FINANCIAL REPORTING COUNCIL
BULLETIN on Annual Reports Review

for the quarter ended 31 March 2010
The Financial Reporting Council (FRC) has reviewed the annual reports and/or financial statements of 24 PIEs during the quarter ended 31 March 2010. These PIEs are comprised of 6 official listed companies, 5 DEM listed companies and 13 other PIEs.  This report is mainly based on annual reports/financial statements for the years ended 31 December 2008 and 30 June 2009.
The PIEs selected for the review are from the following sectors:

	Sectors
	No of PIEs

	Banking and Insurance
	3

	Commerce
	6

	Investments
	6

	Leisure & Hotels
	3

	Sugar Industry
	3

	Services
	3

	
	

	Total
	         24


1. Compliance with the National Code of Corporate Governance
Corporate governance addresses the converging interests of competitiveness, corporate citizenship, and social and environmental responsibility and it is widely recognised, both at national and international level.
	Issue
	Complied
	Partly Complied
	Not Complied
	Total

	Corporate Governance
	7
	9
	8
	24

	
	29%
	38%
	33%
	100%


It is noted that:

· 33% of them have not submitted their corporate governance report and hence have not complied with the Code of Corporate governance (Code);

· One entity have not complied with the Code even though it was  DEM listed; 

· 38 % of the PIEs partly complied with the Code; and

· Among those PIEs which have not complied with the Code, the majority comes from the service and leisure and hotel sectors. 
The entities that partly complied with the Code have not made the following disclosures in their annual reports:
· 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
· Statement of remuneration philosophy including detailed remuneration per director
· Information on Risk management 
Carbon Reduction Commitment Energy Efficiency Scheme
Carbon Reporting is nowadays an issue found in the headlines.  In the UK, The Carbon Reduction Commitment (CRC) Energy Efficiency Scheme will make carbon reporting mandatory for around 5000 entities from April 2010.
  

CRC Energy Efficiency Scheme is believed to save money, improve efficiency and create competitive advantage in a changing business landscape. 

In this respect, although it is not a requirement of the National Code of Corporate Governance, FRC is encouraging the PIEs to report on Carbon Reduction and hence maximise cost savings, corporate efficiency and competitiveness by acting early to transform the organisation into a 21st century operation.

Responsibilities of Directors and Auditors

Section 39(3) of the Financial Reporting Act 2004 states 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’.

With respect to those entities that have submitted their corporate governance reports, it is noted that 54% of their auditors have not reported on consistency of Corporate Governance.  FRC has requested the auditors to do so.  In this respect, the auditor has to report one of the following scenarios in the ‘Other Legal and Regulatory Requirements’  which follows the ‘Report on the Financial Statements’ as described in ISA 700 Forming an Opinion and Reporting on Financial Statements:
a. if complied with Corporate Governance, the auditor will have to report;

b. if partly complied with Corporate Governance, the auditor will have to report with an except for opinion;
c. if not complied but explained why not complied, the auditor will have to state in his report;

d. if neither adopted nor explained, the auditor has no obligation to report.

FRC recommended the PIEs to produce a Corporate Governance Report as per section 75 of the Financial Reporting Act 2004 and to disclose all the pertinent requirements as mentioned above.

2. Audit and non-audit fees
The following observations are made:
· Out of the 24 PIEs reviewed, 5 of them have paid only for audit services.  

· 13 PIEs have received audit services as well as other services from their external auditors. These consist mainly of tax services.  
· 2 of them have complied with the requirements of Section 218(2) of the Companies Act 2001 which stipulates ‘The shareholders of a private company or small private company may resolve by unanimous resolution that this section shall not apply to the company, and from the date of that resolution the Board shall not be required to comply with this section and sections 219 to 221…’.  Hence, they are not required to disclose the audit and non-audit fees as per Section 221(h) of the Companies Act 2001.  
· The remaining 4 PIEs have not disclosed audit fees.  Explanations with respect to same were requested from the PIEs.
3. Working Capital (Net Current Liabilities)
The annual reports show that 16 companies have declared dividend and have paid same from retained earnings.  

Out of the 24 PIEs reviewed, 6 have both negative cash flow and net current liabilities at year end and 5 out of these 6 PIEs have distributed dividend out of retained earnings.  
It must be stressed that entities which pay dividend in a net current liabilities situation may find it difficult to pay their debts as they become due in the normal course of business.
Also, it is noted from the review exercise that the PIEs that come from the commercial sector have current ratios greater than 1 while those that are in the leisure and hotel sectors have current ratios less than 1.
4. IAS 1 –Presentation of Financial Statements

The review of the annual reports shows the following with respect to the requirements of IAS 1:

· 6 entities have not disclosed the relevant accounting policies for the following:
· non-current assets held-for-sale (IFRS 5); 
· Leases (IAS 17); 
· revenue recognition (IAS 18); 

· construction in progress classified under Property, Plant and Equipment (IAS 16);

·  investment in subsidiary (IAS 27); 
· deposits from customers in the case of leasing companies (IAS 39/IFRS 7);

·  revaluation of building (IAS 16); and 
· derecognition of property, plant and equipment (IAS 16).

· in one instance there were accounting policies disclosed in the financial statements for which there were no transactions and balances during the year under review i.e. in respect of financial instruments (held for trading, fair value through profit or loss, derivatives and held to maturity) and rental income. 
· 2 entities have not disclosed the nature and amount of material items of income or expense.

· comparative information.
· disclosure regarding additional information on the nature of expenses, including depreciation and amortisation expense and employee benefits expense were not made in some cases.

Importance of information as per IAS 1 
IAS 1 prescribes the basis for presentation of general purpose financial statements, to ensure comparability both with the entity’s financial statements of previous periods and with the financial statements of other entities. 

It is important for users to be informed of the measurement basis or bases used in the financial statements because the basis on which the financial statements are prepared significantly affects users’ analysis. 
Moreover, disclosure of significant accounting policies assists users in understanding how transactions, other events and conditions are reflected in the reported financial performance and financial position.

Information on the nature of expenses is useful in predicting future cash flows.

Also, it is important to disclose comparatives in the annual reports as this will provide users information relevant to an understanding of the current period’s financial statements and assist users in making economic decisions such as assessing the trends in financial information for predictive purposes.
Overall, it was good to observe that some PIEs have early adopted the revised IAS 1 which is effective for periods beginning on or after 1 January 2009.  

IAS 1 which states that an entity shall present the changes in components of equity either in the statement of changes in equity or in the notes to the financial statements will be amended in the near future.  The IASB also has tentatively decided to retain the current wording of paragraph 107 of IAS 1 – subject to minor edits – to emphasise that dividends recognised as distributions need be disclosed separately.
5. IAS 2 - Inventories recognized as expense

3 PIEs out of the 24 reviewed have not disclosed in their annual reports, the amount of inventories recognized as an expense as required under IAS 2.  In such cases, only the cost of sales has been shown instead of inventories expensed.  It must be noted that cost of sales includes other items which are not accounted for under inventories recognised as an expense.  
This disclosure (cost of inventories recognised as an expense) improves understanding of the financial statements and discloses the amount of inventories expensed incorporated under the cost of sales figure to users of accounts. 
With respect to the forthcoming Exposure Draft on Revenue Recognition, the IASB has tentatively decided to withdraw from IAS 2 Inventory the guidance on inventories of a service provider.
6. IAS 16, Property, Plant and Equipment

4 entities have not made the following disclosures with respect to its revalued property, plant and equipment:
· the methods and significant assumptions applied in estimating the items’ fair values; 
· the extent to which the items’ fair values were determined directly by reference to observable prices in an active market or recent market transactions on arm’s length terms or were estimated using other valuation techniques;

· for each revalued class of property, plant and equipment, the carrying amount that would have been recognised had the assets been carried under the cost model.

Entities must ensure compliance relating to the above as this clarifies fair value measurement and provides financial statement users information on the potential variability of fair value estimates.

7. IAS 19 – Employee Benefits

	Issue
	Complied
	Partly

Complied
	Not

Applicable
	Total

	IAS 19
	13
	8
	3
	24

	
	54%
	33%
	13%
	100%


Most companies operate a defined benefit plans and 87% of the companies have reported on employee benefits. The figures disclosed in the financial statements are usually based on an actuarial report carried on a regular basis.  
However, we note from our review of the annual reports that:

· 3 entities did not apply IAS 19 as same is taken into consideration by the holding company; 
· all entities from the investment sector have fully complied with IAS 19;
· 33% have partly complied with the requirements of IAS 19 and as such have not made the following disclosures in their annual reports:

· 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

· 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 entity’s recognition policy for defined contribution plan.
Importance of information as per IAS 19 
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. 
Furthermore, the required disclosures highlight their impact on the income statement and the impact of any unrecognised actuarial gains and losses and unamortised past service cost on the balance sheet.  
It also provides useful information about the entity’s cash flows in the immediate future that cannot be determined from the other disclosures about the plan. Information about plan assets enables users to assess the level of risk inherent in the plan.
With respect to the IFRS on fair value measurement, the IASB has tentatively decided that in IAS 19 Employee Benefits, not to describe the measurement of the reimbursement rights as the present value of the related obligation as a practical expedient for determining fair value.

8. IAS 36 - Goodwill allocated to CGUs for purpose of impairment

Among the PIEs reviewed 2 entities have disclosed that goodwill is allocated to cash-generating units for the purpose of impairment testing in their accounting policies. 

However, the entity has not disclosed the estimates used to measure recoverable amounts of cash-generating units containing goodwill.
It must be noted that such information assists users in evaluating the reliability of the estimates used by management to support the carrying amounts of goodwill.
9. IAS 37, Provisions, Contingent Liabilities and Contingent Assets

This standard applies to all entities in accounting for provisions, contingent liabilities and contingent assets except those resulting executory contracts and those covered by another standard.

In one case, an entity has not disclosed the following for a provision:
(a)
a brief description of the nature of the obligation and the expected timing of any resulting outflows of economic benefits;

(b)
an indication of the uncertainties about the amount or timing of those outflows

(c)
the amount of any expected reimbursement, stating the amount of any asset that has been recognised for that expected reimbursement.

This requirement ensures that sufficient information is disclosed in the notes so as to enable users of accounts to understand the nature, timing and amount of the provisions.

It is good to note that the IASB has published an Exposure Draft Measurement of Liabilities in IAS 37.  In this respect, the IASB is reviewing the requirements of IAS 37 Provisions, Contingent Liabilities and Contingent Assets which it intends to replace with a new IFRS.  The criteria for recognising liabilities in the new IFRS would be different from those in IAS 37. In particular, they would not require entities to recognise liabilities for all lawsuits.

The IASB is undertaking the project to:

· Improve the guidance on identifying liabilities

· Reduce differences between IAS 37 and US GAAP

· Make the recognition requirements for liabilities in the scope of IAS 37 consistent with those for other liabilities

· Clarify the requirements for measuring liabilities

10.
IAS 41 - Agriculture

This standard mainly applies to the entities that are engaged in the Sugar Industry.

We observe that an entity has not made disclosure with regard to financial risk management strategies related to agricultural activity.

The annual report must contain the above disclosure as this enables 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.
11. IFRS 7 - Financial Instruments: Disclosures

IFRS 7 applies to all risks arising from all financial instruments except those instruments dealt with by other standards.  
We note from the review exercise that 50% of the PIEs have not complied fully with IFRS 7.  
The following disclosures were mainly found to be missing:
· Qualitative disclosures with respect to risk arising from financial instruments such as 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

· An analysis of the age of financial assets that are past due as at the end of the reporting period but not impaired.

· factors the entity considered in determining impairment of financial assets.
· the carrying amount of financial assets that would otherwise be past due or impaired whose terms have been renegotiated.

· the nature and carrying amount of the assets obtained as collateral and other credit enhancement and the policies for disposing of such assets or for using them in its operations.
· 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.

Rationale for disclosures as per IFRS 7
Risks

Disclosures about an entity’s exposure to risks arising from financial instruments should be made as it:
(a)
provides a useful insight into how the entity views and manages risk;

(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.
Credit risk 

IFRS 7 also requires specific information about credit risk. This improves users’ understanding 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. 
(e) Information about the carrying amount of financial assets that would otherwise be past due or impaired whose terms have been renegotiated helps users assess whether such assets are more or less likely to become impaired in the future.

Sensitivity analysis
· Sensitivity analysis is important as users have consistently emphasised the fundamental importance of sensitivity analysis;
· A sensitivity analysis can be disclosed for all types of market risk and by all entities, and is relatively easy to understand and calculate; 
· It is suitable for all entities—including non-financial entities—that have financial instruments; and
· It is a simpler and more suitable disclosure than other approaches, including the disclosures of terms and conditions and the gap analysis of interest rate risk previously required by IAS 32.
Maturity analysis

IFRS 7 requires maturity analysis.  This disclosure based on the earliest contractual maturity date shows a worst case scenario and helps users of accounts to assess risk.
Conclusion

The IASB and the US Financial Accounting Standards Board are taking steps to complete their convergence work by 2011. This shows that IFRS is being more widespread and that compliance with IFRS ensures transparency and comparability of information on a world wide basis.  
Entities must ensure that appropriate measures are taken to be fully IFRS compliant and that their staffs are appropriately trained and kept up to date with IFRS.
PIEs may also refer to FRC’s website for monthly IASB update and guideline on Corporate Governance prepared by FRC which can assist them in keeping up to date with IFRS and in preparing their report on Corporate Governance.  
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