business
experienced a material decline in sales, most
significantly in higher education courseware. As a
result, in January 2017, management revised its
2017 operating and strategic plan from which are
derived inputs into the Group’s fair value less
costs of disposal impairment model. This resulted
in a £2,548m impairment to the North America
aggregated cash-generating unit (CGU).

The carrying values of goodwill and intangible
assets are dependent on future cash flows of the
underlying CGUs and there is a risk that if
management does not achieve these cash flows
it could give rise to further impairment. This risk
increases in periods when the Group’s trading
performance and projections do not meet prior
expectations, such as in 2016.

The impairment reviews performed by
management contain a number of significant
judgements and estimates of which the most
significant were forecast sales growth rate
(including US enrolment rates, assessment
growth rates and the success of new product
launches), operating profit forecasts, perpetuity
growth rates and discount rates. Changes in
these assumptions can result in materially
different impairment charges or available
headroom.

We obtained management’s fair value less costs of
disposal impairment model and tested and evaluated
the reasonableness of key assumptions, including
CGU identification, operating profit forecasts and key
inputs to these forecasts, perpetuity growth rates and
discount rates. We tested the mathematical integrity of
the forecasts and carrying values in management’s
impairment model and confirmed that management’s
estimate of each CGU’s recoverable amount is
appropriately based on the higher of fair value less cost
of disposal and value-in-use. Our procedures have
been focused on the North America and Core CGUs.

We agreed the forecast cash flows to board-approved
budgets, assessed how these budgets are compiled
and understood key judgements and estimates within
them, including short-term growth rates and cost
allocations.

Specifically for the US higher education courseware
business, we understood management’s assumptions
for the drivers of future sales, including the effect of
enrolment levels, and the impact of rental models and
second-hand books on sales of new books, and
compared these with external data and recent historical
trends.

We used valuations specialists to assess the perpetuity
growth rate and discount rate for each CGU by
comparison with third-party information, past
performance and relevant risk factors. We also
considered management’s estimate of disposal costs
for reasonableness.

As a result of our work, we determined that the
quantum of impairment recognised in 2016 was within
a reasonable range and supported based on the
uncertainties arising in the US higher education
courseware business over the strategic plan period.

We performed our own sensitivity analyses to
understand the impact of reasonable changes in the
key assumptions. We agree with management’s
decision to provide additional disclosures in note 11 of
the financial statements given that reasonably possible
changes in the assumptions could materially impact the
impairment charges or available headroom
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Issue

How the issue was addressed by the committee

Fixed asset impairment and onerous lease
provisions

The Committee reviewed and challenged management’s
impairment testing of property and technology assets and
estimate of onerous lease provisions. The Committee
considered the appropriateness of key assumptions and
methodologies for both value in use models and fair value
measurements. This included challenging projected cash
flows, growth rates, discount rates and the use of
independent third party valuations and considering any
impacts of the uncertainties arising from Brexit.

The Group has recognised a £112m release of impaired
PPE assets, together with an onerous lease provision of
£56m in the year and a £7m charge for Software and
other intangible assets. See Note 11 to the financial
statements for fixed assets impairment, and Note 25 for
property provisions.
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Risk description

How the scope of our audit responded to
the risk

Key observations

Store impairment review @

As described in Note 1
(Accounting policies) and Note 11
(Property, plant and equipment),
the Group held £18,108m
(2015/16: £17,900m) of property,
plant and equipment at 25
February 2017.

Under IFRS, the Group is
required to complete an
impairment review of its store
portfolio where there are
indicators of impairment or
impairment reversal.

There continues to be judgement
required in identifying indicators of
impairment and determining the
fair value of the Group’s store
portfolio. Additionally, there is
judgement in relation to triggering
the reversals of impairments
recognised in previous periods.

In light of the continued
competitive environment in which
the Group operates and changes
in the macro environment, there is
a risk that the carrying value of
stores and related fixed assets
may be higher than the
recoverable amount. Where a
review for impairment, or reversal
of impairment, is conducted, the
recoverable amount is determined
based on the higher of ‘value in
use’ and ‘fair value less costs of
disposal’:

= value in use is calculated from
cash flow projections and relies
upon the Directors’
assumptions and estimates of
future trading performance,
longer-term growth rates and
discount rates utilised; and

= fair value less costs of disposal
is determined by reference to a
sample of valuations
completed by independent
valuation specialists where
applicable.

Our audit procedures included assessing the
design and implementation of key controls
around the impairment review processes,
assessing the appropriateness of the
methodology applied by the Directors in
calculating the impairment charges and
reversals, and the judgements applied in
determining the cash-generating units (CGUs)
of the business, which the Group has
determined as being individual stores and, in
the United Kingdom (UK), the general
merchandising online business. As part of our
procedures we have used data analytics to
assist us in determining the completeness of
the impairment indicator assessment.

In relation to the completeness of the Group’s
impairment review process, we have assessed
the completeness of the Group’s impairment
charges and impairment reversals with
reference to CGU performance.

In relation to the Group’s ‘value in use’
valuations, we have assessed the review
completed by the Group by:

= assessing the methodology applied in
determining the value in use compared with
the requirements of IAS 36 Impairment of
Assets and checking the integrity of the
impairment model utilised by the Group;

= challenging the key assumptions utilised in
the cash flow forecasts with reference to
historical trading performance, market
expectations and our understanding of the
Group’s strategic initiatives;

= assessing the long-term growth rates and
discount rates applied to the impairment
review for each country, comparing the
rates utilised to third party evidence and in
relation to the discount rate, our
independently estimated discount rates;
and

= completing sensitivity analysis in relation to
key assumptions to consider the extent of
change in those assumptions that either
individually or collectively would be required
for the assets to be impaired, in particular
property fair values, long-term growth rates
and discount rates applied.

Whilst we note
actions are required
by the Group to
achieve these
forecasts over the
medium term, we
concluded that the
assumptions in the
impairment models
were within an
acceptable range,
and that the overall
level of net reversal
of impairment was
reasonable.

We also agree that
the disclosure of the
net impairment as an
exceptional item is in
accordance with the
Group’s policy on
exceptional items.




Risk description

How the scope of our audit responded to
the risk

Key observations

As a result of the Group’s
impairment review completed
during the year, an impairment
release of £6m (2015/16: charge
of £18m) was recognised.

Refer to page 54 for the Audit
Committee’s discussion of this
risk.

In relation to the Group’s ‘fair value less costs
of disposal’, we have challenged the
assumptions used by the Group in determining
the fair market value of the assets, including
those completed by external valuers, using
internal property valuation specialists and
assessing whether appropriate valuation
methodologies have been applied.

Additionally, we assess the adequacy of the
store impairment related disclosures.
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