HARN LEN CORPORATION BHD (502606-H)

EXPLANATORY NOTES TO THE SECOND QUARTER INTERIM FINANCIAL REPORT FOR THE PERIOD TO 30 JUNE 2006.

PART A:  EXPLANATORY NOTES AS PER FRS 134

A1
Basis of preparation
This interim financial report has been prepared in accordance with the applicable disclosure provisions of the Listing Requirements of Bursa Malaysia Securities Berhad, including compliance with Financial Reporting Standard (FRS) 1342004, Interim Financial Reporting, issued by the Malaysian Accounting Standards Board (MASB).

The interim financial report has been prepared in accordance with the same accounting policies adopted in the 2005 annual financial statements, except for the accounting policy changes that are expected to be reflected in the 2006 annual financial statements. Details of these changes in accounting policies are set out in Note 2.

The preparation of an interim financial report in conformity with FRS 1342004, Interim Financial Reporting requires management to make judgements, estimates and assumptions that affect the application of policies and reported amounts of assets and liabilities, income and expenses on a year to date basis. Actual results may differ from these estimates.

The interim financial report contains condensed consolidated financial statements and selected explanatory notes. The notes include and explanation of events and transactions that are significant to an understanding of the changes in the financial position and performance of the Group since the 2005 annual financial statements. The condensed consolidated interim financial statements and notes thereon do not include all of the information required for full set of financial statements prepared in accordance with FRSs.

The financial information relating to the financial year ended 31 December 2005 that is included in the interim financial report as being previously reported information does not constitute the Company’s statutory financial statements for that financial year but is derived from those financial statements other than those that has been restated as a result of the change in accounting policies. Statutory financial statements for the year ended 31 December 2005 are available from the Company’s registered office.

A2
Changes in Accounting policies


The MASB has issued a number of new and revised Financial Reporting 
Standards (FRSs, which term collectively include the MASB’s Issues 
Committee’s Interpretations) that are effective for the accounting periods 
beginning on or after 1 January 2006.


The Board of Directors has determined the accounting policies to be adopted in 
the preparation of the Group’s annual financial statements for the year ending 31 
December 2006, on the basis of FRSs currently in effect.


The FRSs that will be effective in the annual financial statements for the year 
ending 31 December 2006 may be affected by the issue of additional 
interpretation(s) or other changes announced by the MASB subsequent to the 
date of issuance of this interim report. Therefore the policies that will be applied 
in the Group’s financial statements for that period cannot be determined with 
certainty at the date of issuance of this interim financial report.


The following sets out further information on the changes in accounting policies 
for the annual accounting period beginning on 1 January 2006 which have been 
reflected in this financial report.

a) 
Amortisation of positive goodwill (FRS 3, Business Combinations, FRS136, Impairment of Assets and FRS 138, Intangible Assets)

In prior periods positive goodwill which arose on or after 1 January 2003 was amortised on a straight line basis over 20 years and was subject to impairment testing when there were indications of impairment.


With effect from 1 January 2006, in accordance with FRS 3, FRS 136 and FRS 138, the Group no longer amortises positive goodwill. Such goodwill is tested annually for impairment, including in the year of initial recognition, as well as when there are indications of impairment. Impairment losses are recognized when the carrying amount of the cash generating unit to which the goodwill has been allocated exceeds its recoverable amount.

The new policy in respect of positive goodwill has been applied prospectively in accordance with the transitional arrangements under FRS 3 and FRS 138. As a result, comparative amounts have not been restated, the cumulative amount of amortization as of 1 January 2006 has been offset against the cost of goodwill and no amortization charge for goodwill has been recognized in the income statement for the six months ended 30 June 2006. This has increased the Group’s profit after tax for the six months ended 30 June 2006 by RM345,800.


(b)
Changes to presentation (FRS 101, Presentation of Financial 



Statements, FRS 127, Consolidated Financial Statements and 


Investments in Subsidiaries) - Minority interests

In prior years, minority interests at the balance sheet date were presented in the consolidated balance sheet separately from liabilities and as a deduction from net assets. Minority interests in the results of the Group for the year were also separately presented in the income statement as a deduction before arriving at the profit attributable to shareholders.

With effect from 1 January 2006, in order to comply with FRS 101 and FRS 127, minority interests at the balance sheet date are presented in the consolidated balance sheet within equity, separately from the equity attributable to the equity holders of the parent, and minority interests in the results of the Group for the period are presented on the face of the consolidated income statement as an allocation of the total profit or loss for the period between the minority interests and the equity holders of the parent.


The presentation of minority interests in the consolidated balance, income statement and the statement of changes in equity for the comparative period has been restated accordingly.

(c)
Non current assets held for sale (FRS 5, Non Current Assets Held for Sale and Discontinued Operations) 

An item is classified as held for sale if its carrying amount will be recovered principally through a sale transaction rather than through continuing use. The assets and liabilities of a disposal Group that are classified as held for sale are measured in accordance with FRS 5. Immediately before classification as held for sale, the carrying amount of all the assets and liabilities in the disposal Group is measured in accordance with applicable FRSs. Then, on initial classification as held for sale, the disposal Group is recognized at the lower of carrying amount and fair value less costs to sell.

A3
Audit opinion

The preceding financial statements for the year ended 31 December 2005 were reported without any qualification.

A4
Seasonal or cyclical factors
Harn Len is principally involved in the oil palm plantation business. The production of Fresh Fruit Bunches (‘FFB”) from its oil palm estates is seasonal in nature, with production being low at the beginning of the year and picking up thereafter and tapering off towards the year end.  

The production of FFB can also be affected by a number of climatic factors such as rainfall, the El Nino effect with its drought like conditions, the La Nina, which brings too much rain, hazy conditions caused by smoke from peat fires shielding sunlight, and the frequency of fertilizing the oil palm trees.

Production of FFB can also slow down due to yield stress and crop fatigue and the lagged impact of the dry weather. Yield stress and crop fatigue are a result of exceptionally high production in the immediate prior years causing lower production in subsequent years. 

A5
Unusual items affecting assets, liabilities, equity, net income or cash flows
There were no unusual items affecting the assets, liabilities, equities, net income or cash flows for the quarter under review except for the changes in accounting policies as disclosed in Note A2.

A6
Material changes in estimates
There were no material changes in estimates in the prior financial year which have a material effect in the financial period to 30 June 2006. 

A7
Debt and equity securities
There were no issuance, cancellation, repurchase, resale and repayment of debt and equity securities for the current period under review.

A8
Dividend paid
No dividend was declared or paid during the period under review.

A9
Segment information
Segmental information is presented in respect of the Group’s business segments. The Group operates solely in Malaysia and accordingly, information on geographical location of the Group’s operation is not presented.


Business segments.


Segment activities are as follows:-

	Plantations     :
	The operation of oil palm estates, oil palm mill, sales and purchases of FFB, sales of CPO and PK and the provision of transport services to related parties and external customers.



	Property/Hotel :
	Property investment and hotel operation .






.


Segmental information is presented in respect of the Group’s business segments. 
Inter-segment transaction within the Group has been eliminated.

Segment information 


Period ended 30 June 2006

	Business segment


	Plantations and Transport
	Property and Hotel
	Consolidated

	Period ended 30 June


	2006
	2005
	2006
	2005
	2006
	2005

	
	RM
	RM
	RM
	RM
	RM
	RM

	Revenue


	27,656,691
	26,998,592
	3,335,306
	3,079,494
	30,991,997
	30,078,086

	
	
	
	
	
	
	

	Results


	8,489,372
	11,987,760
	(522,846)
	(798,868)
	7,966,526
	11,188,892

	
	
	
	
	
	
	

	Unallocated expenses


	-
	-
	-
	-
	(4,144,951)
	(1,172,480)

	Profit from operations


	-
	-
	-
	-
	3,821,575
	10,016,412


A10
Valuation of property, plant and equipment
Harn Len states its property, plant and equipment at cost less depreciation. 

A11
Significant material events during the period/ post balance sheet events
A11-1  On 29 March, 2006, on behalf of the Board of Directors, Hwang-DBS  Securities Berhad (Hwang-DBS) announced that the Company had through exchange of letters agreed to dispose 

(a) 781,205 ordinary shares of RM1.00 each in Desamawar Runding Sdn Bhd (“DRSB”) representing the entire equity interests in DRSB to Pahang Enterprise Sdn Bhd (“PESB”) for a cash consideration of RM6,758,579 ;

(b) 4,977,990 ordinary shares of RM1.00 each in Pelita Pertama Sdn Bhd (“PPSB”) representing the entire equity interests in PPSB to Ideal Enterprise Sdn Bhd (“IESB”) for a cash consideration of RM23,228,029 ; and

(c) 1,182,943 ordinary shares of RM1.00 each in Suen Tai (Sabah) Sdn Bhd (“STSB”) representing the entire equity interests in STSB to PESB for a cash consideration of RM6,738,564.
     (Collectively referred to as the “Proposed Disposal”)  

Subject to the basis of sale and purchase, the consideration for the shares 

in DRSB, PPSB and STSB are arrived at as follows:-


(a)
The consideration of RM6,758,579 in respect of the Proposed Disposal of DRSB is computed based on the area of the land of  202.6 hectares/ 500.6355 acres;


(b)
The consideration of RM23,228,029 in respect of the Proposed Disposal of PPSB is computed based on the area of the land of 696.3 hectares/ 1720.5948 acres; and 


(c)
The consideration of RM6,738,564 in respect of the Proposed Disposal of STSB is computed based on the area of the land of 202 hectares/ 499.1529 acres


at the rate of RM13,500 only per acre;

Upon the exchange of letters as announced on 29 March 2006, the respective Purchasers paid the Earnest Deposit to Harn Len’s solicitors for the account of Harn Len as stakeholder, which form part of the Consideration Price, as represented as follows:-

(i) RM67,585.79 by PESB, representing 1% of the sale consideration of the DRSB Sale Shares;

(ii) RM232,280.29 by IESB, representing 1% of the sale consideration of the PPSB Sale Shares; and

(iii) RM67,385.64 by PESB, representing 1% of the sale consideration of the STSB Sale Shares.

Subsequently, on behalf of the Board of Harn Len, Hwang-DBS announced that the Company had on 13 April 2006 entered into the Sales and Purchase Agreements (“SPA”) with the respective Purchasers in relation to the Proposed Disposals, which the respective Purchasers paid the Deposit to Harn Len’s solicitors for the account of Harn Len as stakeholder, which form part of the Consideration Price, as represented as follows:-.

(i) RM608,272.11 by PESB, representing 9% of the sale consideration of the DRSB Sale Shares;

(ii) RM2,090,522.61 by IESB, representing 9% of the sale consideration of the PPSB Sale Shares; and

(iii) RM606,470.76 by PESB, representing 9% of the sale consideration of the STSB Sale Shares.

The aforesaid paid sum and together with the earlier paid Earnest Deposit represented the total Deposit paid by the Purchasers to Harn Len in respect of the Proposed Disposals.

On 28 April 2006, and as announced on even date, Harn Len and the Purchasers, through the exchange of letter, confirmed that the Proposed Disposals would be completed together.


Utilisation of proceeds


The cash consideration received pursuant to the Proposed Disposals would be utilised to pare down Harn Len group’s borrowings, for potential future investments and/ or working capital.

 
Rationale
After taking into consideration of the Proposed Disposals, the Board of Directors of Harn Len is of the view that the total consideration offered of RM36,725,172 is attractive for Harn Len to realise the appreciated value in the Plantation Companies, which on average has appreciated by approximately 17.63% from Harn Len group’s initial investment in the Plantation Companies. In addition, as the Proposed Disposals would be fully satisfied in cash, the cash proceeds received will be utilised to repay the Harn Len group's existing borrowings, for potential future investments and/ or working capital. 


Approvals Required 
The Proposed Disposals are subject to the approvals of:

(i) shareholders of Harn Len at an extraordinary general meeting (“EGM”) to be convened; and

(ii) any other relevant authorities, if required.


At the EGM held on 16 June 2006, the shareholders approved the Proposed 
Disposals.


Completion date


The Proposed Disposals were completed on 26 July 2006.

A11-2  
Execution of Supplemental Management Agreement

Further to the announcement dated 28 April 2005 on the above, the Company announced that a Supplemental Management Agreement was executed on 24 April 2006 between Harn Len Corporation Bhd and Value Hospitality Limited (“VH”) to delete the following clauses to the Management Agreement dated 28 April 2005:- 

1.
Deletion of the Second Paragraph of Clause 4 of the Management 

Agreement


It is hereby agreed by both parties that the second paragraph of Clause 4 as set out below is hereby deleted:



Period of Agreement

“The first 6 months of the contract shall be considered the probation period. During the probation period, VH must improve the Gross Operating Profit by Ringgit Malaysia Forty Thousand (RM40,000.00) on a monthly basis taking into consideration the seasonal low period for the hotel that may exist. If VH is unable to achieve this improvement in the Gross Operating Profit on a monthly basis within this six months, the Company shall have the right to terminate this contract at its sole discretion”


2.
Deletion of Clause 19.5 of the Management Agreement

It is hereby agreed by both parties that the entire Clause 19.5 as set out below is also hereby deleted:



Management Fee during the probation period

“during the first sixth months of the contract, if VH is not able to improve the Gross Operating Profit for the hotel by Ringgit Malaysia Forty Thousand (RM40,000.00) in any of the first six months, the Base Management Fee and the Incentive Management Fee mentioned in Clause 19.1 and 19.2 shall be waived and the Company shall not be liable for the payment of the management fee billed”.

It had also been mutually agreed that the management fee chargeable by VHL as provided for under the original Management Agreement is amended to RM5,000.00 per month from May 2005 to November 2005 and RM10,000.00 from 1 December 2005 onward until the fee as per the Management Agreement is higher. 
(NOTE: Please refer to the Interim Financial Report for the second quarter for the year ended 31 December 2005 regarding the Management Agreement dated 28 April 2005.)



Termination of Management Agreement.

The Company announced on 7 August 2006, VHL had given Harn Len a 
letter stating its intention to terminate the Management Agreement with effect 
from 31 October 2006.


The Company has accepted the notice of termination of the Management 
Agreement and will look into other strategies for improving the performance of 
Tropical Inn Hotel.

A11-3
Joint Venture 


The information regarding the Joint Venture had been issued in connection with 
the Interim Financial Reports for the prior financial years ended 31 December 
2004 and 2005. Pursuant to Paragraph 2.19 of Bursa’s Listing Requirements 
(“LR”), additional information 
is provided herewith concerning the latest 
development regarding the Joint Venture undertaken. 


The Company through its wholly-owned subsidiary, Premium Dragon Sdn Bhd 
(“PDSB”) had signed a Joint Venture Agreement (“the Agreement”) on 3 
September 2004 with Pelita Holdings Sdn Bhd (“PHSB”). Harn Len Pelita 
Bengunan Sdn Bhd (“HLPB”), the joint-venture company was set up for the 
purpose of undertaking 
the development of 23,500 hectares of land in Sarawak 
into oil palm plantations.


HLPB has an authorized share capital of RM100,000.00. Its current paid-up  
capital is RM5.00. PDSB holds 3 shares representing 60% of the paid-up 
capital 
in HLPB and PHSB holds 2 shares representing 
40% of the paid-up capital of 
HLPB. It is intended that HLPB will eventually have a paid-up capital of 
RM24,000,000.00 of which 60% will be held by PDSB.


The Joint Venture is to facilitate co-operation between PDSB and PHSB for the 
purpose of developing several parcels of land known as Kara Ranga Engkaramut 
NCR Land Development Area, Bukit Bengunan, Sri Aman Division, Sarawak, 
containing as gross area of approximately 23,500 hectares (‘’Land”) which is 
occupied by natives of Sarawak who have Native Customary Rights over the said 
Land (“NCR Owners”). PHSB has been nominated by the Land Custody 
Development Authority of Sarawak to act as trustee for and on behalf of the NCR 
Owners for the development of the said Land into an oil palm plantation. 
  


The Land will be developed into an oil palm plantation for the benefit of the 
NCR Owners. The plantable area of the said Land is estimated at 10,000 
hectares. The Joint venture will allow Harn Len to expand its oil palm plantation 
acreage by way of a joint venture with the Sarawak government and to reduce the 
need to 
incur substantial outlays by the company for the acquisition of new land 
for the 
development of oil palm plantations.

Development as at 30 June 2006


HLPB has developed 1,433.21 ha of the Land into an oil palm plantation. 
Development commenced in late 2004 and the first harvesting of FFB crop is 
expected towards the end of 2007. The Land has been planted with oil palm 
seedlings of the Felda/Hru clone.


HLPB has employed 5 staff initially to oversee the oil palm plantation 
development. Planting and development works has been contracted out to local 
contractors from Sarawak.


The development expenditure incurred up to 30 June 2006 is as follows:-

	
	
	RM

	Plantation development expenditure
	
	12,188,962

	Roads and bridges
	
	 6,214,642

	Equipment and machinery
	
	      11,363

	Inventory
	
	   832,346

	NCR land-owners
	
	   614,400

	Total cost
	
	            19,861,713



The financing of the development were from the following sources:-

	
	
	RM

	From Harn Len
	
	  5,015,587

	From banking borrowings
	
	  8,000,000

	Suppliers and contractors credit
	
	  6,437,033

	Total
	
	19,452,620


The Joint-Venture Agreement provides for HLPB to allot share capital to the joint-venture parties in the following manner:-


(a)
Within one (1) year from the signing of the Agreement or at any such time as agreed by the parties.


To allot 4,880,000 ordinary shares of RM1-00 per share as follows;

	Parties name
	%
	Number of shares

	PHSB (to hold in trust for NCR Owners
	 6
	1,440,000

	PHSB
	 2
	   480,000

	PDSB
	12
	2,880,000

	Total
	20
	4,800,000



(b)
Upon completion of planting of six thousand hectares of oil palm.


To allot 9,600,000 ordinary shares of RM1-00 per share as follows;

	
	%
	Number of shares

	PHSB (to hold in trust for NCR Owners
	12
	2,880,000

	PHSB
	  4
	   960,000

	PDSB
	24
	5,760,000

	Total
	40
	9,600,000



(c)
Upon completion of planting of ten thousand hectares or such maximum plantable area of the said Land.


To allot 9,600,000 ordinary shares of RM1-00 per share as follows

	
	%
	Number of shares

	PHSB (to hold in trust for NCR Owners
	12
	2,880,000

	PHSB
	  4
	   960,000

	PDSB
	24
	5,760,000

	Total
	40
	9,600,000


Upon completion of the above share allotments, the shareholding structure of HLPB will be as follows:-



	
	%
	Number of shares

	NCR Owners
	30
	 7,200,000

	PHSB
	10
	 2,400,000

	PDSB
	60
	14,400000

	Total
	100
	24,000,000



The Joint-Venture parties had valued the Land at RM1200.00 per hectare based 
on the provisional land area of 10,000 hectares. The NCR Owners will be allotted 
ordinary shares equivalent to sixty percent (60) of the value of the net area of the 
Land or equivalent to RM7,200,000. The balance forty percent (40) will be paid 
to the NCR Owners only in respect of those lots where individual lots survey has 
been completed and the rightful claimants of such lots have been identified. To 
date an amount of RM614,400 has been paid to NCR Owners.


It is anticipated that the entire oil palm development and planting project will be 
completed by 2010. The development cost is estimated to be RM39 million.

A12
Changes in the composition of the Goup
There were no changes in the composition of the Group during the current quarter.


A13
Changes in contingent liabilities and contingent assets
There were no material contingent liabilities and contingent assets for the Group as at date of this financial period.

A14
Capital commitments
The following are the material capital commitments to be incurred by the Group as at date of this report. 

Property, plant and equipment

	Contracted but not provided for in the financial statements        :
	   RM 434,560



	Note: Estimated amount for plantation development 

expenditure, not contracted for and not provided for

in the financial statements                                                 :



	RM32,731,000


A15
Related party transactions
Significant related party transactions for the period under review are as follows


A15-1
Purchases and payments
	
	RM

	Purchases of FFBs
	

	Seri Cemerlang Plantation (Pahang) Sdn Bhd
	2,435,678

	
	

	Consumable supplies
	

	Pengangkutan Low Nam Hui Sdn Bhd
	96,187

	
	

	Transport services
	

	Pengangkutan Low Nam Hui Sdn Bhd
	423,661

	
	

	Rental
	

	Low Nam Hui and Sons Sdn Bhd
	6,000

	
	

	Travel
	

	Comet Travels Sdn Bhd
	64,617



A15-2
Sales and receipts
	
	RM

	Transport  income
	

	 Seri Cemerlang Plantation (Pahang) Sdn Bhd
	113,253

	
	

	Consumable supplies
	

	Seri Cemerlang Plantation (Pahang) Sdn Bhd
	

	Pengangkutan Low Nam Hui Sdn Bhd
	72,138

	
	

	Rental
	

	Comet Travels Sdn Bhd
	4,400

	
	

	Management fees
	

	Low Nam Hui and Sons Sdn Bhd
	9,000


A16
Disposal group held for sale (Refer to Notes A2-c and A11-1 above)


The major classes of assets and liabilities of the three subsidiaries classified as 
held for sale at 30 June 2006 are as follows:-


Assets

	
	
	RM

	
	
	

	Property, plant and equipment
	
	26,739,804

	Goodwill
	
	4,725,558

	Inventories
	
	3,696

	Trade and other receivables
	
	6,155,467

	Tax recoverable
	
	11,232

	Cash and bank balances
	
	87,284

	
	
	

	Assets of disposal Group classified as held for sale
	
	37,723,041



Liabilities

	
	
	RM

	
	
	

	Trade and other payables
	
	970,032

	Hire purchase creditors
	
	56,385

	Current taxation
	
	70,135

	Deferred tax liabilities
	
	6,766,863

	
	
	

	Liabilities of disposal Group associated with assets classified as held for sale
	
	7,863,415



Net assets attributable to disposal Group

     29,859,626
14

