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7. Analysis - Tallinn

7.1 Estonian GAAP has been based on IAS/IFRS as of 1994. Accounting for
tax and financial reporting purposes were formally separated in the same year.
The standards issued by the Estonian Accounting Standards Board 1993-2001
required all companies to apply IAS treatments. If an IAS allowed for 2
alternatives, the Board opted for only one of the alternatives. The minimum
disclosure requirements were not as extensive as those in IAS.   The standards
issued by the Estonian Accounting Standards Board 2002-2004 are SME
oriented and have continued this strategy.  As of January 1, 2003 all companies
can opt to apply IFRS when preparing consolidated or separate financial
statements.

7.2 Given this backdrop, Estonian listed companies have not encountered
noticeable difficulties when applying IAS/IFRS. However, we share the concerns
expressed in the ROSC. Some treatments may have been misunderstood; others
may have been used to achieve accounting arbitrage.

7.3. The requirement to apply IFRS in the Accounting Act may be amended to
read - IAS as endorsed by ARC, before the end of the year. However, as ARC
has  endorsed most of the standards as promulgated by the IASB, this should not
lead to any problems.

7.4 Most Estonian listed companies applied IFRS when compiling and
presenting their financial statements for year-end 2003. Most of them have
complied with IAS/IFRS for a number of years. Saku Õlletehase AS was a first-
time adopter in 2003.  No noticeable accounting policy issues were identified.
Harju Elekter applied Estonian GAAP.  In the accounting policies of Harju Elekter
we find

By differences in “format” we assume that what is meant is that the balance
sheet and income statement formats follow the required formats in the
Accounting Act (which incorporate the directives) and that less disclosure has
been provided.  The use of the formats in the directives is not in contravention of
IAS 1, as IAS 1 prescribes the minimum, not the maximum requirements. With
the exception of the risk disclosures required by IAS 32,  the financial statements
are of good quality and IFRS compatible. However, Harju Elekter will be a first-
time adopter required to apply IFRS 1, when first applying IFRS, as their previous
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financial statements did not include an unreserved statement of compliance with
IFRS.

7.5 The annual reports of listed companies posted on the Tallinn exchange’s
website for 2003 include an MD&A and financial statements. The MD&A’s length
and depth vary, depending on whether the entity kept to the minimum disclosures
required by the Accounting Act or best practice. Some but not all companies
disclose share price movements and capital market data. Formerly, it was more
common to find colorful annual reports. We suspect that this practice has waned
due to the costs of producing these reports and the fact that there is some
confusion regarding authorization and approval dates.

7.6 In the first column in the table below please note the remark “Cannot
C&P”. This means that we could not include any examples of either do’s or do
not’s from the financial statements of these companies as it was not possible to
copy objects. We cannot put this down to security consciousness. Please note
that we can copy objects from the financials of both Hansabank and Telekom,
whose shares are the most heavily traded on the market. Both annual reports are
of excellent quality. Hansapank is a financial institution and all of its disclosures
are not relevant to other businesses. However, we encourage companies to
attain Hansabank’s level of disclosure in their annual reports – MD&As and
financials.

7.7 Not being able to pick and compile information trails from annual reports is
not investor or analyst friendly - it is counterproductive.

Given that one cannot cut and paste, one has the following options:

  one can print out the entire annual report, circle in the sections that are
of interest and then either fax or scan the pages of interest to be
remitted to colleagues;

  one can send the annual report or a zip (which most security conscious
companies’ IT departments reject) of the annual report and then write an
e-mail (referring to the paper copy) explaining the paragraphs and
sections one wants colleagues to note.

Both exercises are time-consuming and act as a disincentive to making
investment decisions.

7.8 We encourage companies to make the life of investors and analysts as
simple as possible.  If a company is interested in well-functioning markets, where
share prices reflect shareholder expectations they should open their financials for
use.



Implementation of IFRS by Listed Companies in the Baltic States, © OÜ Nõu, 14.12.0420

7.9 In the column “Consolidated”, P&G means that both the financials of the
parent and the group have been presented in the same annual report. This is
required by the Accounting Act.

7.10 The columns to the right confirm whether segmental data and  the
financial risks to be disclosed under IAS 32 (credit, fair value, interest rate, etc)
were included in the financials. The final column has been used to show whether
there was an MD&A section, whether it featured share price movements or if only
a cursory description of the entity’s establishment and operations were provided
in the notes.  MSR under MD&A means that management included a statement
of responsibility for preparing the financial statements.  Providing an MSR has
been best practice in Estonia since 2000 and has been required by law as of
2001.

Company Business GAAP Conso-
lidated

Eng Auditor Seg Risks MD&A

Baltika
Cannot
C&P

Clothing IFRS Y
P&G

Yes PwC Yes Yes Yes
MSR
EPS

Eesti
Telekom

Telecommu-
nications

IFRS Y
P&G

Yes D&T Yes Yes Yes
MSR
EPS

Hansapank Banking IFRS Y
P&G

Yes D&T Yes Yes Yes
MSR
EPS

Harju
Elekter

Electrical
equipment

Est
GAAP

Y
P&G
Cost by
function

Yes KPMG Yes No Yes
MSR
EPS

Merko Construction IFRS Yes
P&G
Cost by
function

Yes Audit
EA

Yes Yes Yes
MSR
EPS

Norma Safety belts IFRS Y
P&G
Cost by
function

Yes PwC Yes Yes Yes
EPS

Kaubamaja
Cannot
C&P

Retail sales IFRS Y
P&G

Yes PwC ?
Geo

Yes Yes

I –list

Kalev
Cannot
C&P

Chocolates
and real
estate

IFRS Y
P&G
No OB
for G

Yes PwC Yes Yes? Yes
MRS
EPS
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Klementi
Cannot
C&P

Clothing IFRS Y
P&G

Yes PwC Yes Yes Yes
MRS
EPS

Rakvere
Cannot
C&P

Meat
processing

IFRS Y
P&G

Yes PwC Yes Yes Yes
MRS
EPS

Saku Beer IFRS
2003

N
P no
subs

Yes KPMG Yes Yes Yes
MRS
EPS

Viisnurk Furniture
Sports goods

IFRS Yes
Cost by
function

Yes KPMG Yes Yes Yes
MRS
EPS

8 Issues -Tallinn

8.1 Talk to the investor

It is crucial that the MD&A address any questions an investor or analyst might
have and explains the reason for changes.  Eesti Telekom Group “speaks to the
investor” in its MD&A.

8.2 Cash flow statement

The following cash flow statement is simply and understandably presented.  The
question many companies have is where to start from when using the indirect
method – from net income, operating income, EBITDA, etc. and where to show
unrealized exchange differences emanating from cash and cash equivalents.
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IAS 7 revised  2003 states that

Under the indirect method, the net cash flow from operating activities is
determined by adjusting ___ profit or loss for the effects of:
(a) changes during the period in inventories and operating receivables and

payables;
(b) non-cash items such as depreciation, provisions, deferred taxes,

unrealized foreign currency gains and losses, undistributed profits of
associates, and minority interests; and

(c)     all other items for which the cash effects are investing or financing cash
flows.

Alternatively, the net cash flow from operating activities may be presented under
the indirect method by showing the revenues and expenses disclosed in the
income statement and the changes during the period in inventories and operating
receivables and payables.

Under IAS 7 effective prior to December 2003, we could either start with net
income or from the top of the income statement and jump over noncash items
related to noncurrent assets or debt. A while back, the Securities and Exchange
Commission in the US required foreign issuers to reconcile their cash flows, if
they started from anywhere except net income,  as this was their interpretation of
IAS 7.  During the revision process, the word net before profit or loss was
deleted.

IAS 7 allows companies to present interest and dividends receivable under
operating or investing activities and interest and dividends payable under
operating or financing activities.

One could make a case for starting with EBITDA minus taxes as this would entail
computing historical cash flows the way analysts project future cash flows from
operations.

Please note that the change in working capital component turns any and all
operating expenses and revenues into cash. Thus there is no need to add back
allowances for inventories and doubtful debt.

Eesti Telekom has started from Operating income and added back noncash
items, which are related to noncurrent assets and liabilities other than debt. By
starting with Operating income there is no need to add back unrealized foreign
currency gains or losses, which are related to cash and cash equivalents, interest
expense or taxes in order to later disclose them on a cash basis.

Please note the positioning of the effect of unrealized foreign exchange gains or
losses from cash and cash equivalents. This line item is positioned between the
opening and closing balance of cash and cash equivalents. IAS 7 requires this
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reconciliation (could be in the notes). Many Estonian companies place this
foreign currency item after financing cash flows and do not disclose the
reconciliation.   We believe that the positioning below is superior.

In addition, the group discloses the components of cash and cash equivalents as
required under IAS 7. Cash and cash equivalents in the balance sheet equal
cash and cash equivalents for cash flow statement purposes. (Please see IAS 1
revised).

We encourage entities to review their operating cash flow calculations and
presentations.

.....
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8.3 Share/market data

There are still a number of companies that do not mention the fact that they are
listed in their annual reports.

To allow users to one-stop shop, we encourage entities to include
information on share price movements and financial ratios in the MDA.
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8.4 Inventory valuation

The company whose note on inventory is presented below, quite rightly discloses
that production overhead is apportioned based on normal production volumes.

One wonders why they state that acquired inventories are predominantly valued
using the weighted average method.

The explanation in the last paragraph of the accounting principles section does
not constitute best practice. Inventories are valued at the lower of cost or net
realizable value. At first glance, it seems unlikely that  management can convince
us that 50% is verifiable based on past experience. We expect companies to take
inventory. Idleness alone is not an acceptable criterion for rote write-downs.

What is however positive is that the write-down of inventories is reported in cost
of goods sold. This is to be commended. There are many companies in the
Baltics that insist on showing this allowance in administrative expenses.

We encourage entities to report the write-down of inventories in “Cost of
Goods Sold”, if they use the functional income statement break-down.

When we had an opportunity to check the balance sheet figures and got around
to Note 5, a bit of clarity seeped in.
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A subsidiary uses the FIFO method. All companies that belong to a group to be
consolidated should either use the same accounting policies or then the parent
should adjust account balances before consolidation. The fact that the
subsidiary’s inventory is insignificant to the group’s financial position is
inconsequential. However,  in note 6 we learn that the subsidiary was acquired in
2003.

The 50% write-down has a negligible affect on total inventory values. Other
inventories, whose value has decreased, are reported at net realizable value.

We encourage entities to coordinate all the notes that are related to a
particular line item so as to avoid confusing or exciting knowledgeable
users.

Note 5 should have mentioned the fact that Rifas is a subsidiary acquired in
2003. We realize that the corporate structure was unveiled in the MD&A, but that
was about 20 pages ago.
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8.5 Investment Property

IAS 40 assumes that investment property can be reported at fair value. There is
a rebuttable presumption that this is so. In exceptional cases, where no active
market exists and there is no other means of reliably determining fair value
(discounted cash flows) these assets may of necessity be reported at cost minus
accumulated depreciation.

The explanation below is not adequate.

If management has decided to rent out a building instead of selling it, then we
assume that they have performed the necessary capital budgeting assessments -
assessed risks, returns, net present value, tested their assumptions and
scenarios for sensitivity, etc.

The fact that management says it cannot determine fair value could be construed
as an indication of bad management skills or lack of controls.  We assume that, if
management invests, it must know what it is investing in, why and is monitoring
market developments.

Please note that IAS 40 encourages, but does not require a valuation by an
independent valuer.

IAS 40
32. This Standard requires all entities to determine the fair value of investment
property, for the purpose of either measurement (if the entity uses the fair value
model) or disclosure (if it uses the cost model).  An entity is encouraged, but not
required, to determine the fair value of investment property on the basis of a
valuation by an independent valuer who holds a recognised and relevant
professional qualification and has recent experience in the location and category
of the investment property being valued.

6. In the absence of current prices in an active market of the kind described
in paragraph 45, an entity considers information from a variety of sources,
including:
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(a) current prices in an active market for properties of different nature,
condition or location (or subject to different lease or other contracts), adjusted to
reflect those differences;
(b) recent prices of similar properties on less active markets, with adjustments
to reflect any changes in economic conditions since the date of the transactions
that occurred at those prices; and
(c) discounted cash flow projections based on reliable estimates of future
cash flows, supported by the terms of any existing lease and other contracts and
(when possible) by external evidence such as current market rents for similar
properties in the same location and condition, and using discount rates that
reflect current market assessments of the uncertainty in the amount and timing of
the cash flows.

53. There is a rebuttable presumption that an entity can reliably determine the
fair value of an investment property on a continuing basis.  However, in
exceptional cases, there is clear evidence when an entity first acquires an
investment property (or when an existing property first becomes investment
property following the completion of construction or development, or after a
change in use) that the fair value of the investment property is not reliably
determinable on a continuing basis.  This arises when, and only when,
comparable market transactions are infrequent and alternative reliable estimates
of fair value (for example, based on discounted cash flow projections) are not
available.  In such cases, an entity shall measure that investment property using
the cost model in IAS 16.  The residual value of the investment property shall be
assumed to be zero.  The entity shall apply IAS 16 until disposal of the
investment property.

8.6 Construction Contracts

One of the most important terms in IAS 11 is progress billings. Progress billings
are amounts invoiced for work performed i.e. earned. If project billings exceed
costs and profit, the project is estimated to run losses, which the contractor must
compensate in future periods. These amount are provisions as they reflect the
contractors estimate of losses. Prepayments are accrued liabilities.

We find it difficult to understand the second paragraph in the accounting policy
section on construction projects.

Note 34 mentions interim payments. IAS 11’s message is that interim payment
invoices, which partially constitute prepayments and payments for work done do
not equal the amount to be shown as revenue. The prepayment part is not a
receivable but a notional amount. Regardless of how the company invoices on an
interim basis, progress billings only constitute invoices for work performed. Any
amount over and above this, is a prepayment once received.
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We suggest the following wording when explaining amounts due from and to
customers in accordance with IAS 11.

,,If costs plus project income (profit/loss) exceed progress billings, the company
recognizes an asset." This is the amount due from customers. If progress billings
exceed costs plus project income, the company recognizes a liability.  This is the
amount due to customers.“
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8.7 Environmental Policy

IAS 1, 10. “Many entities also present, outside the financial statements,
reports and statements such as environmental reports and value added
statements, particularly in industries in which environmental factors are
significant and when employees are regarded as an important user group.
Reports and statements presented outside financial statements are outside the
scope of IFRSs.”

Regardless of the fact that these reports our outside the scope of IFRS, we
encourage entities to present environmental data in the notes or MD&A.
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