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Dear Mr Teixeira
Re: Management Commentary — Discussion Paper

We appreciate the opportunity to comment on Management Commentary — discus-
sion paper prepared for the IASB by staff of its partner standard-setters and others of
October 2005. ASBG welcomes IASB’s decision to publish a discussion paper that
assesses the role the IASB could play in improving the quality of the management
commentary that might accompany the financial statements.

We acknowledge that the IASB has discussed the recommendations of the authors
at public meetings but has not developed tentative views on these issues. The Board
has agreed that if it adds the project to its agenda, it will regard the discussion paper
as the first stage in its due process.

In our view the discussion paper offers a useful basis for international discussion and
comment. Our detailed comments on the paper are set out in the Appendix below.

We would welcome IASB’s taking up the project of Management Commentary on its
active agenda. The European Union decided to introduce periodic management re-
porting of issuers as a kind of European counterpart to the MD & A required by the
SEC filing rules. We strongly support an IASB project proposal in order to avoid in-
consistent developments of the European requirements and practice and that of
other capital markets. This should also be the central issue of IOSCO, having issued
principles on Management’s Discussion and Analysis in February 2003.

Additionally, we would like to point out the following comments:
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e We consider the MC to be an important part of the financial reporting package.

e We support developing a mandatory IASB standard for listed entities, and en-
courage issuing a non-mandatory implementation guidance, including exam-
ples on how to apply the MC standard.

e We broadly support the outcomes of the discussion paper, especially the pro-
posal for a standard in Appendix A.

e We agree with a principle-based approach to management commentary. This
should also allow compliance with additional national requirements without
duplication of information.

If you would like any clarification of these comments, please contact me.

Yours sincerely,

Prof. Dr. Harald Wiedmann

President
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IASB Discussion Paper
Management Commentary

Requirements for MC

The project team concluded that an entity’s financial report should be viewed as a pack-
age comprising the primary financial statements, accompanying notes and MC (section
1). They also concluded that the quality of MC was likely to be enhanced if the IASB is-
sued requirements relating to MC (section 6).

Question 1: Do you agree that MC should be considered as an integral part of fi-
nancial reports? If not, why not?

We consider management commentary as being an integral part of financial reports,
thus we regard the financial report as a package comprising the financial statements
including accompanying notes, and MC. When comparing international provisions
management commentary is mainly an instrument for capital market information.
Therefore preparation and presentation of this information as part of the financial re-
porting should be mandatory for publicly listed companies applying IFRS.

MC type information, as proposed by the research working group, is mainly derived
from or linked to the financial statements and should complement and supplement
the financial statements. In our view, the relationship of the different parts of financial
reporting is adequately shown in figure 1.1 of the discussion paper (page 12).

Because of the close relationship of the financial statements and management com-
mentary as well as the importance of this type of information, we propose extending
the scope of the IASB Framework to other financial reporting instruments thus includ-
ing MC information. Furthermore, MC covers the same users and user needs as the
financial statements. This approach would be consistent with the IASCF Constitution
and the IFRS Preface which cover other financial reporting as well. Since the
Framework project for improvement and convergence is at an early stage, the MC
project offers a good opportunity to discuss principles and qualitative characteristics
of other financial reporting instruments. At the latest, this issue could be part of phase
E of the Framework project, presentation and disclosure, including financial reporting
boundaries.

We do not think that the boundaries of the financial statements should be extended in
order to cover MC type information as part of the notes accompanying the financial
statements. Not all information suggested to be included in a management commen-
tary meets the Framework criteria for financial statements. This refers, for example,
to forward-looking information and strategic information from a management’s per-
spective mentioned in the MC discussion paper (see e.g. paragraph 55). Hence, not
all qualitative characteristics of the financial statements as defined in the Framework
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can be applied to MC type information, e.g. comparability and reliability. We believe
that some qualitative characteristics of the financial statements should be amended
for MC purposes according to the future-oriented and subjective character of MC
type information. Thus, the deliberations stated at question 5 could be a valuable in-
put to including MC in the Framework.

Furthermore, the favoured integration of MC as part of the financial reporting pack-
age raises the question whether management commentary should be audited, and if
so how to define the scope of such an audit. If an audit of the management commen-
tary would be favoured we do not believe that such an audit could have the same
level of assurance as an audit of the financial statements due to the subjective and
prospective elements of MC. Some jurisdictions like the US require the auditor to
read MC to identify material misstatements of fact or inconsistencies with the finan-
cial statements. In Germany and other Member States of the European Union the
auditor's assessment of the results of the audit also extends to whether the Man-
agement Report is consistent with the annual financial statements and on the whole
provide a suitable understanding of the position of the company (or group). In both
cases, the level of assurance is significantly less when compared to the auditor’s
opinion on the financial statements. We suggest that the IASB should consider con-
sequences of the integration of MC in financial reporting regarding audit and assur-
ance of MC information as well. It would be helpful to keep the International Auditing
and Assurance Board (IAASB) involved of the IASB’s work on MC.

Question 2:  Should the development of requirements for MC be a priority for the IASB?
If not, why not? If yes, what form should any requirements take?

We are strongly supportive of the project on management commentary. We regard
MC as a key element of business reporting, and believe that principle based re-
guirements are desirable on an international level. Without an international standard,
entities with multi-jurisdictional MC requirements would be required to prepare multi-
ple filings and meet different requirements regarding MC. The IASB could mitigate
this proliferation by reducing the incentives for regulators to develop or expand their
own MC requirements. On the other hand, it also means that the IASB and national
legislators and regulators of MC like the European Union will need to work together in
order to enhance the acceptance of a mandatory IASB standard.

Assuming that the IASB decides to issue MC requirements, we support developing a
mandatory standard. It seems that voluntary guidance already exists in many forms
around the world, thus issuing a standard is more likely to enhance and harmonise
MC information. That is to say that an entity applying IFRS to prepare its financial
statements would be required to prepare an MC or if it decided to do so voluntarily, it
also would have to follow the IASB standard on MC.

Since management commentary is a document prepared primarily for the capital
markets (e.g. Australia, Canada, United Kingdom, and United States), we propose
limiting the scope of the MC standard to listed entities, in much the same way that
IAS 14, Segment Reporting, is written. IAS 14 is currently under discussion, however,
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the scope of a MC standard could be derived from IAS 14 as well as from ED 8. The
scope could be expressed as follows:

The MC shall be applied by entities whose equity or debt securities are pub-
licly traded and by entities that are in the process of issuing equity or debt se-
curities in public securities markets.

This scope being narrower than other IFRSs leaves all other entities preparing IFRS
financial statements the option to apply the requirements of the MC standard. If an
entity elects to prepare MC and applies the requirements of the standard it would be
entitled and required to assert compliance with it.

Furthermore, it should be discussed whether a condensed MC should be presented
as part of the interim financial reporting. In this case, the information should be lim-
ited to require only that information, which represents a major change to either the
information conveyed in the last annual or interim MC, i.e. important changes in the
key elements of MC, which have or might have a material impact on the performance
and future development of the entity. This approach would be consistent with re-
quirements of the European Transparency Directive.

Question 3:  Should entities be required to include MC in their financial report in order to
assert compliance with IFRSs? Please explain why or why not.

Since we proposed a “full” IFRS with limited scope, entities being within that scope
shall be required to include MC in their financial report in order to assert compliance
with IFRSs. It follows from our answer to question 2 that this would include entities
whose equity or debt securities are listed. Because we regard management com-
mentary as an integral part of the financial report at least for listed entities, a com-
prehensive set of International Financial Reporting Standards should include a man-
datory requirement to prepare a MC.

In the case of entities not being exempted from national MC requirements the princi-
ple based approach to management commentary allows compliance with these na-
tional requirements without duplication of information.

However, it is desirable that the application of an IASB standard for MC exempts a
reporting entity from other national requirements of MC in order to avoid a duplication
of information and additional burden for preparers. In a European context, this means
the adoption of an IASB MC standard by endorsement of the EU according to the IAS
Regulation. At the same time the exemption from European requirements of the so-
called annual or management report would be consequential if the entities prepare
and present their financial reports in accordance with IFRSs. Developing a manda-
tory standard by the IASB facilitates the European adoption of an IASB requirement
by endorsement. As mentioned above, in order to enhance acceptance of a manda-
tory standard the IASB and the European Union will need to work together.
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Purpose of MC

The project team concluded rather than having one dominant objective, MC has three principal
objectives (section 2). The project team also concluded that the primary focus of MC is to meet the
information requirements of investors.

Question 4: Do you agree with the objectives suggested by the project team or, if not, how
should they be changed? Is the focus on investors appropriate?

We agree with the three principal objectives of management commentary. Par. 39
concludes that MC should:

(a) supplement and complement the financial statements;
(b) provide an analysis of the entity through the eyes of the management; and
(c) have an orientation to the future.

We think that the focus on investors is appropriate and we support the approach of
the working group explained in par. 24 et seq. of the discussion paper. The primary
focus of management commentary should be the same as of financial statements,
namely the interests of investors in publicly listed companies. Despite of setting out
seven classes of users, the IASB Framework concludes that the main purpose of ac-
counting regulations for financial statements is the focus on investors’ needs “as in-
vestors are the providers of risk capital” (Framework, paragraph 10). We agree with
the presumption that provisions for financial statements as well as for management
commentary which meet investors’ needs will also meet most of the needs of other
users.

However, we recommend specifying the definition of management commentary in
respect of the focus on investor information needs. The definition of management
commentary information should not extend the primary target audience of sharehold-
ers and investors to other stakeholders in order to make sure that MC is directed to
supplement and complement financial information. Additionally, a focus on investors
underlines the objective of MC to provide useful information for taking economic de-
cisions, and follows from including MC as an element of IFRS financial reports.
Therefore, the scope of MC should not be extended to meeting special needs of a
wider set of stakeholders. An MC cannot and should not replace sustainability, envi-
ronmental, and corporate social responsibility reports.

This does not mean, however, to exclude all non-financial information, meaning all
information not measurable in terms of monetary units, from MC. Non-financial infor-
mation like environmental or sustainability issues should be included in a MC if such
issues have had or could have a significant influence on the financial development or
position of an entity.
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Principles, qualitative characteristics and content of MC

The project team concluded that it is not appropriate to specify the precise information that must be
disclosed within MC, or how it is presented. Rather, they believe that any requirements for MC
should set out the principles and qualitative characteristics, as well as the essential areas of MC,
necessary to make the information useful to investors. It is up to management to determine what
information is required to meet these requirements, and to determine how the information is pre-
sented. The project team has also suggested that it is appropriate consider ways to limit the amount
of information management is allowed to disclose, as a way of ensuring that it is the most impor-
tant information which is presented to investors. (See sections 3 and 4)

Question 5: Do you agree with the principles and qualitative characteristics that the project
team believes are essential in the preparation of MC? If not, what additional principles or
characteristics are required, or which ones suggested by the project team would you change?

Principle based approach

Having principles and qualitative characteristics for management commentary is es-
sential for improving the quality of such financial reporting instruments. We agree
with the principle-based approach of the discussion paper as well as with the princi-
ples and characteristics as set out in the discussion paper.

While in principle agreeing with developing a principle-based standard, we recom-
mend to develop an additional implementation guidance containing examples of how
to apply the principles and qualitative characteristics. Taking into account that man-
agement commentary is mainly a narrative financial reporting instrument, illustrative
examples of applying the principles would help to find a common international basis
for discussion of the MC exposure draft.

Principles and qualitative characteristics of MC

Paragraphs 41-45 provide a useful explanation on what is meant by the supplemen-
tation and complementation of the financial statements.

MC should adopt a “through the eyes of the management” approach. We agree that if
the information is given through the eyes of management, comparability between en-
tities is difficult to achieve. Hence, qualitative characteristics of MC should aim at
achieving comparability over time and the linkage to the financial statements. An-
other important issue is the supportability of the information contained in MC as pro-
posed and explained in paragraph 75.

We concur with the proposal that MC should also have an orientation to the future.
The paper establishes the forward-looking orientation as a principle (paragraph 52-
57). This principle relates to communicating information through the eyes of man-
agement, meaning the direction the entity is taking. For example, a company should
set out future strategies and goals. However, we recommend specifying the meaning
of the principal objective “orientation to the future”. It seems that the proposed stan-
dard in Appendix A provides more detailed requirements than discussed in the main
body of the discussion paper. For example, A18 of the Appendix refers to examples
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like “setting out future strategies, goals and targets”, and A46 includes “targets for
key financial and non-financial measures”, while par. 56 does not mention targets.
We believe the term future orientation is subject to interpretation as to how and to
which extent information are to be presented. These interpretations will depend on
the regulatory and legal environment, therefore this principle and relating content re-
quirements should be clearly defined.

It should also be clarified whether forward-looking information implies, for example,
making forecasts or projections, and whether these data should be quantified or not.
The paper states that the principle does not mean that forecasts or projections
should be provided. It could be argued, though, that profit forecasts could provide
useful information within an expected interval supported by assumptions and cave-
ats. In our view companies should not be obliged to present quantitative forecasts or
give projections but they should present information about those aspects and events
for the year under review that could be relevant for assessing future prospects. For-
ward-looking information should focus on qualitative information.

Question 6:  The DP outlines the essential content areas that MC should cover. Do you
agree with these? If not, what additional areas would you recommend or which ones sug-
gested by the project team would you change?

Principle based approach

We consent to the indication and broad guidelines approach to the content of MC.
With respect to the management approach, the content requirements of MC should
not be too detailed. We also generally agree with the contents formulated in par. 100
of the paper, especially with the content requirements as stated in the proposed
standard (Appendix A). We would prefer the very broad content elements to be man-
datory in the way that every MC has to comment on all the essential areas proposed
in the discussion paper.

As already mentioned in relation to the principles and qualitative characteristics, we
support developing examples of how to apply the content requirements in form of
non-mandatory implementation guidance. This guidance seems to be of great benefit
even in the process of developing a standard in order to interpret the content ele-
ments on a common basis, irrespective of national traditions and legal environments.

Regarding the content elements we would like to comment on the separate elements
as follows:

Objectives and strategies

We agree with the requirements as stated in A33-A37. A discussion of the objectives
and strategies in place provides useful information about the direction the entity is
taking and management’s approach taken to achieve this development.

In this context we would like to mention that the example of page 40 is not very help-
ful. The first half of the example seems to be a typical instance of boilerplate-
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language since the information provided would be suitable for almost all entities, ex-
cept may be non-for-profit organisations. In our view, this content element should
provide information about management’s approach to the future and the key success
factors of the business.

Key resources, risks and relationships

We propose to include more information about the financial and operating risk man-
agement systems of the company. It is noteworthy that reporting about the entity
specific financial and operating risk management system and its processes of identi-
fying the risks as well as risk concentrations are very important information for inves-
tors.

We concur with the comprehensive approach to risk reporting covering all risk cate-
gories, which is consistent with the German Accounting Standard 5, Risk Reporting,
whereas US-GAAP and IFRSs focus on certain risks, mainly financial risks. Never-
theless, we propose to include more specific requirements relating to risk reporting,
e.g. the time-frame, risk categories and the quantification of risks. This could also
include reporting of opportunities of the entity. Furthermore, BC 65 of IFRS 7 states
that the description of operational risks should be discussed within the MC research
project.

Moreover we support the proposal to include information about non-financial re-
sources. In A40 the discussion paper gives examples of intangible non-financial re-
sources including human and intellectual capital. For example, the German Account-
ing Standard No. 15 recommends presenting an intellectual capital statement.

Results and prospects

Regarding the prospects we refer to our comments on the principle “orientation to the
future” (Question 5). It should be taken into account that the requirements of A43-
A48 are more specific than the content elements discussed in the discussion paper
itself.

Performance measures

We would like to point out that the strong linkage between the results and prospects
of a company (par. 100d) and its performance measures and indicators (par. 100e)
could be better incorporated in the content section of the paper. This linkage is also
very important for the comparability of MC information over time. We agree that re-
sults, prospects and performance measures have to be linked over time (par. A 48).

Furthermore, we suggest including a requirement of describing the financial control
systems used within the group, highlighting the measurement criteria employed
within that system. This should include information about the key performance indica-
tors used to manage the group.

In this context, we would like to mention that we strongly disagree with the findings of
the research working group stated in par. 148. We do not believe that it would be
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helpful, not even in the future if key performance measures like return on capital em-
ployed (ROCE) were defined by financial reporting standard setting bodies. These
performance measures are defined on an entity-specific level in order to support the
management of the group. Standardising such measures for reporting purposes
would prevent the use for entity-specific purposes and would be in contrast to the
management approach of MC. We regard the requirements of par. A49-A57 in the
proposed standard as being sufficient for achieving comparability with the financial
statements and comparability of MC over time.

Segmentation of information provided

Regarding the segmentation of MC information we take the view that the paper
should emphasise that information should be provided on a group basis. However, if
the results and prospects or other content elements like risks are different for a cer-
tain segment, MC should include segment-related information, unless already pro-
vided under segment reporting. We concur with the requirement that the segmenta-
tion in MC has to be in accordance with segment information included in the financial
statements in order to achieve consistency with the financial statements (par. A13 of
the proposed standard).

Question 7: Do you think it is appropriate to provide guidance or requirements to limit the
amount of information disclosed within MC, or at least ensure that the most important in-
formation is highlighted? If not, why not? If yes, how would you suggest this is best
achieved?

The amount and the format of information published should be primarily within the
management’s field of responsibility, according to the management approach. The
avoidance of irrelevant information is already part of the qualitative characteristics
“understandable” and “relevant”.

According to A19 of the proposed standard, we concur with the project team that MC
information should be balanced and relevant to investors. Since to investors negative
information is as important as positive information, we propose to emphasise the bal-
ance of information as a principle. This includes that MC should focus on the most
relevant information to investors.

Question 8:  Does your jurisdiction already have requirements for some entities to provide
MC? If yes, are your local requirements consistent with the model the project team has set
out? If they are not consistent, what would the major areas of conflict or difference be?

As mentioned in par. 9 of the discussion paper, Germany has a very long tradition of
mandatory MC requirements, at least for corporations of a certain size irrespective of
a corporation being listed or not. In addition to requirements of the German commer-
cial law, the German Accounting Standard (GAS) 15 Management Reporting, stan-
dardises principles, format, and content of the management report. Special principles
for risk reporting in the context of management reporting can be found in GAS 5
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(general principles), GAS 5-10 (principles for financial institutions and financial ser-
vice institutions), and GAS 5-20 (principles for insurance institutions).

In our opinion, the existing German regulation on management reporting is not in
conflict with the results reached by the IASB project team. Since the German re-
quirements are broadly based on European requirements, we regard the European
legislation as consistent with the proposed IASB model as well. However, since the
German requirements are much more detailed than the principle-based model of MC,
the German practice of management reporting goes beyond what the discussion pa-
per is proposing. This relates especially to:

e reporting about opportunities of the future development of the entity;
¢ risk reporting and information about the risk management system;

e forward-looking information.

Placement principles

The project team concluded that it would be helpful to establish principles to guide the IASB in
determining whether information it requires entities to disclose within financial reports should be
placed in MC, on the face of the primary financial statements or in the notes to the financial state-
ments. The project team has suggested some principles (section 5).

Question 9:  Are the placement principles suggested by the project team helpful and, if
applied, are they likely to lead to more consistent and appropriate placement of information
within financial reports? If not, what is a more appropriate model?

We believe it would be premature to discuss placement criteria at this point. This dis-
cussion should be delayed to phase E of the IASB-FASB Framework project.

Having a mandatory MC standard offers the opportunity of publishing certain informa-
tion in MC rather than in the notes accompanying the financial statements. However,
we would like to point out that cross-references between financial statements and
management commentary should be avoided for reasons of the differing scope of
audit and clarity. Instead, the IASB should decide on where to disclose any informa-
tion required.

Certain disclosures already required by IFRSs as part of the notes accompanying the
financial statements should be shifted to the MC due to their subjective and forward-
looking nature. For example, reporting on risks arising from financial instrument
should be part of the MC content element “risk, resources, and relationships”. As
mentioned in BC 43 of IFRS 7, Financial Instruments: Disclosures, these disclosures
are future-oriented and subjective due to the management approach. However, the
transfer of mandatory IFRS disclosures from the notes towards MC does only make
sense if the details required are significantly reduced, because of the principles
stated in par. 39 of the discussion paper.
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\ Further comments on the discussion paper

We generally support the flexible approach of the content requirements. In order to
allow the necessary degree of flexibility and to be consistent with the management
approach, the structure of the content shown in the discussion paper should not be
mandatory. However, we recommend including a requirement in the draft standard to
structure MC by headings and to start with an index of the entity-specific content.
This helps users to find specific information they are looking for and enhances com-
parability between different entities over time.

Furthermore, we disagree with the concept presented in paragraph 229 of the Dis-
cussion Paper. Therefore we recommend the Board not to integrate the specific dis-
closure requirements of MC content into different IFRSs. With the MC standard being
principles-based, it is possible to define the content of MC in this standard exclu-
sively, accompanied by an implementation guidance. We prefer not to scatter infor-
mation on MC throughout different standards. In our opinion, this is a prerequisite for
enhancing the quality of MC.
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