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Implementation of International Financial Reporting
Standards (IFRS) asarequirement for standardized
reporting of financial results
(A desk study on UK companies)

Ramadan Al-Omari

Abstract: The rapid globdization of the world’s economy has fuelled the
desire to have common international financial reporting standards that could
be understood and followed across nations.

In addition, the ever increasing network of investors has not only opened new
financing sources to business and industry, but has also put some pressure on
the financial regulatory authorities to design and improve their financial
reporting systems in a manner that could be easily understood by a wider
audience.

The adoption of the international financial reporting standards (IFRS) on 1%

January 2005 across the European Union member states is one of the major
events in the accounting history. Thisis especialy important after the capital
markets were badly hit by anumber of accounting frauds in recent years.
The adoption of IFRS across the European Union from 1<t January 2005 is a
defining movement which will have an immediate impact on more than 7000
listed European companies which will have to implement the new financial
reporting standards first. Common international financial reporting standards
could result in true globa capital markets. Adopting common financial
reports standards will also help in achieving a true scale of financial
integration.

It is understood that it will be difficult to design an accounting system that
meets everyone’s demands. However, the UK listed companies have to
implement the IFRS standards for accounting periods starting from 1 January
2005. Unlisted companies have been given time till 2007 to implement IFRS.
The standards that UK listed companies will follow are not those issued
directly by the International Accounting Standards Board, but are those that
have been endorsed by the European Commission.

Both IFRS and UK GAAP share broader level ams. But there are many
differences at the implementation level. IFRS further enhances the concept of
fair value and its regulations place stiff definitions on assets and liabilities.
Pension deficits would now be disclosed on the income statements. Financial
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insgruments would also undergo finer scrutiny. This may lead to some
volatility in financia statements.
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I ntroduction:
When the European Union moved towards one market across Europe, it faced
the prospect of different financia reporting regimes across the EU countries.
To achieve true scale of financial integration, it had become necessary to adopt
common financia reporting standards.
The adoption of international financial reporting standards on 1% January 2005
across the European Union member states is one of the maor events in the
accounting history. This was especialy important after the capital markets
were badly hit by a number of accounting frauds in recent years. In the first
phase, more than 7000 listed European companies will have to implement the
new financial reporting standards from January 2005 (Fuller, Jan 2005).
In June 2002, the European Commission adopted a regulation requiring all
listed EU companies in regulated markets to prepare their financia statements
in accordance with International Accounting Standards (IAS) or International
Financial Reporting Standards (IFRS). The regulation is applicable only on
consolidated accounts. Companies were left free to choose their nationa
GAAPs for subsidiaries and associate companies. The regulation came into
force from January 2005.
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Companies Act 1985 governs the use of UK GAAP by UK based companies.
Similarly other EU states have their own laws for accounting standards. The
EU countries have now modified their national laws to include IFRS regulation
to offer a common financial reporting standard. Companies Act 1985
(International Accounting Standards and Other Accounting Amendments)
Regulations 2004 has extended the application, on a non-compulsory basis, of
the EU IFRS regulation to al non-charitable organizations.

The standards that UK listed companies will follow are not those issued directly
by the International Accounting Standards Board, but are those that have been
endorsed by the European Commission. (PwC, 20053).

In the last quarter of previous century, the world economies have moved
towards globalization. Multinational companies are manufacturing and selling
across the world and many of these firms are listed at foreign stock exchanges.
The increasing globalization of markets and the establishment of multinational
companies led to increased desire and awareness about international markets.
This was soon followed by globalization of financial markets which increased
the value of understanding of internationa financial results and reporting
formats. Rapid improvement in communication technologies and easy access
through internet has further spread the profile of international investor.

This rapid globdization has fuelled the desire to have common internationa
standards that could be understood and followed across nations.

The ever increasing network of investors has not only opened new financing
sources to countries, but has also put some pressure on the financial regulatory
authorities to design and improve their financial reporting systemsin a manner
that could be easily understood by wider audiences.

In 1973, nine countries included UK formed International Accounting
Standards Committee (IASC) with an aim to develop common accounting
standards. The membership has now grown well over hundred countries with
each country, especially larger economies, bringing in their own perspectives of
accounting standards. 1ASC had to dea with accounting conflictionsin coming
up with common acceptable accounting standards.

One would immediately think whether IASC has been successful in resolving
al the conflicts with all member countries. The answer would easily be no. To
fully satisfy more than hundred accounting bodies from across the world is
almost an impossible task. Yet IASC has done acommendable job and from 1
January 2005, International Accounting Standards (IAS) or Internationa
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Financial Reporting Standards (IFRS) is applicable in more than 90 countries.
In the EU countries, IFRS will be compulsory for listed companies only.

While the EU regulation is only enforceable on listed companies, it also gives
the option to member states to extend the use of IFRS to unlisted companies
within their jurisdiction. The UK Department of Trade and Industry, the
government trade body responsible for company regulation in UK, has
announced that while there is no mandatory move to IFRS for unlisted
companies, the unlisted companies would still be allowed to adopt IFRS over
UK GAAP from 2005 onwards.

The basic am of the new financia reporting standards is the same as that of the
existing standards — to provide information about financial performance and
position of a company to different stakeholders. Internal stakeholders —
management — normally have agood grip of what’s going on in the business. It
is external stakeholders like investors, auditors, suppliers and creditors who
need to be informed in a clear manner about the financial implications of
business decisions.

The IFRS would aim to present a more complete picture of a business by
making operating income a more encompassi ng number.

Though the overal aim isthe same, differencesin implementation and financia
reporting do occur due to social, economic and political backgrounds of
different nations.

Will it be agood policy to allow two different accounting standardsin the UK —
one standard for listed companies and another for the unlisted ones? The UK’s
Accounting Standards Board clearly sees there is no merit in having two
separate standards. ASB issued aDiscussion Paper in March 2004 highlighting
its strategy for convergence with IAS and says that convergence of UK
accounting standards to IASisaforegone conclusion. It hasaready introduced
many changesin the recent past to bring UK’s GAAP in line with IFRS.
Accounting Standards Board is also sensitive to the needs placed on businesses
in making atransition from UK accounting standards to IFRS. Large businesses
probably have sufficient resources to cope with the changein oneyear. But the
smaller businesses will find it difficult to make all the required changesin one
year. ASB has proposed a series of changes that would be implemented in
2005 and 2006 which will bring UK financial reporting standards more in line
with IFRS. Thereafter, ASB will carry out a series of step changes by replacing
one or more UK standards. Therefore, by the end of 2005-2006, UK standards
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will amost be in line with IFRS and unlisted companies transition to IFRS in
2007 would be smooth.

However, there is a concern about the costs associated with the transition to
IFRS and also the additiona burden that will come with regular enhanced
reporting. IFRS will help in the globalization of capita markets athough
cheaper costs of capital may not be of much significance for unlisted companies
registered in the UK.

LITERATURE REVIEW

In June 2000, the European Commission proposed a new directive requiring
that al publicly traded companies in the member states to adopt Internationa
Accounting Standards Board (IASB) standards by no later than January 2005.
On 19 July 2002, the European Parliament and the Council approved the IAS
regulation (EC) 1606/2002 which states that ‘For each financial year starting
on or after 1 January 2005, companies gover ned by the law of a Member State
shall prepare their consolidated accounts in conformity with the international
accounting standards adopted ... if, at their balance sheet date, their securities
are admitted to trading on a regulated market of any Member State’
(EU, 2002).

The rationale for EU’s adoption of International Financial Reporting
Standards

The main am of International Financia reporting Standards is to bring
convergence among different nationa financia reporting standards. Over time,
the evolution of different national financial reporting standards has been
influenced by loca social, political and economic environments. Some of the
major reasons for differences in accounting standards are:

- Political — Capitalist or Communist. Capitalist and communist countries
have amost contrasting fundamental economic approach and their
accounting standards reflect the same.

- Stage of economic development. Developed countries generaly have
better accounting standards in terms of transparency and clarity.

- Corporate finance — debt or equity. Companiesin continental Europe are
financed more by debt than the companies in the UK. Accounting standards
have over time evolved to reflect the importance placed by different sources
of financing on different aspects of financial statements.

- Legal and taxation systems. Different legal and taxation systems are in
place in the various countries.
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Convergence will help investors and anaysts to compare companies across
borders in a better way. But it aso implies that either member countries will
lose their independence to make national accounting standardsthat reflect local
economic conditions, or if they start introducing some changes, IFRS may
slowly lose its main strength of common standard. Local, political and
economical conditions may force national accounting bodies to introduce
variations in IFRS. EU has dready introduced some changes in IAS 39
dealing with financial instruments. It is beyond the scope of this research to
see which member countries have introduced variationsin IFRS.
Convergence between UK GAAP and IFRS

The ASB has declared its intention to converge UK GAAP with IFRS. It
issued a number of new standards in December 2004 to speed up the
convergence of UK GAAP with IFRS. So sooner, even unlisted companies
would be following a substantia portion of IFRS due to this convergence.
Comparison of UK GAAP and IFRS

Similarities

Although it might not be within the scope of this study to highlight each and
every similarity between the UK GAAP and IAS, it could be easily assumed
that the ultimate goa of UK GAAP and IFRS is similar, i.e. to present
information about financial performance and position to al concerned
stakeholders. Therefore, if the amisthe same, then the main approach adopted
by both accounting standards should be similar.

Differences

Despite the assertion that the overall aim is the same, the differences in
implementation and financial reporting do occur due to social, economic and
political backgrounds of different nations.

The following are the main differences between UK GAAP and IFRS:

- The Statement of Principles allows the use of both historical cost and current
value approaches in measuring balance sheet categories. The dua use of
historical and current value methods is known as the modified historical cost
basis. Under historical cost, the carrying values of assets and liabilities are
stated at the lower of cost and recoverable amount. This approach is more
conservative as compared to IAS approach which uses fair value method. Also
the choice of historica or current value method is based on subjective analysis
of acompany’s management and hence it is open to some manipulation.
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- Fair value. If we look at the global level, both UK GAAP and IFRS have
adopted the fair value method as the foundation of their accounting standards.
IFRS takes fair value adoption even higher when it says that income statement
will include the changes in the fair value of items that have not been yet traded
like derivatives. The emphasis in new accounting standards is on mark-to-
market fair value of assets and liabilities rather than on actual market price
based fair values. Now both realized and unreaized changes in fair values
would be incorporated in income statements. The first year of transition will
see high volatility in earnings and balance sheet statements. Though thisbrings
higher volatility, it will also test the management skills in proper presentation
and explanation of changes. It may aso change the benchmarks of success for
managements.

- Acquisitions. Acquisition accounting will change under the new accounting
standards. Under UK GAAP, companies can choose between purchase and
merger accounting. Under IFRS, companies will have to account under
purchase method only.

- Goodwill. UK GAAP dlowed amortization of goodwill by giving
companies the option not to segregate intangible assets from goodwill. Under
IFRS, intangible assets have to be separated from goodwill. Goodwill can’t be
amortized immediately as companies will have to undertake annual impairment
tests to justify the vaue of goodwill on their balance sheets. BAT’s profits for
the year 2004 increased by £454m because it no longer had to amortize
goodwill of that amount (Accountancy Age, 2005b).

- Research and development costs. Under IAS 39, research costs can’t be
carried on the balance sheet and would have to be written off as incurred.
Companies would still be alowed to capitaize development in line with UK
GAAP.

-Inclusion of business disposals gains in profits from operations. BAT’s
profits for the year 2004 increased by £1.3bn after it included gains from
disposalsto operating profits (Accountancy Age, 2005b). Adding disposal gains
to operating profits will make it harder for investors and anayststo separate the
earnings from continuing businesses.

- Agricultural. UK GAAP alowed companies to use a cost model for
biological assetsand al agricultura produce. But under IAS companies would
have to use mark to market method for valuing such assets. Now companies
would have to use market valuation even for assets in far off countries.
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Advantages of IFRS over UK GAAP

-Common financial language. Adopting common financia reporting
standards will open up a company to more markets and investors. The growth
in telecommunications has made it easier for smaller investors to invest across
physical boundaries.  Such investors are normally not as financialy
sophisticated as some big financia institutions. They would aso not like to
understand more than one accounting standards as they don’t have required
resources in hand to do so. With one common accounting standard, more
investors would like to explore companies across nations.

- Acquisitions. IFRS 3 is more open and transparent than UK GAAP on
acquisitions. It will allow investors and analysts to judge faster the success of
an acquisition. Many of the companies that have relied on acquisition as a key
cornerstone for growth would now come under intense scrutiny and may have
to develop anew strategy for growing business.

- Consolidation. In IFRS, al entities will have to provide a cash flow
statement. Additionally there would be more transparency within the group
companies and this should make the consolidation process more straight-
forward.

Disadvantages of IFRS

- Fair value. While fair value in a way conveys more up to date value of a
company as compared to historic costs, it a so highlights aquestion mark on the
methods used and the reliability of fair value. While valuing some of the assets
or liabilities may not be difficult, the question still remains what impact such
valuations will have on companies’ business models. Many companies use
hedging instruments as a strategic tool rather than for intentional gains. Any
short-term swingsin such instruments may have asignificant impact on income
statement and probably adverse market reactions may deter companies’ from
using such instruments.

An important issue is the valuing of assets and liabilities that don’t have a
proper market. The companies may use some valuation model, which itself
may not be the right way, to value an asset or liability. The model will
incorporate some subjective assumptions. An example would be brand value.
The same brand can have two different values for two different companies
because of its strategic importance. So at one hand, investors and other external
stakeholders are getting more objective information about a companies’ assets
and liabilities, they are aso getting vauation based on more subjective
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assessments. Only time will tell whether some individuals or companies will
use it to manipulate results.

An interesting issue to observe would be the treatment and importance given by
analysts to unredized fair value of assets and liabilities. Some investors may
try to separate unrealized gains and |osses from other operational performance.
It may aso prompt companies to issue adjusted earnings excluding unrealized
gans and losses.
An important point to note about fair value principle is that the financia
statements should not be seen as perfect prediction of things to come. That
depends on the strategic and business decisions management will take in future.
Just having afair value of assets and liabilities doesn’t mean that the company
will be able to extract those valuesin future.

- Dividends. The new accounting standards promote payment of dividend
from distributable reserves. With the inclusion of unrealized gains and losses
and pension deficits, the first few years of the new accounting standards may
not leave enough of distributable reserves for dividend payments.

- Annual impairment tests. Annua impairment tests are easier said than
done. Companies would not only have to devote substantia resources to do
that first would have to train its personnel to do that. Assessing true value of
goodwill isnot easy. If there is acomparable market then companies can easily
vaueit. Even then it may differ from case to case asit would be very unusua
to see exactly two similar companies. Goodwill is very different from tangible
assets or technologies and depends a lot on market perception and strategy.
Companies would have to review the whole process of valuing goodwill and
would have to review the valuation process at constant intervals.

- Net pension liability. The inclusion of net pension liability on the balance
sheet may have severe impact on the shareholders funds. Companies will be
required to have annual actuarial valuation of their pension liabilities and the
same would be reflected in financial statements. The majority of the pension
funds invest in equity markets, which have been quite volatile in the recent
years. So though over alonger period, the movements in pension liabilities
may even out but in short to medium term, it may have a dramatic effect on
balance sheets and earning statements.

- Segmental information. 1AS 14 requires companies to report information
on their business segments and on a scale more detailed than UK GAAP. As of
date, no agreed accounting practices have emerged on how much should be
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disclosed because companies may end up revealing sensitive information to its
competitors. If companies disclose the turnover, earnings and expenditure for
each segment, its profitable operations may come under intense competition.
lan Dilks of PwC said that “some companies have found they’re giving much
more information than they’re comfortable with on sales and the profitability of
product areas” (Tricks, 2005)

- Expensing research costs may result in listed companies focusing more on
products in the development stage than in the research stage. This will keep
their balance sheets healthy but may harm long term prospects.

- Complex and long | FRS compliant reports. PwC estimates that an IFRS
compliant financial report for insurance companies could be up to twice aslong
as those prepared under existing UK GAAP. The requirement for other
industry sectors though may not be as intensive as for insurance sector, their
IFRS compliant financial may aso be longer and resource intensive than under
UK GAAP. Any company that makes an acquisition will have to do annual
goodwill impairment analysis and most of them would like to explain the
results as well.

- Comparable formats. 1AS 1isless prescriptive than the UK GAAP when it
comes to the format of the balance sheet and income statement. It just
distinguishes current and non-current assets and liabilities. Investors, when
faced with different formats, may find it difficult to compare companies.

- Modify organization structures. Meal (2003) suggested that the additiona
burden of more financial reporting aong different segments may force
companies to modify their existing organizational structures within their
financial systemsto collect and analyze data.

While it may just be an accounting issue only, companies can still benefit from
the change by looking at the ways of information collection and also at what
data is collected and how it is analyzed. Additiona reporting will mean that
some of the companies may now have to collect more data Interna
management reporting will be looked at to confirm to new accounting
standards.

Adopting accounting policies and identifying the required financial dataseems
to be the approach taken by many companies. Introduction of IFRS is yet to
see a change in business behavior except in some areas like the granting of
share options. PwC expressed the view that ‘companies are limiting the scope
of their transition project in the short term and putting all their resources into
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finding fast solutions to provide the appropriate information for their 2005
reporting deadline’ (PwC, 2004b). Providing relevant numbers may meet the
regulatory requirements but the full benefit of IFRS will only come when the
principles behind its formulation are aso incorporated into business thinking.
IFRS 1, First-time adoption of Internationa Financial Reporting Standards, was
published by the International Accounting Standards Board to guide
organizations through their transition from nationad GAAPs to IAS. IFRS 1
would make the transition process easier.

But still the work required to convert from UK GAAP to IFRS won’t reduce
substantialy. Companieswould have to spend considerable resources and time
in analyzing and making significant changes to existing accounting policies.
Readiness of businesses

The Institute of Chartered Accountants, England and Wales (ICAEW)
acknowledges that companies won’t be ready for IFRS in the first year of
transition. In a press release dated 26 July 2004 it said that it is inevitable that
some audit reports will require qualification next year given the number of
companies who are lagging behind in their preparation of IFRS (ICAEW,
2004b). Andrew Ratcliffe, Chairman of the Institute of Chartered Accountants’
Audit and Assurance Faculty has warned that some companies may delay
publication of their financia statements due to transition to IFRS.
Accountancy Age’s survey in the last quarter of 2004 showed that companies
across European Union were well short of being ready for the IFRS transition
(Accountancy Age, 2004a). In a poll of 1000 companies, 42 % of the
respondents were yet to start their preparation for the impact of international
accounting standards. Only 15% of the companies reported that they have
finished their preparations (Accountancy Age, 2004a). The level of
preparedness is so low that ultimately UK’s Financiad Services Authority
agreed to give companies additional 30 days to report their financials in line
with IFRS.

Among non-listed companies, only 5.9% said that their preparation for IFRS is
good and almost one-third said that their preparation is very poor (Accountancy
Age, 2004b).

In a survey conducted by PricewaterhouseCoopers, 323 companies from 18
European countries and Australiaand New Zeal and responded to their readiness
to start reporting under International Financial reporting Standards by 2005
(PwC, 2004b). The survey reported that companies are finding the change to
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IFRS is much more than what they had anticipated. The change is not just
reformatting numbers. Companies need to adopt systems and processes in their
organizations to make IFRS a part of ‘business as usual’ rather than just data
collecting exercise.

PwC (PwC, 2004b) concluded that many companies were focused solely on
short-term quick fix solutions to data capture and reporting. A half-hearted
exercise like this could result in unintentiona wrong reporting or even delayed
reporting. A miss or awrong guidance could be costly. Wrong numbers will
not only lead to wrong valuations but would also reflect on the poor state of
internal systems — a signa that won’t be much appreciated by the capital
markets.

An interesting comparison would be to evaluate IFRS preparedness in different
industries. Normally firmslook at their peers rather than at whole market when
deciding their strategies and practices. Thisisdueto higher comparison within
peer industry as compared to with whole of capital markets. In the survey
conducted by PwC, companies in the financid services, technology and
entertainment were ahead of organizations in the consumer and industria
products and services. Financial and technology organizations were leading
consumer and industrial companies at amost al the stages of IFRS
implementation with varying differences.

One probable reason for such cross-industry differences would be the level of
globalization in sectors. Companies in more globa sectors have to live up to
internationa standards due to the fact that many of their customers are
international companies. IFRS would help them win more international
credibility.

Another interesting but obvious observation was the attention paid by different
sectors on different IFRS. PwC reported that technology companies were
ahead in terms of readiness in the areas of employee benefits, foreign entities
whereas financia services companies have paid more attention to IAS 32 and
IAS 39 which deal with financial instruments.

Costsof IFRS transition

- Retrospective application. Organizations would have to restate financia
statements in line with IFRS requirements. This would entail additional
resources and costs to make necessary restatements. The companies would
have to prepare an opening baance sheet at the date of transition to IFRS. For
companies with one year of comparatives, the transition date would be 1
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January 2004 and for companies with two years of comparatives, the transition
date would be 1 January 2003. First IFRS statement may also need information
that was not collected under previous national GAAP. First time adopters can
choose from some of the 10 optional exemptions available. This may reduce
some transition costs.

- Time spent in understanding and assessing the impact of IFRS on financia
performance. As the move to IFRS is much more than plain reformatting of
numbers, organizations would need to spend time on assessing the impact of
IFRS on their financial performance. New regulations on financia instruments,
fair value may significantly change income and balance sheets. Management as
well as senior managers across divisions would spend considerable time in
understanding the implications of new regulations. Such a process rarely
concludes in one meeting due to its contentious nature.

- Communicating changesto stakeholders. Listed companieshavetoinform
changes in accounting and their implications to their external stakeholders,
notably investors. The first statement with IFRS will probably include alonger
description of impact of changes. Any significant negative impact may lead to
lower valuation and so management would spend time on developing and
executing agood communication strategy to minimize negative impact.
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Training of employees. Employees, mainly in the financial departments
would need training to become conversant with IFRS.

- Regular costs. Annual impairment costs. Costsincurred in collecting more
dataand analyzing it.

It may be noted from the above points that most of the costs are either
applicable in the first year only or are more significant in the first year as
compared to subsequent years. As companies adopt IFRS, regular costs of
applying IFRS may not be significantly different from the costs incurred under
nationa GAAP.

Reasons for apprehension towards | FRS are asfollows:

- IFRS will increase the complexity of annual financial reports. Thisisan
area of concern for the preparers of financial statements as it means more work.
It may also result in potentially litigable financial statements.

- There is confusion about applicable standards due to the constant
revision of IFRS. EU is aso constantly reviewing and revising IFRS. UK
companies have to keep a constant watch on revisions being issued by IASB
and European Commission. In the first adoption of IFRS, standards as on
March 2004 would form a stable platform for first implementation. Companies
can aso adopt further revisions of reporting standards. So though two
companies might both be IFRS compliant on a date, they might be reporting on
different versions.

- Less use of summary reports. UK GAAP gives exemption to companies
based on their size. Smaller companies utilize such exemptions to prepare just
summary reports using fewer resources, but at the same time they contain most
of the relevant information required by the readers of such reports.

- US dominance. It is perceived that IFRS are underpinned by US interests.
As an example of this, the European Commission has made some changes in
IAS 39 before recommending it to its member states. European banks and
ministers had raised serious issues on the impact of IAS 39 on their balance
sheet. The US bias in accounting standards also comes from the view that
International Accounting Standards Committee is dominated by US.

The perception that UK’s accounting standards are better than IFRS.
UK’s accounting standards describe formats for income statement and balance
sheet. IFRS has no such formats and companies would be allowed to choose
style that suits them. First of all investors and analysts would have to deal with
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multiple formats which may make comparison difficult. Second, companies
may vary their formats to suit their purpose.

- Internal management reporting. The adoption of International Accounting
Standards is more than a simple technical exercise of rearranging formats and
presentation of financial statements. Theinterna management reporting isnow
going to be more significant.

- First time implementation costs. IFRS will aso result in significant
implementation costs, especially for smaller companies.

- Variation in IFRS, as applied in different nations, may falsely lead investors
and analysts to believe that companies are following IFRS in the origina and
true form whereas they may not be doing so. Asthe enforcement of accounting
standards would still be with national bodies, the local auditors will look only
in terms of local IFRS and may not note the differences with the origina IFRS
asissued by IASB. Also investors and analysts may not be able to take note of
local changes.

Other Concerns

The focus of International Accounting Standards is on better performance
measurement and communication of the same to interna and externd
stakeholders. Adoption of better and more transparent policiesin reporting by a
company would most probably seep down through to other companies in the
sector as they would not like their peers to have an undue competitive
advantage. Investors prefer more open companies and reward them by
increasing their price multiples, which will tempt other companies to soon join
the bandwagon of new reporting standards and formats.

It will be too early to say that new reporting standards will fundamentally
change the businesses in the short run but it will definitely change the way
success is measured by external stakeholders and information sharing between
internal and external stakeholders. It will also have an impact on some of the
related aspects — how the company’s financid function is organized and how
people are rewarded.

Shortage of skilled manpower

Companies would also face shortage of skilled human resources not only at the
stage of transition, but aso during normal implementation of IFRS on a
constant basis. Enough qualified skilled staff to deal with IFRS, were in short
supply. PwC survey reported the acute shortage of skilled resources. This
may be due to the fact that most companies are focusing on IFRS only in the
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last minute rather than implementing the change over time. PwC reported that
shortage of IFRS skilled resources is a market-wide phenomenon (PwC,
2004b).

Transitiona phase is aways fraught with difficulties and confusion. A number
of countries have adopted IFRS. But there is still no single or commonly
accepted way of employing IFRS. As of date, there is no single Internationa
GAAP. A consensua International GAAP will only emerge after a few years
of implementation by companies across different countries. The journey is
definitely not short and easy. Companies and auditors interpretation of new
financial reporting standards may differ across the cross-section and also may
be within the same industry.

Based on the variations in the current national standards and the new standards,
one would think that it would be naive to assume that the profession will we see
a single accepted International GAAP in the short term. It would be an idea
scenario to have a single International GAAP a some time, but the more
important issue is whether a single accepted Internationa GAAP is needed
immediately. As long as the individua countries commit to implementing
IFRSin true sense and alow their companies some time to navigate through the
change process, it should be acceptable.

Auditors

Auditors represent the link between IFRS and companies compliance with new
accounting standards. Their role is vital in ensuring compliance of IFRS by
companies and becomes more in the initial years when there would be some
confusion on generaly accepted accounting practices. But the things are not so
rosy on that front. In a survey carried out by International Accounting
Standards in 2000, it was found that major audit firms issued unqualified audit
opinions on IAS financial statements that did not comply fully with IAS
(Cairns, 2003). If this was the state of major audit firms, it wouldn’t be wrong
to imagine that the situation would be similar or even worse in smaller audit
firms. It was adso found that auditors sometimes limit their opinion to
compliance with national GAAP even when the financial statements of the
company asserted compliance with 1AS.

I mpact on non-financial personnel

Finance personnel would have to learn new accounting standards being
introduced under IFRS. They will have to develop new formats for interna
reporting. The changes and their impact would aso be felt by operational
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managers. The new formats may impact the profitability of divisions.
Managers may be forced to ook at the ways businessis carried out and explore
new ways to maintain or increase profits.

Also since most of the employee bonuses are linked to profits, the application
of new accounting standards will aso impact performance bonuses. The first
year of transition may result in huge variations in bonuses. Employees of
insurance companies may find that their bonus packages have been severely
impacted by new regulations on financia instruments. Companies may be
forced to come up with new bonus packages, an extra and costly burden as
bonus packages take long time to evolve.

Not only finance personnel would have to learn new changes, the impact may
also be felt by operational managers. The divisional profits would be reported
in under new formats and may impact the profitability of divisions. Since most
of the employee rewards are linked to profits, the application of new accounting
standards will aso impact performance bonuses.

Non-listed firmsand IFRS

Non-listed firms are generally smaller, less diverse in terms of divisions and
number of international locations as compared to listed firms. All these factors
mean that non-listed firms may find the IFRS transition process less complex
and hence can complete it with lesser resources and in lesser time as compared
to listed firms.

Impacton | T

IT has become an integral part of businesses, even for smaler businesses.
Bigger companies have more elaborate IT systems to capture more data. IFRS
reporting will mean that companies have to collect more data than under UK
GAAP. Changing IT systems may aso cause business problems.

CONCLUSIONS

1. The adoption of international financial reporting standards across the
European Union from 1st January 2005 is a defining movement which will
have an immediate impact on more than 7000 listed European companies
which will have to implement new financial reporting standards first.
Common international financia reporting standards could result in true
global capital markets.

2. IFRSor IAS was supposedly devel oped with an eye for alarger audience. It
is difficult to design an accounting system that meets everyone’s demands.
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Whatsoever may be the outcome of these pressures, UK companies now
have to implement it. Unlisted companies have been given timetill 2007 to
implement IFRS. The standards that UK listed companies will follow are
not those issued directly by the International Accounting Standards Board,
but are those that have been endorsed by the European Commission.
3. Both IFRS and UK GAAP share broader level aims. But there are many
differences at the implementation level. IFRS further enhances the concept
of fair value and its regulations place stiff definitions on assets and
liabilities. Pension deficits would now aso need to be on income
statements. Financial instruments would also undergo finer scrutiny. This
means that there will be greater volatility in financial statements.
4. Studies and research on listed companies with reference to IFRS have
aready highlighted many areas where UK GAAP is better than IFRS. The
study confirmed the uneasiness and anxiety felt by the unlisted companies.
First of al 1ASB is yet to finalize all accounting standards, and is aready
issuing regular updates. Unlisted companies will find it difficult to cope
with regular stream of changes.
5. Firms feel that the costs that will be incurred in transition to IFRS are
significant with reference to their size. Companieswill spend on training of
their staff to meet IFRS requirements. It is aso believed that not only
financia staff has to be trained but the non-financia staff has aso to be
made aware of the changes. The new regulation on more detailed reporting
on segments and products may result in some business changes.

6. Companieswould also have to make significant changesin their IT systems.

This would not only result in incurring additional costs and resources, but

may al so impact normal business during the time of change.

7. The concern remains that the benefits of IFRS may not justify the costs of
its implementation. The benefits of IFRS are more for listed companies.
Smaller companies, even listed ones, will find it difficult to cope with the
extrawork due to IFRS. They will lose the exemption granted under UK
GAAP and will have to report full financial reports.

8.There is definitely much scope in improving International Financia
Reporting Standards for unlisted companies. IFRS will help in the
globalization of capital markets. However, cheaper cost of capital is not of
much significance for unlisted companies registered in the UK.
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9.

Unlisted companies may pay more than what they will get in turn from
IFRS. Unlisted companies may not have the required trained staff and IT
systems, and they would find it difficult to cope with the changes.

10.Unlisted companies in general have a long way to go before they can

become IFRS compliant. Listed companies were ahead in anayzing
accounting policies and itsimpact on their financial performance. A reason
for lower initiation of IFRS procedures could be that unlisted companies
have time till 2007 to implement IFRS. But they should not delay the
implementation process till the last date. Many listed firms have delayed
the implementation of IFRS till the last minute and are now finding it hard
and more costly to implement the change. Implementation of IFRS will
definitely throw up minor issues that could prolong the implementation
process.

11.Large firms are more advanced in their understanding and desire to

implement IFRS but they were also not yet preparing for mgor changes in
systems. Mostly accounting standards have been framed with an eye for
listed and large companies. But unlisted companies have much lesser
resources to spend on large regulatory requirements and hence should have
different reporting requirements that match the benefits obtained from such
reporting. IFRS in its present form would not be a good alternative for
unlisted companies and, therefore, should be modified before it can be used
by unlisted companiesin 2007.
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