

[image: image1.png]THE INSTITUTE OF

Chartered Accountants

IN IRELAND





The move to International Financial Reporting Standards (IFRS): the Benefits for Ireland and Consequences of Non-Adoption

(February 2004) 
Background

In September 2003 the European Commission adopted the Regulation (EC)1725/2003 endorsing certain International Financial Reporting Standards (formerly known as International Accounting Standards (IAS)), confirming the requirement for their compulsory use from 1 January 2005 under the terms of the general Regulation adopted by the European Parliament and the Council in 2002 (EC 1606/2002)(‘the 2002 Regulation’). International Financial Reporting Standards are written and published by the International Accounting Standards Board (IASB), an independent standard setting body.

The 2002 Regulation requires all listed companies, including banks and insurance companies, to prepare consolidated (group) accounts in accordance with IFRS from 1 January 2005 onwards. The intention to introduce this requirement was first discussed at EU level in 2000. The Regulation also allows Member States a number of options regarding unlisted companies (see below). 

Benefits of EU move to International Financial Reporting Standards

At present there are 14 different sets of accounting standards in the EU (The Republic of Ireland uses the accounting standards issued by the Accounting Standards Board (ASB) in the UK). When the EU expands in May 2004, there will then be 24. Some countries also allow the use of IFRS, so that means a total of 25. A move to a single set of accounting rules would have obvious benefits for investors, analysts, business professionals, accountants and other users as well as the economic benefits of cost reductions and easier understanding of global financial information. This should lead to increased global investment and a fall in cost of capital.

The move to international accounting standards is also happening in a large number of other countries around the world, most prominently Australia, who is also moving to IFRS in 2005. The Chairman of the Financial Accounting Standards Board (FASB) in the US also recently reiterated his commitment to a process of accounting rule convergence with IFRS/IAS. A number of convergence projects with the IASB are currently in place, which are aimed at bringing IFRS and US accounting standards closer together.

The overall aim is to establish IASB standards as the universal, high quality rules for the preparation of corporate financial statements, thereby replacing national generally accepted accounting practice (GAAP) systems. User needs in the global domain are best served by high quality, understandable and comparable financial information.

The Issue for the Republic of Ireland (ROI)

The main requirements of the Regulation apply directly without any need for ROI legislation. However, Article 5 of the 2002 Regulation
 allows Member States the option of extending its requirements to unlisted companies and thereby permitting (or requiring) the use of IFRS in the preparation of their consolidated accounts and/or of individual annual accounts. 

The options include:

· Strict application of the Regulation to only consolidated listed financial statements from 1 January 2005 

· Application to all companies (as defined in the Companies Act(s)) from 1 January 2005.

· Application to listed companies at 2005 and to all other companies at some later date.

· Application of the Regulation to a defined group of companies from 2005.

· Strict application to consolidated listed entities with an option for other companies.

· A combination of a number of the above

The Irish Government can therefore choose whether it wishes to require all unlisted companies to prepare their accounts under international financial reporting standards. The UK Government has decided to allow unlisted companies to choose between existing local accounting rules and international standards. 

In a letter to the Department of Enterprise, Trade and Employment, in December 2002 the Consultative Committee of Accountancy Bodies- Ireland (CCAB-I) outlined its favoured position as follows:

· Extension of Regulation to cover all types of company accounts from 1 January 2005;

· Transitional period of 2 or 3 years during which certain types of company can choose whether to apply IFRS or Irish GAAP, after which a full move to IFRS must be compulsory;

· Transitional period option not to be made available to non-listed banks, insurance companies, Irish Funds Industry, credit unions or other financial institutions;

· Option to postpone application of the Regulation for debt-listed entities should not be availed of.

In response to a parliamentary question tabled in the Dail in December 2003, the Government indicated that is was ‘minded’ to follow the UK decision. However, we are still awaiting a definitive announcement from the Irish Government on the option that they wish to take. This has therefore created considerable uncertainty for the Irish accountancy profession and Irish business in general, especially given the closeness of the scheduled changeover and the fact that 2005 year end accounts must show comparatives for 2004, also prepared under IFRS.

Importance of decision on IFRS to Irish Business 

The amount of work involved in changing over to IFRS cannot be underestimated. Experience in the UK and Ireland (as shown by a number of research surveys) is that listed companies have underestimated the levels of planning, training and adjusting of accounting systems required to implement IFRS by 2005 year ends. The main reasons for this are set out below. 

Issues around Implementation
· Recent surveys in Ireland, the UK and Europe have shown a worrying lack of awareness of the issue (ICAEW 2003, Deloitte & Touche 2003, Accountancy Age 2003, KPMG 2003, PwC 2002)

· There is a need to develop greater expertise in IFRS – company accountants, finance directors and auditors all require more detailed knowledge of IFRS rules and preparation of IFRS financial statements.

· Training for staff and management is required but this is costly and requires proper planning

· IFRSs require a number of new accounting entries and disclosures. Identifying these for your company is both time consuming and costly

· Once accounting issues and changes have been identified, systems changes must be identified and implemented. Again this is time consuming and costly.

· There is also a need for analysts and investors to understand exactly how IFRS will affect the reported results of companies. The learning curve for them will be steep and they will expect a great deal of additional information and explanation from finance directors and chief executives. 

Companies not directly affected by the EU Regulation are reluctant to commit themselves to preparing accounts under IFRS given the above costs and the confusion over legal requirements. 

Impact of Irish Government’s failure to take decision
Cost

Costs increases for Irish listed companies will come from a number of areas. All of these costs will be incurred to some extent due to the nature of the options under the EU Regulation. However, the longer the delay, the greater the uncertainty and therefore the greater the cost to business:

1. Cost of preparing two sets of accounts: As only the consolidated accounts of the listed group must be prepared using IFRS under the EU Regulation, both the parent company’s individual accounts and those of all its subsidiaries must be prepared using current accounting standards for statutory filing purposes. The cost of running two systems of accounting rules in parallel cannot be underestimated. This will probably require the recruitment of additional accounting staff in order to meet reporting deadlines and/ or cover existing staff in their normal duties.

2. Additional Audit costs: As accounts using two sets of rules will need to be audited, it is inevitable that auditors will pass on these costs to their clients.

3. Systems costs at subsidiary level: Due to the uncertainty surrounding conversion of subsidiaries’ individual accounts, companies will possibly have to either defer or incur substantial systems changes at subsidiary level, depending on the complexity of operations. These costs could be once off with no future benefits as the legal situation could change in the near future.

4. Training: Training at subsidiary level would generally be required. Again, future benefits might not be forthcoming if unlisted companies must still use local GAAP for statutory purposes.

5. Risk of error: This risk of error will be quite high in the first time implementation of new standards, but this will be increased by the uncertainty surrounding individual company accounts. Companies may be tempted to take short cuts regarding systems and the parallel running of two sets of accounts will increase risk of error.

6. Cost of error: Listed companies will be expected to manage their conversion in a timely and professional manner by the capital markets and any significant errors or poor practice will be punished by loss of reputation and possibly share price hit. Communication to markets is vital during the conversion process. All indications are that poor compliance with regulation/ poor selection of acc policies/ poor communication with market re profit figures will be treated very unfavourably by the market. Lack of legal clarification and government awareness campaigns can only increase this risk.

It should be reiterated that Irish listed companies should be well into their preparations for conversion at this stage, but the real confusion lies with non listed companies, many of whom are subsidiaries of Irish or EU listed parent companies which have to use IFRS in the preparation of their group accounts. However well advanced preparations are, companies are being frustrated by the lack of a government decision, especially with regard to their subsidiaries financial statements.
It should also be noted that the impact of IAS/IFRS will vary significantly from company to company and from industry to industry. The Financial Services sector is a good example of an industry that will see many significant changes. As that sector has been a significant contributor to Irish economic growth it is important that it receives clarification of its position on IFRS as soon as possible.

Uncertainty – unlisted companies

Until listed companies know for sure whether their subsidiaries are required to submit their annual return in local GAAP or in IFRS they will be working on the basis of two sets of rules being in existence for 2005 year ended at least. This does not facilitate easy year-end planning in what is an extremely important and stressful time of year for accounting and finance executives.

Unlisted companies and groups will have an interest in the new accounting standards as they might wish to attract international capital investment and possibly obtain a share listing at some future point. As IFRS becomes the standard reporting model they will be at a disadvantage if their statutory reporting is not IFRS compliant. The only alternative would be the costly production of separate accounts for other, non-statutory purposes. The IASB are also looking to accommodate the large number of smaller companies for whom the adoption of ‘full-blown’ IFRS would be needlessly complex and costly. It is likely that there will be reduced disclosures for unlisted companies with exemptions from some measurement rules also likely.

Adding to the uncertainty is the fact that all the standards that will be effective for 2005 year ends have not as yet been finalised. The IASB have confirmed that 31 March 2004 will be the cut off for finalising these standards. This is beyond government control.

2004 comparatives

Because all sets of financial statements are required to show comparative figures for the previous accounting period, all listed companies should effectively be using IFRS from 1 January 2004. This means that should the government decide to extend the application of IFRS to unlisted companies for 2005 then they should have been parallel running IFRS and Irish GAAP from 1 January this year. However, because of the uncertainty, very few companies are likely to have put the required staff training and systems changes in place. Effectively, companies would be at least two years behind in their preparation and would have severe difficulties in meeting the 2005 deadline. 

CESR Guidance on the transition to IFRS

The Committee of European Securities Regulators (CESR) released guidance in December 2003 on how listed companies should report the impact of IFRS on their published financial statements. They identified four milestones in the transition process, starting with a description of the company’s ‘plans and degree of achievement in their move to IAS/IFRS’ and narrative disclosure of the impact of major differences identified to date between current GAAP and IFRS. This information should be released when the 2003 financial statements are published. As this will be in Q2 2004 for most Irish listed companies, it is very difficult for them to comply with this guidance given the current uncertainty, especially with regard to unlisted subsidiaries.

Potential for last minute panic

Due to the uncertainties and current lack of awareness, a ‘wait and see’ mentality is prevalent at present. However, once a government decision is made, companies will be spurred into action. The ensuing panic will lead to a situation similar to the Millennium Bug, with the costs of dealing with the issue spiralling out of all proportion.

Distributable profits

It is certain that company profits under IFRS will be different to those calculated under the current GAAP. Therefore the amount of profits available for distribution will differ. Listed companies might have to review their dividend policy in light of this. However, unlisted subsidiaries paying dividends to their parent could still be calculating their distributable profits for statutory purposes based on Irish GAAP. This will undoubtedly lead to some unnecessary confusion.

Taxation

Currently company income taxes are calculated on the basis of accounting rules as adjusted for disallowable items and additional allowances. New rules and guidelines will be required for calculating taxes using IFRS. Devising and communicating these will be time consuming. To date the Revenue Commissioners have not communicated any guidance on how or when this will happen. Companies will fear that they will suffer a tax penalty for switching to IFRS and this only serves to add to the confusion and mistrust. The Revenue in the UK have already committed themselves to accepting accounts prepared under IFRS and have initiated a project to ensure that companies are not disadvantaged by doing so.

Education and training new entrants to accounting profession

The current uncertainty over the application of IFRS has lead to considerable confusion on the part of accounting students and those responsible for their education (colleges, universities and professional bodies). Only a small proportion of accountants are employed by public companies or indeed have them as clients. However, given the time lag from entry to exit of accounting training it is imperative that students are trained in the new standards. This will of course have an effect on Irish business as the supply of accountants fully trained in the new standards could be restricted temporarily. However, the transitional period called for by the CCAB-I would facilitate this process of re-education.
Political Ramifications 

Currently most other EU national governments have made public their preferences under the EU Regulation. In countries such as Germany and Austria a large number of companies are already required to use IFRS. On the global stage a large number of countries are moving in tandem with the EU in adopting IFRS. Ireland’s reputation as a modern, organised and well regulated place to do business will be affected by any perceived delays in implementing IFRS.

· Ireland has an open economy and its businesses wish to have access to capital markets, which should be helped by the move towards global standards.
· Competitiveness.  As an EU Member State, Ireland needs to be able to operate on the same accounting basis as bigger countries.
Summary and Conclusions

As explained above, the move to IFRS will have a wide-ranging impact on Irish business and is not just an accounting issue. The EU Regulation will be applicable from 1 January 2005 but it is clear that neither Irish business nor the Irish government appear to be fully prepared for this. It is important that the Government take a leading role in promoting awareness of the issue, aiding business in their conversion process and easing the statutory accounting burdens on companies. Announcing the government’s decision on the EU Regulation options would be a welcome start so that Irish business and its many stakeholders can begin to focus on the real issues and not be just waiting for something to happen. 

The ICAI reiterates its call for the CCAB-I recommendations to be put in place.
Ends
� See � HYPERLINK "http://europa.eu.int/comm/internal_market/accounting/ias_en.htm#regulation" ��http://europa.eu.int/comm/internal_market/accounting/ias_en.htm#regulation� for the regulation in full
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