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The quantification of economic damages in international arbitration disputes often requires
a valuation of the claimant’s investment at a specific valuation date. When preparing their
respective valuation analyses, experts may utilise different methodologies, techniques and
assumptions, resulting in materially different valuation conclusions. Unfortunately, this often
leaves the tribunal with the difficult task of navigating through complex financial models
to unravel the differences between each expert and reach what they consider to be an
appropriate conclusion on quantum.

In the absence of an actual arm's-length transaction as at the valuation date for a similar
sized ownership block in the same investment being valued, there will almost always be
a certain level of professional judgement involved in any valuation analysis. In this regard,
stronger valuation analyses will typically include secondary approaches and cross-checks
where possible, to support the reasonability of the conclusions derived under the valuator's
primary approach.

In this article, | will discuss how and when the carrying amount [1] of an asset reported in the
audited financial statements of its owners can be used as a sensibility check on the valuator’s
conclusions. | will also explain how one may reconcile the carrying amount of the asset in
the audited financial statements to an expert’s valuation conclusions, and the implications
of failing to do so.

When preparing a valuation analysis, it is generally considered best practice to review
other valuation reports that were prepared in the normal course of business as at or
around the valuation date, if available, for the specific investment that is being valued.
While professionals performing valuations may offer differing opinions, previously prepared
valuation reports may help the valuator ensure that they adequately consider all relevant
information.

Valuators will often find that the investment they are valuing has been reported as an asset
on the balance sheet of the claimant or other non-related entities that also hold an ownership
interest in the same asset, and that this investment has already been valued as part of the
preparation of the audited financial statements of its owners.

However, prior to relying on the carrying amount of an asset to test the reasonability of
the valuator’s conclusions, it is important to review and understand the specific accounting
policies that are followed in the company’s financial statements.

In the following section, | provide a brief summary of the accounting policies that a company
reporting under International Financial Reporting Standards (IFRS) [2] must follow with
respect to how and when assets can be reported on a company’s balance sheet. | then
discuss the specific policies that are followed when conducting impairment testing [3] on
these assets under IFRS.

SUMMARY OF IFRS ACCOUNTING POLICIES ON ASSET RECOGNITION

According to IFRS, an asset is defined as ‘A resource controlled by the entity as a result of
past events and from which future economic benefits are expected to flow to the entity. [4]

Therefore, if acompany reports an investment as an asset in its audited financial statements,
this would imply that the company, and its external auditors, consider the value of this
investment to be greater than zero, given that they expect to receive ‘future economic
benefits’ from this investment. However, while certain assets on a company’s balance sheet
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are adjusted to fair value [5] at the end of each reporting period, such as marketable
securities [6] and derivative instruments, [7] there are many other types of assets that are
not necessarily reported at fair value in IFRS financial statements. For example: [8]

- inventory is reported at the lower of historical cost and net realisable value; [9]

« property, plant and equipment assets are generally reported based upon the historical
costs incurred less any accumulated depreciation and impairment losses; [10] and

+ other types of assets are reported based upon the historical costs incurred and are
not subject to a deprecation deduction, but are still tested for impairment at the end
of each reporting period, such as:

« intangible assets with an indefinite life, for which the cost of the asset can be
measured reliably; [11]

+ ownership interests in other businesses where the investor does not have significant
influence, and where the shares of the investee are not traded in an active market; [12]
and

- exploration and evaluation assets related to mineral resource properties. [13

There are many types of assets that have economic value that are not reported on
a company’s balance sheet at all, such as internally generated goodwill, [14] internally
generated intangible assets [15] or contingent assets. [16] This is one of the reasons why
the book value of the equity reported in a company’s financial statements will rarely be equal
to the fair market value.

A company is required to disclose its significant accounting policies in the notes to the
financial statements, and in particular, to ‘inform the users of the measurement basis
or bases used in the financial statements (for example, historical cost, current cost, net
realizable value, fair value or recoverable amount) because the basis on which an entity
prepares the financial statements significantly affects users’ analysis’ [17] A careful reading
of these notes may help the valuator understand the type of reliance that could be placed on
the carrying value of the assets when attempting to use this data to test the reasonability of
their own valuation conclusions.

For assets that are not adjusted to fair value in a company's financial statements, due to the
passage of time, their historical cost is rarely reflective of their current fair market value as
at the financial statement date. For example, suppose that a company acquired a piece of
land 20 years ago for $1 million; the carrying amount of that land on the company’s balance
sheet may still be reflected at $1 million today [18] (land is not generally depreciated), even
though the fair market value of this land may have increased significantly between the time
that it was acquired and the current date.

Nevertheless, to the extent that these assets are subjected to impairment testing at the
end of each reporting period, the carrying amount of these assets in the company’s audited
financial statements would provide an indication of their minimum value at the financial
statement date, according to the company and its external auditors. If the valuator reaches a
conclusion that is significantly lower than the carrying amount of these assets, they should
try to reconcile this difference, as this may be an indication that the valuator's conclusion is
too low.

SUMMARY OF IFRS ACCOUNTING POLICIES ON IMPAIRMENT TESTING
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According to IFRS, at the end of each reporting period, a company is required to review the
assets on its balance sheet to assess whether there is any indication that an asset might
have become impaired since the last financial statement date. [19] If the company deems
that there is an indication of potential impairment, the next step requires the company to
measure the ‘recoverable amount’ of these assets.

IFRS defines the recoverable amount [20] as ‘the higher of its fair value less costs of disposal,
and its value in use’. [21]

Animpairment loss is recognised if the carrying amount of an asset exceeds its recoverable
amount, whereby the carrying amount of the asset (ie, the book value) is reduced to its
recoverable amount and a corresponding impairment expense is recorded in the company’s
income statement. However, if the recoverable amount of an asset is higher than the carrying
amount then no adjustment is made to increase the carrying amount of the asset on the
company’s balance sheet to its recoverable amount, unless it relates to the reversal of a
previously recognised impairment loss as discussed below. [22]

At the end of each reporting period, a company is also required to assess whether there
is any indication that the conditions that led to an impairment loss in prior periods may
no longer exist or may have decreased. If so, the company is required to recalculate the
recoverable amount of the asset. [23] If the new calculation of the recoverable amount is
higher than the asset’s carrying amount, then a previously recognised impairment loss may
be reversed. However, the increased carrying amount of an asset resulting from the reversal
of an impairment loss cannot exceed the carrying amount that the asset would have had
(net of depreciation) if an impairment loss had not been recorded in prior periods. [24]

A company is not required to disclose its estimate of the recoverable amount if no
impairment loss is recognised. It is also not required to disclose the inputs and key
assumptions it employed to estimate the recoverable amount. However, companies will
often provide some details surrounding its impairment testing in the notes to the financial
statements (ie, such as the discount rate that it used), and these note disclosures can be
extremely useful when assessing the reasonability of the valuator's own conclusions.

In the following section, | provide a simplified example that demonstrates how impairment
testing may be applied in practice, and what conclusions a valuator could derive from this
when relying on this information in a reasonability check on their own valuation conclusions.

EXAMPLE OF HOW THE CARRYING AMOUNT OF AN ASSET CAN BE USED AS A CROSS
CHECK ON THE VALUATION ANALYSIS

Suppose that in the year ending 31 December 2016 a company incurred $10 million of
exploration and evaluation costs relating to one of its mineral properties and that these
costs met the criteria to be recognised as an asset on the company’s balance sheet (ie, the
company expected to receive future economic benefits from the eventual exploitation or sale
of these mineral properties).

At the end of each subsequent reporting period, the company must assess whether there
is any indication that the exploration and evaluation asset reported on its balance sheet is
impaired. This could result from issues such as the loss of a key permit, macroeconomic
factors, lack of exploration success and so on.

If there is an indication that the exploration and evaluation asset may be impaired, the
company is required to calculate the recoverable amount’ of this asset (ie, ‘the higher of its
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fair value less costs of disposal, and its value in use’) and record an impairment loss if the
recoverable amount is lower than the carrying amount (ie, $10 million).

31 December 2016

+ Assumethatas at 31 December 2016 the company assessed the recoverable amount
of this asset to be $14 million. In this case, the carrying amount of the asset would
still be reported at $10 million and no impairment loss (or gain) will be recorded.

+ The valuator can then infer that the company considered the value of this asset to
be at least $10 million as at 31 December 2016. However, the valuator would not
necessarily know how much greater than $10 million the company considered the
value to be unless the company opted to disclose this information in the notes to the
financial statements.

31 December 2017

+ Assumethatas at 31 December 2017 the company assessed the recoverable amount
of this asset to be $8 million, given that the company lost one of the key permits
required to develop a portion of this mineral property. In this case, the carrying amount
of the asset would be reduced to $8 million and a $2 million impairment loss will be
recorded as an expense in the company’s income statement.

+ The valuator can then infer that the company considered this asset to have a value of
$8 million as at 31 December 2017.

31 December 2018

+ Assume that as at 31 December 2018, the company determined that one of the
conditions that led to the impairment loss recorded in the 31 December 2017
financial statements no longer applied (eg, the company regained its key permit) and
recalculated the recoverable amount of the asset to be $12 million. In this case, the
previously recognised impairment loss would be reversed and the carrying amount of
the asset would be increased back up to $10 million, which was the carrying amount
that the asset would have had if an impairment loss had not been recorded in the
prior period.

+ The valuator can then infer that the company considered the value of this asset to
be at least $10 million but, like before, the valuator would not necessarily know how
much greater than $10 million the company considered the value to be, unless the
company opted to disclose this information in the notes to the financial statements.

If a valuator was then required to value this asset as at 31 December 20718 and calculated
a value of only $3 million, their valuation conclusion would be significantly lower than the
minimum value of the asset according to the company’s audited financial statements (ie,
$10 million). This could be an indication that the valuator's conclusion is too low and may
require the valuator to revisit their analysis and amend their calculations.

However, if the valuator calculated a value of $13 million as at 31 December 2018, then the
carrying value of the asset in the audited financial statements could be used to support the
reasonability of the valuator's conclusion, given that $13 million is higher than the minimum
value of the asset according to the audited financial statements.

RESPONSIBILITY OF THE EXTERNAL AUDITOR
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Management is responsible for the preparation of the company’s financial statements
in accordance with the applicable accounting framework, and to establish the internal
controls it considers necessary to prepare financial statements that are free from material
misstatement, whether due to fraud or error. [25] Nevertheless, one may still be concerned
that a company would avoid recording an impairment charge, even if the accounting
standards it follows would require it to do so, to be able to report more positive results to
its shareholders.

While this may be a legitimate concern with respect to unaudited financial statements of a
privately held business, this would be much less of a concern for public companies for which
if management knowingly misrepresents a company’s financial results to its shareholders
they may be subject to significant fines or even imprisonment. [26] Furthermore, a public
company is typically required to undergo external annual audits and external quarterly
reviews prior to disclosing any of its financial results to its shareholders and the general
public.

The external audit process generally requires that the auditor perform procedures and
obtain audit evidence regarding the amounts and disclosures contained within a company’s
financial statements, in order to obtain reasonable assurance about whether the financial
statements are free from material misstatement and are fairly presented in accordance with
the applicable accounting framework. [27]

As part of these procedures, the external auditor would typically review the impairment
testing carried out by the company on its assets, and if necessary, conduct its own
assessments of the recoverable amounts of the company’s assets to determine whether
any other assets are impaired. [28]

An external auditor that willingly or negligently provides a clean audit opinion on a set of
financial statements that contain a material misstatement (such as reporting an asset at a
carrying amount that is greater than its recoverable amount) would be subject to disciplinary
actions from its professional association, and may also be subject to further penalties and
fines under securities legislation. [29] Furthermore, more serious violations may result in a
loss of reputation that could prevent the auditor from obtaining any future audit assignments.

[30]

As outlined above, the external auditor is responsible for obtaining reasonable assurance
that the financial statements are free from material misstatement. According to IFRS, a
misstatement is considered material ‘if it could, individually or collectively influence the
economic decisions that users make on the basis on the financial statements. Materiality
depends on the size and nature of the omission or misstatement judged in the surrounding
circumstances.’ [31]

There are no set rules for how the auditor should determine the materiality threshold to apply
in the external audit process, given that each situation is case dependent. Nevertheless, there
are some general rules of thumb that auditors may use as a starting point when assessing
the materiality threshold, such as 5 per cent of pre-tax income, 1 per cent of net assets and
so on. [32] The auditor may also determine that certain accounts have a higher materiality
threshold than others depending on the riskiness or importance of that account to the users
of the financial statements.
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Unfortunately, auditors do not publicly disclose what materiality threshold they used in their
audit, nor the specific audit procedures that they applied. However, if an asset being analysed
represents a relatively large percentage of company’s operations, then one can be fairly
certain that the auditors conducted a detailed review of the carrying amount of this asset
as part of their audit procedures.

Based on the above, if a valuator reached a conclusion that was significantly lower than the
carrying value of the asset in audited financial statements of its owners, they should first
seek to understand the reason for this difference, and then amend their analysis if necessary.

[33]

LIMITATIONS OF THIS APPROACH AS A CROSS CHECK ON THE VALUATION ANALYSIS

In this section | provide examples of situations where the reasonability test described above
may not be applicable.

Valuation Date Is Different From The Financial Statement Date

If significant time has elapsed, or if a material event has occurred, between the financial
statement date and the valuation date, then it is possible that the value of the asset at
the valuation date could be lower than the carrying amount as at the financial statement
date. If this were the case, the valuator should still assess what may have changed
between these two dates that could have contributed to this difference. The valuator should
apply judgement in evaluating these differences; for example, suppose that the financial
statements before and after the valuation date both show the same carrying value, and that
the valuator’s conclusion is lower than the carrying values at both dates. This could be an
indication that the valuator's conclusion is too low and may require the valuator to revisit
their analysis and adjust their calculations.

The ‘but-for’ Scenario Is Not Considered In The Preparation Of The Financial Statements

The quantification of economic damages often requires the valuation of an asset under
a hypothetical or ‘but-for’ scenario where one assumes that the alleged wrongful acts did
not occur. By definition, a company’s financial statements do not consider these but-for
scenarios, and therefore there may be a difference between the value of the asset for the
purposes of a calculation of economic damages and the value of the asset for financial
statement reporting purposes. For example, a company may have impaired one of its assets
to Snil due to a loss of a key contract or permit; however, in the but-for scenario, the valuator
is asked to assume that this contract or permit is still in place. In this example, it would be
possible for the valuator to arrive at a positive valuation conclusion even though the asset
has been fully impaired in the company’s financial statements.

The Asset Being Analysed Is Not Reported On The Company’s Balance Sheet

As outlined above, certain assets that have economic value are not reported on a company’s
balance sheet at all. This includes assets such as internally generated goodwill and internally
generated intangible assets, such as brand recognition, customer relationships and so on. If
the valuator is required to value one of these assets, then there would be no carrying amount
on the company’s balance sheet that it would be able to reconcile its valuation conclusions
with.

Differences In Professional Judgement
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It is possible for a valuator to conclude that an asset has a value that is lower than its
carrying amount due to differences in professional judgement between the valuator and the
company’'s management or auditors. For example, it is possible that the valuator used a
higher discount rate or lower growth assumptions in their valuation analysis when compared
to the valuation used in the company’s impairment testing analysis. [34] This would be most
applicable in cases where an impairment charge was recorded against the asset in the most
recent fiscal period, thereby implying that the carrying amount of the asset on the company’s
balance sheet would be equal to its recoverable amount. However, if the valuator reaches a
conclusion that is significantly below the carrying amount of the asset, then this may imply
that there are other issues with the valuator's analysis, besides for differences in professional
judgement, that would require the valuator to revisit their calculations.

EXAMPLE OF APPLICATION OF THIS REASONABILITY TEST IN A RECENT
INTERNATIONAL ARBITRATION AWARD

In a recent international arbitration dispute between Rusoro Mining Limited and the
Bolivarian Republic of Venezuela, the claimant argued that the ‘book value of the expropriated
assets, in addition to being a useful benchmark, should act as a floor for the assessment
of damages in this case’, while the respondent valued the expropriated assets at an amount
that was significantly lower than their carrying amount. The tribunal agreed with the claimant
on this issue and further noted that ‘IFRS required Rusoro to impair its assets, reducing the
book value, if it believed that their “fair value” was lower than book value'.

In the end, the tribunal relied on the book value of the expropriated assets, as reported in
the claimant’s audited financial statements, as one component of its overall decision on
guantum. However, the tribunal also recognised that the book value is likely lower than the
fair market value of the assets as the book value would not reflect any potential increase
in the value of the investment due to market factors or ‘the development of the mining
properties carried out under Rusoro's watch'’. [35]

CONCLUSION

In this article, | have discussed how a review of the carrying value of an asset in the audited
financial statements of its owners can provide valuators, judges and arbitrators with an
indication of the minimum value of an asset according to the company and its external
auditors.

| have summarised the relevant accounting policies that a company reporting under IFRS
must follow with respect to how and when assets can be reported on a company’s balance
sheet, as well as the policies that are followed when conducting impairment testing on these
assets at the end of each reporting period. | also discussed the role of the external auditor in
the financial statement review process. Lastly, | have provided examples of situations where
the reasonability test described above may not be applicable.

Based on the above, | have concluded that if a valuator valued an investment at an
amount that was significantly lower than the carrying value of the asset in audited financial
statements of its owners, then this could be an indication that the valuator's conclusion is
too low and may require the valuator to revisit their analysis and adjust their calculations.

The views expressed in this article are those of the author and not necessarily
the views of FTI Consulting, its management, its subsidiaries, its affiliates or
its other professionals.
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This article discusses the use and implications of using financial statement
values to corroborate valuation evidence and opinions. It describes best
practices and common pitfalls; valuation professionals must exercise their
best judgement about their applicability to their specific cases.

FTI Consulting, Inc, including its subsidiaries and affiliates, is a consulting firm
and is not a certified public accounting firm or a law firm.

Notes

[1] Carrying amount is defined as ‘the amount at which an asset is recognized in
the statement of financial position after deducting any accumulated amortization and
accumulated impairment losses’ (IAS38 paragraph 8). In other words, this reflects the ‘book
value’ of the asset as reported on the company’s balance sheet.

[2] For the purposes of this article, | will refer to financial statements prepared in accordance
with IFRS. IFRS represents a set of accounting rules and policies that are used in the
preparation of financial statements for external reporting purposes. As at the date of this
article, 144 out of 166 jurisdictions around the world require IFRS to be followed for all or
most domestic publicly accountable entities in their capital markets. While the principles
discussed in this article are relatively consistent with other major accounting standards such
as US GAAP there are still many differences between various sets of accounting standards
that are beyond the scope of this article.

[3] Put simply, an impairment test is an exercise that a company undertakes to determine
whether the value of an asset reported on its balance sheet has declined to an amount that
is lower than its book value. | discuss the details and implications of impairment testing later
in this article.

[4] IFRS Conceptual Framework for Financial Reporting, paragraph 4.4.

[5] Fair value is defined as ‘the price that would be received to sell an asset or paid to transfer a
liability in an orderly transaction between market participants at the measurement date. IFRS
13, paragraph 9. IFRS 13 contains several pages outlining the preferred valuation techniques
that are to be applied when assessing the fair value of an asset for financial reporting
purposes. These valuation techniques give the highest priority to quoted prices in active
markets for identical assets or liabilities (Level 1), and the lowest priority to unobservable
inputs, where there is little, if any market activity for the asset or liability at the measurement
date (Level 3).

[6] IAS 39, paragraph 46.

[7] 1AS 39, paragraph 9.

[8] This is not meant to represent a comprehensive list of the types of assets that are not
adjusted to fair value at each financial statement date, but rather is meant to provide a few
examples.

[9] IAS 2, paragraph 9. Net realisable value is defined as the ‘estimated selling price in the
ordinary course of business less the estimated costs of completion and the estimated costs
necessary to make the sale’. IAS 2, paragraph 6.

[10] IFRS also allows a company to report its property plant and equipment based upon
a revaluation model’, whereby the carrying value of the asset can be reported at its fair
value at the revaluation date less any accumulated depreciation and impairment. However,
a revaluation model is only acceptable if the fair value of the asset can be measured reliably.
See IAS 16, paragraphs 29 to 31.

[11] IAS 38, paragraphs 21, 89, 107 and 108; and IAS 36, paragraphs 2 and 9.

[12] IAS 39, paragraph 46. A company’s interest in another business that it has significant
influence over (typically considered to be between 20 and 50 per cent of the voting shares
of the investee), is accounted for under the equity method, whereby the initial investment is
recognised as an asset on the investor's balance sheet, and the carrying amount of the asset
is then increased or decreased to recognise the investor’s share of the investee's profit or
loss after initial acquisition (IAS 28, paragraphs 5 and 10). These assets are then subjected
to impairment testing at the end of each reporting period (IAS 28, paragraphs 40 to 43, and
IAS 36, paragraphs 2 and 9).

The Relevance of Audited Financial Statements in a Explore on GAR &

Valuation Analysis



https://globalarbitrationreview.com/review/the-arbitration-review-of-the-americas/2020/article/the-relevance-of-audited-financial-statements-in-valuation-analysis?utm_source=GAR&utm_medium=pdf&utm_campaign=The+Arbitration+Review+of+the+Americas+2020

RETURN TO SUMMARY

[13] IFRS 6, paragraphs 8 to 18 and IAS 36, paragraphs 2 and 9.

[14] According to IFRS, goodwill for financial reporting purposes is defined as an ‘asset
representing the future economic benefits arising from other assets acquired in a business
combination that are not individually identified and separately recognized’ (emphasis added).
(IFRS 3, Appendix A). This differs from the definition of goodwill applied in the context of
a business valuation, where goodwill is defined as ‘the intangible asset arising as a result
of name, reputation, customer loyalty, location, products and similar factors not separately
identified’. (International Glossary of Business Valuation Terms).

[15] IAS 38, paragraphs 48 to 53.

[16] IAS 37, paragraph 31.

[1711AS 1, paragraphs 112 to 124.

[18] Unless the company chose to report this land based upon the fair value model’ whereby
they would restate the carrying amount to fair value at each reporting period date, as long
they can reliably measure the fair value of the property on a continuing basis in accordance
with IAS 40. [IAS 40, paragraphs 33 to 55].

[19] IAS 36, paragraph 9. Assets that are not subject to regular impairment testing in
accordance with IAS 38 include inventories, deferred tax assets, certain types of financial
assets and other types of assets that are set out in IAS 38, paragraph 2.

[20] IAS 36, paragraph 6.

[21] Value in use is defined as the ‘present value of the future cash flows expected to be
derived from an asset or cash generating unit. (IAS 36, paragraph 6).

[22] IAS 36, paragraphs 59-60.

[23] IAS 36, paragraph 110.

[24] IAS 36 paragraphs 114 and 117.

[25] For example, see Canadian Auditing Standards (CAS) Section 200, paragraphs A2-A4
and CAS 240, paragraph 4. CAS are based upon International Standards on Auditing, which
were developed and issued by the International Auditing and Assurance Standards Board,
that are consistent with the International Framework for Assurance Engagements.

[26] For example, see Sarbanes-Oxley Act Section 807: ‘Criminal Penalties for Defrauding
Shareholders of Publicly Traded Companies’.

[27] For example, see CAS 200, paragraph 11.

[28] For example, see CAS 540, paragraphs A59-A61 and A68-A101.

[29] For example, see CPA Ontario Code of Professional Conduct, Section 205.

[30] As was the case with Arthur Andersen and its audits of Enron in the 1990s.

[31] IAS 1, paragraph 7.

[32] For example, see: PCAOB ‘Direct Measures of Auditors’ Quantitative Materiality
Judgements: Properties, Determinants and Consequences for Audit Characteristics and
Financial Reporting Reliability’ July 2017, p. 11.

[33] Although there have been famous cases where analysts and valuators have uncovered
fraud that was missed by the external auditors, or other errors made in the company’s
financial statements, such cases are relatively unusual, and a presumption of a material
misstatement is not the first conclusion that a valuator ought to reach.

[34] A valuation analysis should be considered as a whole. Selecting portions of a valuation
analysis conducted for impairment testing, without considering all factors and analyses
together, could result in misleading conclusions.

[35] Rusoro Mining Limited v. the Bolivarian Republic of Venezuela, ICSID Case No.
ARB(AF)/12/5, Award dated 22 August 2016, paragraphs 683 to 707 and 789.
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