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Purpose

To highlight the importance of impairment reviews

To provide insight into building impairment modelsTo provide insight into building impairment models

To highlight the level of judgment requiredg g j g q
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Background 

■ The need for impairment testing has■ The need for impairment testing has
increased given the volatility of
economies within the Caribbean

■ This volatility impacts key underlying■ This volatility impacts key underlying
variables such as:

– The risk free rate; and

– The cost of debt.

Res lting in additional foc s on■ Resulting in additional focus on
impairment testing.
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Background

IMF Article IV 
consultation “………The

mandate and tools of the 
Financial Oversight 
Management Committee 
(FOMC) should be

“crisis management plans 
should include detailed 
plans to deal with a crisis 
in the non-bank 

(FOMC) should be 
clarified and
improved..”
“Maintaining Financial 
Stability Will need Close 
Monitoring, Stronger 

sector………”
g g

Supervision”.

Source: International Monetary Fund, February, 2014
Article iv Consultation for Barbados
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Impairment overview

■ An impairment loss is the amount by
which the carrying amount of an asset or
cash generating unit exceeds itscash-generating unit exceeds its
recoverable amount.

■ The carrying amount is the amount at
which an asset is recognised in the
Balance Sheet/Statement Of Financial
Position after deducting accumulated
depreciation and accumulated
impairment losses.
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Impairment overview

The 
Bahamas 

Turks and Caicos 
Islands 

■ The fair value less costs of
disposal is not easily determined
as comparators are primarily
North American entities

Jamaica

Cayman Islands

British Virgin 
Islands

Antigua & Barbuda

North American entities.

■ As a result, the recoverable

Barbados

Trinidad & 

Antigua & Barbuda

St. Lucia
St. Vincent & 
the Grenadines

,
amount of the asset or CGU will
be based on its value in use.

Tobago
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Impairment as applied to financial instruments

■ Accounting standards relevant to impairment

Relevant Standard Application of Standard

IFRS 9 – Financial Instruments Provides guidance on impairment assessments forIFRS 9 Financial Instruments Provides guidance on impairment assessments for 
financial instruments 

IAS 36 – Impairment of Assets Provides guidance on impairment of most other assets

IAS 39 – Recognition and Measurement Provides guidance on impairment assessments for 
financial instruments 
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Impairment as applied to financial instruments

Requirements under the Standard
IAS 39 58 “A tit h ll t th d f h ti i d h th th i bj ti idIAS 39:58 “An entity shall assess at the end of each reporting period whether there is any objective evidence 
that a financial asset or a group of financial assets is impaired.”

Impairment and uncollectibility of financial 
assets measured at amortised cost

Impairment and uncollectibility of 
available for sale financial assets

■ The carrying amount of the asset shall be
reduced either directly or through use of an

■ The cumulative loss recognised in other
comprehensive income shall be reclassifiedy g

allowance account. The amount of the loss
shall be recognised in profit or loss.

comprehensive income shall be reclassified
and the financial asset is derecognised
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Impairment as applied to financial instruments

Objective evidence of possible impairment of financial assets:

significant financial difficulty of the issuer or obligor

Signs of

a default or delinquency in interest or principal payments

d h i th t t t f b i thSigns of 
possible 
Impairment

adverse changes in the payment status of borrowers in the group 

probable that the borrower will enter bankruptcy or other financial reorganisation

the disappearance of an active market for that financial asset because of financial 
difficulties
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Valuation Approaches
Methodology and Approach Impairment assessment other assets

■ An entity shall assess at the end of each reporting period whether there is
any indication that an asset may be impaired.

■ If any such indication exists, the entity shall estimate the recoverable
amount of the asset.

■ Irrespective of whether there is any
indication of impairment, an entity
shall also:

■ Test goodwill acquired in
a business combination
for impairment annually

■ Test an intangible asset with an
indefinite useful life or an
intangible asset not yet available
for use for impairment annually by
comparing its carrying amount
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Reducing subjectivity in impairment assessment

There is the perception that impairment is a reflection on the quality of management decisions

IFRS provides guidance on what to do in different scenarios1

Historical performance and historical data are helpful in determining future performance2

Consider tax implications4

Prudence concept still applicable3

Consider tax implications4

Consider frequency of assessments5
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Building impairment test 
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Value in use
Building impairment test models

■ Building an impairment test model involves a number of steps:

■ Comparing the 
present value of 

f

g p p

■ Reviewing other 
key 
considerations 

the cash flows with 
the carrying values 
of the asset as 
indicated on the 
balance sheet/ 

t t t f

■ Deriving an 
appropriate 
discount rate to 
apply to the cash

such as Capex, 
cash taxes, 
working capital
and net debt 

statement of 
financial position

■ Developing 
appropriate cash 
flow forecasts 

apply to the cash 
flow forecasts
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Value in use
Cash flow forecasts – considerations

Reasonableness 
of assumptions

Types of cash yp
flows

Reflection of 
current 
conditions
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Our Services
Other considerations – company life cycle

When reviewing an investment in a subsidiary, the stage in it’s life cycle may be an indication of Impairment

Negative changes in 
technology, markets, 

l

Market value 
declines

Growth

Favourable 
internal and

High growth, high 
profitability

economy, or lawsinternal and 
external 
conditions 

Increases in 
market interest 
rates

Impairment 
unlikely

Market value increases

Reduction in market 
interest rates

Improvement in 
economic performance

Ti
m

eObsolescence or 
physical damage 

Overall poor 
Performance

Market value increases

Unfavourable 
indicators leading to 
potential impairment

Recession

Impairment Likely
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Value in use
Discount rate

■ Key assumptions are then required to determine the applicable
discount ratediscount rate.

Key Assumption Input Source Information

Revenue Growth
I fl tiInflation
Gross profit margin
EBITDA Margin
Risk‐free rate
Equity risk premium
Industry risk premium
Size premium
Company specific risk
Pre‐tax cost of debt
Tax rate
Debt to capital %
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Debt to capital %
Terminal growth rate



Building impairment modelsDiscount rate

■ The discount rate that must be disclosed is a
pre tax discount ratepre-tax discount rate

 An impairment analysis is usually
performed on a post-tax basis and solved
f th t t th t lt i thfor the pre-tax rate that results in the same
value estimate.

 A pre-tax rate cannot be calculated by
grossing up the post-tax rate.
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Building impairment modelsDiscount rate

Inputs 
Post tax WACC (WACC) 10% Implied pre‐tax WACC  12.8%
Terminal growth rate (g) 2%

Step 3
Implied pre ta WACC is

Using post-tax cash flows and a post-tax WACC  Using pre-tax cash flows and a pre-tax WACC  

Terminal growth rate (g) 2%
Marginal tax rate (t) 26%

Implied pre‐tax WACC using simple gross up 
of post‐tax WACC (WACC/(1‐t)) 13.5%

Terminal  Terminal 

Implied pre-tax WACC is 
compared to the pre-tax 
WACC determined by a simple 
gross up of the post tax 
WACC.

1 2 3 4 5 Year  1 2 3 4 5 Year 

Pre‐Tax Cash flows  100 120 140 150 153 156.1 100 120 140 150 153 156.1
Growth  20.0% 16.7% 7.1% 2.0% 2.0% 20.0% 16.7% 7.1% 2.0% 2.0%

Tax  (26.0)      (31.2)  (36.4)   (39.0)  (39.8)   (40.6)    
Tax rate 26% 26% 26% 26% 26% 26%

Post tax free cash flows  74.0       88.8    103.6  111.0  113.2   115.5    100.0     120.0  140.0  150.0  153.0  156.1   
Discount rate (mid year) 0.953 0.867 0.788 0.716 0.651 0.941 0.834 0.740 0.655 0.581
Discounted cash flow 70.6       77.0    81.6    79.5    73.7     94.1       100.1  103.5  98.3    88.9   
Terminal cash flow  115.5     156.1    
Capitalisation rate (WACC‐g) 8% 10.8%
Terminal value  1443.6 1441.5
Present value of terminal value  940.1     837.5

Step 1

Step 2
Value in Use determined using 
pre-tax cash flows and a pre-tax 
WACC. Goal seek is used to 
determine the pre-tax WACC which 
gives an identical value to the
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Sum of discrete cash flows 382.4     485.0
Value in Use  1,322.5  1,322.5 

Step 1
Value in Use determined using 
post-tax cash flows and post-tax 
WACC. 

gives an identical value to the 
post-tax approach.



Other key considerations

Capex Cash taxes Working Capital Net Debtp g p

■ Working capital 
included in carrying 
amount of the CGU, 
and investments in

■ Actual taxes 
expected to be 
paid 

■ A metric that 
shows a 
company's overall 
d bt it ti b

■ Forecast 
expenditure 
required on and investments in 

working capital 
required from 
forecast growth 
should be reflected 
in cash flows

■ Based on 
calculation of the 
effective tax rate

debt situation by 
netting the value 
of a company's 
liabilities and 
debts with its cash 
and other similar

capital assets 

in cash flows

■ Working capital 
deficits and 
surpluses should be 
considered in 

and other similar 
liquid assets

valuation
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Building impairment modelsComparing present value and carrying value

Carrying Value Carrying Value 

Present Value of Cash 
Flows 

Present Value of Cash 
Flows 

No ImpairmentImpairment

10 403020 50 60 10 403020 50 60
DollarsDollars
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Reasonableness test

Content■ Sensitivity analysis of key assumptions Content■ Comparisons

 Market capitalisation

 Earnings multiples

 Other sources

■ Other considerations■ Other considerations

 Return on Assets 

 Return on Equity q y

 Functional obsolescence

 Economic obsolescence 
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Reasonableness test

Return (historic) on equity assessment

Expressed in USD$'000
2013 2014

Equity 77,062                 87,807           
Earnings 5,577                   3,609             

Return on equity 7.2% 4.1%Return on equity 7.2% 4.1%
KPMG Cost of equity 28.6% 28.6%
Differential -21.3% -24.5%

Client Cost of equity 24% 24%

Differential -16.9% -20.1%

Return (historic) on total assets assessment

Expressed in USD$'000
2013 2014

Net Book Value (total assets) 207,229              213,979       ( ) , ,
Earnings 5,577                   3,609             

Return on Total Assets 2.7% 1.7%
KPMG Cost of capital 15.7% 15.7%
Differential -13.1% -14.1%
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Client Cost of capital 11% 11%
Differential -8.3% -9.3%



Thought Leadership
Thought leadership
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Building impairment modelsQuestions
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