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DATE: February 22, 2011

MEMO TO: Members of the [IPSASB

FROM: Joy Keenan

SUBJECT: Narrative Reporting — Discuss Issues

OBJECTIVE OF THIS SESSION
To discuss a draft Issues Paper on Narrative Reporting
AGENDA MATERIAL
7.0 Covering Memo
Appendix 1 — Approved Project Brief (for information)

Appendix 2 — Excerpt from Minutes on Narrative Reporting session from March 2008
IPSASB meeting

7.1 Issues Paper — Narrative Reporting

7.2 Summary of Requirements in Standards and Guidance
7.3 Research Details by Jurisdiction

ACTION REQUIRED

The IPSASB is asked to provide staff with comments and suggestions for further development of
the Issues Paper — Narrative Reporting.

BACKGROUND

1. The Project Brief for narrative reporting was approved in March 2008. Due to the
IPSASB’s decision to complete its convergence initiative throughout 2008-2009, work on
this project was deferred. A copy of the approved Project Brief is appended to this paper.
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2. The topic of narrative reporting has been addressed in a number of jurisdictions
internationally within English and non-English speaking jurisdictions. There are a variety
of terms applied to it, including Management Discussion and Analysis (MD&A),
Management Commentary (MC), Financial Statement Discussion and Analysis
(FSD&A), Operating and Financial Review (OFR), Rapport de gestion, and Business
Report.

3. While the terms used for this type of reporting vary widely, all center on providing
narrative explanation by management to enhance the usefulness of financial information.
The detail of what is required, however, also varies by jurisdiction to some degree.

4. Material on narrative reporting varies from accounting standards to recommended
practices to requirements by regulators, legislatures and government agencies that specify
form and content of public sector financial information to be included. In undertaking this
project, the work of national standard setters both in the public and private sectors,
regulatory guidance, and current practice will be considered.

5. The research undertaken to date is included in agenda papers 7.2 and 7.3. The
information reflects material provided by Members and TAs to staff. Members are
encouraged to provide staff with additional relevant sources of information to consider as
the project progresses.

SCOPE

6. The Project Brief notes that: “This project will evaluate how a narrative explanation
(termed Narrative Reporting for this project) by management should be used to enhance
the usefulness of financial information provided by general purpose financial statements
(GPFES).”

7. Because narrative reporting on financial statements is linked to the financial statements,
this project is closely linked to Phase 1 of the IPSASB’s Conceptual Framework project
(currently subject to public exposure), which sets out the objectives, users and qualitative
characteristics of general purpose financial reports (GPFRs), which include the financial
statements. This project will assume the same direction as the project on service
performance reporting to be consistent with the users, user needs, and qualitative
characteristics identified in the Conceptual Framework ED 1.

8. It may also need to consider the work currently under way in Phase 4 of the Conceptual
Framework, dealing with presentation. This project deals with presentation of all GPFRs,
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and may have an impact on how narrative reports on financial information are presented
within a GPFR.

9. At this stage the point of this paper is not to reach any conclusions but to have a
preliminary discussion of some of the issues inherent in the project and provide feedback
to staff to further develop the Issues Paper.

10. A task-based group (TBG) has been established to develop this project. The TBG
members are:

Hong Lou

Bharti Prasad
Ron Salole
Frans van Schaik

11. The TBG met briefly in Jakarta to discuss the project. One of the issues they identified,

on which the IPSASB’s views are sought, pertains to the relationship of this project with
the project on service performance reporting. This issue is discussed in agenda paper 7.1.

MJK February 2011
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INTERNATIONAL PUBLIC SECTOR
ACCOUNTING STANDARDS BOARD

PROJECT BRIEF AND OUTLINE

1. Subject — Narrative Reporting (NR)

This project will evaluate how a narrative explanation (termed Narrative Reporting
for this project) by management should be used to enhance the usefulness of financial
information provided by general purpose financial statements (GPFES).

2. Project Rationale and Objectives

In the private sector and in many governmental jurisdictions, it is reasonably widely
accepted that NR enhances the usefulness of financial information. The focus of the
project will be to identify and standardize the unique aspects of NR and how they
“add value” in a public sector financial reporting context.

NR provides stakeholders with a narrative description of various matters, such as the
major factors underlying the performance of the entity during the reporting period or
the known factors which are likely to influence its performance in the future. This
description can assist in placing aspects of the financial statements in context. NR can
also enhance the value of financial information for decision making and to make
assessments of the entity’s discharge of accountability.

As the appropriate scope of NR for the public sector is considered, the project will
examine the current International Accounting Standards Boards (IASB) active project
on Management Commentary (MC), as well as existing national standards and
guidance on NR (or its equivalent) in the public and private sectors, where standards,
guidance, and regulatory requirements for NR have a long history. In addition, NR
approaches of other public sector bodies interested in making comparative fiscal
information, such as Eurostat, IMF, World Bank and the United Nations will be
considered.

a) Issues ldentification

The main issues to be considered in the NR project are:
e What are the objectives of NR?
e What are the main attributes of high quality narrative explanations?
e Are there essential content elements to include in NR?

e What type of guidance is appropriate?

DRG February 2008
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b) Objectives to be achieved
The objective of the project is to provide guidance for NR.

The initial objective is to produce a Consultation Paper - “Narrative Reporting:
Exploring the Issues for Standardization and Use in Public Sector General Purpose
Financial Reporting.” The Consultation Paper will highlight and analyze existing
approaches by the IASB and in jurisdictions where NR is a feature of governmental
financial management.

Preliminary research conducted that indicates NR is used by various groups to
enhance GPFR in current practice. Unlike traditional financial statements, NR often
includes non-financial information coupled with financial information to explain the
current status and potential future financial status while introducing the idea of
prospective or future looking financial data. The project will consider whether the
standardization of this process will improve financial reporting within the public
sector.

i Target Audience

The definition of the users and objectives of NR should correspond closely with the
Conceptual Framework work as it develops.

In considering how NR will be developed for the public sector, a consideration of
those who currently define the form and content of public sector narrative
explanations will be undertaken. In establishing guidance we must be cognizant of
regulators and/or the equivalent government agencies that currently set the form and
content (i.e. US Office of Management & Budget, European Commission, FReM) of
certain types of reporting.

ii. Project Deliverables

The next step in this project would be to develop a draft Consultation Paper to be
presented at the June Moscow IPSASB meeting. Once approved, this Consultation
Paper would be issued for comment and eventually lead to guidance or standards as
necessary.

iii. Content of IPSAS

This is not a project directly related to the general purpose financial statements.
Therefore, it is not feasible or appropriate to provide definitive final outputs at the
initiation stage. Dependent upon decisions following analysis of submissions on a
Consultation Paper, an Exposure Draft of a Standard and/or detailed Guidance will be
developed.

DRG February 2008
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c) Link to IFAC/IPSASB Strategic Plans
i Link to IPSASB Strategy

In the IPSASB Strategy and Operating Plan MD&A (NR) is listed as a potential
project that is public sector specific and is identified as important. At the March 2007
meeting in Accra, the IPSASB approved the initiation of this project in 2008. The NR
project was linked to the #2 IPSASB Strategic Theme of Public Sector specific
project. High quality NR will enhance the quality and transparency of public sector
financial reporting by providing better information for public sector financial
management and decision making.

ii. Link to IFAC Strategic Plan

The alignment of the IPSASB Strategic theme concerning NR results in a direct
impact on the IFAC Strategic Theme of “Recognition as the International Standard
Setter” as well as a direct impact on the “Enhancement of collaborative efforts.”

3. Outline of the Project
a) Project Scope

The scope of the project is to determine how a narrative explanation by management
in the public sector should be used to enhance the usefulness of financial information
within general purpose financial statements (GPFS) and how it should be included
within general purpose financial reporting (GPFR).

The NR guidance would apply to all public sector entities other than Government
Business Enterprises.

Note that there are linkages with the Conceptual Framework, Long-Term Fiscal
Sustainability and Performance Reporting projects.

b) Major Problems and Key Issues that Should be Addressed
Key Issue #1 - What are the objectives of NR?

The first issue will be to consider the objectives of narrative reporting since this
will ultimately lead to developing the guidance needed to meet those objectives.
The work of the IASB and national standard setters will be considered and
evaluated in this context.

Key Issue #2 - What are the main attributes of high quality narrative
explanations?

In establishing the main attributes that make narrative explanations useful and of
high quality, the needs of the public sector GPFR user will be important. Certain
definitions like “supplement and complement” will be explored. In addition, the
term “through the eyes of management” will be assessed to determine if it is

DRG February 2008
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appropriate in the public sector and, if so what it means. The use of prospective
forward looking information will also be considered.

Key Issue #3 - Are there essential content elements to include in NR?

There are a variety of approaches to the format and elements of NR prescribed by
standard setters and regulators. It will be important to consider the approach that
will yield the highest quality NR that allows comparison to other entities and
periods.

Key Issue #4 — What type of Guidance is appropriate?

There are a number of potential ways that guidance could be developed,
including:

e Recognizing best practices;
e Issuing specific non-mandatory guidance;
e Issuing a standard that applies when certain conditions exist
(IPSAS 24, “Presentation of Budget Information in Financial Statements); and
e Issuing a standard (revised or new) that is mandatory.

While the IPSASB has primarily issued standards, as the first project addressing
reporting outside of GPFS, there may be other appropriate vehicles. In
considering the type of guidance, audit and assurance aspects of NR will also be
addressed.

4. Describe the Implications for any Specific Persons or Groups

a) Relationship to IASB

As noted, the IASB project on MC will be followed closely for points of convergence
where possible.

b) Relationship to other projects in process or planned

There are close linkages with the Conceptual Framework project, Long Term Fiscal
Sustainability, and Performance Reporting.

c) Other

This project has implications for the following:
e Assurance and verifiability (IAASB/INTOSAI); and

e Budget and statistical groups involved with public sector financial statements.

DRG February 2008
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5. Development Process, Project Timetable and Project Output
a) Development process

The development of outputs will be subject to the IPSASB’s formal due process.
The issuance of documents for public comment will be subject to the usual
IPSASB voting rules. As the project progresses, regular assessments will be made
to confirm the proposed path in the project timetable remains the most
appropriate.

The initial output will be a Consultation Paper. Following analysis of submissions
on the Consultation Paper, a decision will be made on whether to develop an
Exposure Draft of Reporting Requirements and/or Guidance. An Exposure Draft
and/or Guidance will also be subject to formal due process, including a
consultation period of at least four months.

b) Project timetable

The project timetable should identify the major project milestones and the
expected timeline for achieving the objectives.

Major Project Milestones Expected Completion
Present Project Brief & Draft March 2008
Issues Paper
Approve Consultation Paper October 2008

Response date March 31, 2009
Analysis & ED October 2009

Response date March 31, 2010
Analysis of ED responses May/June 2010
Present and Approve Final IPSAS October 2010

or Guidance as required

c) Project output
The nature of the output will depend on the results of IPSASB process.
6. Resources Required
a) Task Force
A full Task Force is unlikely to be required; however, members may need to

assist the Technical Staff with a broad understanding of current practices in both
English and non-English speaking countries.

DRG February 2008
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This project has significant interplay with the current IASB project on
Management Commentary and other projects by National Standard Setters in both
the Public and Private Sectors.

The project would benefit from input from government agencies that set form and
content of existing NR reports. Staff will reach out to groups like (FReM —

FRAC, European Commission, US Office of Management and Budget, etc) for
input.

b) Staff
One staff member will be required on this project for the period of the review
(March 2008 — October 2010). It is anticipated that approximately one-third of an
FTE would be needed.

c) Factors that might add to complexity or length

e Nature of Product;

e Interaction with other projects at the IPSASB (Conceptual Framework, Fiscal
Sustainability, etc);

e Developments/Decisions with the IASB Management Commentary project;
e The IPSASB position of prospective forward looking information; and

e Implication to the Audit and Assurance community. Verifiability of NR.

DRG February 2008
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7. Important Sources of Information that Address the Matter
being Proposed

IASB MC Project:

IASB Project Page Management Commentary Click here for MC Project Page

IPSAS Standards & Projects:

IPSAS 01 Presentation of Financial Statements Click here for IPSAS 01

IPSAS 24 Presentation of Budget information in Financial Statements

Click here for IPSAS 24

Fiscal Sustainability (current project)

Click here for FISCAL SUSTAINABILITY project page

IPSAS Conceptual Framework (current project)

Click here for CONCEPTUAL FRAMEWORK project page

IPSAS 18 - Segment Reporting Ctrl + Click here for IPSAS 18

IPSAS 22 - Disclosure of Financial Information General Government Sector

Click here for IPSAS 22

IPSAS Glossary of Defined Terms (as of December 31, 2006)

Click here for GLOSSARY

Public Sector Standard Setters:

Canada PSAB http://www.cica.ca//index.cfm/ci id/225/la id/1.htm

FReM - Financial Reporting Manual with consultation with the Financial
Reporting Advisory Board and is issued by the relevant authorities in England
and Wales, Scotland and Northern Ireland  http://www.financial-
reporting.gov.uk/default. htm

French websites www.comptes-publics.gouv.fr or Conseil National de la
comptabilite

USA GASB http://www.gasb.org/

USA FASAB http.//www.fasab.gov/

DRG February 2008
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Private Sector Standard Setters:

Prepared by Date

(Technical Manager IPSASB)

The following should be completed after board or committee approval and after revising
the project proposal form to reflect any changes by the board or committee.

Approved by Date

(Chair IPSASB)

DRG February 2008
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COMMENTS BY TECHNICAL MANAGERS

The comments of Technical Manager from each technical area are required before this
Project Proposal is considered by the board or committee proposing to undertake the
project.

Technical Manager to the Compliance Advisory Panel

[Insert comments (prompts — views on importance of project, other matters wished to be
communicated)]

Signed Date

Technical Manager to the DNC

[Insert comments (prompts — views on importance of project, other matters wished to be
communicated)]

Signed Date

Technical Manager to the SMPC

[Insert comments (prompts — views on importance of project, other matters wished to be
communicated)]

Signed Date

Technical Manager to the IESBA

[Insert comments (prompts — views on importance of project, other matters wished to be
communicated)]

Signed Date

DRG February 2008
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Technical Manager to the IAASB

[Insert comments (prompts — views on importance of project, other matters wished to be
communicated)]

Signed Date
Technical Manager to the PAIB Committee

[Insert comments (prompts — views on importance of project, other matters wished to be
communicated)]

Signed Date

Technical Manager to the IAESB

[Insert comments (prompts — views on importance of project, other matters wished to be
communicated)]

Signed Date

Technical Manager to the Transnational Auditors Committee

[Insert comments (prompts — views on importance of project, other matters wished to be
communicated)]

Signed Date

DRG February 2008
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Appendix 2 — Excerpt from Minutes on Narrative Reporting session from March
2008 IPSASB meeting

7. NARRATIVE REPORTING

A draft project brief was presented in preparation for the initiation of a project on Narrative
Reporting in 2009. Staff had undertaken an initial analysis of issues to be considered, including
considering the project in the context of “Rules of the Road”.

Members expressed initial agreement with the scope of the coverage proposed by Staff. They agreed
that the project should be initiated only once responses to the Consultation Paper on Conceptual
Framework (CF) have been considered. In addition they discussed using an incremental approach
towards the evolution of this project with the initial step being focused on financial statement
discussion and analysis and further steps going beyond to other aspects of performance reporting.

Staff was also directed to update the Project Brief and draft Issues Paper as follows:
e Emphasis that this will not necessarily be an IPSAS but may be in the form of guidance;

e Revise the project scope to start to draw a boundary/distinction between performance
reporting, budgetary reporting and narrative reporting, recognizing that there will be overlap
and crossover issues that will need to be dealt with;

e Revise the brief to indicate a step-by-step approach to implementation, starting with NR on
financial statements but leading to other steps that will correlate with the CF and more public
sector specific focus (actual performance against budget, accountability in government,
budget modifications, etc);

e Review and revise the public sector justification by further strengthening the accountability
to stakeholders;

e Revise language such as “likelihood,” and consider more appropriate terms such as “risk.”
e Recognize the need to explore forward looking information, in a fact based way;

e Review and enhance the discussion of the whole-of-government versus entity level-of-
government, as well as consideration of a wide variety of other public sector entities, such as
the United Nations;

e Explain the need to define “management” in a public sector context, including avoiding
political connotations;

e Highlight a number of factors such as the relevance of qualitative characteristics, the need to
avoid “boiler plating,” and concerns over the length of NR.

e Recognize that this project will consider the IASB Management Commentary project.
However, the IASB project is not the driving force behind IPSASB’s NR project. NR should
not be viewed as a convergence project because the different user base in the public sector
makes the public sector specific needs quite clear. It is anticipated that there will be fewer
correlations to private sector standards as the project moves beyond the financial statement
phase; and

e Various editorial suggestions to improve the general readability.

A further version of the project brief will be distributed to Members for comment out of session.

MJK February 2011
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NARRATIVE REPORTING - ISSUES PAPER

Introduction
Background

1. At present, there is no internationally generally accepted form or content for narrative
reports and the practice of narrative reporting varies across jurisdictions. For example, in
some jurisdictions, the requirement to provide such reports is in legislation or regulation,
while in others it is strictly voluntary. In some jurisdictions, there is a standard for
narrative reporting issued by a standard-setting body specifically for public sector entities,
while in other jurisdictions, the form and content of such reports may be left to
management’s discretion. See agenda papers 6.2 and 6.3 for the research results.

2. This project was initiated to provide a framework for providing narrative reports. It is
recognized that the form and content of such reports may, and should, vary among entities
and across jurisdictions. Narrative reports are intended to provide insight into an entity’s
specific circumstances, including the legal and economic circumstances of the jurisdiction
in which an entity operates. A flexible approach, such as that adopted in the jurisdictions
that have either issued standards on, or have a legal or regulatory requirement for,
narrative reporting, will permit entities to discuss and analyze the trends, events, and
factors that are most relevant to their particular circumstances.

March 2008 Approved Project Brief

3. The Project Brief identified the scope of the project as follows:

The scope of the project is to determine how a narrative explanation by management in the
public sector should be used to enhance the usefulness of financial information within
general purpose financial statements (GPFSs) and how it should be included within general
purpose financial reports (GPFRs).

The guidance developed would apply to all public sector entities other than Government
Business Enterprises.

4. The Project Brief identified the main issues to be considered in the narrative reporting
project as follows:

*  What are the objectives of narrative reporting?

*  What are the main attributes of high quality narrative explanations?
*  Are there essential content elements to include in narrative reporting?

Prepared by: MJK February 2011
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e

6.

7.

*  What type of guidance is appropriate?
This paper will explore these issues as well as others identified by the TBG.
This project has linkages with the following active IPSASB projects:

*  The Conceptual Framework (especially Phase 1 and Phase 4);

* Reporting on the Long-Term Sustainability of Public Finances (“long-term fiscal
sustainability”); and

*  Service Performance Reporting.

These other IPSASB projects will be considered as this project is developed. As discussed
below, the objectives and users of general purpose financial reports (GPFRs) set out in the
Conceptual Framework Phase 1 exposure draft are considered to be an appropriate basis
for narrative reporting. In addition, the Phase 4 project on presentation may also contain
guidance relevant to narrative reporting.

For example, as discussed below, some jurisdictions consider both long-term fiscal
sustainability reporting and service performance reporting to be included in narrative
reporting. In addition, the IPSASB may determine that those two projects, as well as
narrative reporting, should have the same level of authoritative status.

In addition, the TASB issued the IFRS Practice Statement, Management Commentary. A
Framework for Presentation in December 2010, which will also be considered to the
extent that the Practice Statement is relevant to the public sector. Note that the approved
Project Brief indicated this is not a convergence project.

Questions for the IPSASB:

e Do you agree that the project should provide a definition of “narrative reporting”?

e Are there any other issues this project should address in addition to those identified in
the approved Project Brief?

Definition of Narrative Reporting

9.

The March 2008 Project Brief did not discuss a definition of narrative reporting. The
IPSASB had decided to use the term instead of one involving the term “management”.
Many of the existing standards refer to management's involvement.

10. The TBG is of the view that a definition is required to clearly distinguish the scope of this

project from others that might be considered to fall under the umbrella of “narrative

Prepared by: MJK February 2011
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11.

12.

13.

reporting” in some jurisdictions. Accordingly, this paper contains a discussion of elements
of such a definition.

However, additional research on legislation and regulation governing such reports in the
public sector and the development of other guidance and proposed pronouncements since
the time the Project Brief was prepared have tended to use the term “narrative reporting”
in a broader sense. For example, certain jurisdictions include service performance
reporting and comparisons with budget within the scope or understanding of narrative
reporting (e.g., FASAB, South African Treasury and Municipal Finance Act, New
Zealand Public Finance Act 1989 and Local Government Act 2002 Schedule 10 Part 3).
These are the subject of existing [PSASs or projects under way. There may also be
requirements to report on compliance (e.g., New Zealand Local Government Act 2002
Schedule 10 Part 3).

In addition, the December 2010 Exposure Draft, Conceptual Framework for General
Purpose Financial Reporting by Public Sector Entities: Role, Authority and Scope;
Objectives and Users, Qualitative Characteristics;, and Reporting Entity (Conceptual
Framework ED 1), notes under the caption of “Narrative Reports”:

2.25 In some cases, quantitative measures of the outputs and outcomes of the entity’s
service delivery activities during the period and anticipated activities in future periods
will provide relevant information about the achievement of these service delivery
objectives—for example, information about the cost, volume, and frequency of
service delivery, and the relationship of services provided to the resource base of the
entity. In other cases, the achievement of service delivery objectives may need to be
communicated by an explanation of the quality of particular services provided or the
outcome of certain programs.

This reference to the communication of an explanation of service delivery quality could
imply that such an explanation would be part of the narrative report. However, the
approved project brief excludes service performance reporting from the scope of this
project.

The Israel Government Accounting Standards Board has issued draft guidance, Narrative
Information Attached to the Financial Statements of a Public Sector Entity, which “...
defines the preparation and presentation requirements of narrative information attached to
financial statements of a public sector entity (here and after - "a management report"),
which shall be attached to the annual financial statements of a public sector entity (here
and after — "the entity") and be prepared by the entity's management.” It clearly links the
term “narrative information” to the GPFS.

Prepared by: MJK February 2011
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14.

15.

16.

17.

On the other hand, the December 2010 IFRS Practice Statement defines management
commentary as follows:

IN3. Management commentary is a narrative report that provides a context within which to
interpret the financial position, financial performance and cash flows of an entity. It
also provides management with an opportunity to explain its objectives and its
strategies for achieving those objectives. Users routinely use the type of information
provided in management commentary to help them evaluate an entity’s prospects and
its general risks, as well as the success of management’s strategies for achieving its
stated objectives. ...

This definition implies there are other types of narrative reports than those specifically
related to the financial statements, and clearly distinguishes such reports from other types
of narrative reports.

The TBG is seeking the IPSASB’s confirmation that narrative reporting should not
include or subsume service performance reporting, or other types of reports that may form
part of the GPFR, but that it should deal strictly with the narrative analysis of the
information contained in the GPFSs. This was the intended scope of the project as
described in the March 2008 approved Project Brief.

The TBG is of the view that retaining the term used in the Project Brief will cause
confusion, and that a more descriptive and specific term should be used. The covering
memo accompanying the Project Brief indicated that “At this stage, staff proposes to use
the term Narrative Reporting for operational purposes, with a view to determining the
most appropriate title once the project has progressed.” The TBG seeks the IPSASB’s
views on whether to use a different term to describe this specific type of financial
reporting, and if so, what the term should be.

In doing so, it is necessary to consider whether to change the name from ‘“narrative
reporting” to avoid any potential confusion or overlap with the service performance
reporting project. For example, the US public sector standards issued by the GASB and
FASB term “management discussion and analysis”, and the private sector term
“management commentary” are well understood. Canada’s public sector standard terms
this type of reporting “financial statement discussion and analysis”. As noted above,
Israel’s draft guidance uses the term “narrative information attached to financial
statements” which is appealing because it clearly links to the financial statements without
limiting the term “narrative reporting” which is used more broadly in some jurisdictions
and pronouncements. The TBG suggests the term “narrative reporting on financial
statements” to help reduce potential confusion on the scope of this project relative to the
IPSASB project on service performance reporting. The remainder of this paper adopts that
approach.

Prepared by: MJK February 2011
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18. Based on existing elements of definitions of narrative reporting on financial statements, a
possible definition (subject to change, as noted above) follows:

A narrative report on financial statements is a report by management included in the
GPFR of the entity that complements and supplements the GPFS of the entity. It includes
qualitative as well as quantitative analysis and discussion that provides a context within
which users can interpret the entity’s financial position, results of operations and cash flows
for the period.

19. However, if the IPSASB prefers a term referring to “management” in the definition, as is
done in certain existing pronouncements, it is proposed that the starting point would be
“key management personnel” IPSAS 20, Related Party Disclosures. Key management
personnel would generally be those responsible for preparing a narrative report on
financial statements.

Key Management Personnel

6.

Prepared by: MJK

Key management personnel include all directors or members of the governing body of
the reporting entity, where that body has the authority and responsibility for planning,
directing, and controlling the activities of the entity. At the whole-of-government
level, the governing body may consist of elected or appointed representatives (for
example, a president or governor, ministers, councilors and aldermen or their
nominees).

Where an entity is subject to the oversight of an elected or appointed representative of
the governing body of the government to which the entity belongs, that person is
included in key management personnel, if the oversight function includes the authority
and responsibility for planning, directing, and controlling the activities of the entity. In
many jurisdictions, key advisors of that person may not possess sufficient authority,
legal or otherwise, to satisfy the definition of key management personnel. In other
jurisdictions, key advisors of that person may be deemed to be key management
personnel because they have a special working relationship with an individual who
has control over an entity. They therefore have access to privileged information, and
may also be able to exercise control or significant influence over an entity. Judgment
is required in assessing whether an individual is a key advisor, and whether that
advisor satisfies the definition of key management personnel, or is a related party.

The governing body, together with the chief executive and senior management group,
has the authority and responsibility to plan and control the activities of the entity, to
manage the resources of the entity and for the overall achievement of entity
objectives. Therefore, key management personnel will include the chief executive and
senior management group of the reporting entity. In some jurisdictions, civil servants
will not have sufficient authority and responsibility to qualify as key management
personnel (as defined by this Standard) of the whole-of-government reporting entity.
In these cases, key management personnel will consist only of those elected members
of the governing body who have the greatest responsibility for the government; often
these persons are referred to as Cabinet Ministers.
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9. The senior management group of an economic entity may comprise individuals from
both the controlling entity and other entities that collectively make up the economic
entity.

20. The definition will be supplemented by identifying qualitative characteristics of such
reports that will best meet users’ needs (discussed later in this paper).

Questions for the IPSASB:

e Do you agree that the scope of the project should be limited to information reported in
the GPFS?

e  Should the term used for such reports be changed to something more reflective of the
specific type of information presented (e.g., “narrative report on financial statements”
as indicated above)?

e Are there any other elements that need to be included in the definition?

Objectives and Users of Narrative Reports on Financial Statements

21. This project will assume the same direction as the project on service performance
reporting to be consistent with the users, user needs, and qualitative characteristics
identified in the Conceptual Framework ED 1.

Objectives of GPFRs

22. The objectives of narrative reporting on financial statements derive from those of GPFRs.
Conceptual Framework ED 1 states:

2.1 The objectives of financial reporting by public sector entities are to provide
information about the entity that is useful to users of GPFRs for accountability
purposes and for decision-making purposes (hereafter referred to as “useful for
accountability and decision-making purposes”).

2.2 Financial reporting is not an end in itself. Its purpose is to provide information useful
to users of GPFRs. The objectives of financial reporting are therefore determined by
reference to the users of GPFRs, and their information needs.

23. Accountability and decision making are the primary objectives of GPFRs of public sector
entities. Information provided in GPFRs for accountability purposes will contribute to, and
inform, decision making.

24. Accountability and decision making are likewise the overarching objectives of narrative
reporting on financial statements. Accountability is the relationship between those who

Prepared by: MJK February 2011
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25

26.

27.

28.

29.

control or manage an entity and those who possess formal power over them. Financial
reporting is intended to provide information that helps a public sector entity fulfill its duty
to be publicly accountable. However, public sector entities’ financial statements alone do
not provide all of the information users of those statements need to make informed
decisions. Additional quantitative and qualitative information may be required to provide
a better context for understanding, interpreting, and assessing public sector GPFS.

Objectives of Narrative Reporting on Financial Statements

. Transactions entered into by public sector entities are increasingly complex and the

GPFSs that report on such transactions are consequently increasingly complex and
detailed. Narrative reporting on financial statements assists users in understanding and
interpreting GPFS by providing more user-friendly descriptions of the entity’s financial
operations than the financial statements alone, and in ways that users can readily
understand. It may also demonstrate linkages and dependencies among financial statement
items that users may not otherwise be able to discern.

Narrative reporting on financial statements may encourage better analysis of an entity’s
current operations. For example, identification of the main events, trends, and factors
influencing the current reporting period, provides useful information for decision making
regarding the use of scarce resources. It may also help identify potential impacts on future
reporting periods. Some pronouncements on narrative reporting require a forward-looking
point of view (see Agenda Paper 7.2).

Frameworks for pronouncements (standards or guidance) developed by standard setters
generally adopt an approach of linking the objectives pertaining to narrative reporting on
financial statements to their financial reporting frameworks. Agenda Paper 7.2
summarizes the main objectives contained the various existing standards.

For example, the Israel Government Accounting Standards Board’s proposed guidance
indicates the objective of such information is to ““...provide to the users information about
the entity's objectives and activities, including information about factors that affect the
entity.” This is consistent with Conceptual Framework ED 1.

In jurisdictions for which narrative reporting on financial statements is required by
legislation or regulation, the objectives may not be specifically stated or may be stated in
more general terms. Most legislation or regulation pertaining to narrative reporting on
financial statements sets out requirements only. Agenda Paper 7.2.1 includes the
summaries of legislative and regulatory requirements provided to staff by Members and
TAs to date.

Prepared by: MJK February 2011
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30.

31.

32.

For example, the South African Municipal Finance Act indicates the following purpose of
the annual report (of which the narrative report on financial statements is a part):

(a) To provide a record of the activities of the municipality or municipal entity during
the financial year to which the report relates;

(b) To provide a report on performance against the budget of the municipality or
municipal entity for that year; and

(¢) To promote accountability to the local community for the decisions made throughout
the year by the municipality or municipal entity.

Item (c) relates directly to the IPSASB GPFR objective of accountability.

The New Zealand annual report must provide the information that is necessary to enable
an informed assessment to be made of the department’s performance during the financial
year (including an assessment against the intentions, measures and standards set out at the
start of the financial year in the information on the department’s future operating
intentions in accordance with sections 40 and 41). This objective is consistent with the
IPSASB GPFR objective of decision making.

In addition to the overall objectives of GPFRs, the main specific objectives of narrative
reports on financial statements, identified from existing and proposed pronouncements and
legislative and regulatory requirements (see agenda paper 7.2), include:

(a) Enhance user understanding and usefulness of GPFRs;

(b) Expand and explain financial statement information (e.g., what has happened, why,
and implications);

(c) Provide context for the related financial statements; and

(d) Aid in understanding operations, successes, and challenges in present and future.

Questions for the IPSASB:

e Do you agree with the identified objectives of narrative reporting on financial
statements identified in paragraph 32 above?

e Are there objectives that should be added, deleted, or amended?

Prepared by: MJK February 2011
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Users and their Needs

33. Conceptual Framework ED 1 identifies two groups primary users of GPFRs of public
sector entities:

(a) Service recipients (taxpayers and other members of the community that benefit from
the services provided by the government or other public sector entity, whether as a
result of exchange or non-exchange transactions); and

(b) Resource providers (“involuntary resource providers” such as taxpayers, and
“voluntary resource providers” such as lenders, donors, suppliers, fee-for-service
consumers and employees).

These two groups of users are also the identified users of narrative reports on financial
statements. Narrative reporting on financial statements assists these users by providing
information beyond that contained in the financial statements. It complements and
supplements the financial statements by expanding on and explaining information
contained in the financial statements.

34. As noted in Conceptual Framework ED 1, for accountability and decision-making
purposes, service recipients and their representatives require information as input to
assessments of such matters as whether the range, volume and cost of services provided
during the reporting period, and the amounts and sources of their cost recoveries, are
appropriate and whether current levels of taxes or other charges are sufficient to maintain
the volume and quality of services currently provided. They will also require information
about the entity’s anticipated future objectives, and the amounts and sources of cost
recoveries necessary to support those activities.

35. Resource providers require information as input to assessments of such matters as whether
the entity is achieving the objectives established as the justification for the resources
raised during the reporting period; funded current operations from funds raised in the
current period from taxpayers or from borrowings or other sources; and is likely to need
additional (or less) resources in the future, and the likely sources of those resources.
Lenders and creditors require information as input to assessments of the liquidity of the
entity and to confirm that the amount and timing of repayment will be as agreed.

36. Conceptual Framework ED 1 specifically discusses the usefulness of narrative reports in

providing the information required by service recipients and their representatives and
resource providers and their representatives:

Prepared by: MJK February 2011
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37.

38.

39.

40.

41.

42.

2.24 Narrative reports can provide additional information about the major factors
underlying the financial and service delivery performance of the entity during the
reporting period. They can also outline the assumptions that underpin expectations
about, and factors that are likely to influence, the entity’s future performance. This
will assist users to better understand and place in context the financial and non-
financial information included in GPFRs, and enhance the role of GPFRs in providing
information useful for accountability and decision-making purposes.

Narrative reporting on financial statements may include quantitative analysis of significant
variances between the prior year and current year, including assets, liabilities, revenues,
and expenses. This allows users to assess the results of past events, and identify future
prospects. It also assists in understanding and assessing trends in the entity’s financial
position and changes in financial position.

In some cases, a significant change may have occurred during the reporting period, but the
financial statements and quantitative analyses my not illustrate a significant variance
because of offsetting factors. Narrative explanations may identify and explain significant
variances between the current year and prior year such as variances due to changes in how
a service is delivered, changes in programs and services provided, and changes due to the
level of revenues raised or costs incurred. Some of these may be within the control of the
entity (e.g., taxation rates, new or discontinued programs or services, restructuring
operations, or changing the method of service delivery), while others may be due to
external factors (e.g., a decreased tax base, wage contracts, and unexpected events such as
a natural disaster). Such explanations may assist users in assessing future services and
commitments of the entity.

An analysis of financial assets provides information regarding the amount of resources
available to be converted to cash if necessary. In addition, specific ratios and analysis of
cash flows may be useful to highlight liquidity.

Analyses of revenues by major source may indicate trends and dependencies on specific
revenue sources (e.g., government business enterprises (GBEs), transfers, or royalties).

Analyses of expenses may demonstrate the entity’s allocation and use of resources,
provide insight into the cost of programs and services, and assist in evaluating the cost of
borrowing to finance spending.

Discussion of significant commitments, contingencies, and subsequent events assists users
in assessing future revenue requirements of the entity.

Questions for the IPSASB:

Prepared by: MJK February 2011
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e Do you agree that the user needs identified above related to narrative reports on
financial statements are also appropriate for narrative reporting?

Qualitative Characteristics of, and Constraints on, Information included in
Narrative Reports

Qualitative Characteristics of Information Contained in GPFRs

43. Narrative reports on financial statements are part of GPFRs because they are intended to
complement and supplement the GPFSs. Conceptual Framework ED 1 notes that “...the
qualitative characteristics of information included in GPFRs are the attributes that make
that information useful to users and support the achievement of the objectives of financial
reporting.” As noted earlier, the objectives of financial reporting are to provide
information useful for accountability and decision-making purposes.

44. Conceptual Framework ED 1 proposes the qualitative characteristics of information
contained in GPFRs are:
e Relevance;
e Faithful representation;
e Understandability;
o Timeliness;
e Comparability; and
e Verifiability.

45. Conceptual Framework ED 1 proposes the constraints are:
e Materiality;
e (Cost-benefit; and
e Balance between the qualitative characteristics.

46. These qualitative characteristics are discussed below in relation to narrative reporting. In
addition, specific attributes of narrative reports on financial statements identified from the
research, will be considered.

Relevance

47. Conceptual Framework ED 1 proposes that financial and nonfinancial information is
relevant if it is capable of making a difference in achieving the objectives of financial
reporting. For narrative reports on financial information to be relevant they must pertain to
the specific circumstances of the entity and add management’s insights. Management of
an entity has the detailed knowledge of the transactions, events, and conditions reflected in
the entity’s financial report and of the policies that govern the entity’s operations.
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48.

49.

50.

51.

Management also possess informed expectations regarding the future based on that
knowledge. For example, some pronouncements on narrative reporting require a summary
or overview of the entity’s objectives, significant events and conditions that affected the
financial statements (e.g., significant changes, unplanned events), which provides the
starting point for assessing the entity’s financial performance and trends.

Generic disclosures that do not relate to the specific operations, practices and
circumstances of the entity would not be relevant. Likewise, information that simply
repeats financial statement information or note disclosures in the financial statements
without analysis or presenting discussions that do not provide insight into the entity’s past
performance or prospects is unlikely to be relevant to users and may make it more difficult
for them to understand the most significant matters the entity faces. For example, a
discussion of the risks the entity faces would provide relevant information to users about
exposure or vulnerability to concentrations (e.g., significant loans to particular regions or
industries) or dependence on a particular source of revenue as noted above.

Faithful representation
Conceptual Framework ED 1 proposes that faithful representation is attained when the
depiction of the phenomenon is complete, neutral, and free from material error. Narrative
reports on financial information that faithfully represent the information would be:

(a) based on currently-known facts, decisions, or conditions;
(b) consistent with the financial statements; and
(c) balanced in discussing both positive and negative facts and views of management.

Information that excludes certain facts (e.g., negative) is incomplete and thus could be
biased (not neutral). In cases when a narrative report on financial information presents
ratios, tables, or charts, they should not distort the information in the financial statements
by, for example, using a scale that exaggerates a positive or negative trend.

Although some jurisdictions require or permit future-looking information to be presented,
such information must also meet the conditions noted above.

Understandability
Conceptual Framework ED 1 proposes that understandability is the quality of information
that enables users to comprehend its meaning. Narrative reports on financial statements
complement and supplement the financial statements. They are intended to help users of
the financial statements by explaining the complex events and transactions in the financial
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52.

53.

54.

55.

statements in a readable, clear, and simple manner. Reports are not understandable when
they use descriptions that are too technical, or provide excessive detail or are too vague in
describing those events and transactions.

Timeliness

Conceptual Framework ED 1 proposes that timeliness means having information available
for users before it loses its capacity to be useful for accountability and decision-making
purposes. Narrative reports on financial statements discuss and analyze the current
financial statements. In doing so, they may be useful in predicting future results by
explaining significant changes and highlighting trends. They may, for example, include an
analysis of trends in financial performance that provides information that is useful beyond
the date of the narrative report.

Comparability

Conceptual Framework ED 1 proposes that comparability is the quality of information that
enables users to identify similarities in, and differences between, two sets of phenomena.
It is not a quality of an individual item of information, but rather a quality of the
relationship between two or more items of information. In some jurisdictions, comparisons
with prior years’ results are required. Comparability would be enhanced when the same
principles and practices are used for each period for such items as determining ratios and
preparation of tables and charts included in a narrative report on financial statements. In
addition, disclosure of those principles and practices, including underlying assumptions
and formulae, may be useful in interpreting the analyses.

Verifiability

Conceptual Framework ED 1 proposes that verifiability is the quality of information that
helps assure users that information in GPRFs faithfully represents the phenomena that it
purports to represent. In some cases it may not be possible to verify the accuracy of all
qualitative and quantitative explanations of such information until a future period, if at all.
For example, if the entity’s strategy (long-term and risk management) are included in a
narrative report on financial statements, such information would be less verifiable than,
for example, a ratio calculated from information provided in the financial statements.
Verifiability is enhanced when the underlying assumptions and formulae used in the
analyses are disclosed. In addition, the methodologies adopted in compiling it, and the
factors and circumstances that support any opinions expressed or disclosures made, should
be transparent.

Materiality
Conceptual Framework ED 1 proposes that information is material if its omission or
misstatement could influence the discharge of accountability by the entity, or the decisions
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56.

57.

58.

that users make on the basis of the entity’s GPFRs prepared for that reporting period.
Narrative reports on financial statements must be concise to be useful, therefore
management must select the most important matters to discuss. This means that some
items that are material to the financial statements, notes, and other sections of the GPFFR
may not be discussed in the narrative report on financial statements. For example, a line-
by-line analysis of the financial statements is not generally appropriate. Instead, MD&A
should summarize the most important items, explain the relevant causes and effects, and
place them in context. Inclusion of immaterial disclosures could make the more important
information difficult to find.

When dealing with qualitative or future-looking information (e.g., expectations about
financial results in the future), it is not generally possible to specify a uniform quantitative
threshold above which a particular type of information becomes material.

Cost-benefit

Conceptual Framework ED 1 notes that the benefits of financial reporting should justify
the costs it imposes. The benefit to users of a narrative report on financial statements that
presents a clear and understandable analysis of the complex information contained in the
financial statements must be weighed against such costs as collecting and processing the
information used in the analysis, and presenting underlying assumptions and
methodologies that support such analysis.

Balance between the qualitative characteristics

Conceptual Framework ED 1 notes that in some cases, a balancing or trade-off between
qualitative characteristics may be necessary to achieve the objectives of financial
reporting. For example, there is often a trade-off between the timeliness of information
and its reliability. Narrative reports on financial statements should aim to achieve a
balance among the qualitative characteristics to meet the objectives of providing the
information. In some cases, depending on the circumstances of the entity, the relative
importance of a particular qualitative characteristic may be greater than in others.

Questions for the IPSASB:
e Are there additional factors that should be considered in discussing the qualitative
characteristics of narrative reports on financial information to those identified above?

59.

Main Attributes of High-quality Narrative Explanations

In addition to the overall objectives of GPFRs, the specific attributes of narrative reports
on financial statements, identified from existing and proposed pronouncements and
legislative and regulatory requirements (see agenda paper 6.2), include:
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(a) Provide management perspective and insights, which is linked to relevance;

(b) Complement and supplement financial statements, which is linked to
understandability;

(c) Describe positive and negative circumstances (“balance’), which is linked to faithful
representation;

(d) Interpret and assess financial statement information (e.g., whether the entity’s
financial position has improved or deteriorated during the period), which is linked to
relevance and faithful representation; and

(e) Identify main trends, events, and factors (both for current financial reporting period
and likely to affect future performance, position and progress), which is linked to
relevance and timeliness.

Questions for the IPSASB:

e Do you agree with the specific attributes of narrative reports on financial statements
identified above?

e  Are there additional items that should be considered?

e Should these specific attributes be considered as part of the qualitative characteristics?

Essential Content Elements of Narrative Reports on Financial Statements
Overview
60. There are a variety of approaches to the format and essential elements of narrative reports
on financial statements in material issued by standard setters and regulators. It is important
to consider the approach that will yield the highest quality narrative reports on financial
statements that allow comparisons to other entities and periods.

Standards and Guidance issued by Standard Setters

61. Standard setters identified some similar elements of narrative reports on financial
statements:

a. Overview or summary;

b. Nature of the entity’s operations;
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c. Risks and uncertainties;

d. Strategy (long-term and risk management);
e. Changes from prior year; and

f. Analysis of significant trends.

These elements were identified in the discussion of the qualitative characteristics, above,
and are consistent with those underlying characteristics.

62. In addition to containing similar elements to those noted above, the Israel draft guidance
contains the following essential elements for the Management Report (the term used for
narrative information attached to financial statements of a public sector entity), which are
more specific to that country:

A Management Report shall include an overview of the data from the entity's financial statements, in
accordance with its operations, as follows:

(a) The financial position of the entity;
(b) The operating results;

(c) Special events;

(d) Contingent liabilities;

(e) Critical accounting estimates.

In addition, significant detailed guidance is provided for each of these items. These
requirements are similar to those found in legislative or regulatory requirements for
narrative reporting on financial statements in other jurisdictions (see below).

Legislative and Regulatory Requirements

63. Legislative or regulatory requirements tend to reflect the specific needs of the jurisdiction,
and may not, therefore, provide relevant information to users in other jurisdictions.

64. Article 58(1) of the Central Government of the Netherlands Government Accounting Act
2001 requires that:

(a) The financial information includes information on obligations, expenditures, income,

revenues, expenses, capital expenditures, capital income and balance sheet items, as
stated in the accounting records and the accompanying notes.
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(b) The financial information presented in the annual report can be clearly distinguished
from the non-financial information.

65. The Netherlands’ Besluit begroting en verantwoording provincies en gemeenten for local
governments requires the budget' to at least contain the following paragraphs, unless the
aspect concerned is irrelevant for the respective province or municipality:

(a) local taxes;

(b) financial strength;

(c) maintenance of capital assets;
(d) financing;

(e) management;

(f) related parties; and

(g) land use policy.

Certain of these aspects would be within the scope of narrative reports on financial
statements, while others are specific requirements of the jurisdiction’s regulatory
framework.

66. Japanese agencies of central government, which are called “Incorporated Administrative
Agencies”, and national universities must prepare for their annual reports including
“business report”, which is considered similar to “narrative reporting”. The annual report
1s required to include:

Financial Information

(1) Overview of Financial Statements;

(2) Overview of Investments (e.g., facilities);

(3) Overview of Budgeted Amounts and Actual Amounts; and

(4) The Relationship between Reduction of Expenses and the Target of Efficiency.

There are also some practices in Japan where national and local governments prepare
narrative explanations regarding particularly changes in financial statements items. There
are no prescribed standards or guidelines.

Questions for the IPSASB:
e Do you agree with the main common elements of narrative reports on financial
statements identified in paragraph 61?

The annual report should contain the paragraphs that are included in the budget in accordance with Article 9.
These contain the justification of that which is included in the respective paragraphs in the budget.
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e Should guidance be provided at the level of detailed requirements in legislation and

regulation identified above (paragraphs 63—66), or should it be more broadly based?

e Are there additional items that should be considered as essential content elements

(e.g., the entity’s objectives, specific financial statement items such as contingencies
and estimates), or should the essential content elements be limited to identification of
“significant financial statement items” and examples of such items be provided (e.g.,
assets, liabilities, revenues, expenses, contingent liabilities, accounting estimates)?

Type of Guidance

67.

68

69.

While the IPSASB supports the need for narrative reports on financial statements as a
means of improving public sector entities’ accountability and decision making, it
acknowledges that the current state of such reporting is still in its early stages of its
evolution and development, and that the form and content of narrative reports on financial
statements are expected to develop in the future. For example based on the research done,
it was found that in some jurisdictions, narrative reporting:

g. 1is required with detailed requirements set out in legislation or regulation;

h. is required with detailed requirements set out in standards (e.g., GASB and FASAB in
the US, and the UK FReM);

i. is voluntary, and there may or may not be standards in place; or

j. 1is not required.

. Paragraph BC 1.7 of Conceptual Framework ED 1 points out that a more comprehensive

scope for financial reporting, such as narrative reports on financial statements, does not
mean that it is inevitable that authoritative requirements will be developed.

The Project Brief indicated that the decision on the type of pronouncement to be issued by
the IPSASB ranges from:

k. Recognizing best practices;
1. Issuing specific non-mandatory guidance;

m. Issuing a standard that applies when certain conditions exist (e.g., IPSAS 24,
Presentation of Budget Information in Financial Statements); and
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n. Issuing a mandatory IPSAS.

70. Given the state of current practice, it is not expected that this project would mandate
which entities should be required to publish narrative reports, how frequently an entity
should do so, or the level of assurance to which narrative reports should be subjected.
Accordingly, it is proposed that this project develop guidance that is non-authoritative.
Such guidance would provide a framework for the preparation of high-quality narrative
reports on financial statements in jurisdictions in which such reports are required, that
helps achieve the objectives of GPFRs by improving accountability and decision making
in the public sector. The guidance would be used by public sector entities that do present
narrative reports that relates to financial statements prepared in accordance with IPSASs.

71. However, the nature of the guidance developed and its authoritative status will ultimately

depend on the IPSASB’s decisions on this issue in the current IPSASB projects on service
performance reporting and long-term fiscal sustainability.
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