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Dear Mr Mackenzie,

The European Securities and Markets Authority (ESMA) would like to thank you for the
opportunity to respond to the IFRS Interpretations Committee’s (IFRS IC) publication of a
tentative agenda decision (TAD) relating to Management-defined Performance Measures -
Hypothetical Income and Expenses (IFRS 18 Presentation and Disclosure in Financial
Statements).

ESMA has considered the IFRS IC’s tentative conclusion that the principles and requirements
in IFRS 18 provide an adequate basis for an entity to determine whether a performance
measure that includes hypothetical income and expenses can meet the definition of a
management-defined performance measure (MPM). We are pleased to provide you with the
following comments with the aim of improving the consistent application and enforceability of
IFRSs.

1. Consistency with the Conceptual Framework

In the IFRS IC’s view, consistent with the explanations included in paragraph BC357 of Basis
for Conclusions on IFRS 18, paragraph 117 of IFRS 18 does not restrict an entity from including
in calculation of MPM’s income and expenses that are not, and will not, be recognised in the
entity’s statement of financial performance applying IFRS Accounting Standards.

However, IFRS 18 does not define the terms of ‘subtotal of income or expenses’ or financial
performance’. The tentative agenda decision (TAD) does not analyse if the inclusion of such
measures within the financial statements is consistent with the definitions included in the
Conceptual Framework for Financial Reporting (Conceptual Framework) regarding ‘income
and expenses’ or financial performance or with other principles included therein such as useful
information or faithful representation.

In this respect, ESMA notes that paragraph BC358 of the Basis for Conclusions on IFRS 18
states that management-defined performance measures are required to comply with the
general requirements for information included in financial statements. Paragraph BC359 also
explains that an entity must apply the related terms and descriptions to produce a faithful
representation - complete, neutral and free from error.
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ESMA has concerns with the TAD as currently drafted, because it considers the analysis
incomplete: in particular, it does not explain if and how the Conceptual Framework impacts the
determination of whether a measure can meet the definition of an MPM. ESMA is of the view
that the Conceptual Framework should be considered when applying the MPM definition, and
by not clarifying how it should be considered, the TAD may suggest that a wider range of
financial measures meets the definition of an MPM than is appropriate.

1.1.  Financial performance

Paragraph 4.71 of the Conceptual Framework states that income and expenses are the
elements of financial statements that relate to an entity’s financial performance. It also explains
that users of financial statements need information about both an entity’s financial position and
its financial performance.

In ESMA’s view, information relating to an entity’s financial performance necessarily depicts
the actual transactions and events'. Measures that comprise income and expenses that are
not recognised in the entity’s statement of financial performance and/or do not arise from
transactions or events that occurred cannot reflect the real performance of an entity as they
cannot form a part of a total of income and expenses.

1.2.  Faithful representation

ESMA also considers that general principles of faithful representation (paragraphs 2.12 et seq.
of the Conceptual Framework) cannot be disregarded when assessing the inclusion of
information in the financial statements (including information in the notes). ESMA notes that
these principles specifically refer to the characteristic of ‘neutral depiction’ and ‘free from error’.
Paragraph 2.15 states in this regard: ‘a neutral depiction is without bias in the selection or
presentation of financial information. A neutral depiction is not slanted, weighted, emphasised,
deemphasised or otherwise manipulated to increase the probability that financial information
will be received favourably or unfavourably by users.’ In this respect, paragraph 2.20 of the
Conceptual Framework also states: ‘Information must both be relevant and provide a faithful
representation of what it purports to represent if it is to be useful. Neither a faithful
representation of an irrelevant phenomenon nor an unfaithful representation of a relevant
phenomenon helps users make good decisions’.

While ESMA acknowledges that the IASB decided not to impose specific restrictions on how
an entity calculates an MPM, it remains unclear whether, and how, the general requirements
referred to in paragraph BC357 of IFRS 18, the principles in the Conceptual Framework and/or
IAS 8 Basis of Preparation of Financial Statements apply to measures such as those described
in Example 2 of the submission (net profit excluding the effects of a major crisis, pandemic or
war). In particular, ESMA considers that the TAD does not explain how faithful representation
could be achieved in such circumstances.

In this respect, ESMA considers that the disclosures required by IFRS 18 when applied to
measures such as those described in Example 2 of the submission cannot rectify
inappropriate, unsupportable and unverifiable accounting adjustments even if those

" Please refer to paragraphs 1.17, 1.20 and 4.71.
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adjustments reflect the management’s view of the performance of an entity as whole. ESMA
questions the relevance and usefulness of reconciliations, explanations and labels used where
the reconciling items (including tax and non-controlling interest effects), assumptions,
estimates and judgements used to construct measures such as the ones described in Example
2 as well as their related explanations may themselves be hypothetical, non-objectively
verifiable, highly speculative or arbitrary.

2. Potential implications for financial reporting

ESMA is concerned that retaining the current wording of the TAD could have negative
consequences for the quality of financial reporting under IFRS Accounting Standards and
financial information as whole. In particular, it could encourage more frequent use of measures
that include hypothetical income or expenses? and create the perception that almost any
measure is acceptable for public communication. In this regard, ESMA considers that the
inclusion of speculative hypothetical elements or measures in IFRS Financial Statements such
as the ones described in Example 2 of the submission (even if presented in a separate note)
may rather obscure or mislead than enhance users’ understanding of an entity’s financial
position and financial performance.

ESMA considers that the inclusion of such measures within financial statements could blur the
distinction between objective measures of financial performance, based on actual transactions
and events, and hypothetical or fictional management-defined adjustments. In turn, this could
weaken the discipline, usefulness and transparency that IFRS financial reporting is intended
to provide and undermine the credibility, comparability and relevance of IFRS financial
statements as a whole.

3. ESMA'’s conclusion and recommendation

In light of the above, ESMA considers that the agenda decision should assess whether, and
how, the performance measures described in the submission to the IFRS IC are consistent
with the Conceptual Framework requirements relating to the definition of financial
performance, income and expenses, decision usefulness and to faithful representation. In this
regard, ESMA has significant doubts that measures such as ‘net profit excluding the effects of
a major crisis’ can generally be regarded as consistent with those requirements. Such
measures require a subjective reconstruction of an alternative reality and involve a very high
degree of subjectivity, speculation and arbitrariness.

Furthermore, should the IFRS IC conclude that some measures that include hypothetical
income or expenses meet the definition of a MPM, ESMA considers that the agenda decision
should explicitly highlight that, in accordance with paragraphs 123 and B134(b): of IFRS 18,
disclosures regarding judgements, assumptions and sources of estimation and uncertainty
may be necessary to meet the disclosures requirements in IFRS 18 i.e. to ensure that
measures including hypothetical income or expenses disclosed inside financial statements are

2 Measures that include hypothetical income or expenses are measures that include income and expenses that an entity has not
recognised and will never recognise in its statement of financial performance.

3 ESMA believes that in most cases, measures that include hypothetical income or expenses are likely to fall under the scope of
paragraph B134 (b) of IFRS 18. Therefore, issuers may need to include information about the calculations they have used for
such measures and/or further explanations as required by B134(b) (ii) and, where applicable, B135 of IFRS 18.

4 Alternatively, the IFRS IC could also refer to paragraph 20 of IFRS 18 and paragraph 6C of IAS 8.
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described in a clear and understandable manner that does not mislead users of financial
statements. In this respect, ESMA also invites the IFRS IC to underscore that the labels should
also reflect that measures such as the ones described in the submission are based on
hypothetical income or expenses, transactions or events.

If, after considering the comments above, the IFRS IC maintains its conclusion that the
measures described in Example 2 of the submission can qualify as an MPM, ESMA
recommends that the IASB consider standard-setting to amend IFRS 18 and exclude such
measures from the scope of the MPM requirements. Furthermore, if standard-setting is
undertaken, ESMA recommends that the IASB explicitly require entities disclosing measures
that include hypothetical income or expenses to disclose the judgements, assumptions and
sources of estimation uncertainty used in its calculation. This explicit requirement would help
ensure consistent application of the IFRS 18 disclosure requirements for such measures.

In case you have any questions or comments regarding this letter, please do not hesitate to
contact me or Isabelle Grauer-Gaynor, Head of the Corporate Finance and Reporting Unit.

Yours sincerely,

[signed]

Verena Ross



