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Section 11- Basic Financial Instruments

Summary of this section

Section 11 defines basic financial instruments for all companies with the exception of public benefit
entities. Basic financial instruments coming within the scope of section 11 are:

Cash;

Demand and fixed term deposits;

Commercial paper and bills;

Notes, loans receivable and payable;

Bonds and similar debt instruments

Accounts payable, accounts receivable;

Investments in non-convertible preference shares, non-puttable ordinary and preference
shares; and

Commitments to make or receive a loan to another entity that cannot be settled net in cash.
Loans due to or from group companies, directors loan accounts. It goes on to provide
characteristics and examples of financial instruments.

Section 11 applies to all financial instruments meeting the conditions of paragraph 11.8 except for the

following:

1. Investments in subsidiaries, associates and joint ventures;

2. Financial instruments that meet the definition of an entity’s own equity and the equity
component of compound financial instruments issued by the reporting entity that contain
both a liability and an equity component;

3. Leases, to which Section 20 Leases applies;

4. Employers’ rights and obligations under employee benefit plans, to which Section 28
Employee Benefits applies;

5. Financial instruments, contracts and obligations to which Section 26 Share-based payment
applies, and contracts within the scope of paragraph 12.5;

6. Insurance contracts (including reinsurance contracts) that the entity issues and reinsurance
contracts that the entity holds (see FRS 103 Insurance Contracts).

7. Financial instruments issued by an entity with a discretionary participation feature (see FRS
103 Insurance Contracts).

8. Reimbursement assets accounted for in accordance with Section 21 Provisions and
Contingencies; and

9. Financial guarantee contracts (see Section 21).

A financial instrument is defined in Section 11.3 as a contract that gives rise to a financial asset of one
entity and a financial liability of another entity.



What are the key points of this section of FRS 102?
The definition of basic financial instruments as detailed above;

Two tiered approach model whereby financial assets and liabilities are measured at either amortised
cost or FVTPL;

Non market rate/interest free intercompany/directors loans which are not repayable on demand will
have to be recognised on an amortised cost basis (i.e. present value of future cash flows etc.). This will
result in a transition adjustment which will also result in a charge to the profit and loss or equity for
companies where it is a loan due and a credit where it is owed from the other parties depending on
the circumstances;

Need to fair value equity investments where they can be measured reliably based on the hierarchy
detailed in Section 11.27 and Section 11.14 (d) (i) if not then they are carried at cost less impairment.

Premium or discounts on bonds released over the remaining life of the bond on an effective interest
basis to the profit and loss account so as to bring it to par at the end of its life.

Rules in relation to substantial modifications of the terms of an existing financial liability where there
is a substantial change then the existing liability is derecognised/ extinguished and a new financial
liability is recognised. Where a modification occurs, the difference between the carrying amount and
the new required carrying amount is accelerated; and

Financial assets are derecognised only when the rights to the cash flows from the asset have expired
or are settled; or the entity has transferred all the risks and rewards of ownership, or where ownership
is transferred but control is relinquished (Section 11.33).
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Section 11 — Derecognition rules
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How does COVID-19 impact on this section?

Entities will need to consider whether impairment of assets is required as a result of COVID-19. FRS
102 requires an entity to assess whether there is objective evidence of impairment of any assets held
at cost or amortised cost. If there is an impairment then this is required to be recognised in the profit
and loss account immediately.

COVID-19 will not impact on financial liabilities unless the derecognition criterial set out in Section
11.36 of FRS 102 are satisfied (ie. the liability is paid, expires or is discharged). The debtor must be
released from the obligation by the creditor. The liquidation or personal insolvency of a creditor is not
grounds for impairing a creditor as the legal requirement to pay will rest with the debtor until the
balance is formally written off.

Practical implications

Section 11.22 & 11.23 identifies events that may give rise to the possibility of impairment of a financial
instrument.

“11.22 Objective evidence that a financial asset or group of assets is impaired includes observable data
that come to the attention of the holder of the asset about the following loss events:

(a) significant financial difficulty of the issuer or obligor;
(b) a breach of contract, such as a default or delinquency in interest or principal payments;

(c) the creditor, for economic or legal reasons relating to the debtor’s financial difficulty, granting to
the debtor a concession that the creditor would not otherwise consider;

(d) it has become probable that the debtor will enter bankruptcy or other financial reorganisation; and

(e) observable data indicating that there has been a measurable decrease in the estimated future cash
flows from a group of financial assets since the initial recognition of those assets, even though the
decrease cannot yet be identified with the individual financial assets in the group, such as adverse
national or local economic conditions or adverse changes in industry conditions.

11.23 Other factors may also be evidence of impairment, including significant changes with an adverse
effect that have taken place in the technological, market, economic or legal environment in which the
issuer operates.”

The economic impact of COVID-19 may result in some of the above impairment indicators being
present, including the following;

- Significant financial difficult of debtors which may impact on their recovery. This may be more
acute depending on the particular industry that the debtor operates in and if this has been
particularly badly affected by COVID-19.

- A breach of payment terms by a debtor which is now in default as a result of COVID-19.

- A write down of debtors balances as a results of the consequences of the debtor getting into
financial difficulty as a result of COVID-19.

- A debtor who has gone into liquidation or examinership as a result of COVID-19



Example- Impairment of debt instruments

Company A issued a loan to a related company for CU200,000 and incurred costs of CU10,000 at the
start of year 1 for 5 years. Interest at a fixed rate of 5% was charged (i.e. CU10,000 per annum) which
was deemed to be the market rate of the loan at that date. At the end of year 3 the related company’s
financial performance deteriorated as a result of the economic impact of COVID-19 and shows signs
that the full amount will not be recoverable. Company A estimates that it will only receive 75% of the
interest (i.e. CU150,000*5%=CU7,500) and 75% of the capital (i.e. CU200,000*75%=CU150,000).
Therefore, an impairment loss is required to be booked. The effective rate on taking out the loan was
3.88% which was calculated using a mathematical model in Excel.

Calculated EIR 3.880% |
Interest for Period

Period Ending Opening Balance at 3.88% Cashflow Impairment loss * Closing Balance
Year 1 210,000 8,148 (10,000) 208,148
Year 2 208,148 8,076 (10,000) 206,224
Year 3 pre impairment 206,224 8,001 {10,000) 204,226
Year 3 post impairment 204,226 {51,052) [ 153,174
Yeard 153,174 5,943 (7,500) 151,617
Year 5 151,617 5,883 (7,500 150,000
Year 5 150,000 (150,000) - 0

* 7,500 f {1.0388)"1 + 157, 5002 ar 75% of the amortised cost at the end of year 3 pre impairment (204,226*75%)=£153,174

Discount rate at Present value of
Period Ending Cashflows 1.0388% cashflow
Year 3 - 1 -
Year 4 - 7,500 0.9626 - 7,220
Year 5 - 7,500 0.9267 - 6,950
Year 5 - 150,000 0.9267 - 139,004
I- 153,174

NOTE: if in the above example the entity determined there to be doubt about the recoverability of
the full asset an impairment of CU204,226 would be booked.

Example- impairment review of a COVID-19 debtors listing

Company B operates an air conditioning business. At its year end of 31 March 2020, it had the
following debtors on its year end debtors listing which it considered as part of its impairment review.

- CU50,000 due from a supermarket chain which is trading profitably during COVID-19- no
indicators of impairment

- CU30,000 due from a local factory which closed down temporarily during COVID-19. From
discussions with the debtor, only 50% of the balance will be recovered as a result of this.

- CU 25,000 due from a hotel which has significant financial difficulties arising from COVID-19.
The hotel may not reopen following the lifting of restrictions and if it does, it will need to
restructure/write off its debts.

Following on from the above impairment review, 2 adjustments are required as follows as the
circumstances provide objective evidence of impairment;



Dr. P&L- CU15,000
Cr. Provision for bad debts CU15,000

Being impairment of factory debtor to 50% of its original value

Dr. P&L- CU25,000

Cr. Provision for bad debt CU25,000

Being impairment of hotel debtor to CUO

Section 1A of FRS 102 disclosures

The company is required to disclose details of impairments and reversal of impairments on financial
assets is required to be disclosed in the notes to the financial statements (as required under full FRS
102).
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Section 27- Impairment of assets

Summary of this section

Section 27 deals with the measuring, recognising and disclosing impairments for all assets with the
exception of:

assets arising from construction contracts covered by Section 23;

deferred tax assets covered by section 29;

Asset arising from employee benefits covered by Section 28;

Financial assets within the scope of Section 11 and Section 12 dealing with financial
instruments;

Investment property measured at fair value under Section 16;

Biological assets relating to agricultural activity dealth with in Section 34; and

Impairment of deferred acquisition costs and intangible assets arising from insurance
contracts which are dealt with in FRS 103.

What are the key points of this section of FRS 102?

Impairment review only required to be performed if indicators of an impairment exists.

Indicators of impairment as defined in Section 27.9 are:

An asset’s market value has declined significantly more than would be expected as a result
of the passage of time;

Significant changes occurred/are due to occur in technology, market, economic or legal
environment;

Market interest rates have increased during the period which are likely to affect

materially the discount rate and value in use;

The carrying amount of the net assets is more than the estimated fair value of the entity as a
whole;

Evidence available of obsolescence and damage of an asset;

Significant changes with adverse effect on the entity have or is due to take place which, in
the extent to which an asset is used/expected to be used e.g. plans to restructure, make idle
or discontinue an operation;

Reassessment of an asset from infinite to finite; and

Evidence showing the economic environment of an asset is worse than expected.

A cash generating unit is the smallest identifiable group of assets that generates cash inflows that
are largely independent of the cash inflows from other assets or group of assets.

An impairment exists if the recoverable amount is less than the carrying amount.

The recoverable amount of an asset or cash generating unit is the higher of its fair value less costs to
sell and its value in use.



Fair value less costs to sell is based on the sale of the asset in an arm’s length transaction between
knowledgeable and willing parties.

Value in use is the present value of the future cash flows expected to be derived from the asset.

If an impairment loss arises on a cash generating unit, it is allocated first against goodwill and then
against other assets of the unit, pro rata based on their carrying values.

For individual assets, reversals are recognised in profit or loss (or in other comprehensive income,
for previously revalued assets in accordance with the requirements of the relevant section). The
asset carrying value is never restored to more than what it would have been had the impairment
never occurred.

For cash generating units, the reversal is allocated pro-rata to the assets in the unit, excluding
goodwill.

Future of cash flows included in the value in use calculation cannot include future cash flows from
future restructuring or improvements to the asset’s performance. The pre-tax discount rate should be
used.



How does COVID-19 impact on this section?
The area of impairment is likely to be one of the key sections of FRS 102 impacted by COVID-19.
One of the external indicators of impairment as set out in section 27.9 of FRS 102 is;

“Significant changes with an adverse effect on the entity have taken place during the period, or will
take place in the near future, in the technological, market, economic or legal environment in which
the entity operates or in the market to which an asset is dedicated.”

COVID-19 is likely to meet this definition of an external indicator of impairment and as a result, an
impairment review of entities assets will be required.

This may result in a decline in asset values.

If the impairment has happened after the financial year but before sign off, entities will need to
consider the impairment in the context of section 32- Events after then end of the reporting period to
determine if the impairment meets the criteria for an adjusting event.

Practical implications

In considering if an asset is impaired, the recoverable amount should be compared to the carrying
amount. The recoverable amount is the greater of the fair value less costs to sell and the value in use.
The carrying amount is the amount that the balance is held at in the balance sheet.

In determining the recoverable amount, the entity takes the higher of “fair value less costs to sell” and
“value in use”. In doing this, the entity should first consider what the “fair value less costs to sell” of
an asset is.

Fair Value less Costs to sell

Detailed in section 27.14 of FRS 102

“Fair value less costs to sell is the amount obtainable from the sale of an asset in an arm’s length
transaction between knowledgeable, willing parties, less the costs of disposal. The best evidence of
the fair value less costs to sell of an asset is a price in a binding sale agreement in an arm’s length
transaction or a market price in an active market. If there is no binding sale agreement or active market
for an asset, fair value less costs to sell is based on the best information available to reflect the amount
that an entity could obtain, at the reporting date, from the disposal of the asset in an arm’s length
transaction between knowledgeable, willing parties, after deducting the costs of disposal. In
determining this amount, an entity considers the outcome of recent transactions for similar assets
within the same industry.”

If Fair Value less Costs to sell is less than the carrying value then the entity should consider what the
value in use of the asset is.

Note- if establishing fair value is difficult during the lockdown period- refer to the Section 2 Quick
Guide.

Value in Use

Detailed in section 27.15 of FRS 102



“Value in use is the present value of the future cash flows expected to be derived from an asset. This
present value calculation involves the following steps: (a) estimating the future cash inflows and
outflows to be derived from continuing use of the asset and from its ultimate disposal; and (b) applying
the appropriate discount rate to those future cash flows.”

If the recoverable amount is less than the carrying value then an impairment is required to be
recognised through the profit and loss account. If the impairment relates to an asset that has
previously been revalued then the revaluation portion shall reversed through the statement of
changes in equity with the balance recognized as an impairment through the profit and loss account.

If the carrying value exceeds the recoverable amount then no impairment is required.

It is likely that any assets with a recoverable amount based on value in use will be impaired following
COVID-19 as VIU is based on cashflows which are likely to be negatively affected as a result.

Indicators of
impairment present No
(as detailed in Section :o Ll:rr;t;er K
27.9(a) of FRS 102) q
Carrying value * Compared with Recoverable amount
/ Higher of \
Fair value less costs Value in use
to sell and
Carrying value * Impairment loss
Recoverable amount charged to the profit
> > — and loss (being the
difference between
recoverable amount
and carrying amount)

Carrying value * . .
rying Recoverable amount No impairment

identified. No
< — adjustment required




Examples

Value in Use- Determining cash flow to include

Company A is a manufacturing company providing special plywood to the construction industry.
During the year there was a large slump in the construction market which was an indicator of
impairment. The company has prepared the estimated cash flow and has included the below in the
cash flow. Determine which ones will be allowed to be included as part of the value in use

calculation.

The company intends to restructure the company and lay 20 employees off which will
result in cost savings of CU200,000 per annum.

Solution: Neither the costs of the reconstruction or the cost savings can be incorporated
into estimated future cash flows as the entity was not demonstratively committed to it
i.e. it was not provided for in the year end financial statements .See Section 27.19 of FRS
102

Next year the company has planned to purchase and install a whole new production line
which will allow the company to diversify the type of products it produces such that it can
supply material to a separate industry. (Section 27.9 (b) of FRS 102)

Solution: Section 27.19 does not allow planned future capital expenditure which
enhances the cash flow potential to be incorporated into the cash flow. Neither does it
allow the future additional cash inflows from the proposed expenditure.

The cost of replacing a component of the main production line which is depreciated at a
different rate to the main line has been included in the cash flows.

Solution: Given that this is a component that is separately depreciated from the main
production line and it does not enhance the performance of the line above the
performance at the date of the value in use calculation, this should be included in the
estimated cash outflows. Note the cash flows should incorporate these based on the life
of that component so if these parts had to be changed every five years, it would have to
be included in the cash flow every five year. See Section 27.17 of FRS 102

Assumed a growth rate of 10% per annum for 10 years. The terminal value amount is
increased by a further 10%

Solution: When determining whether this cash flow is appropriate, one would have to look at the
industry in which the company operates. Given that the market has slumped it would be very
unusual for a 10% growth rate to be assumed. On this basis it is likely that these growth rates would



need to actually show a reduction for at least the first few years as opposed to an increase. The
10% growth rate for 10 years also seems to be for too long a period. IAS 36 would state that a
growth rate should not be incorporated for more than 5 years and as stated in Section 27 from
then on a steady rate or declining growth rate should be used. Therefore these growth rates would
have to be reduced and usually after 5 years decreasing or no further growth should be assumed.
However each circumstance would need to be assessed individually based on the industry in which
the entity operates. (Section 27.17 (b) of FRS 102)

The repairs and maintenance costs is very large when compared to the depreciation
charged on the assets during the prior year.

Solution: Although this is an allowable cash flow usually the repairs and maintenance cost
included in the cash flow should some way equate to the yearly depreciation charge.

In calculating the cash flows, the company incorporated the working capital
requirements/movements but they compared the present value of the cash flows to the
carrying amount they have not included the debtors/creditors/inventory and other
working capital items within the carrying amount.

Solution: This is incorrect as the company should compare like with like. In this instance
the company should take the net assets relating to the CGU so that they are comparing
like with like.

The company has used a post-tax discount rate

Solution: This is incorrect as a pre-tax discount rate should be used. (see Section 27.20 of
FRS 102)

The company has not incorporated any inflation into its workings
Solution: The entity must incorporate the effects of inflation into its cash flows under the

see Section 27.20 of FRS 102). Therefore, the expected future inflation needs to be
incorporated.

The company has included tax payments into the cash flow

Solution: The inclusion of tax cash flows is not allowed under Section 27.18 of FRS
102.

The company has included exceptional income with regard to a return on investment
within the terminal value amount as this was included in the last forecasted period.



Solution: The terminal value amount must exclude all abnormal or exceptional items
included in the last forecasted periods cash flows as this incorrectly inflates the terminal
value amount. (See Section 27.8.2.6)

- The company in its cash flow used the profit before tax, amortisation and depreciation.

Solution: This is incorrect as the cash flows should incorporate the earnings before
interest, tax, amortisation and depreciation as financing activities should be excluded
together with any non-cash costs, as stated in Section 27.18 of FRS 102.

The interest income and expense should therefore have also been excluded in the above
example.

Impairment loss for a CGU with goodwill

In year 1 Parent A acquired company X for CU100,000. On acquisition 3 CGU’s were identified called
CGU 1, CGU 2 and CGU 3. The fair value of the assets acquired was CU60,000 and goodwill of CU40,000
was recognised on acquisition and set against each CGU. The goodwill was allocated to each CGU
based on the synergies expected to be achieved which ultimately was allocated 1/3" to each CGU.

In year 2, due to a change in the market trends the demand for the product produced by CGU 1
reduced significantly. The value in use calculations indicate a recoverable amount of CU9,000. At
that date the carrying amount of the goodwill and identifiable assets were CU10,000 and CU20,000
(split between asset A&B of CU12,000 and CU8,000) respectively. Therefore, the total impairment to
be booked is CU21,000 (CU10,000+CU20,000-CU9,000 recoverable amount).

The calculation of the allocation of the impairment loss of CGU 1 is carried out as follows:

Carrying value Impairment Carrying amount after
impairment
Goodwill CU10,000 (Cu10,000)* CUnil
Asset A CU12,000 (CU6,600)** CU5,400
Asset B CU8,000 (CU4,400)*** CU3,600

Total

*impairment set against goodwill first and remaining amount set against all other assets on a pro-rata
basis.



**impairment allocated pro-rata to identifiable assets e.g. asset A= (CU21,000-CU10,000 allocated to
goodwill) * (CU12,000/(CU12,000+CU8,000)) = CU6,600.

***impairment allocated pro-rata to identifiable assets e.g. asset A= (CU21,000-CU10,000 allocated
to goodwill) * (CU8,000/(CU12,000+CU8,000)) = CU4,400.

Example- stock impairment

Company A has inventory of wine and chocolate of CU100,000 at the year-end of March 2020.
Following the developments of COVID-19, the company’s market had diminished significantly. The
company has identified that it can sell the wine and chocolates as Easter hampers, to avoid them going
out of date. The sales price of the hampers will be CU80,000 but there is an additional cost of CU20,000
associated with packaging them. The directors are satisfied that this is an adjusting event.

In this example, the carrying value is CU100,000. The sales price (CU80,000) less costs to complete
(CU20,000) is CU60,000. A stock impairment should be recognised of CU40,000 and incurred in the
year ended March 2020 accounts.

Example- Associate Impairment if adopting the cost model

Company A holds a 40% investment in Company B (cost CU500,000). At the year end Company B’s
performance was far less than expected and a significant loss was incurred as a result of a period of
closure arising from the outbreak of COVID-19. As a result Company B’s net assets was CU800,000.
The significant loss made by Company B is an impairment indicator. As it is likely that it would be
difficult to determine the fair value less cost to sell in an active market, the value in use model should
be utilised to determine whether an impairment is required. In this particular case, it may be
appropriate to impair the investment down to the net asset amount of CU320,000 (CU800,000 *40%)
assuming that the value in use calculations do not support the non-impairment. Given the loss making
position of company B, it is likely that the cash generating unit will not generate a favourable value in
use calculation and an impairment to CU320,000 will be required.

Example: A decline in the asset’s market value (Section 27.9 (a) of FRS 102)

Company A purchased a specialised piece of property, plant of equipment for CU300,000 during the
year. At the end of year 1, the supplier dropped its price for that type of equipment to CU200,000. In
this case, this would indicate a possible impairment. As a result an impairment may be required. This
drop in price does not automatically mean an impairment loss as it is likely the value in use of the
asset when taken together with a CGU for the Company will be higher so therefore no impairment
may be required.

If we assume that the piece of property is now abandoned and no longer in use within the CGU, then
the fair value of that asset itself would be used to determine the amount of the impairment loss. The
value in use for the CGU cannot be used as the asset is no longer providing any economic benefit,
therefore its recoverable amount is the fair value of assets in the balance sheet relating to the property
less cost to sell.



Similarly assume Company A has an office block which it uses. Due to a significant reduction in
property prices, there are indications that this asset is stated above its carrying amount. In this case,
this would be an indicator of an impairment, however, this does not necessarily mean a write down is
required as it is part of a CGU (that being the overall factory etc.).

Prior to COVID-19, the CGU was showing a positive value in use with significant headroom between
the carrying value of the assets and the value in use. The company has been hit hard by COVID-19 and
part of the company’s business has been lost. When it performs its value in use calculations, the results
show that the current carrying value exceeds the value in use. As a result, an impairment is required.

Section 1A of FRS 102 disclosures

The impairment disclosure requirements under Section 1A of FRS 102 are similar to full FRS 102.
Details of impairment of all types of all fixed assets held as well as the impairment charges during
the year are required to be disclosed.
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Section 32- Events after the end of the reporting period

Summary of this section

Section 32 deals with the treatment of events after the balance sheet date and whether they are
considered an adjusting or non-adjusting post balance sheet event.

What are the key points of this section of FRS 102?

Events after the end of the reporting period are those events, favourable and unfavourable, that occur
between the end of the reporting period and the date when the financial statements are authorised
for issue.

Events after the end of the reporting period are divided into two types:

e Adjusting events — these provide evidence of conditions that existed at the end of the
reporting period; or

e Non-adjusting events — these relate to conditions that arose after the end of the reporting
period

Adjusting events require adjustment at the financial reporting date for the effect of the post balance
sheet event. Non adjusting events are required to be disclosed in the financial statements.

Examples of adjusting events include:

e the settlement of a court case that retrospectively confirms the existence of a year-end
obligation;

e the determination of the value of profit-sharing or bonus payments; and

e the receipt of information indicating that an asset was impaired as at the year

Examples of non-adjusting events include a decline in the market value of investments and a
favourable decision on a court case that had been in progress at the year end. If dividends are declared
after the year end they are not included as a liability.

The going concern basis of preparation may not be used if management determines after the balance
sheet date that it either intends to liquidate or cease trading, or has no realistic alternative but to do
so.

Section 32.11 gives further examples of non-adjusting events.



How does COVID-19 impact on this section?

This is one of the key sections of FRS 102 impacted by COVID-19 and interacts with many other
sections of FRS 102 also. Given the events of early 2020, many companies balance sheet assets and
trading activities will be heavily impacted. In addition to this, the sudden decline in economic activity
may cause many companies to re-assess the use of the going concern basis and the related disclosures
to address this.

Companies who have a year end of, for example, 31 January 2020 will need to consider the effects of
COVID-19 on the company up until the date of approval of the financial statements. Where post
balance sheet events have occurred after the balance sheet date, such as a debtor going out of
business as a result of COVID-19, the company will need to consider whether there was evidence of
events or conditions that existed at the end of the reporting period. This consideration is key as it will
determine if the matter requires adjustment at 31 January 2020 or not. In the event that it does not
require adjustment, the matter will require to be disclosed in the notes to the financial statements.

Practical implications

The first thing to consider is whether the events caused by COVID-19 are adjusting or non-adjusting
events.

December 2019 year ends

It is unlikely that the post balance sheet effects of COVID-19 will be adjusting events as although
some cases of the virus had been recorded in China, the virus had not become widespread at that
point. In addition, the preventative measures taken by many governments in response to COVID-19
had not been put in place at 31 December 2019. A significant amount of human to human
transmission of the virus was not recorded at that point.

January 2020 year ends

By the end of the month, there had been a significant increase in the number of recorded cases in
China and some cities had been put into lockdown. It is unlikely that adjusting post balance sheet
events will occur for January 2020 year ends. However, the particular circumstances around the post
balance sheet event will need to be considered. For example, if a debtor based in China were to go
out of business in February 2020, it could be argued that this related to events or conditions that
existed at 31 January 2020.

February 2020 year ends

By the end of February 2020, COVID-19 was widely recorded across Europe. On 29" February 2020,
the first case was recorded in Ireland. It is possible that these events could give rise to events or
conditions existing at 29 February 2020 and it is likely that post balance sheet events arising from
COVID-19 after this year end will be adjusting.

March 2020 year ends and subsequent

By the end of March 2020, many “non-essential” trading had ceased and other businesses had been
severely impacted by measures aimed at containing the virus. At this point it is likely that all post
balance sheet events arising from COVID-19 will be adjusting and should be provided for at the year
end.



There is no clear distinction of when events become “adjusting” and determining this will require a
significant degree of professional judgement. It will also require consideration of events and
circumstances (for example, the write off of a debtor based in China will likely be an earlier adjusting
event than the write off of a debtor in Ireland).

Disclosure issues arising from COVID-19

Where an event is non-adjusting, the nature of the event, including

Example 1

Company A is an Irish company who prepares financial statements to 31 December 2019. In
February 2020, a debtor based in Italy goes out of business as a result of COVID-19 lockdown
measures put in place by the Italian government. The debtor owed €20,000 to company A. Is this an
adjusting event for year ended 31 December 2019 in the books of company A?

As the virus was not present in Italy in December 2019 and there had not been a significant amount
of human to human transmission of the virus at that date, the events or conditions giving rise to the
post balance sheet event did not appear to be present at the year end. As a result, the post balance
sheet bad debt should be treated as a non-adjusting post balance sheet event.

Illustrative disclosure note to address the above point

“In the first half of 2020, the Covid-19 virus spread worldwide. In common with many other countries,
the Italian government issued guidance and restrictions on the movement of people designed to slow
the spread of this virus.

This has had a negative impact on the company since the year end and has resulted in a bad debt write
off of €20,000 in February 2020.

As it is the directors opinion that the events or conditions relating to the bad debt did not exist at 31
December 2020, the above financial effects have not been adjusted for the impact of the events since
the balance sheet date.”

Example 2

Company B is an Irish garden centre with €200,000 of stock held at cost at 29t February 2020. On
March 14%™, it temporarily closed in response to government recommendations to contain the
spreading of the disease. At the date of closing, they still had €100,000 worth of the year end stock.
To avoid having to dispose of their stock, they agreed to sell the remaining stock to an unconnected
online garden centre for €50,000. Is the stock write down an adjusting event for the year ended 29"
February 20207?

This circumstance requires some judgement to determine whether the event is adjusting or non-
adjusting. As COVID-19 had been recorded in Ireland by 29t February 2020, this would be evidence
that events or conditions existed at the balance sheet date. Therefore, the event could meet the



definition of an adjusting event which would require adjustment in the financial statements for the
year ended 29" February 2020.

Section 1A of FRS 102 disclosures

The disclosure requirements under full FRS 102 and Section 1A are similar. The particulars and
financial impact of material events that have occurred after the end of the reporting period shall be
given in the notes to the financial statements.
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Group performance continued

Outlook Performance
providedin in line with
July 20192 Result outlook
Changein
adjusted® revenue Downc.2% down2.7% X
Adjusted® EBITDA £7.9bn - £8.0bn £7.9bn
Capital expenditured
(excluding BDUK
clawback) £3.7bn - £3.9bn £3.9bn v
Normalised free
cash flowe £1.9bn-£2.1bn £2.0bn 4

Outlook originally provided in May 2019 was updated in July 2019 for the effect of
IFRS 16. The range of group adjusted® EBITDA was updated from £7.2bn - £7.3bn
to £7.9bn - £8.0bn.

Items presented as adjusted are stated before specific items. See page 204 for
more information.

Adjusted (being before specific items, share of post tax profits/losses of associates
and joint ventures and net non-interest related finance expense), as explained in
the Additional information on page 204.

Additions to property, plant and equipment and intangible assets in the period.
Free cash flow after net interest paid and payment of lease liabilities, before
pension deficit payments (including the cash tax benefit of pension deficit
payments) and specific items.

o

o

°

Alternative performance measures

We assess the performance of the group using various alternative
performance measures. As these are not defined under IFRS they
are termed ‘non-GAAP’ or ‘alternative performance’ measures. We
reconcile these to the nearest prepared measure in line with IFRS on
pages 204 to 206. The alternative performance measures we use
may not be directly comparable with similarly-titled measures used
by other companies.

IFRS 16

IFRS 16 ‘Leases’ replaced IAS 17 ‘Leases’ with effect from 1 April
2019. We present current year results on the new IFRS 16 basis but
prior year comparatives on an IAS 17 basis. For this reason, certain
measures may not be directly comparable. EBITDA has increased
under IFRS 16 because operating lease expense has been replaced
by interest expense and depreciation. See note 1 to the financial
statements for further information.

Performance
Overall our results for the year were in line with guidance.

Reported revenue was £22.9bn, down 2% and adjusted® revenue
was £22.8bn, down 3%. This mainly reflects the impact of
regulation, declines in legacy products, strategic reductions of
low margin business and divestments. This was partially offset by
growth in new products and services and higher rental bases of
fibre-enabled products and Ethernet.

Reported profit before tax was £2.4bn, impacted by the higher
upfront interest expense associated with IFRS 16 lease liabilities
recognised on 1 April 2019.

Adjusted® EBITDA of £7.9bn was up 7%. This was mainly driven by
the impact of IFRS 16. Excluding this, adjusted® EBITDA was down
3%, mainly driven by the fall in revenue, increased business rates,
investments in customer experience and increased salary costs in
Openreach to support FTTP rollout and better service, partially
offset by savings from our ongoing transformation programme.

We have recognised £95m of Covid-19 impacts on various
balance sheet items as a specific item. These primarily relate to
anincrease in our expected credit loss provisions against trade
receivables and contract assets, mainly within our enterprise units.

Outlook for 2020/21
Given the uncertainty created by Covid-19 we will not be
providing an outlook statement for 2020/21.

Covid-19 will have an impact on our business. The full impact on
the group will depend on the duration of this unique crisis and how
deeply it impacts the economy, with a range of potential outcomes
too large to provide a meaningful quantification at this point.

This fiscal year and beyond we expect the primary trading impact
in five areas:

« We are seeing lower revenue from our BT Sport propositions
in Consumer, due to the impact of customer credits, pubs
and clubs closures, and reduced advertising revenues. We will
continue to offer bill credits while there isn’t live sport.

« We expect an impact from sharply reduced business activity
and rising insolvencies, specifically among the SME segment
served by Enterprise and to a lesser extent Global.

- We are seeing an adverse impact on Openreach trading. While
we anticipate lower churn, we expect significant reductions
in the volume of broadband and Ethernet upgrades and
provisioning, due to reduced business activity, including fewer
new site builds, and restrictions on provisioning activity under
current stay-at-home guidelines.

« Retail trading in Consumer and the volume end of Enterprise
is being adversely impacted, with fewer sales and upgrades
across fixed and mobile products, partly offset by lower churn.
In addition, we are seeing lower mobile roaming volumes.

« We are seeing a reduction in spending and a more cautious
approach from our multinational customers resulting in
cancellations and delays to purchasing cycles, primarily
impacting trading in Global.

Of these, we expect the vast majority of the financial impact will
derive from lower revenue from the impacts on our BT Sport
propositions, the SME segment and Openreach trading.

We will continue to evaluate the potentialimpacts as the situation
develops further and hope to provide an outlook statement later
inthe year.

Dividend

To create capacity for BT’s value-enhancing investment
opportunities, including our strategic intent for an accelerated

FTTP build and our extensive transformation and modernisation
programme, coupled with the shorter term impact of Covid-19, the
Board has decided that it is appropriate to suspend the final dividend
for 2019/20 and all dividends for 2020/21. The Board expects to
resume dividend paymentsin 2021/22 at 7.7 pence per share.

The Board expects to continue with a progressive dividend policy
from this re-based level for future years. The Board continues to
expect to declare two dividends per year with the interim dividend
being fixed at 30% of the prior year’s full year dividend. The Board
believes that suspending and re-basing the dividend and then
maintaining a progressive dividend policy is the right thing to do

for the long-term future of BT and that the headroom generated
by this decision is prudent given the Covid- 19 pandemic, while the
investments will create significant additional value for shareholders.

Simon Lowth
Chief Financial Officer
6 May 2020
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Group performance continued

Global

Adjusted® revenue

£4,361m

Adjusted® operating profit

£155m

Openreach

Adjusted® revenue

£5112m

Adjusted® operating profit

£1,146m

2020 2019° Change 2020 2019° Change
(IFRS16)  (IAS17) (IFRS16)  (IAS17)

Year ended 31 March £m £m £m % Year ended 31 March £m £m £m %
Adjusted® revenue 4,361 4,735 (374) 8) Adjusted® revenue 5112 5,075 37 1
Adjusted® operating costs 3,727 4,291 (564) (13) Adjusted® operating costs 2,254 2,331 (77) 3)
Adjusted<EBITDA 634 444 190 43 Adjusted<EBITDA 2,858 2,744 14 4
Depreciation & amortisation 479 378 101 27 Depreciation & amortisation 1,712 1,398 314 22
Adjusted® operating profit 155 66 89 135 Adjusted® operating profit 1,146 1,346 (200) (15)
Capital expenditure 223 245 (22) 9) Capital expenditure 2,108 2,081 27 1
Normalised free cash flow¢ 255 235 20 9 Normalised free cash flow* 670 1,006 (336) (33)

Revenue® for the year was down 8% reflecting our strategic
decisions to reduce low margin business, divestments and legacy
portfolio declines, partially offset by growth in Security and a
£13m positive impact from foreign exchange movements.

EBITDAC was up 43%, primarily reflecting the impact of IFRS 16.
Excluding IFRS 16 EBITDA®was up 5% as lower revenue was more
than offset by a reduction in operating costs® reflecting ongoing
transformation and certain one-offs.

Depreciation and amortisation and operating profit movements
primarily reflect the impact of IFRS 16.

Capital expenditure was down 9% reflecting ongoing
rationalisation and our strategy to become an asset light business.
Normalised free cash flow® improved by £20m to an inflow of
£255m, reflecting higher EBITDAC and lower capital expenditure
offset by adverse working capital.

Order intake was £4.3bn, up 32% benefiting from a number of
large renewals but also reflecting increased new business wins.
We expect a slow down in order intake during 2020/21 due to
a reduction in expected renewals, combined with the impact of
Covid-19 on growth opportunities.

Covid-19 has not materially impacted our 2019/20 trading
results, although additional loss provisions of around £35m were
taken against trade receivables and contracts at 31 March 2020
primarily in relation to SME and regional enterprise customers
where the insolvency risk is expected to be more pronounced. These
provisions were recognised through specific items and are therefore
not reflected in the above results which are on an adjusted basis.

Looking forward, we are seeing a reduction in spending and a more
cautious approach from our multinational customers resulting in
cancellations and delays to purchasing cycles impacting trading.

Revenue® growth was driven by higher rental bases in fibre-
enabled products (driven by commercial offers), up 20%, and
Ethernet, up 11%. This was partially offset by price reductions
(both the impact of Openreach’s commercial offer of fibre
volume discounts, and regulated price reductions), and higher
service level guarantee payments due to implementation of auto-
compensation.

Operating costs® were down 3% driven by the impact of IFRS

16. Excluding this, operating costs® were up 5% primarily driven
by higher business rates and higher salary costs as Openreach
invested in more colleagues to support FTTP rollout and better
service, and pay inflation. These drivers were partly offset by
efficiency savings and certain one-off items. Excluding the impact
of IFRS 16, EBITDA* was down 3% reflecting the above.

Depreciation and amortisation and operating profit movements
primarily reflect the impact of IFRS 16.

Capital expenditure was up 1%, however excluding BDUK
gainshare, it was up £223m, or 12%, driven by investments in the
network (predominantly fibre enabled infrastructure) partially
offset by efficiency savings. Normalised free cash flow® was down
33% due to higher cash capital expenditure and costs, and timing
of working capital.

Looking forward, Openreach is seeing an adverse impact on
trading as a result of Covid-19. While Openreach anticipate lower
churn, significant reductions in the volume of broadband and
ethernet upgrades and provisioning are expected, due to reduced
business activity, including fewer new site builds, and restrictions
on provisioning activity under current stay-at-home guidelines.
Openreach is prioritising service and maintenance to support
vulnerable customers.

All prior year comparatives have been restated for the change in the allocation of group overhead costs and the transfer of the Emergency Services Network contract from

Consumer to Enterprise. For more information please see note 1 to the financial statements on page 129.

o

Additional information on page 204.

o

specific items as explained in the Additional information on page 206.

Adjusted measures exclude specific items, as explained in the Additional information on page 204.
Adjusted (being before specific items, share of post tax profits/losses of associates and joint ventures and net non-interest related finance expense), as explained in the

Free cash flow after net interest paid and payment of lease liabilities, before pension deficit payments (including the cash tax benefit of pension deficit payments) and
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Our principal risks and uncertainties

CoVid- 1 9 pandemic Movement NEW

« Covid-19isimpacting our colleagues,
operations, suppliers and customers,
with the extent dependent on factors
including, but not limited to, length of
UK and international lockdowns, levels
of employee absence, virus recurrence,
insolvency rates, unemployment levels,
nature and extent of any government
interventions, severity of economic
effects and the speed and nature of the
recovery.

Link to business model

EEPOVWE®DLE®

Link to strategy
Link to KPIs

OIOIOJOIOIOIOID),

How this could impact our strategy or business model

» Adverse impacts on sales activity and demand, including reduced roaming and
continued suspension of sport; impacts are likely to be partially offset by reduced churn
and increasing use of connectivity products.

- Disruption to our ability to deliver products and services to customers in the event
of supply shortages and/or widespread loss of key employee resource, with adverse
impacts on customer volumes and experience.

» Prolonged economic downturn could materially increase our pension deficit and
associated contributions.

« Material bad debts if a significant number of our SME and large corporate customers
experience financial distress or insolvency.

- Adverse impacts on our cash position and ability to fund investment projects and
ongoing operations.

Examples of how we manage this risk

» An Executive Committee Command group meet regularly to identify emerging
exposures and review our ability to manage them, defining and agreeing actions as
required. The group is supported by an operational working group, and equivalent
command groups in each customer-facing and corporate unit.

« Introduction of various measures to protect the health and safety of our colleagues,
ensuring continuity of critical services, and our customers; measures are continually
evaluated and adjusted to reflect World Health Organisation, Public Health England,
European Centre for Disease Prevention and Control and UK Government guidelines.

» Response planning to manage any prolonged unavailability of key resources in our
network and field engineering teams, maintaining existing network resilience levels.

« Close dialogue with our critical suppliers, with sufficient inventories held to deal with
anticipated scenarios.

» Provision of flexible arrangements to vulnerable households and businesses that are at
risk of harm and/or financial distress to ensure they remain connected.

Focus areas for 2020/21

» Continued modelling of Covid- 19 scenarios to identify and evaluate financial impacts,
with an assessment of potential liquidity mitigation options.

» Conduct risk assessments for each customer-facing unit to identify potential strategic,
operational, regulatory and colleague related exposures.

- Define 2020/21 assurance activities.

» Review our Covid-19 response for ‘lessons learned’,implementing identified
opportunities to strengthen our crisis management capability.



rachelshaw
Highlight


BT Group plc Annual Report 2020

132

Notes to the consolidated financial statements continued

2. Critical accounting estimates and key
judgements

The preparation of financial statements in conformity with IFRS
requires the use of accounting estimates and assumptions. It also
requires management to exercise its judgement in the process of
applying our accounting policies. We continually evaluate our
estimates, assumptions and judgements based on available
information and experience. As the use of estimates is inherent in
financial reporting, actual results could differ from these
estimates. Management has discussed its critical accounting
estimates and associated disclosures with the Audit and Risk
Committee. The areas involving a higher degree of judgement or
complexity are described in the applicable notes to the financial
statements. Critical accounting estimates and key judgements

can be identified throughout the notes by the following symbol
Q,

We have the following critical accounting estimates (E) and key
judgements (J):

« Current and deferred income tax, see note 10 (E, J).
« Goodwillimpairment, see note 13 (E, J).

« Government grants relating to Building Digital UK (BDUK)
contracts, see note 14 (J).

- Reasonable certainty and determination of lease terms, see
note 15 (J).

- Provisions and contingent liabilities, see note 19 (E, J).
- Pension obligations, see note 20 (E, J).

Judgements made in assessing the impact of Covid-19 on the
financial statements

We have exercised judgement in evaluating the impact of
Covid-19 on the financial statements. A number of areas have
been recognised as being potentially affected. These are
identified throughout the notes by the following symbol .

- The impact on our contract loss provisions, see notes 5, 19 & 31.
- Impairment of contract assets, see note 5.

» One-off charges arising from Covid- 19 meeting the criteria for
classification as specific items, see note 9.

+ Impact on future cash flows included within our value in use
calculations used in impairment assessments, see note 13.

» Impact on reasonable certainty used in determining the lease
term, see note 15.

« Retirement benefit plans, see note 20.

- Programme rights assets and commitments affected by
postponement or cancellation of events, see notes 16 & 31.

« Assumptions within our expected credit losses on trade
receivables, see note 17.

« Impact on hedge effectiveness for any cash flow hedges if cash
flows are no longer ‘highly probable’, see note 28.

« Contingent liabilities, see note 31.

3. Significant accounting policies that
apply to the overall financial statements

The significant accounting policies applied in the preparation of
our consolidated financial statements are set out below. Other
significant accounting policies applicable to a particular area are

disclosed in the most relevant note. We have applied all policies
consistently to all the years presented, unless otherwise stated.

Basis of consolidation

The group financial statements consolidate the financial
statements of BT Group plc and its subsidiaries, and include its
share of the results of associates and joint ventures using the
equity method of accounting. The group recognises its direct
rights to (and its share of) jointly held assets, liabilities, revenues
and expenses of joint operations under the appropriate headings
in the consolidated financial statements.

All business combinations are accounted for using the
acquisition method regardless of whether equity instruments or
other assets are acquired. No material acquisitions were made in
the year.

A subsidiary is an entity that is controlled by another entity,
known as the parent or investor. An investor controls an investee
when the investor is exposed, or has rights, to variable returns
from its involvement with the investee and has the ability to
affect those returns through its power over the investee.

Non-controlling interests in the net assets of consolidated
subsidiaries, which consist of the amounts of those interests at
the date of the original business combination and
non-controlling share of changes in equity since the date of the
combination, are not material to the group’s financial
statements.

The results of subsidiaries acquired or disposed of during the
year are consolidated from and up to the date of change of
control. Where necessary, accounting policies of subsidiaries
have been aligned with the policies adopted by the group. All
intra-group transactions including any gains or losses, balances,
income or expenses are eliminated in full on consolidation.

When the group loses control of a subsidiary, the profit or loss on
disposalis calculated as the difference between (i) the
aggregate of the fair value of the consideration received and the
fair value of any retained interest and (ii) the previous carrying
amount of the assets (including goodwill), and liabilities of the
subsidiary and any non-controlling interests. The profit or loss on
disposal is recognised as a specific item.

Inventories

Network maintenance equipment and equipment to be sold to
customers are stated at the lower of cost or net realisable value,
taking into account expected revenue from the sale of packages
comprising a mobile handset and a subscription. Cost
corresponds to purchase or production cost determined by
either the first in first out (FIFO) or average cost method.

Government grants

Government grants are recognised when there is reasonable
assurance that the conditions associated with the grants have
been complied with and the grants will be received.

Grants for the purchase or production of property, plant and
equipment are deducted from the cost of the related assets and
reduce future depreciation expense accordingly. Grants for the
reimbursement of operating expenditure are deducted from the
related category of costs in the income statement. Estimates and
judgements applied in accounting for government grants
received in respect of the BDUK programme and other rural
superfast broadband contracts are described in note 14.
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Notes to the consolidated financial statements continued

5. Revenue continued

Contract assets and liabilities

E Significant accounting policies that apply to contract assets and liabilities

We recognise contract assets for goods and services for which control has transferred to the customer before consideration is
due. These assets mainly relate to mobile handsets provided upfront but paid for over the course of a contract. Contract assets
are reclassified as receivables when the right to payment becomes unconditional and we have billed the customer.

Contract liabilities are recognised when we have received advance payment for goods and services that we have not transferred
to the customer. These primarily relate to fees received for connection and installation services that are not distinct
performance obligations.

Where the initial set-up, transition or transformation phase of a long-term contract is considered to be a distinct performance
obligation we recognise a contract asset for any work performed but not billed. Conversely a contract liability is recognised
where these activities are not distinct performance obligations and we receive upfront consideration. In this case eligible costs
associated with delivering these services are capitalised as fulfilment costs, see note 17.

We provide for expected lifetime losses on contract assets following the policy set out in note 17.

Contract assets and liabilities recognised are as follows:

2020 2019

Year ended 31 March £m £m

Contract assets

Current 1,442 1,353

Non-current 279 249
1,721 1,602

Contract liabilities

Current?@ 972 1,225

Non-current? 179 200
1,151 1,425

a Contract liabilities recognised at 31 March 2019 include balances relating to Openreach, the majority of which are now presented as trade and other payables following

adoption of IFRS 16 on 1 April 2019, see note 1.

£1,094m of the contract liability recognised at 31 March 2019 was recognised as revenue during the year (2018/19: £1,216m).

Impairment losses of £59m were recognised on contract assets during the year (2018/19: £36m).

These impairment losses included £21m of impairments to contract assets recognised at 31 March 2020 reflecting increased
expected credit losses above our standard provisioning policies as a result of Covid-19. This increase above our standard contract
loss provisioning policies was recorded as a specific item (note 9).


rachelshaw
Highlight


BT Group plc Annual Report 2020 Financial statements

143

9. Specificitems

g Significant accounting policies that apply to specific items

We separately identify and disclose those items that in management’s judgement need to be disclosed by virtue of their size,
nature or incidence (termed ‘specific items’). Specific items are used to derive the adjusted results as presented in the
consolidated income statement presented on page 124. Adjusted results are consistent with the way that financial performance
is measured by management and assist in providing an additional analysis of the reporting of the trading results of the group.
Specific items may not be comparable to similarly titled measures used by other companies.

In determining whether an event or transaction is specific, management considers quantitative as well as qualitative factors.
Examples of charges or credits meeting the above definition and which have been presented as specific items in the current
and/or prior years include acquisitions/disposals of businesses and investments, retrospective regulatory matters, historical
insurance or litigation claims, business restructuring programmes, asset impairment charges, property rationalisation
programmes, net interest on pensions and the settlement of multiple tax years.

3 In the event that items meet the criteria, which are applied consistently from year to year, they are treated as specific items. We
have also included the impacts of Covid-19 on various balance sheet items as at 31 March 2020 as specific. The impact of Covid-
19 on underlying trading is recognised in our underlying (adjusted) results and not as a specific item.

2020 2019 2018
Year ended 31 March £m £m £m
Revenue
Retrospective regulatory matters (81) 31 23
(81) 31 23
Operating costs
Restructuring charges 322 386 287
Divestment-related items 199 5 1)
Covid-19 95 - -
Property rationalisation (131) 36 28
Spectrum annual licence fee refund (82) - -
Retrospective regulatory matters 9 (4) 26
Italian business investigation 2 (55) 22
Provision for claims (5) - -
Pension equalisation costs - 26 -
EE acquisition warranty claims - - 225
409 394 587
Operating loss 328 425 610
Net finance expense
Interest expense on retirement benefit obligation 145 139 218
Interest on spectrum annual license fee refund (5) - -
140 139 218
Associates and joint ventures 39 - -
Net specific items charge before tax 507 564 828
Taxation
Tax credit on specific items above (73) (112) (87)
Tax charge on re-measurement of deferred tax 156 - -
83 (112) (87)

Net specific items charge after tax 590 452 741
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Notes to the consolidated financial statements continued

9. Specific items continued

Restructuring charges

During the year we incurred charges of £322m (2018/19:
£386m, 2017/18: £287m), primarily relating to leaver costs.
These costs reflect projects within our group-wide cost
transformation programme. Of this £8m (2018/19: £29m;
2017/18: £46m) relates to the completion of our EE integration
activitiesand £22m (2018/9: £23m; 2017/2018: nil) costs to
close the BT Pension Scheme and provide transition payments to
affected employees.

Divestment-related items

During the year we entered into agreements to sell our domestic
operations in France, our domestic operations in Spain and
selected domestic operations and infrastructure in 16 countries
in Latin America. These divestments are expected to complete in
financial year 2020/21. We have classified the assets and
liabilities of these operations as held for sale at the lower of their
carrying amount and fair value less costs to sell, which has
resulted in an impairment charge of £127m relating to the
France and Latin America divestments. See note 23.

In addition we have recognised losses on disposal of £36m
(2018/19: £5m) relating to the completed divestments of BT
Fleet Solutions and Tikit, and £36m of costs relating to ongoing
divestment projects.

Covid-19

During the year we recognised one-off charges of £95m relating
to the impact of Covid-19 on various balance sheet items as at
31 March 2020. This comprises an £88m increase in our
expected credit loss provisions for receivables due from
customers and contract assets, and £7m contract loss provisions
in respect of revenue contracts that are expected to become
loss-making as a result of Covid-19 impacts.

Should we recover the amounts owed, for which we have
provided, this recovery would be reversed back through the
income statement as a specific item.

Property rationalisation costs

We have recognised a net credit of £(131)m (2018/19: charge
£36m, 2017/18: charge £28m) relating to the rationalisation of
the group’s property portfolio under our Better Workplace
Programme including the gain on sale of BT Centre of £115m.

Spectrum annual licence fee refund

In May 2019 we received a payment of £87m from Ofcom,
relating to overpaid fees that were charged during the period
2015-2017 under the previous 2015 fees regulation that was
quashed by the Court of Appeal in 2017. Ofcom obtained
permission to appeal the judgment to the Court of Appeal andin
February 2020 the Court of Appeal ruled in our favour. Ofcom
have informed us that they are not planning to pursue an appeal
to the Supreme Court and we have therefore released our £87m
provision and recognised this in the income statement as a
specific item including interest on the refund of £5m.

Retrospective regulatory matters

We have recognised a net credit of £(72)m (2018/19: charge
£27m,2017/18: charge £49m) in relation to regulatory matters.
This reflects the settlement of various matters. Of this, £(81)m
credit is recognised in revenue and £9m charge in operating
costs.

Italian business investigation

During the year we recognised £2m costs relating to the
historical investigation in our Italian business (2018/19: a credit
of £(55)m, 2017/18: acharge of £22m).

Provision for claims

We have recognised a credit of £5m (2018/19: £nil) in relation to
release of provisions for claims created through specific items in
2012/13 which have now been fully settled.

Pension equalisation costs

During 2018/19 we recognised a charge of £26m in relation to
the high court requirement to equalise pension benefits between
men and women due to guaranteed minimum pension (GMP).

EE acquisition warranty claims

In 2017/18 we reached settlements with Deutsche Telekom and
Orange in respect of any warranty claims under the 2015 EE
acquisition agreement, arising from the issues previously
announced regarding our operations in Italy. This represents a
full and final settlement of these issues and resulted in a specific
item charge of £225m.

Interest expense on retirement benefit obligation

During the year we incurred £145m (2018/19: £139m, 2017/18:
£218m) of interest costs in relation to our defined benefit
pension obligations. See note 20 for more details.

Associates and joint ventures

Following renegotiation of a contract, an amount of £39m
(2018/19: £nil, 2017/18: £nil) owed by an associate has been
determined irrecoverable. The resulting impairment has been
recognised as a specific item.

Tax on specific items

A net tax charge of £83m (2018/19: credit of £112m, 2017/18:
credit of £87m) was recognised in relation to specific items.
During the period, legislation was enacted to maintain the UK
corporation tax rate at 19% (see note 10). Accordingly the group
has re-measured its deferred tax balances which has resulted in a
charge of £156m.
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13. Intangible assets

g Significant accounting policies that apply to intangible assets

We recognise identifiable intangible assets where we control the asset, it is probable that future economic benefits attributable to
the asset will flow to the group, and we can reliably measure the cost of the asset. We amortise all intangible assets, other than
goodwill, over their useful economic life. The method of amortisation reflects the pattern in which the assets are expected to be
consumed. If the pattern cannot be determined reliably, the straight line method is used.

Goodwill
Goodwill represents the excess of the cost of an acquisition over the fair value of the group’s share of the identifiable net assets
(including intangible assets) of the acquired business. Our goodwill impairment policy is set out later in this note.

Acquired intangible assets — customer relationships and brands

Intangible assets such as customer relationships or brands acquired through business combinations are recorded at fair value at
the date of acquisition and subsequently carried at amortised cost. Assumptions are used in estimating the fair values of these
relationships or brands and include management’s estimates of revenue and profits to be generated by them.

Telecommunications licences

Licence fees paid to governments, which permit telecommunications activities to be operated for defined periods, are initially
recorded at cost and amortised from the time the network is available for use to the end of the licence period or where our usage
can extend beyond the initial licence period, over the period we expect to benefit from the use of the licences, which is typically
20 years. Licences acquired through business combinations are recorded at fair value at the date of acquisition and subsequently
carried at amortised cost. The fair value is based on management’s assumption of future cash flows using market expectations at
acquisition date.

Computer software

Computer software comprises computer software licences purchased from third parties, and also the cost of internally
developed software. Computer software licences purchased from third parties are initially recorded at cost. We only capitalise
costs directly associated with the production of internally developed software, including direct and indirect labour costs of
development, where it is probable that the software will generate future economic benefits, the cost of the asset can be reliably
measured and technical feasibility can be demonstrated, in which case it is capitalised as an intangible asset on the balance
sheet. Costs which do not meet these criteria and research costs are expensed as incurred.

Our development costs which give rise to internally developed software include upgrading the network architecture or
functionality and developing service platforms aimed at offering new services to our customers.

Other
Other intangible assets include website development costs and other licences. Items are capitalised at cost and amortised on a
straight line basis over their useful economic life or the term of the contract.

Estimated useful economic lives
The estimated useful economic lives assigned to the principal categories of intangible assets are as follows:

— Computer software 2to 10years
— Telecommunications licences 2to 20years
— Customer relationships and brands 1to 15 years

Impairment of intangible assets

Intangible assets with finite useful lives are tested for impairment if events or changes in circumstances (assessed at each
reporting date) indicate that the carrying amount may not be recoverable. When an impairment test is performed, the
recoverable amount is assessed by reference to the higher of the net present value of the expected future cash flows (value in use)
of the relevant cash generating unit and the fair value less costs to dispose.

Goodwillis reviewed for impairment at least annually as described below. Impairment losses are recognised in the income
statement, as a specific item. If a cash generating unit is impaired, impairment losses are allocated firstly against goodwill, and
secondly on a pro-rata basis against intangible and other assets.
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Notes to the consolidated financial statements continued

13. Intangible assets continued

Customer Telecoms Internally
relationships licences and developed Purchased
Goodwill and brands other software? software Total
£m £m £m £m £m £m

Cost
At 1 April 2018 7,945 3,410 2,951 4,822 1,574 20,702
Additions - - 304 520 160 984
Disposals and adjustmentsb (2) - (3) (945) (141) (1,091)
Transfers - - 4 120 (80) 44
Exchange differences 63 7 4) 1 (8) 59
At 31 March 2019 8,006 3,417 3,252 4,518 1,505 20,698
Reclassification of assets held under finance leases® - - (185) - - (185)
At 1 April 2019 8,006 3,417 3,067 4,518 1,505 20,513
Additions - - - 598 192 790
Disposals and adjustmentsb (30) (28) (34) (765) (541) (1,398)
Transfers - - (2) 14 (3) 9
Exchange differences 52 8 1 2 10 73
Transfer to assets held for saled (83) - - (13) (45) (141)
At 31 March 2020 7,945 3,397 3,032 4,354 1,118 19,846
Accumulated amortisation
At 1 April 2018 - 1,191 421 3,680 963 6,255
Charge for the year - 377 142 525 110 1,154
Disposals and adjustmentsb - - (3) (941) (147) (1,091)
Transfers - - 3 (43) 43 3
Exchange differences - 3 (3) - (8) (8)
At 31 March 2019 - 1,571 560 3,221 961 6,313
Reclassification of assets held under finance leases® - - (115) - - (115)
At 1 April 2019 - 1,571 445 3,221 961 6,198
Charge for the year - 373 177 538 85 1,173
Disposals and adjustmentsb - (22) (49) (786) (529) (1,386)
Transfers - - - (15) 15 -
Exchange differences - 8 1 1 9 19
Transfer to assets held for saled - - - (8) (39) 47)
At 31 March 2020 - 1,930 574 2,951 502 5,957
Carrying amount
At 31 March 2020 7,945 1,467 2,458 1,403 616 13,889
At 31 March 2019 8,006 1,846 2,692 1,297 544 14,385

a Includes a carrying amount of £538m (2018/19: £668m) in respect of assets in course of construction, which are not yet amortised.

b Fully depreciated assets in the group’s fixed asset registers were reviewed during the year, as part of the group’s annual asset verification exercise, and certain assets that
were no longer in use have been written off, reducing cost and accumulated depreciation by £1.1bn (2018/19: £1.0bn).

¢ On adoption of IFRS 16 on 1 April 2019, assets held under finance leases were reclassified as right-of-use assets. See note 1.

d Assets transferred to held for sale during 2019/20 relate to our domestic operations in France, our domestic operations in Spain and selected domestic operations and
infrastructure in 16 countries in Latin America. On reclassification to held for sale, goodwill associated with the France and Latin America disposals was impaired by £58m, and
other intangible assets associated with these disposals were impaired by £1m. See note 23.

Impairment of goodwill

g Significant accounting policies that apply to impairment of goodwiill
We perform an annual goodwill impairment review.

Goodwill recognised in a business combination does not generate cash flows independently of other assets or groups of assets. As
aresult, the recoverable amount, being the value in use, is determined at a cash generating unit (CGU) level. These CGUs
represent the smallest identifiable groups of assets that generate cash inflows that are largely independent of the cash inflows
from other groups of assets. Our CGUs are deemed to be legacy BT Consumer, legacy EE, Enterprise, and Global.

We allocate goodwill to each of the Cash Generating Units (CGUSs) that we expect to benefit from the business combination. Each
CGU to which goodwill is allocated represents the lowest level within the group at which the goodwill is monitored for internal
management purposes.

The value in use of each CGU is determined using cash flow projections derived from financial plans approved by the Board
covering a five-year period. They reflect management’s expectations of revenue, EBITDA growth, capital expenditure, working
capital and operating cash flows, based on past experience and future expectations of business performance. Cash flows beyond
the fifth year have been extrapolated using perpetuity growth rates.
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13. Intangible assets continued

Q Critical accounting estimates and key judgements made in reviewing goodwill for impairment

Determining our CGUs

The determination of our CGUs is judgemental. The identification of CGUSs involves an assessment of whether the asset or group
of assets generate largely independent cash inflows. This involves consideration of how our core assets are operated and whether
these generate independent revenue streams. The legacy BT Consumer and EE CGUSs remain as two separate CGUs due to their
having independent cash flows.

Estimating value in use

Our value in use calculations require estimates in relation to uncertain items, including management’s expectations of future
revenue growth, operating costs, profit margins, operating cash flows, and the discount rate for each CGU. Future cash flows
used in the value in use calculations are based on our latest Board-approved five-year financial plans which reflect the
anticipated impact of Covid-19. Expectations about future growth reflect the expectations of growth in the markets to which
the CGU relates. The future cash flows are discounted using a pre-tax discount rate that reflects current market assessments of
the time value of money. The discount rate used in each CGU is adjusted for the risk specific to the asset, including the countries
in which cash flow will be generated, for which the future cash flow estimates have not been adjusted.

We tested our goodwill for impairment as at 31 March 2020. The carrying value of goodwill and the key assumptions used in
performing the annual impairment assessment are disclosed below.

Wholesale
Legacy BT Business and and
Consumer Legacy EE Enterprise Public Sector Ventures Global Total
Cost £m £m £m £m £m £m £m
At 1 April 2018 1,183 2,768 - 2,562 942 490 7,945
Transfer - - 3,504 (2,562) (942) - -
Exchange differences - - 5 - - 58 63
Acquisitions and disposals - - - - - (2) (2)
At 31 March 2019 1,183 2,768 3,509 - - 546 8,006
Exchange differences - - 4 - - 48 52
Acquisitions and disposals - - (30) - - - (30)
Transfer to assets held for sale - - - - - (83) (83)
At 31 March 2020 1,183 2,768 3,483 - - 511 7,945

In connection with disposals of BT Fleet Ltd and Tikit Ltd, £30m of goodwill in the Enterprise CGU has been eliminated. As discussed
in note 23, we have recorded the net assets of certain Global businesses as held for sale. As a result, goodwill impairment charges of
£58m in respect of France and Latin America have been recorded, and £25m of goodwill related to Spain has been reclassified. There
are no reasonably possible changes to our assumptions that would result in the carrying value exceeding the value in use.

What discount rate have we used?

The pre-tax discount rates applied to the cash flow forecasts are derived from our post-tax weighted average cost of capital. The
assumptions used in the calculation of the group’s weighted average cost of capital are benchmarked to externally available data.
The pre-tax discount rate used in performing the value in use calculationin 2019/20 was 8.0% (2018/19:8.2%). We’ve used the
same discount rate for all CGUs except Global where we have used 8.6% (2018/19: 8.7%) reflecting higher risk in some of the
countries in which Global operates.

What growth rates have we used?

The perpetuity growth rates are determined based on the forecast market growth rates of the regions in which the CGU operates,
and they reflect an assessment of the long-term growth prospects of that market. The growth rates have been benchmarked
against external data for the relevant markets. None of the growth rates applied exceed the expected long-term average growth
rates for those markets or sectors. We used a perpetuity growth rate of 2.4% (2018/19: 2.4%) for Global and 2.0% (2018/19:
2.0%) for Enterprise and our legacy BT Consumer and EE CGUSs.

Has Covid-19 had a material impact on the impairment assessment?
Covid-19is not considered to have a significant impact on the assessment of impairment. Itsimpact on the group is considered to be
short-term, and it is not anticipated to have a significant impact on the terminal year which is a key driver of our value in use calculations.
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Notes to the consolidated financial statements continued

14. Property, plant and equipment

g Significant accounting policies that apply to property, plant and equipment

Our property, plant and equipment is included at historical cost, net of accumulated depreciation, government grants and any
impairment charges. Property, plant and equipment acquired through business combinations are initially recorded at fair value
and subsequently accounted for on the same basis as our existing assets. We derecognise items of property, plant and
equipment on disposal or when no future economic benefits are expected to arise from the continued use of the asset. The
difference between the sale proceeds and the net book value at the date of disposal is recognised in operating costs in the
income statement.

Included within the cost of network infrastructure and equipment are direct and indirect labour costs, materials and directly
attributable overheads.

We depreciate property, plant and equipment on a straight line basis from the time the asset is available for use, to write off the
asset’s cost over the estimated useful life taking into account any expected residual value. Freehold land is not depreciated.

Estimated useful economic lives
The estimated useful lives assigned to principal categories of assets are as follows:

Land and buildings

—Freehold buildings 14 to 50 years
—Short-term leasehold improvements Shorter of 10 years or lease term
- Leasehold land and buildings Unexpired portion of lease or 40 years, whichever is the shorter

Network infrastructure
Transmission equipment

—Duct 40 years
—Cable 3to25years
—Fibre 5to 20 years
Exchange equipment 2to 13 years
Other network equipment 2to 20 years
Other assets

— Motor vehicles 2to9years
— Computers and office equipment 3to 7 years

Residual values and useful lives are reassessed annually and, if necessary, changes are recognised prospectively.

Network share assets

Certain assets have been contributed to a network share arrangement by both EE and Hutchison 3G UK Limited, with legal title
remaining with the contributor. This is considered to be a reciprocal arrangement. Our share of the assets on acquisition of EE
were recognised at fair value within tangible assets, and depreciated in line with policy. Subsequent additions are recorded at
cost.

Impairment of property, plant and equipment

We test property, plant and equipment for impairment if events or changes in circumstances (assessed at each reporting date)
indicate that the carrying amount may not be recoverable. When an impairment test is performed, we assess the recoverable
amount by reference to the higher of the net present value of the expected future cash flows (value in use) of the relevant asset
and the fair value less costs to dispose. If it is not possible to determine the recoverable amount for the individual asset then we
assess impairment by reference to the relevant cash generating unit as described in note 13.

Q Key judgements made in accounting for our BDUK contracts

We receive government grants in relation to the Building Digital UK (BDUK) programme and other rural superfast broadband
contracts. Where we have achieved certain service levels, or delivered the network more efficiently than anticipated, we have an
obligation to either re-invest or repay grant funding. Where this is the case, we assess and defer the income with a
corresponding increase in capital expenditure.

Assessing the timing of whether and when we change the estimated take-up assumption is judgemental as it involves
considering information which is not always observable. Our consideration on whether and when to change the base case
assumption is dependent on our expectation of the long-term take-up trend.

Our assessment of how much grant income to defer includes consideration of the difference between the take-up percentage
agreed with the local authority and the likelihood of actual take-up. The value of the government grants deferred is disclosed in
note 18.
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16. Programme rights

E Significant accounting policies that apply to programme rights

Programme rights are recognised on the balance sheet from the point at which the legally enforceable licence period begins.
They are initially recognised at cost and are amortised from the point at which they are available for use, on a straight line basis
over the programming period, or the remaining licence term, as appropriate, which is generally 12 months. Programme rights
are tested for impairment in accordance with our impairment policy as set out in note 13.

Additions reflect TV programme rights for which the legally enforceable licence period has started during the year. Rights for
which the licence period has not started are disclosed as contractual commitments in note 31. Payments made to receive
commissioned or acquired programming in advance of the legal right to broadcast the programmes are classified as
prepayments (see note 17).

Total

£m

At 1 April 2018 272
Additions 879
Amortisation (841)
At 1 April 2019 310
Additions 870
Amortisation (870)
At 31 March 2020 310

£310m of programme rights recognised on the balance sheet at 31 March 2020 relate to sporting events postponed as a result of
Covid-19. These are not considered to be impaired at the balance sheet date as sporting governing bodies, for example the Premier
League and UEFA, are still determining how, or if, to complete the current season. Whether and how the seasons are completed
could have an impact on whether there is any impairment. The majority of programme rights assets affected by Covid- 19 relate to
domestic and European football leagues which are amortised over 12 months from August and which will be fully amortised by July
2020. If any impairment is recognised in future periods we would also seek compensation in respect of rights which have not been
fulfilled. Until this is established any potential recoveries would represent contingent assets and would not meet the criteria for
recognition until this is virtually certain.

Covid-19is not anticipated to have an impact on commissioned or acquired programming for which we have made an advance
payment. At 31 March 2020 these total £110m and are classified as prepayments within trade and other receivables (note 17).

17. Trade and other receivables

g Significant accounting policies that apply to trade and other receivables

We initially recognise trade and other receivables at fair value, which is usually the original invoiced amount. They are
subsequently carried at amortised cost using the effective interest method. The carrying amount of these balances
approximates to fair value due to the short maturity of amounts receivable.

We provide services to consumer and business customers, mainly on credit terms. We know that certain debts due to us will not
be paid through the default of a small number of our customers. Because of this, we recognise an allowance for doubtful debts
on initial recognition of receivables, which is deducted from the gross carrying amount of the receivable. The allowance is
calculated by reference to credit losses expected to be incurred over the lifetime of the receivable. In estimating a loss
allowance we consider historical experience and informed credit assessment alongside other factors such as the current state of
the economy and particular industry issues. We consider reasonable and supportable information that is relevant and available
without undue cost or effort.

Once recognised, trade receivables are continuously monitored and updated. Allowances are based on our historical loss
experiences for the relevant aged category as well as forward-looking information and general economic conditions, this
includes the impact of Covid-19. Allowances are calculated by individual customer-facing units in order to reflect the specific
nature of the customers relevant to that customer-facing unit.

5 Following the outbreak of Covid-19 we have reassessed our expected loss provisions including assessing the risk factors
associated with various industry sectors and applying a risk weighting to each sector.

Contingent assets such as any insurance recoveries, or prepaid programme rights which we expect to recoup, have not been
recognised in the financial statements as these are only recognised within trade and other receivables when their receipt is
virtually certain.
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20. Retirement benefit plans continued

How is the BTPS governed and managed?

BT Pension Scheme Trustees Limited (the Trustee) has been appointed by BT as an independent trustee to administer and manage
the BTPS on behalf of the members in accordance with the terms of the BTPS Trust Deed and Rules and relevant legislation
(principally the Pension Schemes Act 1993, the Pensions Act 1995 and the Pensions Act 2004).

Under the terms of the Trust Deed there are nine Trustee directors, all of whom are appointed by BT, as illustrated below. Trustee
directors are usually appointed for a three-year term but are then eligible for re-appointment.

(@) O 00O O 00O
O mymyms mymymis

Chairman of the Trustees Member nominated Trustees Employer nominated Trustees
Appointed by BT after consultation Appointed by BT based Appointed by BT. Two normally
with, and with the agreement of, on nominations by trade unions. hold senior positions within the
the relevant trade unions. group and two normally hold

(or have held) senior positions
in commerce or industry.

BTPS assets

Q Critical accounting judgements and key estimates made when valuing our pension assets

Under IAS19, plan assets must be valued at the bid market value at the balance sheet date. Our pension assets include quoted
and unquoted investments. A portion of unquoted investments are valued based on inputs that are not directly observable,
which require more judgement. The assumptions used in valuing unquoted investments are affected by current market
conditions and trends which could result in changes in fair value after the measurement date.

Valuation of main quoted investments
- Equities listed on recognised stock exchanges are valued at closing bid prices.
- Bonds that are regularly traded are valued using broker quotes.

- Exchange traded derivative contracts are valued based on closing bid prices.

Valuation of main unquoted investments (prior to estimated adjustments)

- Equities are valued using the IPEVC guidelines where the most significant assumptions are the discount rate and earnings
assumptions.

Property investments are valued on the basis of open market value by an independent valuer. The significant assumptions
used in the valuation are rental yields and occupancy rates. In light of the negative impact of the Covid-19 pandemic on financial
markets, the independent valuers included material uncertainty clauses in respect of £2bn of the UK Property asset valuations.
The directors still consider these valuations to be the best estimate of the valuation of the Property investments, but there is a
higher degree of uncertainty compared to previous years.

Bonds that are not regularly traded are valued by an independent valuer using pricing models making assumptions for credit
risk, market risk and market yield curves.

Over the counter derivatives are valued by an independent valuer using cashflows discounted at market rates. The significant
assumptions used in the valuation are the yield curves and cost of carry.

Holdings in investment funds are valued at fair value which is typically the Net Asset Value provided by the fund administrator or
investment manager. The significant assumption used in the valuation is the Net Asset Value.

Infrastructure investments are valued by an independent valuer using a model-based valuation such as a discounted cash flow
approach. The significant assumptions used in the valuation are the discount rate and the expected cash flows.

The value of the longevity insurance contract held by the BTPS is measured by discounting the projected cash flows payable
under the contract (projected by an actuary, consistent with the terms of the contract). The significant assumptions used to
value the asset are the discount rate and the mortality assumptions.

Estimated adjustments to the valuation of main unquoted investments

“= Under IAS 19, around £6bn of these unquoted assets have been initially measured using the most recent valuations, adjusted
for cash movements between the last valuation date and 31 March 2020. As the latest valuations for these assets precede the
negative impact of the Covid- 19 pandemic on financial markets, we have applied an estimated adjustment by reference to either
market indices or estimated 31 March 2020 valuations provided by the portfolio investment manager.
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MANAGEMENT BOARD’S REPORT FOR THE YEAR 2019

Introduction by the CEO

We are happy to present you with our annual report for 2019, reflecting significant progress from last year.
Driven by our renewed mission and strategy, we showed growth above our expectations, resulting in Brill’s
best year ever in terms of revenue and EBITDA.

Organically, Brill's revenue grew by 2.5% and the total revenue growth was 3.3%. Operating profit increased
by 39.5% against 2018. In view of these positive results, but also considering the recent developments around
the Covid-19 pandemic, we propose an all-cash ordinary dividend of EUR o.50 per (certificate of) ordinary
share at the General Meeting of Shareholders that will be held on 25 June, 2020.

Strategic Progress in 2019
During 2019, we continued to make progress in achieving our strategic objectives as laid out in our mission
statement and corporate strategy (refer to Mission, Core values and Corporate strategy).

Brill's new mission statement, which underlines the relevance of humanities research in today’s world, is being
promoted and shared online with all our stakeholders through blogs, podcasts, and interviews, and has been
very well received.

Strategic progress is reflected in the further increase of our digital revenue, in the expansion of our Open
Access publishing program, and in the launch of a new open source text editions platform developed in-house.
Brill expanded its portfolio by acquiring several journals from competitors and by launching a range of new
reference works and primary sources. Furthermore, we started a collaboration with Jus Mundi, a start-up
company that has developed a specialized search engine in the field of international law, which will
strengthen our digital capabilities. The German imprints Schoningh & Fink have developed their portfolios to
include more English language publications, journals, and Open Access books, and have started to generate
increasingly more revenue from digital publications.

Operational Progress in 2019

The migration to the new Brill.com platform was successful and made it possible to fully retire the previous
platform, putting an end to the double costs we had to bear in 2018. At the end of the year, we launched a new
project to perform a company-wide digital health check. The goal of this project is to ensure that our digital
and IT infrastructure is future proof and able to support our strategic objectives. Many improvements have
been made to the organization of our finance and accounting processes and reporting. We are thankful for
Wim Dikstaal’s contribution as interim CFO and we were very happy to see Olivier de Vlam return as full-time
CFO in September to continue to lead improvements to Brill's financial workflows. Our gross margin increased
yet again, to 70%. Our profit improvement plan, launched in 2018, delivered savings as anticipated, which
helped us to restore profitability to our targeted level.

People and Society

Again in 2019, more valuable content and primary sources were made digitally available for the scholarly
community and for society at large due especially to Open Access models and new technologies. We
continued our global activities under the Research4Life and UN Global Compact banners and locally, we
supported various cultural institutions and events.
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In the publishing industry, people still make the greatest impact. Therefore, I would like to thank all our
employees, authors, editors, freelancers and suppliers for their contribution and dedication throughout the
year.

Last year we published an article together with the Annual Report about the relevance of the humanities for
today's challenges. This year’s article features Joseph Justus Scaliger, one of the pioneers of Oriental Studies in
the Netherlands. His carefully curated book collection became the foundation of the great library at Leiden
University. The collection not only provided an important impetus to academia in the region and beyond, but
also to Brill’s publishing program. Even today, Brill remains connected to Scaliger in various ways. We share
his curiosity for foreign languages and cultures, and his idea of universal scholarship. And for more than ten
years, we have been proud sponsors of the Brill scholarship at the Scaliger Institute, which provides funding
for research in the Special Collections of the Leiden University Library.

Outlook

Although we made significant progress in 2019, we currently face material uncertainties concerning the
impact of the Covid-19 pandemic. The operational and commercial effects may significantly affect our ability
to generate sufficient revenues in this year and we may not be able to decrease costs enough to mitigate the
loss of income. Management is addressing the crisis by implementing measures in Publishing, Operations,
Financing and Sales and is adjusting its policy as the situation develops (refer to going concern disclosure “The
entity’s ability to continue as a going concern — Covid-19” in the notes to the consolidated financial
statements). Given these uncertainties we do not provide an outlook for 2020. Once the crisis subsides, we
will continue to pursue our strategic roadmap in order to achieve our long-term financial objectives and yield
sustainable value for all our stakeholders. As always, Pallas Athena and Hermes will be on our side, making
sure that, while striving to reach these objectives, we maintain the same balance between them as in the past
336 years.

Leiden, 7 April, 2020

Peter Coebergh
Chief Executive Officer

BRILL ANNUAL REPORT 2019


rachelshaw
Highlight


18

(in EUR million) 2019 2018 Growth

Profit before tax 3,107 2,181 42.5%
Cost of profit improvement plan 85 216

Underlying profit before tax 3,192 2,397 33.2%
Tax, at the statutory rate -798 -599

Underlying profit 2,394 1,797 32.2%
Profit improvement plan, after tax -64 -162
Change in deferred tax liability and other -169 699

Profit attributable to shareholders of Koninklijke Brill N\v 2,162 2,304 -6.2%

Underlying earnings per share 1.28 0.96

Earnings per share 1.15 1.23

Operating Working Capital and Cash Flow

Book inventories declined further due to our POD policy (EUR -0.3 million). Deferred income increased as a
result of higher and earlier e-book renewal rates. In sum, working capital improved and consequently, cash
flow improved by EUR 0.8 million versus 2018, also as a result of lower capital investments and better operating
income.

Return on Invested Capital

Return on Invested Capital (ROIC) improved to 10.1% versus 7.6% (restated) in 2018, driven by an
improvement in operating margin and a stable asset turnover. The implementation of IFRS 16 had no net
impact on ROIC.

Solvency and Liquidity

Total assets (EUR 51.8 million) increased versus 2018 (EUR 48.9 million). Solvency (Shareholders’ equity
divided by total assets) declined to 41.0% in 2019 (2018: 42.5%; target range of 40-60%). The increase in total
assets was largely due to the implementation of IFRS 16, which led to capitalized leased assets of EUR 1.9
million. Adjusted for the total impact of IFRS 16, solvency was 43.0%.

Cash flow from both operating and investing activities improved significantly. Gross debt was reduced by EUR
1.1 million to EUR 4.8 million; net debt improved from EUR 3.5 million to EUR 3.1 million.

Dividend

We wish to adhere to our corporate solvency policy of 40-60% and to the covenants agreed upon with our
corporate bank. Also, we will continue to pursue our capital management policy where regular investments
must be funded within free cash flow. Finally, the emerging Corona virus outbreak prompts us to exert
increased caution in preserving liquidity within the company. Consequently, we will propose at the General
Meeting of Shareholders that will be held on 25 June 2020 an all-cash ordinary dividend of EUR o.50 per
(certificate of) ordinary share. Based on our net profit attributable to our shareholders, this is a 43% payout
ratio based on net profit and a 39% payout based on underlying net profit.

Risk Update: Expected Impact of Covid-19

In 2020, we face material uncertainties concerning the impact of the Covid-19 pandemic. The operational and
commercial effects may significantly affect our ability to generate revenues in this year and we may not be
able to decrease costs sufficiently to mitigate the loss of income. Management is addressing the crisis by
implementing measures in Publishing, Operations, Financing and Sales and is adjusting its policy as the
situation develops (refer to going concern disclosure “The entity’s ability to continue as a going concern —
Covid-19” in the notes to the consolidated financial statements). For an assessment as per reporting date, refer
to going concern disclosure “The entity’s ability to continue as a going concern — Covid-19” in the notes to the
consolidated financial statements.
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CONSOLIDATED STATEMENT OF FINANCIAL POSITION AS AT 31 DECEMBER, 2019

In thousands of euros

31-12-2019 31-12-2018
ASSETS
Non - current assets
Tangible fixed assets [4] 339 389
Right of use assets [5] 1,914 o)
Intangible fixed assets [6] 33,366 32,785
Financial assets 12 12
35,631 33,186
Current assets
Inventories [8] 3,217 3,465
Trade and other receivables [g] 10,029 9,046
Income tax to be received [7] 1,110 752
Cash and cash equivalents [10] 1,788 2,383
Derivative financial instruments [15] o} 75
16,144 15,721
Total assets 51,775 48,906
EQUITY AND LIABILITIES
Equity attributable to owners of Koninklijke Brill Nv
Share capital [11] 1,125 1,125
Share premium [11] 343 343
Retained earnings [11] 20,033 19,520
Other reserves [11] -289 -203
21,212 20,785
Non-current liabilities
Interest bearing loans [12] 3,765 4,843
Lease liabilities [5] 1,757
Provisions [14] 0 45
Deferred tax liabilities [7] 3,583 3,093
9,105 7,981
Current liabilities
Interest bearing loans 1,083 1,083
Trade and other payables [13] 10,785 10,245
Deferred income 8,851 8,402
Lease liabilities 684
Provisions [14] 50 100
Derivative financial instruments [15] 5 310
21,458 20,141
Total equity and liabilities 51,775 48,906
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GENERAL INFORMATION

1. Reporting entity

Koninklijke Brill NV (together with its subsidiaries referred to as ‘Brill' or the ‘Group’) is established as a
Naamloze Venootschap (Public Limited Company), based at Plantijnstraat 2 in Leiden, the Netherlands and
registered at the chamber of commerce under number 2800001 2. Its registered depository receipts are traded
publicly at Euronext in Amsterdam. The main activities are academic publications with a focus on the
humanities and social sciences, international law and selected areas in the Sciences. These financial
statements were authorized for issue by decision made on 7 April, 2020, by Brill's Supervisory Board and
Management Board.

2. Basis of preparation of the Financial Statements

The consolidated financial statements of Koninklijke Brill Nv have been prepared in accordance with IFRS as
endorsed by the EU (IFRS) and the statutory provisions of Part 9, book 2, of the Dutch Civil Code. The
consolidated financial statements comply with IFRS as issued by the International Accounting Standards
Board (IASB).

The entity’s ability to continue as a going concern — Covid-19

These financial statements are prepared on the assumption that the Group is a going concern. However, there
is a material uncertainty due to non-adjusting subsequent events caused by the Covid-19 pandemic that may
cast significant doubt upon the Group’s ability to continue as a going concern.

The key uncertainty caused by the Covid-19 is the possible long-term impact on Brill's ability to generate
income through revenue. If the Covid-19 pandemic, contrary to management’s current expectations, extends
beyond 2020 and significantly impacts the Group’s long-term ability to generate income through revenue, the
going concern assumption may be threatened, as cumulative losses over time may lead to a negative equity
position. Upon request of the supervisory board, the management of Brill has conducted a stress test in which
scenarios on liquidity were developed in relation to Brill’s current credit facilities at the bank. However, as at
7 April, 2020 we have noted no current observable consequences and therefore believe that a going concern
assumption is justified.

Brill's publications are generally purchased for professional use and therefore have an element of ‘need to
have’. Funding for Brill’s activities generally originates from publicly funded sources. Consequently, Brill and
the scientific and scholarly publishing industry at large are usually only indirectly, with delay and moderately,
impacted by economic recessions. Brill's revenues depend for around 40% on subscription income. This
should remain relatively unaffected in 2020 since most subscription income has been paid up at the time of
writing. However, in the medium term there may be an impact on Brill’s ability to renew subscriptions. Print
books represent around 40% of revenues. This part could be affected by lower orders and issues that may
occur in the supply chain although at the time of writing, there are no indications of a severe downturn or
issues occurring. Also, we see a potential impact on our ability to sell e-book and e-book packages in 2020,
although this segment of the business has no physical dependency on the supply chain. It does however
depend on the ability of our salesforce to meet with purchasing staff at academic institutions either in person
or through digital means.

The second element in our ability to generate income is the continuation of the publishing flow and output of
new materials to be sold. This depends on our author’s continued ability to produce manuscripts and journal
articles and on our staff and outsourcing partners to process them into publication-ready materials. As at 7
April, 2020 there is no indication of a significant bottleneck at authors, staff or outsourcing partners. However,
this might change if the situation deteriorates caused by Covid. For example, if acquisition editors are not able
to attend scholarly conferences anymore (these are an important channel for attracting new material).
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Being a media company with digital work processes, the impact of staff working from home in the short-term
is limited. Key logistical processes have been outsourced to parties who are currently still in operation. If the
pandemic leads to loss of key staff due to illness or worse this may impact our long-term ability to attract,
process and sell publications.

If a significant short-term loss of revenue occurs, Brill may not be able to reduce expenses to such an extent
that a negative profit (result) can be avoided. This scenario may come in force in case of a revenue loss over
15%. In that case, Brill will be in breach of its debt covenants and contractually, Brill's long-term loan may
become payable on demand. However, current conversations with our bank do not indicate that they intend
to enforce the covenants under these circumstances. A significant loss of revenue may in the future require
the group to revise key assumptions, estimates and judgements made in preparing these financial statements,
such as the valuation of intangible assets under IAS 38, Expected Credit Loss on trade debtors under IFRS g
and return provisions under IFRS 15.

As at 7 April, 2020 it is not possible to make a reliable estimate of the impact of the described events and
conditions. Nevertheless, Brill has taken measures to warrant the continuity of the business.

These measures can be divided as follows:

1. Operational — expansion of possibilities for staff to work at home. Regular updates with key
vendors on functioning of supply chain related processes;
Publishing — seeking alternatives to face to face meetings at conferences;
Financial — Brill is in conversation with its key bank in order to ensure continued liquidity in the
event of a material impact on liquidity. Furthermore, Brill has taken measures to defer corporate
income tax payments and is preparing a broad range of measures that are assistive in further
conservation of liquidity which may include the use of facilities provided by governments in the
Netherlands and abroad. Also, the developing events were taken in consideration in the
determination of the dividend proposal that will be submitted to the AGM. Brill’s key financial
obligation exists of a long-term loan which amortizes in annual payments. As at 7 April, 2020 there
are no indications that Brill will not be able to meet its annual obligations under the loan
agreement. Cash is monitored on an ongoing basis in order to prevent unexpected cash outflows;

4. Commercial - Brill is identifying alternative opportunities for sales lead generation and follow up
and is increasing social media activity as a measure to counter potential loss of sales.

As at 7 April, 2020, based on the facts and circumstances known at this moment and the possible scenarios
about how the Covid-19 virus and resulting government measures could evolve, management has determined
that the use of the going concern assumption is appropriate, but that Covid-19 arouses a material uncertainty
that in the longer term may cast significant doubt upon the entity’s ability to continue as a going concern.

Based on the circumstances described above, the financial statements are prepared on the assumption that
the Group is a going concern.

Basis of consolidation

The consolidated financial statements contain the financial statements of Brill and its subsidiaries per 31
December, 2019. The financial statements of Brill's subsidiaries have been prepared for the same period as
Brill’s, using consistent standards of accounting. Note 23 to the consolidated financial statements contains
information on Brill's subsidiaries.
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24. Events after balance sheet date

The key significant matter prevailing over all other at the time of writing the report is the developing situation
around Covid-19. An extensive description of the impact of the pandemic on Brill’s business can be found in
the continuity paragraph in the General Information.

In January 2020, Brill obtained, by participating in a capital issuance, a 2.4% stake in the French startup Jus
Mundi. The company develops and markets a database on International Law.

25. Reconciliation of non-GAAP information

Brill's Management Board believes an understanding of the company’s performance is enhanced by using
several Non-GAAP measures, respectively EBITDA, ROIC and free cash flow. In this note these measures are
reconciled to GAAP measures.

EBITDA
Brill uses the term EBITDA to evaluate the performance of the total company and the operating segments.

Reconciliation of Revenue and profit
before tax

2019 2018
Revenue 37,128 35,951
Cost of goods sold -11,206 -11,568
Selling and distribution costs -7,366 -6,930
General and administrative expenses -13,373 -13,830
EBITDA 5,183 3,623
Depreciation and Amortization -1,806 -1,047
Restructuring costs -85 -216
Operating profit 3,292 2,360

Return on invested capital (ROIC)

Koninklijke Brill NV uses the term ROIC to evaluate the performance of the total company. ROIC shows both
our ability to generate profitable revenue as well as our ability to control the consolidated statement of
financial position. Return on investment is calculated by dividing net operating profit less adjusted tax by
average Invested capital.

31-12-2019 31-12-2018

Reconciliation assets
Fixed assets 35,631 33,186
Deferred tax liabilities -3,583 -3,093
Current assets 15,842 15,721
Current liabilities -21,156 -20,141
Net working capital -5,314 -4,420
Short-term portion interest bearing loan included in current liabilities 1,083 1,083
Net tax -1,110 -752
Net derivative financial instruments 5 235
Cash and cash equivalents -1,788 -2,383
Invested Capital 24,924 23,856

In 2019, the calculation for 2018 was adjusted to correctly reflect the impact of our long-term loan. Fixed
assets increased mostly due to the implementation of IFRS 16, adding Right of Use assets with a total value
of EUR 1.9 million.
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Taxes paid 2019 2018
Corporation tax 1.6% 4.6%
Business rates 12.9% 11.5%
Land transaction tax 3.3% 6.3%
Employer NICs 20.6%  18.7%
Irrecoverable VAT and

Customs duty 61.3% 58.8%
Other 0.3% 0.1%

Total taxes paid £78.2m £78.4m

Taxes collected 2019 2018
Employees NICs 23.6% 22.3%
PAYE 62.1% 61.2%
Net VAT 14.3% 15.4%
Other = 1.1%
Total taxes collected £44.9m £419m

In 2019 our tax expense recognised in
the income statement was £51.8 million
(2018: £13.5 million). This primarily relates
to the derecognition of the deferred

tax asset for unused tax losses. This has
no impact on our regulatory capital
position. The derecognition reflects

the impact on our short-term results of
the investment announced as part of
our strategy. Our effective tax rate for
the year was (39.5%) (2018: 33.2%).

ADOPTION OF IFRS 16

On 1 January 2019 we adopted IFRS 16
‘Leases’. This had the impact of bringing
£313 million of RWAs onto our balance
sheet. We implemented IFRS 16 in the
most capital efficient manner, which
meant there was no reduction to equity
at the point of transition. IFRS 16 has
the impact of front-loading charges in
the first half of a lease compared to IAS
17 (the previous accounting standard
under which they were measured). As
our lease portfolio is relatively young,
this will lead to increased charges in the
income statement for the medium term.

@ For more information on our implementation
of IFRS 16 go to page 126

CAPITAL

We have maintained a robust capital
position throughout 2019, supported by
the £375 million equity capital raise in May
2019 and a slowdown in the pace of RWA
growth, up 2% to £9.2 billion. Although
the January 2019 adoption of IFRS 16 and
RWA adjustment resulted in one-off capital
impacts, our CET1 ratio remained above
both our 12.0% minimum target and our
10.6% minimum regulatory requirement at
31 December 2019. Our 15.6% CET1 ratio
and 18.3% total capital ratio demonstrate
the strength of our capital position

and provide headroom for controlled
growth and the delivery of our strategy.

Reconciliation

Total capital ratio at

31 December 2018 15.9%
IFRS 16 adoption (0.5%)
Annual operational risk

increment (0.3%)
Organic lending growth (0.4%)
Profit and loss account (0.7%)
Intangibles/other (0.6%)
Asset disposals 1.0%
Equity raise 3.9%
Total capital ratio at

31 December 2019 18.3%
Senior unsecured debt (issued

October 2019) 3.8%
Total capital plus MREL ratio

at 31 December 2019 22.1%

The senior non-preferred debt issuance
in October 2019 ensured compliance
with our interim MREL requirement

of 18% of RWAs plus 3.5% regulatory
buffers, with the Bank closing 2019 with
a total capital plus MREL ratio of 22.1%.

In March 2020, the BOE announced a
package of measures in response to the
economic shock posed by COVID-19.
First, cutting the base rate to 0.1%

to support business and consumer
confidence. Secondly, introducing a new
Term Funding Scheme with incentives to
support lending to SMEs. Finally, reducing
the countercyclical capital buffer ((CCyB’)
to 0% from 1%, that had been due to reach
2% by December 2020. The adjustment
to CCyB reduces our minimum CET1
requirement to 9.6% and our interim

total capital plus MREL requirement
(including regulatory buffers) to 20.5%.

2019 2018

£'million  E£'million Growth
CET1 capital 1,427 1,171 22%
Risk-weighted
assets (RWAs)) 9,147 8,936 2%
CET1 ratio 15.6%  13.1%
Total regulatory
capital ratio 18.3% 159%
Total regulatory
capital plus
MREL ratio 22.1% n/a
Regulatory
leverage ratio 6.6% 54% 1.2pps
Leverage 8.3% 6.4% 0.9pps

@ A reconciliation between our statutory
balance sheet and our RWAs can be found
on page 176

Strategic report 17
Governance
Financial statements

Additional information

Further to the commitment made to the
market in February 2019 to externally assure
our RWAs, we are pleased to confirm that
this undertaking is now complete and the
Board has received a reasonable assurance
opinion from PwC on the 2019 CET1 and
total capital ratios. The relevant capital ratios
are disclosed above.

The work we have undertaken, including
significant investment of time and
resources, supplemented with specialist
advice and external assurance, allows us
to demonstrate to the market that last
year's RWA misreporting was taken
seriously. On the basis of a materiality
threshold of 35bps, meaning that a
misstatement of the capital ratios of that
level or greater would be considered
material, we confirm that our capital
ratios are materially correct.

LOOKING AHEAD

2019 has been a difficult year, due
to both external headwinds as well
as internal challenges. In order to
face into these challenges we have
developed a new strategy. This will
see us focus on five key areas:

¢ Costs

* Revenue

¢ Infrastructure

* Balance sheet optimisation

¢ Internal and external communications

This will allow us to grow into our
existing cost base as well as become
more focused on delivering risk-
adjusted returns and seek to deliver a
greater than 8.5% statutory return on
tangible equity (‘RoTE’) by 2024.

@ For more information on our strategic
priorities go to page 10

In late January 2020 the first incidence of
the COVID-19 was reported in the UK. This
is clearly a serious situation impacting not
just the UK, but also the global economy.
The position has been, and continues to
be, rapidly evolving and difficult to predict
with any certainty. It is not possible at

this point to quantify the impact and no
adjustment has been made. However,
our immediate focus has been to

support our colleagues and customers.

David Arden
Chief Financial Officer
16 April 2020
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Risk report

The management of risk lies at the
heart of everything we do. Our overall
risk strategy is maintained by the CRO
and approved by the Board. We have a
set of risk management principles that
must be followed across the Bank, and
robust controls in place to ensure risk is
managed effectively. Our risk strategy
and Risk Management Framework

are under continuous review.

We will continue to embed improved
risk management, processes and
procedures and will make further
improvements over the course of 2020.

We set out to align our people, processes,
and systems to the way we manage the
risks inherent in our business activities.
This supports management of the
business in a safe and compliant way.

Our approach to risk management
consists of:

« A robust compliance and control
environment

« Fair and consistent customer treatment
and outcomes

* Maintaining a strong risk culture, with
the right expertise

OVERVIEW

We know that a culture that truly focuses
on delivering our purpose of creating FANS
will reduce the risk of customer harm as
well as deliver consistently fair outcomes.

All colleagues are responsible for
managing risk as part of their day-to-
day role. Customer-facing colleagues
are at the forefront of risk management,
along with their line managers with
oversight by the Risk team.

Our risk and control framework
is designed to ensure that:

e all principal and emerging risks are
identified, assessed, mitigated,
monitored and reported;

« risk appetite is clearly articulated and
policies aligned to it; appropriate
processes, systems and controls are in
place to support all colleagues in
performance of their roles within risk
appetite; and

* ongoing analysis of the environment in
which we operate takes place to
identify emerging risks and regulatory
requirements.

Everything at Metro Bank starts with our
culture, which supports risk awareness

by encouraging every colleague to think
about the relationship between their role
and our purpose of creating FANS whilst
growing safely and sustainably; and to be
comfortable asking questions to ensure
their actions do not result in financial loss,
reputational damage or customer harm.

DEVELOPMENTS IN 2019

The announcement in January 2019

(‘the RWA announcement’) that we had
adjusted the risk-weighting of certain
commercial loans secured on commercial
property and certain specialist buy-to-

let loans, with the combined effect of
increasing RWAs by £900 million, has
had a substantial effect. In response,

the Board established a Working Group,
supported by a major professional
services firm, to review and assess the
issues and factors that led to them in
more detail. The objective of the Working
Group was to identify and assess root
causes; and determine what short-term
tactical solutions, as well as long-term
strategic solutions, are required.

Over the course of 2019 we made a
considerable investment in remediation
activity to enhance regulatory reporting
processes, systems and controls as well
as enhancing the risk management
framework more broadly (details of
which are set out later in this report).

2019 also saw us complete an equity
capital raise in the second quarter of
the year. The intense speculation that
preceded it resulted in a concentrated
period of net reductions in deposits,
reflected in total customer deposits
closing the year at £14.5 billion. The
reductions were concentrated in May
2019 and we demonstrated a return
to net growth in the second half

of the year. The adverse sentiment
that the speculation created mostly
impacted a limited number of larger
commercial customers, with retail
and small business customer deposits
remaining resilient throughout the year.

In response to the reductions in deposits,
we took actions to manage capital

and liquidity positions with loan and
treasury asset disposals, management of
lending volumes and initiatives to regain
momentum in deposit growth. Though
not without its own challenges, the
senior non-preferred debt issuance in
October 2019 also further strengthened
the total loss-absorbing capital position,
whilst ensuring compliance with

interim MREL requirements ahead

of the 1 January 2020 deadline.

These challenges demonstrated the
robustness of our risk management and
mitigation approach as we were able

to successfully manage these events.
We have, however, learnt valuable
lessons from these events and have put
in place a programme of investment

in risk infrastructure going forward

to assist with this. This investment

in our risk infrastructure is a key
component of our refreshed strategy.

BOARD ROLE

The Board is responsible for setting
strategy, corporate objectives and risk
appetite. The strategy and risk appetite
consider the interests of our customers,
shareholders and other stakeholders.
Each principal area of risk to which

we are exposed has a Risk Appetite
statement detailing the metrics by which
we measure the level of risk we are
prepared to accept. Depending on the
risk measure, the maximum acceptable
risk may be zero. On the advice of the
Risk Oversight Committee ('(ROC),

the Board approves the risk appetite
for each principal risk category, whilst
providing oversight to ensure there is
an adequate framework in place for
reporting and managing those risks.
The Board has delegated responsibility
for reviewing the effectiveness of

this framework to the ROC.

The Board is also responsible for
maintaining an appropriate control
environment to manage risk effectively,
and for ensuring that capital, liquidity and
other resources are adequate to achieve
our objectives within risk appetite.

INTERNAL CONTROLS FRAMEWORK
The Board has delegated responsibility
for reviewing the effectiveness of the
internal control framework to the Audit
Committee. This committee monitors and
considers the internal control environment,
internal and external audits and risk
assurance, and is assisted in its oversight
role by our Internal Audit function.
Internal Audit carries out both regular

and ad-hoc reviews of risk management
controls and procedures; and reports

the results to the Audit Committee.

The Director of Internal Audit’s
reporting line is to the Chair of the
Audit Committee, with a dotted line
to the CEQO, and therefore supports
the function’s independence.

As part of their work in 2019, Internal
Audit and the Audit Committee
reviewed the commercial RWA
controls enhancement programme.
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CHIEF RISK OFFICER AND THE RISK
FUNCTION

Our Chief Risk Officer (CRO’) leads the
Risk function, which is independent from
operational and commercial functions.
The CRO is responsible for ensuring
that appropriate risk management
processes, policies and controls are in
place, that they are sufficiently robust,
that key risks are identified, assessed,
monitored and mitigated, and that we
are operating within our risk appetite.

The Risk team provides specialist
knowledge and support to colleagues,
acting as a reference point for advisory
queries, whilst also overseeing colleagues
and the risk management and controls
in place. It operates themed, targeted
and ad-hoc reviews to provide assurance
to the leadership team, and ultimately

to the Board, that risks are properly
managed, controls are effective, and that
we are not exceeding our risk appetite.

We have invested and will continue to
invest in risk management to ensure that
the risk function can continue to provide
independent assurance to the ROC, Board
and other stakeholders that risks in the
Bank are being appropriately controlled
and managed. During 2019 and early
2020 we have strengthened our risk
senior leadership team with the addition
of two new senior roles reporting to the
CRO: a Director of Prudential Risk and

a Risk Chief Operating Officer. We have
also made a series of experienced hires
across all lines of defence to boost the
strength in depth of risk management
capability, and enable the transfer of best
practice knowledge across the Bank.

As part of our Strategy and Long Term
Plan we have allocated additional
investment to support delivery of key
initiatives to enhance risk management
capability, systems and infrastructure.

RISK MANAGEMENT POLICIES

We have established risk management
policies to identify and analyse key risks,
to set appropriate risk limits and controls,
and to monitor risks and adherence to
limits. The Risk team regularly reviews
these policies and controls to verify
compliance and to reflect changes

in market conditions and business
activities. Policies have annual or biennial
review, depending on materiality, with a
schedule maintained and presented at
every ROC meeting to ensure reviews
are tracked. We use training and
management standards and procedures
to develop a robust and effective control
environment — one where all colleagues
understand their roles and obligations.

Viability statement

Assessment of prospects and viability
In accordance with provision 31 of the revised
UK Corporate Governance Code, the Board has
assessed the prospects of the Company and
Group over a longer period than the 12 months
that has in practice been the focus of the ‘going
concern’ provision.

The Directors have chosen to assess prospects
and viability over a four year period. This compares
to a five year time horizon over which the Group
forecasts for financial and business planning
purposes and which the strategic targets and
guidance have been issued on page 11 cover. A
shorter period is deemed appropriate for assessing
viability as it is the period over which the financial
forecasts have greater certainty.

Planning process

The Group's planning process includes an annual
update to its forecast. This forecast is built to reflect
the Group's business model which is outlined on
pages 6 and 7.

The forecast takes account of the Group's strategy,
risk appetite and objectives in the context of its
operating environment including actual and
reasonably expected changes in the UK interest

rate and broader economic environment. It also
incorporates the Group's new strategic priorities and
long term plans, further details of which can be
found on pages 10 and 11.

This forecast, including the assumptions used, is
subject to rigorous review and challenge both from
within the business and by the Board. The planning
process is supported by a stress testing framework
which assesses the base forecast to ensure the
Group maintains a robust capital, liquidity and
funding position in the event of stress by subjecting
the base forecast to appropriate downside stress and
sensitivity analysis over the assessment period. This
takes into account the Group's current position, its
experience of managing change and the impact of a
number of severe yet plausible scenarios, based on
the risks outlined in the risk factors and management
section of this report.

Both the base case and stressed forecast plans are
reviewed against the Group's risk appetite which is
outlined on pages 22 to 37. This includes ensuring
that the risk mitigants available to the Group (also
detailed on pages 22 to 37) remain appropriate.

Assumptions

Key assumptions in the Group's base forecast include
lending mix and growth, customer account and
deposit growth, the Group's ability to achieve its cost
saving plans, as well as anticipated liquidity
requirements and projections. The Group has also
assumed significant investment to achieve these
goals, and that it will remain appropriately capitalised.

As highlighted on page 11, the Group reasonably
expects to raise qualifying debt over the forecast
period to fund anticipated growth and to continue to
meet regulatory requirements. This comprises debt
to meet requirements for own funds and eligible
liabilities (‘MREL), which may require changes to the
organisational structure of the Group, as well as
various regulatory approvals.

These assumptions have been re-evaluated in
respect of the emerging risks outlined below and the
Board considers that these remain reasonable.
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Emerging risks

In reaching their assessment of viability the Directors
have considered emerging risks and these are
reflected in the stress tests performed. This

includes the UK’s departure from the EU.

The Board has also considered the impact of the
current and rapidly evolving situation surrounding
the COVID-19 pandemic as well as the associated
government and regulatory fiscal, monetary and
other actions, as taken within the UK and
internationally, on both the Group’s prospects and
viability. This includes the reduction in the base rate
to 0.10% (from 0.75%) and government schemes to
support British households and businesses.

As the situation surrounding COVID-19 arose after
the Group had completed its planning process,
additional work has been undertaken to examine
the potential impact. This included a review of the
economic assumptions used within the stress
tests previously performed based on severe yet
plausible scenarios.

In particular, the Group had previously undertaken
a comprehensive severe stress on its expected
credit losses, capturing a significant deterioration
in customers' ability to pay. The current situation
is uncertain but it is reasonably expected that this
assessment is more severe than the economic
impact widely commentated upon in the market
regarding COVID-19. While the response to
COVID-19 has featured low interest rates and
substantial announced government intervention,
both of which are expected to support continued
repayment, and the Group benefits from relatively
low exposure to unsecured lending and a
conservative debt to value profile, it is nonetheless
reasonable to expect the economic situation to
have a significant adverse impact on credit quality
and collateral values.

In reaching their conclusions, as well as the

modelling outlined above, the Directors have also

considered many other factors. These include, but

are not limited to:

e The Group's conservative approach to credit
risk — further details of which can be found in
the risk report on pages 22 to 26;

e The Group's robust capital position — TCR plus
MREL ratio as at 31 December 2019 of 22.1%;

e The Group’s strong liquidity position — LCR as
at 31 December 2019 of 197% — and access to
the BOE's liquidity support schemes;

¢ Adeclining loan to deposit ratio from 2019 highs
— LTD ratio at 31 December 2019 of 101%; and

e The fact the Group has continued to operate
effectively to date, as has its key suppliers, and that
itis well prepared should the situation worsen.

The Directors are also assured that there are
further levers available to the Group should the
situation evolve with greater severity than
modelled. This includes as a result of non-credit
related impacts to the Group's profitability, liquidity
and capital position arising from COVID-19.

Further details of the Group's emerging risks can
be found on pages 37 to 39. As the situation
evolves the Group will continue to update and
refine its models to reflect the most up to date
information.

Conclusion

Based on the assessment completed, the Directors
have a reasonable expectation that the Company
and Group will be able to continue in operation
and meet their liabilities as they fall due over the
period of the assessment.
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Risk report

continued

2. Operational risk continued

Monthly Business Risk Committees are the business governance forums used to escalate risks and issues that are outside of appetite to
the ERC and the ROC. Monitoring and oversight, along with compliance to policy, is provided on an ongoing basis by the Operational
Risk Oversight team.

Targeted deep dive, thematic and desktop operational risk reviews are completed as part of an annual assurance plan completed by the
Risk and Compliance Assurance team.

3. Liquidity and funding risk

Definition
Liquidity risk is the risk that future financial obligations are not met or future asset growth cannot occur

) - : ) L . Change since 2018:
because of an inability to obtain funds at a reasonable price within a reasonable time. ge st

Increase

Link to business model

movements in deposits and liquidity throughout the year, and the enhanced rates required to raise debt _ . _
Diversified low-cost deposits

and deposits during 2019.

We consider liquidity and funding risk to have increased year on year due to observed adverse @

@ For more information on our business model please see pages 6 to 9

APPETITE

Our liquidity risk appetite is based on the principle that we will ensure we maintain liquidity resources which are sufficient, both as to
amount and quality, to ensure that liabilities can be met as they fall due; and to ensure that we maintain a prudent funding profile,
appropriately diversified within the context of a deposit-led bank. Our approach is to ensure that we can both meet payments as they
fall due and support asset growth in line with plan, in both normal conditions and in the event of a liquidity stress, and that we can
survive a severe liquidity stress event and continue as a going concern.

CHANGE IN YEAR

Liquidity and funding risk has increased during the year owing to deposit outflows experienced prior to our equity capital raise,
increased competition in the deposit market, and higher volatility of large commercial deposits. Additionally, in 2020 we expect the
impact of COVID-19 to have a negative effect, however given the inherent uncertainty over the length and scale of the pandemic it is
too early to fully evaluate the impact of the situation.

MITIGATION

Deposit-funded approach

Our mid-term guidance as set out on page 11 underlines our approach of having a long-term loan-to-deposit ratio of less than 100%.
Our retail deposit-led approach means we do not currently have reliance on wholesale funding to enable our ongoing lending.

We aim to attract deposits that are diverse and are low cost, which are less sensitive to competition within the deposit market. At

31 December 2019 40% of our deposits came from commercial customers (31 December 2018: 53%) with the remaining 60%

(31 December 2018: 47%) coming from retail customers. Additionally, 29% of deposits at year end (31 December 2018: 30%) were in the
form of current accounts, with the remainder split between a combination of instant access and fixed-term savings products. In 2019
our cost of deposits was 0.78% (2018: 0.61%).

Despite large adverse movements in deposits during short periods of the year, our deposit base at year end is stable and resilient, and
retail deposits form a higher portion of our balance sheet than commercial deposits.

Liquidity management

We aim to hold a prudent level of liquidity to cover unexpected outflows, ensuring that we are able to meet financial commitments for
an extended period. We recognise the potential difficulties in monetising certain assets, so set higher-quality targets for liquid assets for
the earlier part of a stress period. We have assessed the level of liquidity necessary to cover both systemic and idiosyncratic risks and
maintain an appropriate liquidity buffer at all times. Our Liquidity Coverage Ratio ('LCR’) ensures that we comply with our own risk
appetite as well as requlatory requirements.

Our liquidity portfolio consists of cash and balances at the BOE as well as high-quality liquid assets (HQLAS') that are available to
monetise in the event of stress.

The tables below set out the maturity structure of our financial assets and liabilities by their earliest possible contractual maturity date; this
differs from the behavioural maturity characteristics in both normal and stressed conditions. The behavioural maturity of customer
deposits is much longer than their contractual maturity. On a contractual basis these are repayable on demand or at short notice, however
in reality are static in nature and provide long-term stable funding for our operations and liquidity. Equally, our loans and advances to
customers, specifically mortgages, are lent on longer contractual terms, however are often redeemed or remortgaged earlier.
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4. Market risk

Definition
Market risk is the risk that earnings or the economic value of equity will underperform due to changes in =

Change since 2018:

interest rates, foreign exchange rates, or other financial market asset prices. Our ability to manage market No change

risks contributes to our overall capital management.

@ For more information on our business model please see pages 6 to 9 Link to_ busmess model:
Low-risk diversified lending

APPETITE

As maturity transformation is one of the primary roles of a bank, we are exposed to interest rate risk by many of our activities. Our
Market Risk Policy is set with a view to ensuring that our funding resources are invested in assets that satisfy our earnings risk and
economic value risk appetites.

CHANGE IN YEAR
There have been no changes to the risk level during 2019. Market volatility has increased during the start of 2020, driven by global
economic uncertainty resulting from the COVID-19 pandemic.

MITIGATION

Interest rate risk

We benefit from natural offsetting between certain assets and liabilities, which may be based on both contractual and behavioural
characteristics of these positions. Where natural hedging is insufficient we hedge net interest rate risk exposures appropriately,
including, where necessary, with the use of interest rate derivatives. We enter into derivatives only for hedging purposes and not as part
of customer transactions or for speculative purposes.

Our Treasury and Treasury Risk teams work closely together and ensure that risks are managed appropriately — and that we're well
positioned to avoid losses outside our appetite, in the event of unexpected market moves.

Foreign exchange exposure

We have very limited exposure to foreign exchange risk. Foreign exchange assets and liabilities are matched off closely in each of the
currencies we operate and less than 5% of our assets and liabilities are in currencies other than pounds sterling. We do not have any
operations outside the United Kingdom. We offer currency accounts and foreign exchange facilities to facilitate customer requirements
but do not perform speculative trading activities.

We have hedge accounting solutions in place to reduce the volatility in the income statement arising from these hedging activities.

Treasury management

We are mindful of upcoming regulatory changes, as we shape the investment portfolio in 2020 and beyond - and are working to
reduce the proportion of our assets that are ineligible for a ring-fenced entity. Natural roll-off of ineligible assets is expected to
continue, and we will cease to acquire assets which a ring-fenced entity may not hold.

MEASUREMENT
We measure interest rate risk exposure using methods including:

* economic value sensitivity: calculating repricing mismatches across our assets and liabilities and then evaluating the change in value
arising from a change in the yield curve. Our risk appetite scenario is based on a parallel rate movement of 2% to all interest rates,
but we evaluate based on a series of other parallel and non-parallel rate changes. The scenarios are designed to replicate severe but
plausible economic events and to have regard to risks which would not be evident through the use of parallel shocks alone.

* interest income sensitivity: the impact on 12-month future income arising from various interest rate shifts. Our risk appetite scenarios
are based on parallel rate movements of 2% and of divergences of up to 1.15% between BOE base rate and LIBOR against a constant
balance sheet. We also evaluate a series of other parallel, non-parallel and non-instantaneous rate changes.

» interest rate gaps: calculating the net difference between total assets and total liabilities across a range of time buckets.
The frequency of calculating and reporting each measure varies from daily to quarterly appropriate to each risk type.

We use an integrated ALM system which consolidates all our positions and enables the measurement and management of interest rate
repricing profiles for the entire Bank. The model takes into account behavioural assumptions as specified in our Market Risk Policy.
Material assumptions can be updated more frequently at the request of business areas, in response to changing market conditions or
customer behaviours. The model also takes into account future contracted or expected growth in lending and deposits.

We measure and monitor our exposures to foreign exchange risk daily and do not maintain net exposures overnight in any currency
other than pounds sterling, above 5% of our total assets and liabilities.
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In addition to our principal risks, we monitor other potentially significant or emerging risks

Emerging risks

CREDIT CYCLE/CYCLICAL RISK

The credit cycle is the expansion and contraction of access to credit over time. Credit cycle risk is the risk of our customers not being
able to access credit in adequate quantities when required, causing pressure on their cash flow and ability to meet credit obligations
when due.

Cycle risk is systemic, affecting a number of providers of finance, but also idiosyncratic, affecting specific individuals, businesses and
sectors. It typically does not have a tangible measure.

Credit cycles tend to drive the economic cycle which, over a period of time, has four distinct stages.
« Economic growth when credit is readily available

« Cycle peak when credit availability exceeds the underlying market demand causing over-gearing
« Economic contraction when credit availability is restricted

« Cycle trough when credit is severely restricted, preventing economic growth

It is widely accepted in the absence of a more direct measure that the impact of credit cycle risk is instead reflected in the value of real
estate assets.

Management and mitigation are achieved through our robust lending policies ensuring appropriate customer gearing levels are
maintained throughout the credit cycle. Additionally, the performance of individual exposures and the quality of supporting real estate
assets and other tangible assets are monitored regularly.

Portfolio monitoring and analysis are governed by a set of credit risk appetite metrics measuring key areas such as performance and sector
concentrations. Portfolio monitoring reports are provided monthly for review and challenge at senior management and Board level.

COVID-19 PANDEMIC

Given the inherent uncertainty over the length and scale of the pandemic it is too early to fully evaluate the impact of the situation. The
short term economic disruption, and potential for longer term economic slowdown, will result in a deterioration in credit risk profile
and higher than expected credit risk impairments. Additionally the situation has the potential to increase both the likelihood and impact
of our other key risks including operational, market and funding and liquidity risks although there has been no immediate significant
increase in our risk exposure in these areas. Our mitigation approach to all our key risks is outlined through pages 22 to 37 and these
mitigants will support the Bank in managing the effects of the pandemic.

We continue to focus on supporting our colleagues and customers through this period and the initiatives we have introduced,
including providing temporary forbearance as well as participation in other Government support measures, should also assist in
reducing the potential impacts.

CYBER RISK
Cyber risk management continues to be an area of key focus. We aim to maintain robust cyber security systems and control measures,
and seek a low level of risk in both of these areas.

To mitigate the risk we combine traditional information security controls with a cyber intelligence capability, and a proactive
partnership with law enforcement.

We continue to develop and embed our approach to managing cyber risk across the Bank, learning from intelligence sources and
industry peers to identify new and emerging cyber risks. We use a combination of automated tooling metrics with intelligence-led
insight to manage our cyber risk profile, enabling us to stay ahead of the continuously evolving threat of cyber threats in order to
protect our customers and the Bank.
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36. Earnings per share continued

Diluted EPS has been calculated by dividing the (loss)/profit attributable to ordinary equity holders of Metro Bank by the weighted
average number of ordinary shares in issue during the year plus the weighted average number of ordinary shares that would be issued
on the conversion to shares of options granted to colleagues. As we made a loss during the year to 31 December 2019, the share
options would be antidilutive, as they would reduce the loss per share. Therefore, all the outstanding options have been disregarded in
the calculation of dilutive EPS.

2019 2018
(Loss)/profit attributable to ordinary equity holders of Metro Bank (E£'million) (182.6) 271
Weighted average number of ordinary shares in issue - diluted ('000) 147,420 95,853
Diluted (loss)/earnings per share (pence) (123.9) 28.2

There have been no transactions involving ordinary shares or potential ordinary shares between the reporting date and the date of the
completion of these financial statements which would require the restatement of EPS.

37. Investment in subsidiaries

Accounting policy We apply the acquisition method to account for business combinations. The financial statements of
subsidiaries are included in the consolidated financial statements from the date that control commences
until the date that control ceases. Inter-Company transactions and balances are eliminated upon
consolidation. All subsidiaries follow the same accounting policies as the Group.

The Group had the following subsidiaries at 31 December 2019:

Proportion of ordinary Proportion of ordinary
Country of incorporation shares directly held by shares directly held by
Name and place of business Nature of business the Parent (%) the Group (%)
SME Invoice Finance Limited UK Invoice financing and factoring 100 -
SME Asset Finance Limited UK Asset finance - 100
RDM Factors Limited UK Dormant - 100

All subsidiary undertakings are included in the consolidation. The proportion of the voting rights in the subsidiary undertakings held
directly by the Company do not differ from the proportion of ordinary shares held.

Transactions between the Company and Group subsidiaries

2019 2018

£'million £'million
Interest on inter-Company loan with SME Asset/Invoice Finance 7.4 6.1
Amounts outstanding as at 31 December owed by SME Asset/Invoice Finance 291 305

The expected credit loss recognised within the Company’s financial statements in respect of the inter-Company loan facility is less than
£0.1 million (31 December 2018: less than £0.1 million).

Details of the registered offices of all our Group companies can be found on page 180.

38. Post balance sheet events

Capability and Innovation fund

Following changes to our strategy, a revised business case was submitted to BCR in respect of the £120 million grant it previously awarded
us as part of the Capability and Innovation Fund (part of the RBS alternative remedies package). The proposal we put forward was accepted
by BCR on 25 February 2020, as part of which our public commitments were amended. As part of this it was agreed that £50 million of the
grant would be returned to BCR. The approval of the new proposal by the Board and its acceptance by BCR post year end is considered an
adjusting event and, as such, the £50 million to be repaid is classified within other liabilities as at 31 December 2019. All of the sums
recognised to date, either in the income statement or offset against capital expenditure, are still components of the revised commitments
and, as such, no adjustments to these amounts have been made.

COVID-19

In late January 2020 the first incident of the coronavirus (COVID-19) was reported in the UK. This is clearly a serious situation impacting not
just the UK, but also the global economy. The position has been, and continues to be, rapidly evolving and difficult to predict with any
certainty. We do not consider COVID-19 to be an adjusting event and as such any impacts are not reflected within these financial
statements. At present it is not possible to fully quantify the impact COVID-19 will have. Our focus has and will be to continue to support our
colleagues and customers during this period. As part of this we have temporarily waived overdraft fees for personal current account
customers, offered payment holidays to customers who need them and supported colleagues with flexible working arrangements.
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Notes to the consolidated financial statements

General

Koninklijke Luchtvaart Maatschappij NV. (the "Company" or
“the Group") is a public limited liability company incorporated
and domiciled in The Netherlands. The Company's registered
office is located in Amstelveen.

The Company is a subsidiary of AIR FRANCE KLM S.A.

("AIR FRANCE KLM"), a company incorporated in France.

The Company financial statements are included in the
financial statements of AIR FRANCE KLM which can be
obtained from the AIR FRANCE KLM Financial communication
department. AIR FRANCE KLM's shares are quoted on the
Paris and Amsterdam stock exchanges.

These financial statements have been authorised for issue
by the Board of Managing Directors on April 8, 2020 and will
be submitted for approval to the Annual General Meeting
(AGM) of shareholders on April 23, 2020.

Subsequent
events and
going concern

COVID-19 impact and uncertainties

The worldwide spreading of COVID-19 in the first quarter

of 2020 has had and continues to have a major impact on
air traffic around the world. Many countries have taken
increasingly stringent measures in an attempt to slow the
expansion rate of the epidemic. Some countries have
imposed constraints on the movement of travellers from the
Netherlands or, more broadly from Europe. Consequently,
air traffic to most of KLM's destinations will be significantly
reduced for a period of time to some 20 to 10 per cent of
normal traffic levels. KLM's financial performance for at least
2020 will be affected severely by a loss of revenue, sales of
tickets and significant negative cash flows to an extent and
for a duration that are currently uncertain.

As at the date of this Annual Report, the crisis is still
evolving, bringing many uncertainties, which makes it
impossible to predict the scale of impact of the COVID-19
crisis on KLM and its future including our operations,
financial performance and liquidity. VVarious scenarios are
possible with no consensus on how the recovery will
actually evolve, when the direct impact will end and how

the economy will recover.

KLM 2019 Annual Report
Financial Statements 2019


rachelshaw
Highlight


our scenario

From the start of the COVID-19 crisis, the KLM Group has
been monitoring its evolution by the hour and implemented
measures to protect its passengers and staff, as well as

to limit the impact of the virus on its profitability and to
preserve its financial sustainability. In the course of the
developments, decisions were necessary to reduce our
flight schedule, currently by drastic proportions.

The KLM Group has already taken a number of strong
measures and continues to closely monitor and evaluate
further developments. Our actions include, amongst others,
secure cash, save cost, reassessing capital expenditures,
identifying additional financing opportunities, delaying
payment of the employee's profit sharing scheme and of
variable income for part of the employee’s, application for
the Temporary Emergency Bridging Measure for Sustained
Employment’ (NOW), delaying internal projects in order to
meet ongoing commitments during the COVID-19 crisis.

Based on our current best estimates KLM developed a
scenario analysis and projected the related cash flows. The
current projections include the following main assumptions:
(i) the actual flight operations will be a fraction of planned
operations for the coming three months with gradual
recovery to normal traffic levels previously projected; (ii)

as a liquidity shortage is projected in the course of the
third quarter of 2020, we assume we will be successful in
obtaining sufficient additional long term debt financing to
cover, at a minimum, our forecasted 12 months of substantial
cash flow needs; (iii) we will be successful in significantly
reducing our cost base and participate in, and obtain
support from, the government, based on initiatives such as
NOW and tax relief payments; and (iv) decisions to extend
payment terms for suppliers and to effectively manage our
customers refund requests and other creditors.

Process to obtain additional funding needs
within the Netherlands, the government is demonstrating
strong support and commitment to help KLM and other
companies to face the challenges. We started the process
(in conjunction with AIR FRANCE KLM) of negotiating debt
funding from financial institutions, with quarantees from the
Dutch government, and direct debt and/or equity funding
by the Dutch government, under the European Commission's
temporary framework for state aid, recently put in place, to
ensure adequate liquidity levels and balance sheet for the
coming two years.

At this stage it is unclear what the additional funding terms
and conditions will be, if and when the funding will be
approved by the financial institutions, Dutch government
and the European Commission and whether it will be
sufficient for all possible scenarios. Further debt and/

or equity funding may be required at a later stage and
therefore we are in ongoing conversations with AIR FRANCE
KLM and the Dutch government.
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Uncertainties and going concern assumption
Whilst the impact is material in the coming months and, at
this time a clear determination and evaluation of all possible
scenario’s, of the full impact for the next 12 months as of
the signing date of this Annual Report, cannot be made,
and therefore a material uncertainty exists in relation to

the financial impact of the COVID-19 crisis and outcome of
the process to obtain additional funding. Consequently, this
may cause significant doubt on the KLM Group's ability to
continue as a going concern.

However, these financial statements have been prepared
on the going concern assumption. Based on our available
liquidity, including full utilisation of the revolving facility

of EUR 665 million which was received on March 19,

2020, whereby the related debt covenants may trigger
mandatory repayment in December 2020 requiring a waiver
or re-neqgotiations with the related financial institutions,
the ongoing negotiations and successful closure of the
anticipated additional debt funding and our current cash
flow projections, management believes that KLM will be able
to continue to fulfill its financial obligations and as such
continue on going concern basis.

Basis of presentation

The consolidated financial statements have been prepared
in conformity with International Financial Reporting
Standards adopted by the European Union (EU-IFRS)

and effective at the reporting date December 31, 2019.

The consolidated financial statements have also been
prepared in accordance with Section 362(9) of Book 2 of
the Dutch Civil Code. As permitted by Section 402 of Book 2
of the Dutch Civil Code the Company statement of profit or
loss has been presented in condensed form.

All amounts (unless specified otherwise) are stated
in millions of Euros (EUR million).

Significant accounting policies

The consolidated financial statements are prepared on
historical cost basis unless stated otherwise. The principal
accounting policies applied in the preparation of the
consolidated financial statements are set out below.
These policies have been consistently applied to all the
years presented in these financial statements, unless
stated otherwise.

Restatement of 2018 financial statements
Since January 1, 2019, the Company and its subsidiaries
(the "Group") have applied the two following changes:

» Customer compensation
On September 17, 2019 the IFRS Interpretations
Committee published a clarification of IFRS 15 concerning
compensation for delays or cancellations. Obligations to
compensate customers for delayed or cancelled flights



Business segments
The activities of each segment are as follows:

» Network

Includes air transport of passengers and cargo activities:

» Passenger main activity is the transportation of
passengers on scheduled flights that have the Company's
airline code. Passenger revenues include receipts from
passengers for excess baggage and inflight sales. Other
passenger revenues are derived from commissions from
SkyTeam alliance partnership arrangements and revenues
from block-seat sales; and

» Cargo activities relate to the transportation of freight on
flights under the Company's code and the sale of cargo
capacity to third parties.

» Maintenance

Maintenance revenues are generated through maintenance

services (engine services, component services and airframe

maintenance) provided to other airlines and clients around
the world.

» Leisure

This segment covers primarily the provision of charter flights

and (low-cost) scheduled flights operated by transavia.com.

» Other

This segment covers primarily catering and handling services

to third-party airlines and clients around the world.

Geographical segments

Revenues are allocated to geographical segments on the

basis of destination as follows:

» Direct flights: Revenue is allocated to the geographical
segment in which the destination falls; and

» Flights with stopovers: Revenue is allocated to the
geographical segments in which the various sections of
the route fall in accordance with IATA guidelines (based
on weighted Passenger-kilometers).

The greater part of the Group's assets comprises aircraft
and other assets that are located in The Netherlands. Inter-
segment revenues are determined using the prices actually
used for invoicing. These prices have been determined on a
consistent basis.

Distinction between income from current
operations and income from operating
activities

The Group considers it relevant to the understanding of
its financial performance to present on the face of the
statement of profit or loss a subtotal within the income
from operating activities. This subtotal, named "Income from
current operations”, excludes those elements that have
less predictive value due to their nature, frequency and,/or
materiality. Such elements are as follows:

» Sales of aircraft equipment and disposals of other assets;
» Income from the disposal of subsidiaries and affiliates;

» Restructuring costs when they are significant;

» Significant and infrequent elements such as the
recognition of badwill in the statement of profit or loss,
the recording of an impairment loss on goodwill and
significant provisions for litigation.

Aggregates used within the framework

of financial communication

EBITDA (Earnings Before Interests, Taxes, Depreciation,
Amortisation and movements in provision): by extracting
the main line of the statement of profit or loss which does
not involve cash disbursement (“Amortisation, depreciation
and movements in provision”) from income from current
operations, EBITDA provides a simple indicator of the
Group's cash generation on operational activities.

Operating free cash flow corresponds to the net cash flow
from operating activities net of purchase of (prepayments
in) aircraft, property plant and equipment and intangible
assets less the proceeds on the disposal of aircraft,
property plant and equipment and intangible assets. It
does not include the other cash flows linked to investment
operations, particularly investments in subsidiaries and
other financial assets and net cash flow from the operating
activities of discontinued operations.

Operating free cash flow adjusted: this corresponds to
operating free cash flow net of the repayment of lease
debts.

Near cash: corresponds to financial assets that can be
transferred to cash on short notice. Includes bonds,
long-term deposits and commercial paper with an original
maturity of 3-12 months.

KLM 2019 Annual Report
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Independent Auditors' Report

To: the General Meeting of Shareholders and the
Supervisory Board of KLM Royal Dutch Airlines
('Koninklijke Luchtvaart Maatschappij N.V.)

Report on the audit of the financial statements
2019 included in the annual report

Our opinion

IN our opinion:

» the accompanying consolidated financial statements give
a true and fair view of the financial position of KLM Royal
Dutch Airlines as at December 31, 2019 and of its result
and its cash flows for the year then ended, in accordance
with International Financial Reporting Standards as
adopted by the European Union (‘EU-IFRS') and with
part 9 of Book 2 of the Dutch Civil Code.

» the accompanying company financial statements give a
true and fair view of the financial position of KLM Royal
Dutch Airlines as at December 31, 2019 and of its result for
2019 then ended in accordance with Part 9 of Book 2 of
the Dutch Civil Code.

What we have audited

We have audited the financial statements 2019 of KLM
Roval Dutch Airlines (‘the Company’) based in Amstelveen.
The financial statements include the consolidated financial
statements and the company financial statements.

The consolidated financial statements comprise:
1. the consolidated balance sheet as at December 31, 2019;
2.the following consolidated statements for
2019: the statements of profit or loss, profit
or loss and other comprehensive income,
changes in equity and cash flows; and
3.the notes comprising a summary of the significant
accounting policies and other explanatory information.

The company financial statements comprise:

1.the company balance sheet as December 31, 2019,

2.the company statement of profit of loss for 2019; and

3.the notes comprising a summary of the accounting
policies and other explanatory information.
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Basis for our opinion

We conducted our audit in accordance with Dutch

law, including the Dutch Standards on Auditing. Our
responsibilities under those standards are further described
in the ‘Our responsibilities for the audit of the financial
statements’ section of our report.

We are independent of KLM Royal Dutch Airlines in
accordance with the ‘wet toezicht accountantsorganisaties'
(Wta, Audit firms supervision act), the 'Verordening inzake
de onafhankelijkheid van accountants bij assurance-
opdrachten’ (ViO, Code of Ethics for Professional
Accountants, a regulation with respect to independence)
and other relevant independence regulations in the
Netherlands. Furthermore, we have complied with the
"Verordening gedrags- en beroepsregels accountants’
(VGBA, Dutch Code of Ethics).

We believe the audit evidence we have obtained is
sufficient and appropriate to provide a basis for our opinion.

Material uncertainty related to going concern

We draw attention to the subsequent events and going
concern paragraphs in the notes to the consolidated and
company financial statements which indicate that the
Company is severely impacted by the worldwide spreading
of COVID-19 and the stringent measures taken by many
countries which has major impact on air traffic around the
world. The main uncertainties relate to the financial impact
of the COVID-19 crisis and outcome of the process to obtain
additional funding. These conditions indicate the existence
of a material uncertainty which may cast significant doubt
about the Company's ability to continue as a going concern.
Our opinion is not modified in respect of this matter.

The appropriateness of the going concern assumption
depends on management's assessment of the future
economic environment and the company's future
prospects and performance. Our procedures to assess the
appropriateness of management's assessment primarily
consisted of:

» challenge and evaluation of the aforementioned
management's assessment;

» discussion with management to evaluate its plans for
future actions and whether management's plans are
feasible in the circumstances:;

» evaluation of management'’s cash flow forecast, including
the underlying data and assumptions, as a basis for the



requested debt funding from financial institutions and the
Dutch Government;

» obtaining and inspecting reports of requlatory bodies
relating to restricting air traffic and application of vouchers
for cancelled flights;

» corroboration with and evaluating statements made
by representatives of certain financial institutions and
government officials;

» analysing and assessing the Company's latest available
interim financial information.

Furthermore, we have evaluated the situation and
uncertainties as described in the aforementioned disclosure
and consider the disclosure to be adequate. However, an
audit cannot predict the unknowable factors or all possible
future implications for a company and this is particularly the
case in relation to the impact of COVID-19.

Audit approach

summary

Materiality

- Materiality of EUR 60 million

- 0.5% of revenue

Group audit

- 96% of revenue

- 96% of total assets

Key audit matters

- Revenue recognition for issued but unused passenger tickets

- Provisions for litigation and contingent liabilities

opinion

- Unqualified

Materiality

Based on our professional judgment we determined the
materiality for the financial statements as a whole at

EUR 60 million (2018: EUR 50 million). The materiality is
primarily determined with reference to revenue (0.5%).

We consider revenue as the most appropriate benchmark
because of the volatility of the profit before tax. We have
also taken into account misstatements and/or possible
misstatements that in our opinion are material for the users
of the financial statements for qualitative reasons.

We agreed with the Supervisory Board that misstatements
in excess of EUR 3 million which are identified during

the audit, would be reported to them, as well as smaller
misstatements that in our view must be reported on
qualitative grounds.

Scope of the group audit

KLM Royal Dutch Airlines is the head of a group of
components and has as its principal business segments:
network activities, which include air transport of passengers
and cargo, aircraft maintenance, leisure and any other
activities linked to air transport. The financial information

of this group is included in the financial statements of KLM
Royal Dutch Airlines.

In establishing the overall group audit strategy and plan, we
determined the type of work that needed to be performed
at the components by the component auditors working
under our instruction. Where the work was performed

by component auditors, we determined the level of
involvement we needed to have in the audit work at those
components.

Our group audit mainly focused on the components that
are (i) of individual financial significance to the group, or
(i) that, due to their specific nature or circumstances, are
likely to include significant risks of material misstatement of
the group financial statements. We have considered in this
respect, amongst others, the Company's business volatility
and its internal and external environment.

We have:

» performed audit procedures ourselves in respect of areas
such as the group consolidation, financial statements
disclosures and topics related to litigations and claims, the
group’'s tax position, intangible assets, property, plant and
equipment and external expenses,

» selected 9 components (2018: 9 components) to perform
audits for group reporting purposes on a complete set
of financial information as well as 6 components (2018:

6 components) to perform audit procedures for group
reporting purposes on selected account balances.

The group audit team provided detailed instructions to

all component auditors who were part of the group audit,
covering the significant audit areas, including the relevant
risks of material misstatement, and set out the information
required to be reported back to the group audit team.

For all components in scope of the group audit, we held
physical meetings with the auditors of the components.
During these visits the audit approach, the findings and
observations reported to the group audit team were
discussed in more detail. Also file reviews were performed
for most of these components; and

» performed analytical procedures on components not in
scope for audit procedures to validate our assessment
that there are no significant risks of material misstatement
within these components.

By performing the procedures mentioned above at group

components, together with additional procedures at
group level, we have been able to obtain sufficient and
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appropriate audit evidence about the group's financial
information to provide an opinion about the financial
statements.

The audit coverage as stated in the section 'Summary’
can be further specified as follows:

Total revenues

967

Audit of the complete
reporting package

)/

o
Audit of

specific items

Total assets

19%

Audit of
specific items

/7%

Audit of the complete
reporting package

Audit scope in relation to fraud

In accordance with the Dutch standards on auditing we are
responsible for obtaining a high (but not absolute) level of
assurance that the financial statements taken as a whole
are free from material misstatement, whether caused by
fraud or error.

The risk of not detecting a material misstatement resulting
from fraud is higher than for one resulting from error, as
fraud may involve collusion, forgery, intentional omissions,
misrepresentations, or the override of internal control.

As part of our risk assessment process we have evaluated
events or conditions that indicate an incentive or pressure
to commit fraud or provide an opportunity to commit fraud
(‘fraud risk factors') to determine whether fraud risks are
relevant to our audit. We have exercised professional
judgement and have maintained professional scepticism
throughout our audit in identifying and assessing the risks
of material misstatement of the financial statements due
to fraud.

We communicated identified fraud risks throughout our
team and remained alert to any indications of fraud
throughout the audit. This also included communication
from the group to component auditors of relevant fraud
risks identified at group level.
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In accordance with the auditing standard we evaluated the

fraud risks that are relevant to our audit:

» fraud risk in relation to the revenue recognition specifically
focused on issued but unused passenger tickets as
explained in the related key audit matter; and

» fraud risk in relation to management override of controls.

We performed the relevant procedures as required by the
Dutch auditing standards and our audit procedures included:
» inquiries of management, those charged with governance
and others within the Company notably legal counsel,
internal audit and other senior officers regarding their
process for identifying and responding to the risk of
fraud, the internal communication regarding their views
on business practices and ethical behaviour and whether
they have knowledge of any actual, suspected or alleged
fraud affecting the Company;

obtaining an understanding based on inquiries and

inspection of minutes of relevant meetings, for example

of the Fraud Management Table, and reports of how

those charged with governance exercise oversight of
management's processes for identifying and responding to
the risks of fraud in the Company and the internal control
that management has established to mitigate these risks,
evaluating whether unusual or unexpected relationships
have been identified in performing analytical procedures,
including those related to revenue accounts, that may
indicate risks of material misstatement due to fraud;

» an evaluation of the design, implementation as well as
the operating effectiveness of certain internal controls
relevant to mitigate these risks;

» inspected the incident register, which includes whistle
blowing reports, and follow up by management;

» tested the appropriateness of high risk journal entries
recorded in the general ledger and other adjustments
made in the preparation of the financial statements; and

» evaluated whether the judgments and decisions made
by management in making certain accounting estimates
included in the financial statements indicate a possible
bias that may represent a risk of material misstatement
due to fraud. Reference is also made to the key audit
matter regarding revenue recognition.

~
M

~
M

In determining the audit procedures we made use of the
Company's evaluation in relation to fraud risk management
(prevention, detections and response), including the set-up
of ethical standards.

We communicated our risk assessment and audit response
to management and the Audit Committee of the Supervisory
Board. Our audit procedures differ from a specific forensic
fraud investigation, which investigation often has a more
in-depth character.



Audit scope in relation to non-compliance with
laws and requlations

We have evaluated facts and circumstances in order to
assess laws and regulation relevant to the Company.

We identified laws and regulations that could reasonably
be expected to have a material effect on the financial
statements based on our general understanding and sector
experience, through discussion with relevant management
and those charged with governance (as required by auditing
standards) and evaluated the policies and procedures
regarding compliance with laws and reqgulations.

Owing to the inherent limitations of an audit, there is an
unavoidable risk that some material misstatements in the
financial statements may not be detected, even though the
audit is properly planned and performed in accordance with
the auditing standards. Ordinarily, the further removed non-
compliance is from the events and transactions reflected

in the financial statements, the less likely the auditor is to
become aware of it or to recognise the non compliance.

We communicated identified laws and reqgulations
throughout our team and remained alert to any indications
of non-compliance throughout the audit. This included
communication from the group to component auditors

of relevant laws and regulations identified at group level.

The potential effect of these laws and requlations on the

financial statements varies considerably:

» the Company is subject to laws and requlations that
directly affect the financial statements including taxation
and financial reporting. We assessed the extent of
compliance with these laws and requlations as part of
our procedures on the related financial statement items.

» the Company is subject to many other laws and
regulations where the consequences of non-compliance
could have an indirect material effect on amounts
recognised or disclosures provided in the financial
statements, or both, for instance through the imposition
of fines or litigation.

We identified the following areas as those most likely to

have such an indirect effect: Trade sanctions and export
controls sanctions reqgulation, Anti-bribery and corruption
regulation, Anti-competition requlation and Data Privacy

regulation.

Auditing standards limit the required audit procedures to
identify non-compliance with laws and requlations that
have an indirect effect to inquiry of relevant management
and inspection of requlatory and legal correspondence,

if any. Through these procedures, we did not identify any
additional actual or suspected non-compliance other than
those previously identified by the Company in each of

the above areas. We considered the effect of actual or
suspected non-compliance as part of our procedures on
the related financial statement items.

We are not responsible for preventing non-compliance and
cannot be expected to detect non-compliance with all
laws and regulations. Management is responsible for such
internal control as management determines is necessary to
enable the preparation of the financial statements that are
free from material misstatement, whether due to errors or
fraud, including compliance with laws and reqgulations.

The more distant non-compliance with indirect laws

and reqgulations (irreqularities) is from the events and
transactions reflected in the financial statements, the

less likely the inherently limited procedures required by
auditing standards would identify it. In addition, as with
any audit, there remained a higher risk of non-detection
of irreqularities, as these may involve collusion, forgery,
intentional omissions, misrepresentations, or the override
of internal controls.

Our key audit matters

Key audit matters are those matters that, in our professional
judgment, were of most significance in our audit of the
financial statements. We have communicated the key audit
matters to the Supervisory Board. The key audit matters are
not a comprehensive reflection of all matters discussed.

These matters were addressed in the context of our audit
of the financial statements as a whole and in forming our
opinion thereon, and we do not provide a separate opinion
on these matters.

IN comparison to prior year implementation of IFRS 16 is
no longer considered a key audit matter anymore due to
completion of the implementation in 2018.

We refer to the paragraph with regard to the material

uncertainty related to going concern as that matter,
by its nature, is also considered a key audit matter.
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Revenue recognition for issued but unused
passenger tickets

Description

Revenue from the passenger transport amounts to EUR
7952 million. The revenue related to passenger transport is
recognised when the transportation service is provided in
accordance with IFRS 15.

On issuance, passenger tickets are recorded as "Advance
ticket sales”. However, a portion of these sales relate to
tickets that have been issued and paid but which will
never be used and, consequently, should be recognised as
revenue. The revenue recognition is based on a statistical
rate which is reqgularly updated. The rate is determined

by the Company based on historical data taken from the
information systems and adjusted for non-recurring and
specific events of the periods considered, if any.

We considered revenue recognition for issued but unused
passenger tickets to be a key audit matter due to the
importance of management judgment in determining the
recognition assumptions. There is a risk that revenue may
be overstated due to fraud through manipulation of the
estimated percentage of tickets which will never be used.

our response

Our procedures primarily consisted of:

» evaluation of the design and implementation of key
controls implemented by the Company that we considered
the most relevant in determining the statistical rates for
"Advance ticket sales":

» assessing the appropriateness and consistency of the
methodology adopted by the Company;

» agreeing the statistical rate calculations, for the estimated
percentage of tickets which will never be used, with the
underlying data from the information systems;

» comparing actual revenue from unused passenger tickets
with prior year-end estimates;

» analysing the age of deferred revenue on ticket sales
presented on the consolidated balance sheet to assess
the appropriateness of the revenue recognized in the
period.

In determining the statistical rate used for revenue
recognition management relies on the Company's IT
systems. As a response we have included IT specialists in
our audit team to evaluate the relevant IT controls.

Our observation

Based on our procedures performed for revenue recognition
for issued but unused passenger tickets we consider

that management judgment is reasonable and revenue
recognition accounting and disclosure (note 24)

is in accordance with EU-IFRS.
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Provision for litigation and contingent liabilities

Description

The Company is involved in several governmental, judicial or
arbitration procedures and litigations, particularly concerning
anti-trust laws. The outcome of these procedures and
litigations depends on future events. The Company's
positions taken are inherently based on the use of
assumptions and judgments.

We considered the measurement of the litigation provisions
and the related disclosure to be a key audit matter due

to the uncertainty surrounding the outcome of current
procedures, potentially material nature of the impact of
provision amounts on consolidated net income and equity
and the degree of estimates and judgment required should
these estimates change.

our response

Our audit procedures included, amongst others, assessment
of management's use of external counsel, the assessment
of management's process for the identification, evaluation
and disclosure of claims, proceedings and investigations
and the recording and continuous re-assessment of the
related (contingent) liabilities and provisions and disclosures,
in accordance with EU-IFRS.

We also inquired with both legal and financial staff in
respect of claims, proceedings and investigations, inspected
relevant documentation such as the minutes of the Audit
Committee, the Supervisory Board and the Executive
Committee and obtained legal confirmation letters from a
selection of external legal counsel.

Furthermore, we challenged the estimates and assumptions
applied by the Company in determining the need to
recognise a provision and, where applicable, its amount.

Based on these items, we assessed the estimates and
positions adopted by the Company. We also assessed

the appropriateness of the disclosures in note 23 to the
consolidated financial statements including for those claims
for which a provision could not be reasonably estimated.

Our observation

We consider the estimates and management's judgment
applied for the litigation provision and contingent liabilities
to be reasonable and determined that the related disclosure
(note 23) is in accordance with EU-IFRS.



Report on the other information included in the
annual report

In addition to the financial statements and our auditors’
report thereon, the annual report contains other
information.

Based on the following procedures performed, we conclude

that the other information:

» is consistent with the financial statements and does not
contain material misstatements; and

» contains the information as required by Part 9 of Book 2
of the Dutch Civil Code.

We have read the other information. Based on our
knowledge and understanding obtained through our

audit of the financial statements or otherwise, we have
considered whether the other information contains material
misstatements.

By performing these procedures, we comply with the
requirements of Part 9 of Book 2 of the Dutch Civil Code
and the Dutch Standard 720. The scope of the procedures
performed is substantially less than the scope of those
performed in our audit of the financial statements.

The Board of Managing Directors is responsible for

the preparation of the other information, including the
information as required by Part 9 of Book 2 of the Dutch
Civil Code.

Report on other legal and requlatory
requirements

Engagement

KLM Royal Dutch Airlines engaged us, Deloitte Accountants
BV. and KPMG Accountants NV, to perform a joint audit. We
were re-engaged by the General Meeting of Shareholders

as auditors of KLM Royal Dutch Airlines on April 25, 2019 for
the audit of the year 2019, and have operated as statutory
auditors ever since financial year 2005/2006.

Description of responsibilities regarding the
financial statements

Responsibilities of Board of Managing Directors
and the supervisory Board for the financial
statements

The Board of Managing Directors is responsible for

the preparation and fair presentation of the financial
statements in accordance with EU-IFRS and Part 9 of
Book 2 of the Dutch Civil Code. Furthermore, the Board of
Managing Directors is responsible for such internal control
as management determines is necessary to enable the
preparation of the financial statements that are free from
material misstatement, whether due to fraud or error.

As part of the preparation of the financial statements, the
Board of Managing Directors is responsible for assessing
the Company's ability to continue as a going concern.
Based on the financial reporting frameworks mentioned, the
Board of Managing Directors should prepare the financial
statements using the going concern basis of accounting
unless the Board of Managing Directors either intends to
liquidate the Company or to cease operations, or has no
realistic alternative but to do so. The Board of Managing
Directors should disclose events and circumstances that
may cast significant doubt on the Company's ability to
continue as a going concern in the financial statements.

The Supervisory Board is responsible for overseeing the
Company's financial reporting process.
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our responsibilities for the audit of the financial statements

Our objective is to plan and perform the audit engagement in a manner that allows us to obtain sufficient and appropriate
audit evidence for our opinion.

Our audit has been performed with a high, but not absolute, level of assurance, which means we may not detect all material
errors and fraud during our audit.

Misstatements can arise from fraud or error and are considered material if, individually or in the aggregate, they could
reasonably be expected to influence the economic decisions of users taken on the basis of these financial statements.
The materiality affects the nature, timing and extent of our audit procedures and the evaluation of the effect of identified
misstatements on our opinion.

A further description of our responsibilities for the audit of the financial statements is included in the appendix of this
auditors' report. This description forms part of our auditors' report.

Amstelveen/Amsterdam, April 8, 2020

KPMG Accountants N.V. Deloitte Accountants B\V.
B.S. Geerling RA M.). van der Vegte RA

Appendix: Description of our responsibilities for the audit of the financial statements
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