Financial Reporting Council

Bulletin on Review of Annual Reports

for the six months ended 30 June 2012

Annual Report Review: Overview
FRC aims at improving the quality of financial and non-financial reporting. The periodic bulletins therefore focus on aspects of non-compliance noted in the course of its reviews of annual reports of Public Interest Entities (PIEs) that is, companies with annual revenues exceeding 200 million rupees at the end of the preceding accounting period. 
FRC completed the review of the annual reports of 67 PIEs including follow up reviews during the six months ended 30 June 2012.
FRC ensures that the reviews of the annual reports of PIEs are in compliance with International Financial Reporting Standards (IFRS) and also that the entities comply with the requirements of the Code of Corporate Governance.  A separate bulletin on compliance with the Code is published on FRC’s website.
An analysis of the reviews by types of PIEs and their corresponding sectors is set out in the following table:

	Sectors
	Full Review
	Follow-up Review
	Total

	
	OL
	DEM
	Other 

PIEs


	OL
	DEM
	Other PIEs
	

	
	
	
	Public
	Private
	
	
	Public
	Private
	

	BIF
	-
	-
	2
	4
	2
	1
	3
	3
	15

	Commerce
	1
	2
	1
	12
	1
	-
	-
	-
	17

	Industry
	3
	-
	-
	4
	1
	3
	-
	-
	11

	Investment
	3
	2
	-
	1
	3
	2
	-
	-
	11

	Leisure & Hotel
	1
	1
	-
	-
	-
	1
	-
	-
	3

	Sugar
	1
	3
	-
	-
	-
	-
	-
	-
	4

	Transport
	-
	1
	-
	-
	1
	-
	-
	-
	2

	Others
	-
	1
	-
	-
	-
	3
	-
	-
	4

	Total
	9
	10
	3
	21
	8
	10
	3
	3
	67


Most of the PIEs reviewed had financial year ends 30 June 2011.
This bulletin is set out in the following sections:

1.0
Full annual report reviews: IFRS Findings
2.0
Follow up reviews of annual reports 

3.0
Status of reviews carried out in previous quarter ended 31 December 2011
4.0
Conclusion

1.0   Full annual report reviews - IFRS findings
1.1
IAS 1, Presentation of Financial Statements 
· Accounting Policies

IAS 1 requires PIEs to provide a summary of their significant accounting policies which contain the bases of measurement applied in preparing their accounts and other accounting policies applied that are relevant to an understanding of the financial statements (IAS 1 paragraph 117).
An accounting policy may be significant because of the nature of the entity’s operations even if amounts for current and prior periods are not material. Disclosures of significant accounting policies assist users in understanding how transactions, other events and conditions are reflected in the reported financial performance and financial position.

FRC observed that 7 PIEs [(2 listed (1 in sugar and 1 leisure and hotels)) and 5 ‘Other PIEs’] did not adequately disclose their accounting policies in respect of the following:
· Property, plant and equipment

· Borrowing costs

· Investment properties

· Other income

· Investment in associate
· Construction contracts

· Employee benefits

· Information to be presented in the statement(s) of profit or loss and other comprehensive income or in the notes
The standard requires disclosure of additional information on the nature of expenses, including depreciation and amortisation expense and employee benefits expense (IAS 1 paragraph 104).  Information on the nature of income and expenses assists in understanding the financial performance achieved and is useful in predicting future cash flows.

FRC found that in respect of 3 PIEs [1 listed in sugar and 2 ‘Other PIEs’], there were no separate disclosures on the nature of administrative expenses, other operating expenses, relocation costs and staff costs, although the amounts were material.

1.2
IAS 2, Inventories 

IAS 2 requires that the financial statements disclose the amount of inventories recognised as an expense during the period (IAS 2 paragraph 36(d)). Entities sometimes confused such disclosure with cost of sales.  The amount of inventories recognised as an expense during the period, consists of:

1. Those costs previously included in the measurement of inventory that has now been sold; 

2. Unallocated production overheads; and 
3. Abnormal amounts of production costs of inventories. 

The circumstances of the entity may also warrant the inclusion of other amounts, such as distribution costs.  
The separate disclosure of the cost of inventories recognised as an expense is important as it improves the understanding of the financial statements. 


FRC noted that 3 PIEs had not disclosed the amount of inventories recognised as an expense for the period under review.

1.3
IAS 16, Property, Plant and Equipment 
IAS 16 is the financial reporting standard pertaining to property, plant and equipment. Property, plant and equipment can be carried at cost or at revalued amount. 
For revalued assets, the standard requires that that revaluation shall be made with sufficient regularity to ensure that the carrying amount does not differ materially from that which would be determined using fair value at the end of the reporting period (IAS 16 paragraph 31). For those assets which are volatile, revaluations must be done annually while for less volatile assets revaluation has to be performed every 3 to 5 years (IAS 16 paragraph 34).  FRC noted that revaluation of building was not done regularly in respect of one listed PIE involved in the industrial sector.
As per IAS 16 paragraph 73, the financial statements shall disclose, for each class of property, plant and equipment the useful lives or the depreciation rates used. Depreciation rates for the assets of one listed entity engaged in the sugar sector were not disclosed.
1.4
IAS 24, Related Party Disclosures

IAS 24 applies to identification and disclosures of related party transactions. It requires disclosure of key management personnel compensation in total and for each of the following five categories (IAS 24 paragraph 17). 
1. short-term employee benefits;

2. post-employment benefits;

3. other long-term benefits;

4. termination benefits; and

5. share-based payment.

4 PIEs did not provide the information in the format required by each of the five categories, prompting the question whether all relevant compensation had been properly included in the totals disclosed.
1.5
IAS 19, Employee Benefits

IAS 19 prescribes the accounting and disclosures by employers of employee benefits.  Employee benefits consist of short term benefits, post employment benefits, other long term employee benefits and termination benefits.  Post employment benefit plans are classified as either defined contribution plans or defined benefit plans. The nature of the defined benefit plans varies significantly from relatively straightforward provisions for severance pay to complex pension plans of groups.
Information about post employment benefits is particularly important to users of financial statements because other information published by an entity will not allow users to estimate the nature and extent of defined benefit obligations and to assess the risks associated with those obligations. It also assists users of financial statements in understanding the financial effect of the plan during the period (IAS 19 paragraph 120).

FRC observed that 2 PIEs did not comply with IAS 19. In one instance, FRC requested information from an entity which had not provided for employee benefits as required by IAS 19, but which had made payment for wages and salaries. The other PIE had not made disclosures relevant for unfunded defined benefit as per IAS 19 even though it had provided for severance allowance as per the Employment Rights Act.

Severance allowance paid under the Employment Rights Act should be accounted for as a defined benefit plan under IAS 19 as: 

· it falls under the definition of post-employment benefits - employee benefits are payable after the completion of employment. 

· it is unfunded.

With respect to defined benefit and contribution plans, 15 PIEs (7 listed (2 Commerce, 2 Industry, 1 Transport, 1 Sugar and 1 Others) and 8 ‘Other PIEs’) partly complied with IAS 19.
1.6
IAS 36, Impairment of Assets
IAS 36 requires companies to review any goodwill carried in their statements of financial position for impairment at least once a year. Goodwill is required to be allocated to individual cash generating units (“CGUs”) as it is the carrying amounts of the CGUs themselves which are tested for impairment (IAS 36 paragraph 80). 
Among the PIEs reviewed 3 listed entities (1 Investment and 2 Sugar) had disclosed that goodwill is allocated to cash-generating units for the purpose of impairment testing in their accounting policies. 

However, the entities had not disclosed the information on allocation of goodwill (value, useful life, etc) to cash generating units and estimates used to measure recoverable amounts of cash-generating units containing goodwill.

It should be noted that such information assists users in evaluating the reliability of the estimates used by management to support the carrying amounts of goodwill.

1.7
IAS 41, Agriculture 
IAS 41 prescribes the accounting treatment and disclosures related to agricultural activity. The disclosures ensure clearer information about biological assets and enable users of financial statements to understand the risks associated with agricultural activity and what management strategies are being applied by the company to mitigate these risks (IAS 41 paragraph 49).

4 PIEs [3 listed (1 Commerce and 2 Sugar) and 1 ‘Other PIEs’] had not complied with IAS 41 as the following disclosures were found missing in the annual reports:

· The aggregate gain or loss arising during the current period on initial recognition of biological assets and agricultural produce and from the change in fair value less costs to sell of biological assets.

· Description of each group of biological assets such as sugar cane plants and chickens.
· Description of each group of the entity’s biological assets at the end of the period.

· The existence and carrying amounts of biological assets whose title is restricted, and the carrying amounts of biological assets pledged as security for liabilities.
· The amount of commitments for the development or acquisition of biological assets.
· Financial risk management strategies related to agricultural activity.

· With respect to biological assets at their cost less any accumulated depreciation and any accumulated impairment losses
· an explanation of why fair value cannot be measured reliably.
· if possible, the range of estimates within which fair value is highly likely to lie.
· the depreciation method used.
· the useful lives or the depreciation rates used.

· any gain or loss recognised on disposal of such biological assets.

· Description of non-financial measures or estimates of the physical quantities of:

· each group of the entity’s biological assets at the end of the period.
· output of agricultural produce during the period.  

1.8
IFRS 7, Financial Instruments: Disclosures 
IFRS 7 paragraph 7 specifies disclosures that enable a user to evaluate the significance of financial instruments for the company’s financial position. These include the measurement bases for financial instruments, valuation methodologies applied, assumptions used as model inputs, and sensitivities arising from them when valuing instruments in the absence of an active market.

FRC noted from the review exercise that 17 PIEs [including 7 listed entities (2 Commerce, 1 Investment, 1 Industry, 1 Leisure & Hotels, 1 Sugar and 1 Transport) and 10 ‘Other PIEs’ (including 1 public PIE)] had not complied fully with IFRS 7.

The following disclosures were not provided in the financial statements: 

· Exposure and Management of risk.

· Information on credit risk such as:

· information about the credit quality of financial assets that are neither past due nor impaired.

· an analysis of the age of financial assets that are past due as at the end of the reporting period but not impaired.
· an analysis of financial assets that are individually determined to be impaired as at the end of the reporting period, including the factors the entity considered in determining that they are impaired.

· description and terms and conditions of collateral.

· Maturity analysis of debts.

· Fair value of each class of financial assets and liabilities.

· Explanation of why fair value cannot be measured reliably for unquoted investment measured at cost.

· Methods, valuation technique & assumptions applied in determining fair values of each class of financial assets or financial liabilities.

· Classification of investments using a fair value hierarchy that reflects the significance of the inputs used in making the measurements.

· Sensitivity analysis for each type of market risk to which the company is exposed and the methods and assumptions used in preparing the sensitivity analysis.

· Terms and conditions of assets pledged.

1.9
IFRS 3, Business Combinations

IFRS 3 establishes the principles applicable to the accounting for business combinations and their effects. This would be useful to investors, creditors and others in evaluating the financial effects of the business combination (IFRS 3 paragraph 59).

3 PIES [2 listed (1 Industry and 1 Leisure & Hotels) and 1 ‘Other PIEs’] had not complied with IFRS 3.  The issues raised were in respect of the following non-disclosures in the annual reports:

· Acquisition date.
· Primary reasons for the business combination.
· A qualitative description of the factors that make up the goodwill recognised by the acquirer.

· The amounts of revenue and profit or loss of the acquiree since the acquisition date included in the consolidated statement of comprehensive income for the reporting period.
· The revenue and profit or loss of the combined entity for the current reporting period as though the acquisition date for all business combinations that occurred during the year had been as of the beginning of the annual reporting period.

· Information that enables users of financial statements to evaluate the nature and financial effect of a business combination.

1.10
IFRS 8, Operating Segments

IFRS 8 Operating Segments is applicable to listed entities and is effective for the audited financial statements of companies for periods beginning on or after 1 January 2009. It requires operating segment information to be disclosed on the same basis as information used by management to assess operating performance and make decisions about the allocation of resources. Segmental disclosures provide sufficient explanation of the basis on which the information was prepared and assist users of financial statements in understanding segment disclosures (IFRS 8 paragraph 1).  

The following were observed during the annual report review exercise of the 19 listed entities:

· 8 entities - 1 Commerce, 3 Industry, 2 Sugar, 1 Others and 1 Leisure and Hotels – had fully complied with the requirements of IFRS 8.

· 6 entities - 1 Commerce, 3 Investment and 2 Sugar – had partly complied with the requirements of IFRS 8.

5 entities – 1 Commerce, 2 Investment, 1 Leisure & Hotels and 1 Transport had not disclosed the requirements of IFRS 8 as this IFRS is not applicable to them given that they do not have more than one operating segment due to the nature of their businesses.
The following disclosures were missing in the financial statements of the 6 entities which had partly complied with the requirements of IFRS 8:
· Factors used to identify the entity’s reportable segments, including the basis of organization.
· Types of products and services from which each reportable segment derives its revenues.

· Revenues from external customers for each product and service, or each group of similar products and services.
· Revenues derived from transactions with other operating segments of the same entity.
· Basis of accounting for any transactions between reportable segments.
· Extent of the company’s reliance on its major customers.
· Geographical information about revenue from external customers, non-current assets, deferred tax assets and post-employment benefit assets.
2.0
Follow up reviews of annual reports
FRC undertook follow-up reviews to assess the extent to which findings raised on previous reviews had been addressed by the PIEs. New issues arising during the course of the follow-up reviews were also considered.

During the period under review, 24 follow up reviews were undertaken.  The sectors of the PIEs for which follow up reviews were made, are set out at page 1 of this report. The selected PIEs reviewed were mainly listed entities and PIEs from the Banking, Insurance and Finance sectors (BIF).
2.1
Findings 
FRC noted an overall improvement in the reporting of most entities. There are certain non-compliances which were not adequately addressed in the current annual reports of 8 listed PIEs (2 BIF, 1 Commerce, 2 Industry, 2 Others and 1 Transport): 

IAS 17, Leases (paragraph 56)
· Future minimum lease payments in respect of operating leases

· A general description of the lessor’s leasing arrangements.
IAS 19, Employee benefits (paragraph 120A)
· The accounting policy for recognising actuarial gains and losses for defined benefit plans.

· Narrative description of the basis used to determine the expected return on assets.

· Best estimate of contributions expected to be paid to the plan during the annual period beginning after the reporting period.

IAS 41, Agriculture (paragraph 49)
· Financial risk management strategies related to agricultural activity.

IFRS 7, Financial Instruments: Disclosures (paragraphs 14 and 40)
· Sensitivity analysis and the methods and assumptions used in preparing the sensitivity analysis.
· Carrying amount of financial assets it has pledged as collateral for liabilities or contingent liabilities

IFRS 8, Operating Segments (paragraph 34)
· Extent of the company’s reliance on its major customers.
2.2
Other non-compliances arising from the follow-up reviews

As part of its follow-up review exercise, FRC observed whether the PIEs had undertaken new business activities and/or material transactions, and whether they had adopted the new IFRS and/or amendments to IFRS which were relevant to them.  
FRC noted the following non-compliances with IFRS arising during the course of its follow-up reviews for 8 PIEs [6 listed (1 BIF, 1 Commerce, 1 Industry, 1 Investment, 1 Others and 1 Transport) and 2 ‘Other PIEs’].
IAS 1, Presentation of Financial Statements (paragraphs 41,112 and 117)
· Nature and amount of items reclassified as well as the reason for the reclassification.
· Additional information with respect to operating expenses, administrative expenses and other operating income.
· Relevancy of accounting policies used.
IAS 8, Accounting Policies, Changes in Accounting Estimates and Errors (paragraph 30)
· Assessment of the possible impact of IFRS in issue but is not yet effective.
IAS 16, Property, plant and equipment (paragraph 31)
· Regularity of the revaluation exercise for property, plant and equipment.
IAS 18, Revenue (paragraph 35(a))
· The accounting policy adopted for the recognition of revenue with respect to rendering of services.
IAS 19, Employee benefits (paragraph 120A(q))
· Best estimate of contributions expected to be paid to the plan during the annual period beginning after the reporting period.

IFRS 4, Insurance Contracts (paragraphs 37 and 39)
· Sensitivity and qualitative information about insurance risk. 

· Concentrations of insurance risk.

· The recognized assets, liabilities, income and expense arising from insurance contracts.  

· Gains and losses recognized in profit or loss on buying reinsurance

IFRS 7, Financial Instruments Disclosures (paragraphs 14, 25 and 40)
· Sensitivity analysis and the methods and assumptions used in preparing the sensitivity analysis for currency risk.

· Fair value of each class of financial assets and liabilities.

· Terms and conditions of assets pledged.

3.0  Status of reviews carried out in previous quarter ended 31 December 2011
For the quarter ended 31 December 2011, FRC conducted the annual reports review of 23 PIEs.  These comprised of: 

· 1 DEM Listed company from the Industry sector; and

· 22 ‘Other PIEs’ (2 public company and 20 private companies).  

It was good to note that the most PIEs respond to FRC’s queries on a timely basis.  FRC appreciated that the entities duly noted the points raised and/or issued explanations in respect of non-compliances.  
4.0   Conclusion

FRC observed from the annual report reviews carried out that there is continuing improvement in the quality of financial reporting.  

PIEs cooperated well with FRC and gave undertakings to improve the quality of their future annual reports.
FRC expects the PIEs to keep under review areas where new standards are issued by the IASB.  
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