FINANCIAL REPORTING COUNCIL
BULLETIN on Annual Report Reviews

for the quarter ended 31 December 2009
The annual reports and/or financial statements of 37 PIEs which consist of 10 listed companies, 8 listed on the DEM and 19 other PIEs were reviewed during the quarter ended 31 December 2009.  Our observations are mainly based on annual reports/financial statements for the years ended 31 December 2008 and 30 June 2009.
The PIEs selected for the review were drawn from a variety of sectors as shown below:
	Sectors
	No of PIEs

	Banking and Insurance
	6

	Commerce
	6

	Textile & Manufacturing Industry
	8

	Investments
	2

	Leisure & Hotels
	4

	Sugar Industry
	2

	Leasing 
	2

	Services
	6

	Information Technology
	1

	Total
	         37


1. Compliance with the National Code of Corporate Governance

	Issue
	Complied
	Partly Complied
	Not Complied
	Total

	Corporate Governance
	2
	19
	16
	37

	
	6%
	51%
	43%
	100%


· 16 PIEs (out of which 1 is listed and 2 are DEM listed companies) have not complied with the Code of Corporate Governance and have not submitted their corporate governance report. They were requested to submit same in their next annual report.
It revealed that out of the % of PIEs that have not submitted their corporate governance report, most of them are PIEs that are not listed and that are wholly owned by a Mauritian holding company.
· For those who have partly complied with the Code of Corporate Governance, the following most common issues and non-disclosures were identified :

· Integrated Sustainability Reporting that is policies and practices as regards to

Ethics

Environment

Health & Safety

Social Issues

· Directors’ responsibilities for Internal Control and description of the methods by which this responsibility is discharged and information relating to the internal audit function

· Detailed description of non-audit services rendered by the external auditor
· Description of the Internal audit function
· Corporate code of conduct that specifically addresses conflicts of interest particularly relating to directors and management

· Statement of remuneration philosophy including detailed remuneration per director
· Information on Risk management 
· Terms and composition of board committees
· Inclusion of at least 2 executive directors as members of the Board
Points to be noted

Reporting on Corporate Governance has now become mandatory following amendments made to Section 75 of Financial Reporting Act 2004 in July 2009.  Where a PIE does not adopt corporate governance, it must explain the reasons for not complying with the requirements of the Code.
FRC has prepared a guideline on Corporate Governance which can assist you while preparing the report on Corporate Governance.  A copy of the guideline is published on the website.

Responsibilities of Directors and Auditors

Section 39(3) of the Financial Reporting Act 2004 stipulates that ‘where, in the annual report of the entity, the directors disclose the extent of compliance with the Code of Corporate Governance, the auditor shall report whether the disclosure is consistent with the requirements of the Code’.

However, in some cases the auditors have not reported on consistency of Corporate Governance.  FRC has requested the auditors to do so.
2. Audit and non-audit fees
· Out of the 37 PIEs, 2 have paid only for audit services.  

· 28 PIEs have received other services from their external auditors which were mainly tax services.  
· The remaining 7 PIEs have not disclosed auditors’ fees.  
3. Working Capital (Net Current Liabilities)

It is to be noted that the 18 companies have declared dividend and have paid same out of retained earnings.  

Out of the 37 PIEs, 5 have both negative cash flow and net current liabilities at year end and 4 out of these 5 PIEs have distributed dividend out of retained earnings.  
Payment of dividends in a net current liabilities situation may be a cause of concern as this may indicate that the company will not be able to pay its debts as they become due in the normal course of business. 
4. IAS 1 –Presentation of Financial Statements

It was noted that 3 companies have omitted to include relevant accounting policies with respect to the income statement and balance sheet items. These might have provided users of accounts better understanding of how the accounting policies have been applied with respect to the items and balances shown in their annual reports and also help to make comparisons between entities regarding the basis on which management makes these judgments.
5. IAS 2 - Inventories recognized as expense

5 PIEs out of the 32 companies reviewed have not disclosed in their annual reports, the amount of inventories recognized as an expense as per the requirement of IAS 2.  In such cases, only the cost of sales has been shown instead of inventories expensed.  Cost of sales includes other items which are not accounted for under inventories recognised as an expense.  
Disclosure of cost of inventories recognised as an expense in the period is important for an understanding of the financial statements and provides users of accounts the amount of inventories expensed that has been incorporated in the cost of sales figure.
6. IAS 8 - Accounting Policies, Changes in Accounting Estimates and Errors

It was observed that 8% of the PIE’s annual reports did not comply with the requirements of IAS 8 with respect to initial application of an IFRS that has an effect on the current period or prior period. This mainly concerns the nature of the impending change or changes in accounting policy, the date by which application of the IFRS is required and the date as at which it plans to apply the IFRS initially.

This information is of relevance as it provides disclosures of changes in accounting policies and enhances the relevance and reliability of the entity’s financial statements, provides comparability of those financial statements over time and with the financial statements of other entities.
7. IAS 19 – Employee Benefits

	Issue
	Complied
	Partly

Complied
	Not

Complied
	Total

	IAS 19
	20
	16
	1
	37

	
	54%
	43%
	3%
	100%


All the companies reviewed provide benefits to their employees and hence accounting for employee benefits as per IAS 19 is necessary. Most companies operate a defined benefit plans and 97% of the companies have reported on employee benefits. 

The figures disclosed in the financial statements were computed by an actuary.  However, it was observed that 43% have partly complied with the requirements of IAS 19. One company did not report on IAS 19. Among those that partly complied with IAS 19, the following disclosures were not made:

· the amount recognised as an expense for defined contribution plans

· accounting policy for recognising actuarial gains and losses

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

· an analysis of the defined benefit obligation into amounts arising from plans that are wholly unfunded and amounts arising from plans that are wholly or partly funded
· the actual return on plan assets
· a narrative description of the basis used to determine the overall expected rate of return on assets, including the effect of the major categories of plan assets

· the amounts included in the fair value of plan assets for:
· each category of the entity’s own financial instruments; and

· any property occupied by, or other assets used by, the entity.
With respect to the defined contribution plan, an entity should provide disclosure of the amount recognized as an expense as it highlights the impact of contribution recognized on the income statement.
Importance of information as per IAS 19 

The IASB is of opinion that information about defined benefit plans 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 is to be noted that the IASB is currently working on an exposure draft – post employment benefits whereby there will be amendments to IAS 19.  The IASB has tentatively decided that entities should disaggregate changes in the net defined benefit asset or liability into service cost, interest cost and remeasurement components and recognize the remeasurement components in the other comprehensive income section of the statement of comprehensive income.  In this respect, there will be additional disclosure requirements in IAS 19.
8. IAS 36 - Goodwill allocated to CGUs for purpose of impairment

Among the PIEs reviewed 2 entities had impairment of goodwill in their annual reports and have disclosed that goodwill is allocated to CGUs for purpose of impairment in their accounting policies. 

However, disclosures were not made regarding events leading to the impairment of Goodwill and/or estimates used to measure recoverable amounts of cash-generating units containing goodwill. 

Such information may help users of accounts with information for evaluating the reliability of the impairment tests, provide details on the performance of the CGUs and shed light on the basis used for the test of impairment of goodwill.

9. IFRS 2 – Share Based Payments
One of the disclosure requirements of IFRS 2 is that an entity shall disclose information that enables users of the financial statements to understand how the fair value of the goods or services received, or the fair value of the equity instruments granted, during the period was determined.
However, it was observed that one company has not disclosed such information which may be of help to the users of the financial statements.
10. IFRS 3 - Business combinations

2 out of the 37 entities did not comply with IFRS 3. The issues involve disclosures of information that enable users of its financial statements to evaluate the nature and financial effect of business combinations that were effected: 
(a)
during the period and after the period;

(b)
after the balance sheet date but before the financial statements are authorised for issue.

This should be disclosed as it enhances the relevance, reliability and comparability of the information that an entity provides in its financial statements about a business combination and its effects.

The IFRIC received requests for clarifications in respect of the application of measurement to components of non-controlling interest and unreplaced and voluntarily replaced share based payment awards of an acquiree in a business combination.  These issues were not added to the IFRIC’s agenda but recommendations were made for the issues to be addressed in a revised IFRS 3 as part of the annual improvements project.  This shows that in the near future, there will be amendments to the existing IFRS 3.

11. IFRS 7 - Financial Instruments: Disclosures

41% of the PIEs have not complied fully with IFRS 7.  The following disclosures were mainly found to be missing:

· The methods and when a valuation technique is used, the assumptions applied in determining fair values of each class of financial assets or financial liabilities.

· Qualitative disclosures with respect to risk arising from financial instruments such as objectives, policies and processes for managing the risk.

· Information on credit risk such as:
· description of collateral held as security and other credit enhancements

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

· 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.
· Maturity analysis.
· 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

· In respect of unquoted equity instruments:
· a description of the financial instruments, their carrying amount, and an explanation of why fair value cannot be measured reliably;
· information about the market for the instruments;
· information about whether and how the entity intends to dispose of the financial instruments.
Disclosure of Fair Value information

Fair value information must be disclosed because it adds value to the financial statements as it permits comparisons of financial instruments having substantially the same economic characteristics, regardless of why they are held and when and by whom they were issued or acquired. Fair values provide a neutral basis for assessing management’s stewardship by indicating the effects of its decisions to buy, sell or hold financial assets and to incur, maintain or discharge financial liabilities. 
Users need information about fair values estimated by valuation techniques as these are more subjective than those established from an observable market price and disclosures about them will help to assess the extent of this subjectivity.
Disclosure on Risks

PIEs must ensure that disclosures about an entity’s exposure to risks arising from financial instruments are made as it:
(a)
provides a useful insight into how the entity views and manages risk (may also appear in Corporate Governance Report);

(b)
results in information that has more predictive value than information based on assumptions and methods that management does not use, for instance, in considering the entity’s ability to react to adverse situations;

(c)
is more effective in adapting to changes in risk measurement and management techniques and developments in the external environment; and

(d)
has practical advantages for preparers of financial statements, because it allows them to use the data they use in managing risk.
Other Requirements of IFRS 7

IFRS 7 also requires specific information about credit risk. This enhances understanding of users of accounts as:

(a)
Information about credit quality provides a greater insight into the credit risk of assets and helps to assess whether such assets are more or less likely to become impaired in future. 

(b)
An analysis of the age of financial assets, including trade receivables, that are past due at the reporting date, but not impaired provides information about those financial assets that are more likely to become impaired and helps to estimate the level of future impairment losses.

(c)
An analysis of impaired financial assets by factors other than age (eg nature of the counterparty, or geographical analysis of impaired assets) helps to understand why the impairment occurred. 
(d)
Details of collateral held as security and other credit enhancements provide useful information about the loss the entity might incur in the event of default. 
Proposed Amendment as per Exposure Draft

A proposed amendment was made in an exposure draft: "Limited Exemption from Comparative IFRS 7 Disclosures for First-time Adopters (proposed amendment to IFRS 1"). This would not require an entity to provide the comparative prior period information required by March 2009 amendments to IFRS 7 Improving disclosures about Financial Instruments for first-time adopters adopting before 1 January 2010. Hence, this shows that IASB is trying to simplify the disclosure requirements with respect to the first-time adopters of IFRS 7.
Conclusion

Entities will have to pay attention to requirements of the new IFRS and interpretations effective as from 1 January 2009 or later, as this will have an impact on the information shown in the next annual reports. FRC publishes the updates from IASB on a monthly basis on its website.
FRC’s interactive website is still under progress. This will facilitate communication between the FRC and PIEs whereby any comments/queries from PIEs on financial reporting issues could be dealt with.
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