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The enterprise governance score

Suresh Damodararu, FCCA, ACMA, FCS

The economic turmoil of the recent past has raised fresh questions about the effectiveness of
risk management methods employed by corporations. Whether it was the introduction of the
US GAAP following the great crash of the late 1920s or Sarbox after the Enron collapse,
historically, we greeted every crisis with a new set of rules. Corporate governance, in all
probability, too, had its origins in the excesses of a market-based model of economy
characterised by CEO domination, inside directors, proxy fights, transparency issues etc. But it
worked, notwithstanding concerns lately that the regulatory undertones of the code may have
actually rendered it a box-ticking exercise! As America Inc’s influence on the world economy
grew stronger business organisations got re-defined as a set of contracts, adding to the
compliance burden.

The performance dimension

Realising that the corporate governance code was losing out on the crucial link up with the
performance dimension, IFAC (the International Federation of Accountants) took up the issue
with CIMA early this decade. CIMA’s efforts to make corporate governance a two-dimensional
(performance and conformance) one bore fruit. Enterprise Governance was born.

® Boardroom affair

Unlike corporate governance which has a ‘Board’ focus (e.g. Board conduct vis-a-vis
shareholders) enterprise governance is about the organisation as a whole. But, in its
current form it suffers from lack of a universal code that could take the governance agenda
beyond the confines of the Boardroom. Whether about conformance or performance, to
be effective enterprise governance ought to have enterprise-wide participation and
involvement.

® Aggressive pursuit of SVA

Whether it was the great crash of the late 1920s or the sub-prime saga of the 21* century
the common denominator remained greed, corporate or personal. This manifested itself in
the aggressive pursuit of shareholder value addition witnessed in the last couple of
decades. The mighty hedge funds and private equity firms, that grew in geometrical
proportion in the last decade or so, put a premium on profit over principles.

® [neffective risk management and lack of ethics

If the recent corporate extinction of the likes of Lehman Brothers is any indication Boards
of several businesses found themselves back footed by lack of ethics, and ineffective risk
management and internal controls. The labyrinthine Sarbox compliance may have
popularised the need for robust internal control systems but detailed rules alone couldn’t
have saved businesses. Reducing organisations to a set of contracts runs the risk of
alienating people. Ethics work best when these are embedded in the organisation’s
systems.





EG-Score®

The author has introduced a model of enterprise governance that aims to fix these concerns.
Short for Enterprise Governance Score EG-Score® is about best practices. Hundreds of them
actually! EG-Score® recognises that businesses exist to serve the stakeholders and considers
their continued satisfaction critical to long-term sustainability. Principally, it identifies eight key
stakeholders as business-critical. For each stakeholder segment it provides detailed practical
solutions to measure financial performance, manage ethical, risk, control and compliance
issues, and ensure stronger stakeholder relationship. Whilst the performance metrics include
both financial and non-financial ones, the model makes an attempt to strike the right balance
between the performance and conformance dimensions. Profitability is crucial but the model
underscores solid stakeholder-relationship to be a long-term value proposition. In a sense EG-
Score® provides a SMART (Specific, Measurable, Achievable, Realistic, Time-based) enterprise-
wide solution to enterprise governance as we know it today.

% Profit-ing responsibly

Profit-ing indeed is an undeniable motive for an entrepreneur in a market-based economy
but its aggressive pursuit alone is unlikely to help businesses attain the ultimate corporate
nirvana! Learning from the recent corporate crashes businesses must recognise that long-
term sustainability is about stake-holder satisfaction and not share-holder satisfaction
alone. EG-Score® seeks a shift in corporate focus from merely profit-ing to something like
profit-ing responsibly by introducing a model that evaluates corporate performance from a
stakeholders’ perspective.

% Enterprise-wide engagement

Enterprise governance can get really meaningful when people down the chain embrace it
wholeheartedly. In order for this to happen the trickledown effect of governance should
be felt in everything that people do in their 9-5 routine. The SMART approach that EG-
Score®employs breaks enterprise governance down to small tasks so people even at the
most bottom layer could join in.

% Best practices and self-governance

Best practices work better when these are ingrained in the organisation’s fabric rather
than pushed down through elaborate rules. That calls for an environment where self-
governance is a corporate way of life — a cultural issue than about rules. EG-Score®’s
emphasis on people makes this easier, in a digital age otherwise dominated by machine
bureaucracies!

% The conformance agenda
The focus on compliance couldn’t have stopped at corporate governance code alone. EG-

Score® takes this far beyond, and the Government segment within the model scours an
organisation’s compliance function in its entirety; from complying with all the laws





(company laws, taxation, data protection laws and down to even health & safety laws!),
record-keeping, returns, communication with the government to even engaging with the

law-makers!

Graphically the model is presented as follows:
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The inner yellow shape reflects actual achievement set against an ideal situation that the blue
background represents. Scoring for each stakeholder segment is based on hundreds of metrics
comprising all the essential elements that go in to making a successful and sustainable

Shareholders’ EG-Score®

The shareholder segment scores
against financial and non-financial
metrics that test a wide range of
elements from value addition, value
potential, risks, rewards, investor
relations, corporate reporting to ethical
issues and even shareholder
democracy. Scores are weighted
depending on how critical the metrics
are in ensuring a long-term shareholder
relationship.

business. Each metric is assigned a
weight depending on how business-
critical it is, the maximum aggregate
weighted score achievable for each
stakeholder segment being 1.0 (100%).

To illustrate, in this graph the
shareholder segment has achieved
during a given period, typically a
financial year, a weighted score of 0.75
(75%) based on over 80 criteria. The
metrics have been so chosen as to
cover all the best practices that are
relevant and meaningful for that
stakeholder  segment. = But as
organisations are dynamic systems





best practices will keep changing with passage of time.

EG-Score® is a basic model that needs to be calibrated to fit in to a particular country, industry
or business sector. But it may prove an immensely valuable tool in the hands of Boards to have
a helicopter view of the business at the same time providing options to drill down to areas that
need further dissection. As the model blends statutory compliance with business performance
whilst incorporating best practices, and promotes self-governance, the regulators may find it
worth recommending for organisations subject to public scrutiny. It may provide a uniform
basis for corporate reporting and may even simplify the voluminous annual reports that listed
companies churn out every year. EG-Score® with highlights and lowlights for each stakeholder
segment in an annual report should provide the much needed simplificity that accountants
have been yearning for!

EG-Score® is unique. Founded on the principle that stakeholders’ satisfaction is crucial to

longer term business success it views businesses from a stakeholders’ perspective. Its simple
presentation provides the big picture that tells it all.

The author is a business advisor based on London






The future of narrative reporting
— a consultation

IOSH response to the Department for Business,
Innovation and Skills (BIS) consultation

Submission

josh
19.10.10





1. Summary

In order to help motivate improvements in performance
and corporate accountability, the Institution of
Occupational Safety and Health (IOSH) would like to
see increased levels of public reporting and
improvement in the quality, consistency and relevance

of information in such reports.

1.1 We would welcome the reinstatement of a
statutory Operating and Financial Review
(OFR), together with an auditors review, for
guoted companies; and also, for large and

medium sized non-quoted organisations.

1.2 We would support the introduction of a statutory
reporting standard and guidance on health and
safety key performance indicators (KPIs); and
would agree that a shareholders ‘advisory vote’,
taking appropriate account of health and safety

performance, could be helpful.

1.3 And finally, as a supplement to the statutory
requirements, we have suggested a challenge
for organisations to commit to report on
achievement of health and safety improvement

targets.

2. General comments

- Increased levels of high-quality
public reporting

- Reinstatement of a statutory
Operating and Financial Review

with an auditors review

- The introduction of a statutory
reporting standard and
guidance on health and safety
key performance indicators
(KPIs)

- Organisations to commit to
report on achievement of health

and safety improvement targets

2.1 IOSH advocates the inclusion of occupational safety and health data in internal and public

annual reports as a driver to improved performance, and recommends that organisations adopt

a holistic approach to the management of business risk. We therefore welcome the coalition

government’s commitment to reinstating an Operating and Financial Review (OFR) and

exploring how to improve corporate accountability:

transparency’.

‘We will reinstate an Operating and Financial Review to ensure that directors’
social and environmental duties have to be covered in company reporting,

and investigate further ways of improving corporate accountability and

(The Coalition: our programme for government, May 2010 Y






2.2 We support the government’s aim to improve the quality of narrative reporting and thereby, to
empower shareholders to exert positive influence on their organisations and to fulfil their responsibilities
as ‘active company owners’. We also see potential merit in its intention to examine the link between
performance criteria for directors’ payments and the company’s objectives and performance. We note
that in this consultation 2, the Department for Business, Innovation and Skills report on studies on
narrative reporting finds that ‘most companies comply with the legal requirements, but some [studies]

guestion the quality and relevance of some reporting’.

2.3 Our interest is with the effective management of occupational safety and health risk in all
organisations and the encouragement of this through corporate statements and reports covering any
significant risk areas. We have produced free guidance on including health and safety in annual reports
‘Reporting performance’ °, aimed at those responsible for internal and public reporting of health and
safety performance of organisations. As an incentive for continual improvement, we recommend that all
organisations include a summary of their health and safety performance results in their annual report.
We also provide a guide ‘Business risk management’ * outlining the holistic approach and where health

and safety sits within the overall risk framework.

2.4 We were pleased to respond to The Operating and Financial Review Working Group on
Materiality consultation in 2003 °. In our submission we outlined how health and safety was ‘material’ to
all organisations whose activities can impact people’s wellbeing — workers, local communities and the
wider public — and to business objectives and strategy. We also called for health and safety to be
appropriately referred to throughout the document and were pleased to see our ‘Reporting performance’

guide referenced in Annex B of this consultation.

2.5 Following this, in 2004, we took the opportunity to comment on the Draft Regulations on the
Operating and Financial Review and Directors’ Report consultation ® In response to the Department of
Trade and Industry’s consultation question about any additional benefits other than those they had
already listed in the regulatory impact assessment, we cited: helping to drive improvement in health,
safety and environmental performance (with a reduction of costs associated with failure in these areas);
attraction of ethical investment; improved ability to recruit and retain key personnel; and the possibility of
being able to negotiate lower insurance premiums. While welcoming the statutory OFR and auditors
review for quoted companies — we also felt that certain non-quoted companies (large and medium sized
organisations, though with a longer transition period for the latter) should also be considered for

inclusion.

2.6 We were very disappointed that OFR was repealed in 2005 and have since called for its
reinstatement as part of our ‘Get the best’ campaign . We are also keen for ethical investment and
performance indices to have stronger requirements for health and safety performance reporting. Many
organisations are now using corporate social responsibility and ethical investment criteria to help

manage their economic, environmental and social performance — the so-called ‘triple bottom line’. We





believe that statutory OFR would help to level the playing field and raise standards and could assist
institutional investors with their responsibilities under The UK Stewardship Code (Financial Reporting
Council, 2010) 8, for example, ‘Principle 3 — Institutional investors should monitor their investee

companies’.

2.7 Given the new health and safety challenges and opportunities that lie ahead, including
globalisation, new technologies, climate change, economic recession and social and demographic
changes, we think it is more essential than ever that stakeholders (including shareholders and local
communities) are able to scrutinise and where necessary, hold organisations to account for their

decisions.

3. IOSH response to consultation questions

Question 9 Looking at an Operating and Financial Review and the existing business review (see
Annex D), do you see value in reinstating elements of an OFR and if so what would they be? In

particular, would a statutory reporting standard help to improve the quality of reporting?

3.1 Yes, we agree that a suitable statutory reporting standard would help to improve reporting
quality and consistency. We note that the Accounting Standards Board (ASB) provided narrative
reporting guidance for UK companies, issued in May 2005, as its first ‘Reporting Standard’ (RS1) for the
OFR. However, as a result of the removal of statutory requirements, RS1 was converted into a reporting
statement of best practice on the OFR in January 2006, with persuasive, rather than mandatory force.
ASB believe this statement includes all the Companies Act 2006 requirements and provide a table
showing the link between the best practice guide and legislative requirements. The statement is also
accompanied by the ASB implementation guidance that supported RS1 °. We also think that the
enhanced audit requirement, in which auditors need to say whether anything identified during their audits
are inconsistent with the OFR information, should be considered for re-establishment, as part of a quality

control system.

Question 11 Would more guidance be helpful? If so, what form should this take? For example:

best practice example, sample Key Performance Indicators, etc?

3.2 See answer above regarding the ASB guidance — in terms of health and safety key performance
indicators; the Health and Safety Executive (HSE) offer a free on-line Corporate Health and Safety
Performance Index (CHaSPI) *°, which encourages continual improvement and provides overall and
sector-based results for comparison. They provide a similar tool for organisations with fewer than 250
employees, called the Health and Safety Performance Indicator (HSPI) **. We think it would be helpful if
the government promoted these tools and also if CHaSPI was linked to directors health and safety duties
1213 |n addition, the HSE provide A guide to measuring health and safety performance '* and there is
guidance on ‘measuring performance’, including leading and lagging health and safety KPls, from the
British Standards Institution (BS18004:2008 *°). For further guidance and information, please see the

IOSH ‘Reporting performance’ guide *.





Question 12: Should there be a shareholder’s advisory vote on the Business Review?

3.3 As previously indicated, our interest is in health and safety performance; so, assuming a
‘shareholders advisory vote’ would give health and safety appropriate consideration and thereby

encourage responsibilities to be fulfilled, would support this in principle.

Question 13: Are there non-regulatory solutions to increasing quality through better guidance or

publicising excellence in business reports? If so, what?

3.4 We believe OFR should be statutory in order to improve reporting standards and performance
and to help level the playing field. We advocate regulation here, because we think non-regulatory
approaches are of limited effect. In addition to statutory requirements; we feel there could also be value
in challenging organisations to report more fully on their health and safety performance. For example,
challenging them to commit to achieving health and safety improvement targets and also to reporting on

progress, as part of a behavioural economics (‘nudge’) approach to motivating improvement *°.

3.5 We would draw attention to a 2005 study *’ to evaluate the efficacy of action points 2 and 13 of
Revitalising Health and Safety (2000) *®, challenging the UK’s top companies and public bodies to
publicly report on health and safety, from 2002 onwards, this concluded that: “In addition to
improvements in the level of health and safety reporting, there is great scope for improvements in terms
of the type and overall quality of health and safety issues reported, particularly performance and targets-
related issues.”
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About IOSH

Founded in 1945, the Institution of Occupational Safety and Health (IOSH) is the largest body for health
and safety professionals in the world, with around 35,000 members in over 80 countries, including over
13,000 Chartered Safety and Health Practitioners. Incorporated by Royal Charter, IOSH is a registered
charity, and an ILO international NGO and CIS collaborating centre. The IOSH vision is:

“A world of work which is safe, healthy and sustainable”

The Institution regulates and steers the profession, providing impartial, authoritative, free guidance.
Regularly consulted by government and other bodies, IOSH is the founding member and secretariat to
UK, European and International professional body networks. The Institution also has a research and

development fund, which is developing the evidence-base for OSH policy and practice.

IOSH has 27 Branches in the UK and worldwide including the Caribbean, Hong Kong, Middle East and
the Republic of Ireland, 16 special interest groups covering communications and media; construction;
consultancy; education; environment; fire risk management; food, drink and hospitality; healthcare;
international; major hazards; offshore; public services; railways; retail and distribution; rural industries;
and safety sciences. IOSH members work at both strategic and operational levels across all employment

sectors and our vision is:

For further information about IOSH, our members and our work please visit our website at

www.iosh.co.uk

Please direct enquiries about this response to:

Richard Jones, Policy and Technical Director

Murray Clark, Research and Technical Officer
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Value of narrative reporting

Question 1: Are company directors providing useful and relevant
information on the company’s:

1) forward-looking strategy and

i) principal risks and opportunities?

Company directors do in general provide useful and relevant information on
the company’s strategy and principal risks and opportunities.

However, this is a very subjective area, where what is considered adequate
for one user of the accounts may well be considered inadequate and lacking
in detail by another. A shareholder with a specific focus in one area (e.g.
environmental concerns) will conceivably want to see more than perhaps
management think is necessary. Single issue groups by their nature tend to
focus on a small number of disclosures in great detail — a level of detail which
could obscure the communication to a more general audience.

It would therefore be difficult to standardise or legislate in this area for specific
items without running the risk of encouraging extensive narrative reporting
which is potentially “merely compliant” with the checklist requirements of
legislation (a boiler plating approach) rather than narrative reporting which
aims to engage with the principal stakeholders (i.e. shareholders) in a relevant
and meaningful way about the state of the business and its current and future
prospects. A standard checklist type approach to narrative reporting will
ensure compliance with the letter, but not necessarily the spirit of, the law.

Additionally, this becomes a very difficult area to standardise where the main
concern is “quality”, which is an extremely subjective concept.

Concepts such as “the best” might be aspirational, but are likely to be of little
use unless their meaning is clearer. The main concern could be seen as
whether or not the narrative reporting is fit for purpose but that again is just as
much in need of a clear meaning. It might be assumed that “best” and “fit for
purpose” mean the same thing for everyone, but this might not be the case.

What could be meant by “high quality” and “among the best” is subjective, a
matter of interpretation, and likely to change over time due to changes in
perceptions as to what reporting should achieve, or the influence of specific
topical reporting trends (e.g. the emergence of a focus of social and
environmental reporting over the last 10 years). Inevitably narrative reporting
in company accounts has and will continue to evolve.

Arguably a simple report which is crystal clear but perhaps lacks certain
details may be perceived as having greater value (quality) than a report which






covers all the requirements deemed necessary (quantity), but which is
difficult to read or understand.

The purpose of narrative reporting therefore needs to be more clearly defined
if it is felt to be lacking in quality. This might suggest how to rectify the
perceived failings and arguably the ASB reporting standard already provides
all of this necessary detail. However, this question of purpose does raise a
number of issues including:

(@) What is the real role for the Report & Accounts, including the narrative
reporting, especially in the form of one document? Is this the best or main
mechanism for informing the market and the shareholders?

(b) Is the search for transparency and coverage of aspects such as social
and environmental issues contradictory with the aim of reducing, or at least
not increasing, the regulatory burden? This is part of a wider issue of “clutter
and complexity” as the reference at the end of paragraph 2 indicates. The BIS
paper tries to cover this in the usual way by qualifying additional requirements
as only being necessary if “material”. However, it seems clear in the
expansion of reporting in recent years that, for various reasons, materiality
has not been applied in a way that would mitigate or reverse the trend to
voluminous disclosure which is not all really necessary. Also, whether in legal
or financial reporting requirements, new disclosures are rarely accompanied
by the removal of existing ones, while general guidance tends to mutate into
detailed best practice.

As noted below (Question 2) some constraints on detail will also be necessary
to avoid giving too much information to competitors, let alone adding to the
clutter and regulatory burden of reporting.

Question 2: What are the constraints on companies providing information
on these issues?

Constraints could include considerations of:

- confidentiality;

- specific budgets or forecasts would be exceptionally price sensitive
information particularly where actual results could or actually do differ to
expectations or projections;

- risk of being overoptimistic or over cautious, although one aspect of this is
the tendency is to play safe and disclose rather than not disclose;

- do not wish to disclose commercially sensitive information that competitors
could make use of;

- avoiding “clutter”






While describing an entity’s KPI's may be appropriate, it is a significant step to
move to disclosing projections and forecasts, together with performance
against them; care is needed when published reporting moves from
stewardship reporting of the past to forward looking statements which may not
then be borne out by events.

Quiality versus quantity is also a key issue. There is virtually no limit to the
number of disclosure areas or topics that could be included in narrative
reporting and the number of ways of measuring targets however defined.
There will always be pressure from users of accounts (particularly non-
shareholders — other stakeholders) for better information (quality) and more
information (quantity) and single issue or narrow focus groups will always
want more detail in the areas that interest them.

It is of course possible for single issue focus groups (stakeholders) to become
shareholders in companies and seek to add their own agenda to the
company’s reporting to shareholders. However the Report & Accounts should
communicate clearly and concisely to a broad group of investors without
getting lost in the “clutter” of irrelevant detail or non-core issues.

Question 3: Does the information provided reflect the issues discussed by
the directors in board meetings?

Yes it does reflect the issues in general but with the obvious caveat that the
information provided is limited by the issues noted in Question 2, namely:

- confidentiality

- specific future events, budgets or forecasts

- over optimistic or over cautious statements

- commercially sensitive information.

Question 4: Does the information help shareholders to press directors on
key issues relating to strategy and risk, or inform their business decisions?

This question presupposes that all shareholders actively seek discussion with
company directors on key issues relating to strategy and risk and that the
narrative reporting in the Report & Accounts is the key element for
shareholders in making investment decisions.

Shareholders want returns, with sustainable good quality earnings and
consistent dividend payouts.






It is questionable as to how many shareholders look at the financial
statements for information on the company when making investment
decisions (buy, hold, sell) as opposed to using the reports of market and
company analysts, or indeed simply examining the company’s history of
dividend payments (returns on capital) and share price movements (capital
growth). In general company briefings, dialogues with individual significant
investors (often institutional investors), discussions and briefings with analysts
all help “tell the story” both in terms of current performance and future
expectations, in addition to the information presented in the Business Review,
although it should be noted that only a small number of investors have the
opportunity to meet directors and such meetings are often directed towards
assessing the calibre and credibility of the individuals concerned rather than
pressing directors on key issues relating to strategy and risk.

One might ask why CSR and environmental concerns are in the Business
Review if it is for the benefit of shareholders as opposed to other
stakeholders, except in so far as these issues directly affect earnings, net
assets, the company’s share price and its future sustainability and profitability.
However, the danger with such requirements is that, as noted in Question 1,
in the current climate the tendency is very much to include the detail despite
the references to materiality.

Question _5: If a company does not provide sufficient or material
information to you, do you challenge it? Is there anything which could help

you to do so?

N/A

Question 6: What other sources of company information do you use and
how valuable are they (e.g. information provided on the website, analysts’
briefings, and dialogue with the company, corporate social responsibility

report)?






We are a preparer rather than a user, but in general we see company
briefings, dialogues with individual significant investors (including institutional
investors), discussions and briefings with analysts all help “tell the story”, both
in terms of current performance and future expectations, in addition to the
information presented in the Business Review (see also Question 4).

Question 7: Is there scope to reduce or simplify the requirements on which
companies report?

There is definitely scope to both reduce and simplify the requirements. In the
UK in recent years the large growth in the size of the Report & Accounts as a
printed document has been due to the growth in the narrative reporting
section as much as to the impact of IFRS on the financial statements.
Arguably a simple report which is crystal clear but lacks detail should be
perceived as having greater value (quality) than a report which covers all the
requirements that might be deemed necessary in some circumstances

(quantity).

An approach of (mere) compliance is encouraged by a checklist mentality.
Both company directors and auditors can be wary of leaving out something
which they might think was not required, but where someone might disagree
with the omission, especially with the benefit of hindsight. Consequently, as
noted in Question 1, company reports have tended to become overloaded
with irrelevant detail and clutter and the force of legislation in this area could
make things worse rather than better.

Question 8: Is there scope to arrange the information in a more useful way?

Whether information could be better presented is subjective as “beauty” is

often in the eye of the beholder. We would however start from the premise
that management should know best how to present the key challenges and
successes of the business.

We believe that it is difficult to standardise or legislate in this area for specific
items without running the risk of reporting which is “merely compliant”, a boiler
plating approach, rather than narrative reporting which seeks to engage with
the principal stakeholders (i.e. shareholders) about the state of the business






and its current and future prospects.

A standardised approach to presentation might be seen to add some
comparability, but standardisation is not always a path to useful
communication if it is detailed and would not enable a company to
communicate with its members in the way it thinks is best.

However, it should be noted that on-line presentation does give companies an
opportunity to collate data in a more useful way making on-line reporting more
user friendly, for example by pulling data in from different parts of the Report
& Accounts to support KPI results. The existing regulatory environment does
not always support a more flexible on-line approach compared with the
standard format of book-bound reporting.

Business Review

Question 9: Looking at an Operating & Financial Review and the existing
business review (see Annex D), do you see value in reinstating elements of
an OFR and if so what would they be? In particular, would a statutory
reporting standard help to improve the quality of reporting?

As noted above under Question 1, this is a very subjective area and it is
difficult to standardise or legislate in this area for specific items. Particularly it
is difficult to see how legislation could improve upon the ASB reporting
standard. As also noted, the purpose and use of narrative reporting should be
more clearly defined, if it is felt to be lacking in quality, and this might suggest
how to rectify the perceived failings.

It should also be recognised that narrative reporting has developed over time
and continues to evolve, with content influenced by what is perceived to be
“good” narrative reporting. It could be said that if the market really uses
aspects of the narrative reporting then market pressure should ensure the
development of quality reporting in those areas.

Question 10: The business review provisions require quoted companies to

report, to the extent necessary, on:

. main trends and factors likely to affect the future development,
performance and position of the company’s business

. information on environmental matters

. information on employees





. information on social and community matters
. persons with whom the company has essential contractual and other
relationships
)] is this information useful to you? How do you use it?
i) Could disclosure be improved? If so, how?
iii) Are there key issues which are missing? If so, please explain?

Comments

Again we are a preparer rather than a user but it should be noted that there is
a danger of duplicated information as most quoted companies produce
additional environmental / CSR / sustainability reports etc for the benefit of
other stakeholders in addition to the information contained within the Business
Review for the benefit of shareholders. While information on employees will
often fall under one of the key strategies for most companies, the value of the
rest of the issues is less clear, hence reporting “to the extent necessary”
seems appropriate. However, in practice, this again takes us back to the
materiality issue mentioned earlier.

Question 11: Would more guidance be helpful? If so, what form should this
take? For example, best practice example, sample Key Performance
Indicators, etc?

Comments

Arguably the ASB reporting standard provides all of this necessary detail, and
further statutory “guidance” would merely encourage a form-filling, check-list
approach.

Question 12: Should there be a shareholder’'s advisory vote on the
Business Review?

Comments






It is difficult to see what purpose would be served by having an advisory vote,
given our comments under Question 4, above.

Question 13: Are there non-regulatory solutions to increasing quality
through better guidance or publicising excellence in business reports? If
so, what?

As noted in Question 1, there are broad issues on what is meant by “quality”
to be resolved while arguably the ASB reporting standard provides all of this
necessary detail. We would hope that the continuation of the recent work on
the complexity and clutter in reporting, under the auspices of the FRC, will
yield some improvements in the approach to reporting both narrative and
financial information

In addition to the regulatory pressure exercised by the Financial Review
Panel, there clearly is some pressure exercised by the various bodies (such
as Black Sun) who regularly report on the quality of native reporting. While
these publications and the various awards for CSR, environmental or
business review reporting have some effect, these are perhaps of
guestionable value to shareholders, if we assume that shareholders would
prefer require clear, concise reporting which is fit-for-purpose rather than
necessarily “the best”. We are also dubious that the “expert panel” suggested
in paragraph 30 would achieve much, unless there was clarity upfront as to
the purpose and users of narrative reporting, together with its interaction with
other communication routes, and the experts were judging by open and
accepted criteria.

As a further point it should be considered that larger companies tend to be
good corporate citizens and do produce high quality reporting, devoting
considerable resources to the exercise. Smaller companies may not be able
to match that level of commitment.

Directors’ Remuneration Report

Question _14: Do the current disclosure requirements provide clear and
usable information about:
o the total remuneration paid to directors, and how this is made up;






o the performance criteria for payments to directors, and how
these relate to the company’s strategic objectives;

o company performance against these criteria, so that there is a
demonstrable link between pay and performance;

o the process by which directors’ remuneration is decided?

Arguably yes, but perhaps this a question of degree (quality) as the reporting
requirements are already extensive and in the current climate result in a large
and complex volume of disclosures. The Remuneration Report is often the
largest section of the Directors’ reports.

Costs

Question 15:

If you can provide any information on costs associated either with the
existing narrative reporting requirements e.g. preparing your business
review or your views on potential costs and benefits in relation to any of
the ideas in this consultation, please give details

It is difficult to estimate the full impact in this area. Even if the requirements for
narrative reporting were sufficiently clear and simple, a company would still
have to estimate the impact of any disclosure to its shareholders, analysts,
employees, special interest / single focus groups and other stakeholders, and
ensure that there were no legal, governance or reputational issues with any
of the information disclosed, or issues requiring consultation with unions, staff
councils (employee representatives), significant shareholders, brokers and
analysts, etc. Any information disclosed in the company’s Annual Report and
Accounts could be of great interest to a wide variety of stakeholders and the
company must ensure that the information is accurate and auditable.

Any information produced purely to meet external reporting requirements and
so not already used by management to run the business, will have a cost
which is not justifiable in a business context.
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1 Victoria Street
London SW1H OET
By e-mail to Narrativereporting@bis.gsi.gov.uk 14 October 2010

Dear Ms Leavens
The future of narrative reporting
Thank you for the opportunity to provide comments on the above consultation paper.

Responses to the consultation questions on which we are able to comment are set out below. By
way of background, it is London School of Business and Finance’s mission to become the first
choice for business education in Europe. Through educating the world’s most creative, talented
and ambitious students, London School of Business and Finance aims to bridge international
boundaries and provide individuals around the globe with an opportunity to achieve academic,
personal and professional success. LSBF attract over 15 000 quality candidates from over 140
countries worldwide, and continues to experience exponential growth, both on-campus and
online, all around the world, while continuing to develop corporate training, partnerships and
associations with best-practice organisations globally.

In partnership with established and globally renowned academic partners, LSBF deliver two
accredited MBA programmes and a suite of postgraduate and undergraduate business degrees (in
partnership with University of Wales and Grenoble Graduate School of Business, triple
accredited by AMBA, EQUIS and AACSB). LSBF is also a well established provider of
professional programmes such as the ACCA, CIMA, CFA® and CIM, and operate best practices
school-wide.

The school continues to expand rapidly in response to demand from UK domestic and
international students for globally accredited business qualifications and currently operates four
campuses across the UK; London (Holborn and Marble Arch), Birmingham and Manchester as
well as international offices in Prague (Czech Republic), Toronto (Canada), Moscow (Russia),
Hong Kong (China), Johannesburg (South Africa), Port Luis (Mauritius), Bogota (Colombia) and
Almaty (Kazakhstan).

HRH Prince Michael of Kent is the Royal patron of LSBF.

1. Are company directors providing useful and relevant information on the company’s:
forward-looking strategy, and principal risks and uncertainties?

Royal Patron: HRH Prince Michael of Kent, GCVO
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The evidence to date is mixed. For example, the Accounting Standards Board surveyed a sample
of FTSE 350 and FTSE Small Cap Index corporate reports in 2008/09 and, among other things,
examined the way the sample described their business model. They then scored disclosure
according to simple criteria out of 5. 52% of the sample scored only 2 out of 5, with 32% scoring
3 out of 5. Of the 32% they noted:

We understood what they sell, where they sell it and who they sell it to but this generally
fell short of describing the business model — that is a comprehensive explanation of how
all of the different components of the business work together to generate cash

Given that these companies should represent the cutting edge of the reporting community this
result is both disappointing and disconcerting for current and future investors.

In terms of risks and uncertainties, too often corporate reporting confines itself to a long list of
risks with little evidence of the steps in place to mitigate those risks. This point is also made by
the Chartered Institute of Management Accountants (CIMA) — “Review puts narrative reporting
under the microscope” November 2009, Insight e-magazine. Of particular interest to investors is
that class of risk which is considered to be highly unlikely to occur, but if it were to occur would
be catastrophic for the corporation, and for which no form of insurance or offset is available.
This is the risk category which should keep board members awake at night and should be openly
and frankly communicated in the narrative report.

Generally there is only scant evidence in corporate reporting of the stress placed on the business
model in the context of a carbon constrained future.

2. What are the constraints on companies providing information on these issues?

Commercial confidentiality is undoubtedly one of the key constraints on companies providing
such information. However there is evidence of a lack of “pull” from the investor community to
want such information. For example, research commissioned by the Association of Chartered
Certified Accountants (ACCA) — “Narrative Reporting: Analysts’ Perception of its Value and
Relevance” by Campbell and Slack, 2008 — found an almost perverse tendency among sell-side
analysts to positively ignore narrative reporting in favour of a total reliance on the accounting
numbers.

It should also be noted that financial reporting, popularly misconceived as a report of historic
results (in fact, financial statements are saturated with assumptions about the future) does not
have a robust language for dealing with uncertainty in disclosures. And in terms of a carbon
constrained future, uncertainty in reporting is the only certainty. Uncertainty does not fit well,
either, with the spirit of the Companies Act 2006 which specifically requires directors to
“promote the success of their company”. There is clearly a need for training and guidance in how

Royal Patron: HRH Prince Michael of Kent, GCVO
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to report uncertainty in business. The ISO guidance on the expression of uncertainty in
measurement may be helpful in this context.

3. Does the information provided reflect the issues discussed by the directors in board
meetings?

The privacy of the board meeting obviously makes it difficult to respond to this very pertinent
question. This is self evidently an area where applied research among corporations bold enough
to open their doors would provide leadership and evidence of good practice. The emerging
practice and disclosure of the work of the quoted company’s Audit Committee is an important
source of evidence that would also help to answer this question.

4. Does the information help shareholders to press directors on key issues relating to
strategy and risk, or inform their business decisions?

Anecdotal evidence from the financial press suggests an over emphasis on board performance
and remuneration to the detriment of critical engagement with the company’s business model and
its potential to inflict social harm (e.g. arms, alcohol, tobacco) or reliance on key human
resources. It also seems to indicate that the right information is not available for shareholders to
detect perverse trends, for example, the explosive growth of highly profitable, highly risky and
highly complex financial instruments in the five years leading up to the recent banking crisis

5. If a company does not provide sufficient or material information to you, do you
challenge it? Is there anything which could help you to do so?

No comment

6. What other sources of company information do you use and how valuable are they
(e.g. information provided on the website, analysts’ briefings, dialogue with the
company, corporate social responsibility reports?)

Most, if not all of the FTSE 350 companies will provide an investors’ pack which is widely relied
on in preference to the financial statements. Royal Dutch Shell is exemplary in its regular use of
scenario modelling, of publishing the results and of being open and honest about the challenges
to its business model as a result. It would be good to see such practice across other industrial
sectors.

Corporate Social Responsibility reporting remains uneven and fragmented, with a constant
tendency towards “green wash” remaining evident. This is not helpful for current and future
investors, particularly those seeking to establish the risks inherent in a “carbon-heavy” portfolio.

7. s there scope to reduce or simplify the requirements on which companies report?

Royal Patron: HRH Prince Michael of Kent, GCVO
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Yes, and the “Louder than Words” project, commissioned by the UK Financial Reporting
Council is to be welcomed. But part of the blame for the increasing complexity and length of
financial statements must rest with the accounting standard setters themselves. FRS17 and
IAS19, for example, have unleashed pages of additional disclosure whose main result seems to
have been the decimation of occupational pension scheme provision in the UK. Recently the
CFO of Oxfam, echoing calls from Tesco, seems to indicate another forthcoming wave of overly
complex disclosure around leasing. It would be helpful if accounting standard setters paid more
attention to a) matters of greatest importance, e.g. accounting for greenhouse gas emissions, and
b) to the law of unintended consequences arising as a result of the implementation of their
standards.

8. Is there scope to arrange the information in a more useful way?

One of the most fundamental pieces of information for current and potential investors is the
status of the company as a going concern. It would be very helpful to clarify in the first instance
the definition of “foreseeable future” in this context. Under IFRS accounting standards,
foreseeable future refers to a date at least 12 months from the last balance sheet date. Under UK
GAARP foreseeable future is defined as at least 12 months from the date of the directors’ signing
of the financial statements — which may be up to 9 months after the last balance sheet date.

But the directors’ assessment of whether their organisation is a going concern is such a
fundamental issue that serious consideration should be given as to one prominent, common place
in the financial statements where this assessment resides. Anecdotal evidence from review of
statements over the last two years shows both unevenness in reporting of the assessment, as well
as evidence being located in two or three or more, inconsistent locations.

9. Looking at an Operating & Financial Review and the existing business review do
you see value in reinstating elements of an OFR and if so what would they be? In
particular, would a statutory reporting standard help to improve the quality of
reporting?

We consider there would be value in the following elements being either reinstated or included:-

e An explicit addressing of adaptation to and mitigation of the effects of climate change and
its impact on the organisation’s business model over the longer term

e Specifically addressing the going concern status of the organisation

e Specifically addressing potential catastrophic risk where no insurance or offset is readily
available

e Addressing potential societal harm arising as a result of the organisation’s value
proposition

Royal Patron: HRH Prince Michael of Kent, GCVO
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e Specifically addressing areas of weakness or uncertainty on the organisation’s balance
sheet, e.g. a long term build up of Goodwill or other intangible assets with no evidence of

impairment

We are not persuaded that a statutory reporting standard would help to improve the quality of
reporting. Indeed statutory intervention will always increase the likelihood of “boilerplating” of
disclosures.

10. Are there key issues which are missing from the business review provisions?

One of the key omissions in our opinion is how the organisation intends to manage future likely
regulation. For example, we would draw your attention to the Climate Disclosure Standards
Board’s (CDSB) “Climate Change Reporting Framework”. This draws on a number of relevant
sources including “recognised GHG emission reporting schemes”, developments in international
environmental, securities and business regulation on climate change disclosure and International
Financial Reporting Standards. This has consciously been developed to include all known
voluntary and mandatory GHG schemes around the world while seeking not to duplicate or
overlap with them.

11. Would more guidance be helpful? If so, what form should this take? For example:
best practice examples, sample Key Performance Indicators, etc?

Such guidance would be helpful, but only to the extent that it is indicative. For example, there is
a well known tendency for some organisations to develop a plethora of KPI’s which rather than
enhance performance simply lead to information overload and to measuring the wrong things.

It would be helpful if such guidance were clearly maintained in one place. Currently guidance
may come from the Financial Reporting Council and/or the Accounting Standards Board as well
as the International Accounting Standards Board and the professional accounting bodies.

12. Should there be a shareholder’s advisory vote on the Business Review?

Yes. This would be constructive.

13. Are there non-regulatory solutions to increasing quality through better guidance or
publicising excellence in business reports? If so, what?

The most obvious non regulatory driver is peer review pressure provided by an organisation’s
direct competitors, and this should be encouraged. Encouragement may come from analysts
explicitly comparing and contrasting pairs of direct competitors’ financial statements. Awards
ceremonies may be another useful source although judging quality may be uneven and may lean
towards self selection of entrants.

Royal Patron: HRH Prince Michael of Kent, GCVO
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14. Do the current disclosure requirements (Directors’ Remuneration) provide clear
and usable information?

Current disclosure has become mired in a welter of regulation from both statute and corporate
governance codes. In this process two trends seem to have been missed. Many organisations
have proliferated the numbers of staff who are legally “directors”. The disclosures of Directors’
remuneration is actually confined to the small subset who sit on what is generically referred to as
the Main Board. Secondly, and more importantly, this welter of regulation appears to have
distracted investors from the prevailing “cult of the CEO” both here in the UK, and in the US.
CEO remuneration, when compared to other members of the main board, to returns to
shareholders, and to average levels of staff remuneration have been on a significantly divergent
curve over the last decade. This has not helped the development of strong, stable boards
providing leadership over time and delivering long term value to investors.

15. Costs and Benefits of increased narrative disclosure

This would be an area of useful research. We would emphasise that the value of long term
shareholder loyalty to a company’s market capitalisation cannot be overstated.

We hope that you find this response helpful. If you require further clarification of any of the
points raised above please do not hesitate to contact me.

Yours sincerely

Dr. Steve Priddy
Head of Technical Research

Royal Patron: HRH Prince Michael of Kent, GCVO
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18 October 2010

Dear Ms Leavens,

| am delighted to attach Business in the Community’s response to the BIS consultation on
the Future of Narrative Reporting.

One of Business in the Community’s areas of expertise is in successfully advocating for the
adoption of high standards of governance, management and disclosure relating to material
environmental, employee, social and environmental issues. Companies that properly
consider and manage those issues perform better, have stronger management and create
more value for communities.

For the past eight years the CR Index has inspired and challenged over 350 companies to
continuously improve their impact on society and the environment.

Those who have consistently benchmarked have outperformed their FTSE 350 peers on
total shareholder return in seven out of the last eight years. Further, the TSR of these
companies recovered more quickly in 2009 compared with that of their peers. Please see the
full reports at:

2008 study: http://www.bitc.org.uk/resources/publications/value of corp gov.html

2010 study: http://www.bitc.org.uk/ft responsible business supplement/the value of.html

Disclosure is one iever to drive change but our experience shows that learning and
behaviour change are driven by appealing to the instinct to compare, compete and succeed.
We have focused our response on the material issues that we believe would improve CR
reporting that BITC can support.

We have included insight from leadership companies consulted on these questions through
our membership network and a specially convened workshop chaired by Phil Hodkinson, the
member of the BITC Trustee Board who has led on Benchmarking and Reporting over the
past 8 years, with experience as a FTSE 100 Finance Director and non-executive Director.
By leadership companies we mean those achieving the highest ranking in the annual
benchmark survey of responsible business practice published as the CR Index. Please see
http://www.bitc.org.uk/integration_and advice/cr index/results_and_rankings.html
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Twelve companies self selected to attend a discussion with BIS on the issues covered by the
consultation convened by BITC, which targeted the invitation to leadership companies as
measured by high scores in the Corporate Responsibility Index. Communication of Business
in the Community’s intention to respond on behalf of members was communicated to the full
membership via a website comment piece. The discussion was held under the Chatham
House rules and the views expressed here are those of BITC. Please see:

http://www.bitc.org.uk/media_centre/bitc news press releases/future of reporting.html

Yours sincerely,

Stephen Howar
Chief Executive
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Consultation response form: The Future of Narrative Reporting

A copy of the consultation available at: http://www.bis.gov.uk/consuitations.

Responses to the Consultation by be received by 19 October 2010
Name:

Organisation (if applicable): Business in the Community
Address: 135- 137 Shepherdess Walk, London N1 7RQ

Email:

Return

Jane Leavens

Corporate Law & Governance Directorate
Department for Business, Innovation and Skills
1 Victoria Street

London

SW1H OET

Tel: 020 7215 1686
Narrativereporting@bis.gsi.gov.uk

Please tick the box from the following list of options that best describes
you:

[ Quoted company

] Other company

Investor or investment manager

Business representative organisation
Investor representative organisation

tick | Non governmental organisation (NGO)
Trade Union

Lawyer or accountant

Other (e.g. consultant or private individual)






Value of narrative reporting

Question 1: Are company directors providing useful and relevant
information on the company’s:

i) forward-looking strategy and

ii) principal risks and opportunities?
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Where companies have allocated responsibility at Board level on responsibility
issues they are, in our members’ experience, better equipped to report on related
forward looking strategy and principal risks and opportunities.

The 100 + businesses which report annually through the CR Index report this
information. This is useful to an assessment of the extent to which their forward

looking strategy and principal risks and opportunities take account of wider
stakeholders.

Where Directors have put resource and reporting requirements around the
management of corporate responsibilities, they draw on useful and relevant
information in making strategy and identifying risks and opportunities. The best
companies have an active process of stakeholder engagement to understand the
most material issues that should be included within their reporting.

Leadership companies report limited social environmental and governance
engagement by investors.

PwC has identified overlap between Business in the Community leadership
companies (highest performing in corporate responsibility benchmarking) and the
Integrated Reporting leadership companies. BITC has identified the better share
price performance of leadership companies.

By leadership companies we mean those achieving the highest ranking in the annual
benchmark survey of responsible business practice published as the CR Index.






Question 2: What are the constraints on companies providing information
on these issues?

Corporate Responsibility content is very organisation specific but is frequently only
appreciated and challenged by some Board members who have relevant experience
or where there is good benchmarking evidence available. Much of the information
disclosed tends to focus on the company'’s processes and activities, rather than the
outcomes of such activities. The quality of data available on CR activities varies
considerably by company, and is generally less reliable than financial or risk
information. The CR Index rewards companies that have high data standards and
external assurance of such data.

Question 3: Does the information provided reflect the issues discussed by
the directors in board meetings?

Boards manage their responsibilities through their committee structures in large
companies. Where there is systematic management of corporate responsibility the
reporting relationship for the purposes of the Business Review tends to be to the
Audit Committee for risk consideration and the CR committee for the purposes of the
separate CSR report. Leadership companies ensure that Directors have access to
pertinent and regular briefing affecting reputation and risk management including the
results of company engagement with stakeholders.

Question 4: Does the information help shareholders to press directors on
key issues relating to strategy and risk, or inform their business decisions?

Companies we consulted directly on this topic that currently provide extensive
reporting on social, environmental and governance issues reported limited
engagement by investors despite the information provided. The level of engagement
from other stakeholders was patchy but generally of a better quality.






Question 5: If a company does not provide sufficient or material
information to you, do you challenge it? Is there anything which could help
you to do so?

In reviewing company submissions to the CR Index we review the public disclosure
sources they refer to or the internal documentation they provide as evidence for their
self assessment on the scale of good practice.

The Index gives companies some choice about the social and environmental impact
areas they report. if there is mismatch between what they select to report on and
where they direct their resources this is picked up in the membership engagement.

Question 6: What other sources of company information do you use and
how valuable are they (e.g. information provided on the website, analysts’
briefings, dialogue with the company, corporate social responsibility
report)?

As in the answer above, we review information put forward by the company whether
public domain or confidential. Voluntary disclosure of such information is rewarded.

Question 7: Is there scope to reduce or simplify the requirements on which
companies report?

The companies we consulted on this question referred to competing guidance
notably from Defra, the Carbon Reduction Commitment and Mayday Network.

Sectoral guidance (e.g.from trade bodies such as the ABI) was seen as very helpful
where available because specific reporting requirements tend to be industry related






Question 8: Is there scope to arrange the information in a more useful way?

Business Review

Question 9: Looking at an Operating & Financial Review and the existing
business review (see Annex D), do you see value in reinstating elements of
an OFR and if so what would they be? In particular, would a statutory
reporting standard help to improve the quality of reporting?

Question 10: The business review provisions require quoted companies to
report, to the extent necessary, on:

e main trends and factors likely to affect the future development,
performance and position of the company’s business
information on environmental matters
information on employees
information on social and community matters
persons with whom the company has essential contractual and other
relationships

i) is this information useful to you? How do you use it?

i) Could disclosure be improved? If so, how?

ili)  Are there key issues which are missing? If so, please explain?






The core issues covered by the CR Index map closely on to this list.

We would like to see this described not as ‘information on’ but ‘outcomes from
engagement on or with',

It is insight from stakeholder engagement which enables Directors to exercise their
full duty of care to promote the success of the company.

Where companies have allocated responsibility at Board level for understanding
and managing their corporate impact in relation to employees, communities, the
environment, suppliers and customers they are better able to report on related
forward looking strategy and principal risks and opportunities.

The 100 + businesses which report annually through the CR Index report this
information. This is useful to an assessment of the extent to which their forward
looking strategy and principal risks and opportunities take account of stakeholder
interests and impact assessment

Question 11: Would more guidance be helpful? If so, what form should this
take? For example, best practice example, sample Key Performance
Indicators, etc?
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Leadership companies consulted reported that The Accounting Standards Board
Statement is commonly used as a best practice reference although without the
formality of a sign off procedure. The guidance might require a refresh but is largely
still relevant today.

BITC ‘s view is that the elements of a reporting standard exist in the data available
from 8 years of benchmarking on responsible business practice. We recommend
analysis of this data to help strike a balance between standardisation and what is
relevant to a particular business/sector. More generic reporting guidance is likely to
detract from quality as the detail becomes increasingly less relevant to specific
company issues.






Question 12: Should there be a shareholder’'s advisory vote on the
Business Review?

No. A vote on the Business Review is equivalent to a vote of confidence in the
Board, which shareholders already have via the annual election of Directors.

Question 13: Are there non-regulatory solutions to increasing quality

through better guidance or publicising excellence in business reports? If
so, what?

We recommend consideration of a requirement that the directors of companies report
to shareholders on whether or not they have benchmarked their CR performance and
if so how they have gone about it.

In addition, companies should also be required to report whether or not, and how,
they have consulted with key stakeholders on the scope, materiality, clarity and
content of their report.

Although good guidance is helpful and necessary to good reporting, we also know
that in practice it has limitations because it cannot cope with the multitude of
variations that companies face. More valuable beyond the core principles offered by
guidance is good practice and process ... the nuts and bolts of how you seek
stakeholder views, how you decide what information is important, how you get it
together, how you offer relative as well as absolute data, and how you present it
well.

The real win is to raise the participation and standards amongst the majority of
smaller/medium size organisations. A means to benchmark corporate responsibility
performance for smaller business has been developed and is in pilot phase by
Business in the Community. This tests policy and process around these behaviours:

+ Having clear leadership governance and values

¢ Developing employees and the future workforce to build successful and
healthy working lives

+ Respecting customers and influencing consumer behaviour through products
and services






* Managing social environmental and economic impacts in your supply chain

e Investing in the communities in which you operate and those communities in
greatest need

¢ Taking action to reduce climate change and prepare for a low carbon
economy

Business in the Community has a very successful track record in changing
behaviours within business — particularly in the management practices that influence
the Corporate Responsibility agenda. A subset of these practices includes reporting.
Our model for improvement is tried and tested and continues to drive change in the
behaviours of business leaders. Our model consists of two main elements —
providing a Challenge Framework and providing Support to deliver improvement.
These two elements are outlined below:

Challenge

* Engage the competitive spirit within most businesses through publicising
awards, or rankings based on the CR Index — promotes good practices and
develops incentives among management to do better. Also raises awareness
and communicates the importance of a topic through publicising the actions
and results of peers or competitors.

¢ The CR index provides a ranking of businesses based on their CR practices.
The ranking is published annually in the Financial Times. The very best
Businesses are awarded Platinum Plus and others are ranked as: Platinum,
Gold, Silver, or Bronze. The CR Index explicitly provides guidance as to good
practices, with clear feedback to each company on where the gaps are. It acts
as a Management Tool, encompassing both risk filter and performance
benchmark.

» The BITC National Awards also engage the competitive instincts of business
leaders. Although we do not have an award that is focused on reporting, we
have successfully delivered improved behaviours across a range of other
topics across the Corporate Responsibility agenda. The awards complement
the CR Index, are decided through a strict process including peer review and
are particularly competitive as there can only be one winner.

* Both The CR Index and the Awards programme are vehicles to drive changes
in behaviour, presenting a challenge and giving recognition for good
performance. Both also provide vehicles for communicating to managers what
they can do, and what are current good and best practices in particular areas.

Support

* The challenge mechanism described above supports the development of a
desire to change and to deliver improvement — but it is not sufficient without
the necessary support.

¢ The CR Academy provides a range of training for management and
practitioners in various areas across CR. This builds skills, awareness and
capacity to support the individuals to deliver the desired improvements.

* We offer Advisory Services, where we work with the client organisation to
drive improvement — our core services include CR Strategy, Benchmarking,
Stakeholder Engagement and Embedding CR. We have conducted a number






of assignments to support businesses in delivering improvements, including
review and commentary on sustainability reports

Private benchmarking — allows an organisation to assess their current
practices, receiving a comprehensive report, without them necessarily
committing to their results being published, this provides a low risk entry point
to new businesses who are worried that at their initial attempt they may not
score well but at least wish to take the first steps.

Combined this model of providing both challenge and support has demonstrated an
effective record of delivering improvements.

We would be very interested in working with the Department to explore and develop
a non-regulatory framework that would support improved practices in narrative

[ reporting in the UK.

Directors’ Remuneration Report

Question 14: Do the current disclosure requirements provide clear and

usable information about:

the total remuneration paid to directors, and how this is made up;
the performance criteria for payments to directors, and how
these relate to the company’s strategic objectives;

company performance against these criteria, so that there is a
demonstrable link between pay and performance.;

the process by which directors’ remuneration is decided?
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Costs

Question 15:

If you can provide any information on costs associated either with the
existing narrative reporting requirements eg preparing your business
review or your views on potential costs and benefits in relation to any of
the ideas in this consultation, please give details
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The cost of participating in the CR Index is reported by members as
about one person for eight weeks full time equivalent reducing to a third
of that in subsequent years.

This is an investment in coordinating information within the business
and typically involves a project lead, backed by a senior champion to
secure the buy in and contribution from typically HR, procurement,
environment, community and risk.
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Value of narrative reporting

Question _1: Are company directors providing useful and relevant
information on the company’s:

) forward-looking strategy and

i) principal risks and opportunities?

Over the last 10 years the Investor Relations Society has encouraged
improvements in narrative reporting thorough its Best Practice Awards.
Over this period we have seen significant improvements. The
introduction of the Enhanced Business review in the Companies Act
2006 accelerated this process. We believe that the best companies are
now communicating strategy, risks and opportunities in a much more
joined up way. However, we think that there is still room for
improvement in this area by those companies which have not yet
focused on these challenges. We believe that the current framework
provides all the necessary regulation to develop meaningful narrative
reporting. We do not think that it would be helpful at this stage to open
up the debate on changing the Business Review requirements as the
current act provides substantially all that was proposed in the original
OFR. We believe that a combination of peer review pressure and
guidance from organisations such as the FRC, FRRP and BIS will help to
push forward further improvements in this area of narrative reporting.

Question 2: What are the constraints on companies providing information
on these issues?

In the past companies did not like talking about risk as it was perceived
to be negative. However the introduction of the requirements of the
CA2006 and the major problems encountered by many companies in the
aftermath of the credit crisis have made companies recognise that it is
important to show how they assess risk in their organisations, how it is
balanced as part of the strategy of the business and what they do to
mitigate it. Companies have also felt unwilling to discuss future strategy
in too much detail as they are concerned that they will give away
potentially useful information to their competitors. Companies have also
felt constrained by the requirements to not provide profits forecasts
which might involve them in additional verification work in a future M&A
situation. However we believe that companies are beginning to
recognise the benefits of increased transparency in reporting, which






outweigh the potential problems outlined above. We believe that more
pertinent questioning from investors as part of their increased
involvement through the new Stewardship Code should encourage
companies to be more open in their discussion of these issues.

Question 3: Does the information provided reflect the issues discussed by
the directors in board meetings?

From our reviews of best practice reporting we have noted that some
companies have specifically mentioned the issues which have been
discussed at their Board meetings. We believe that this sort of
disclosure is much more meaningful and is a welcome move away from
the ‘box ticking’ mentality which is prevalent in some reports. Obviously
we are not able to comment in detail on what is discussed in Board
meetings but we believe that the process of reporting on annual basis
on these issues should provide a useful focus for Board discussions.






Question 4: Does the information help shareholders to press directors on
key issues relating to strategy and risk, or inform their business decisions?

Comments

There is now a significant amount of useful information for investors
which is required to be disclosed. How much use is made of this
depends to a large extent on the resource which shareholders are
prepared to put into assimilating this information. Through our Best
Practice Guidelines and Awards we encourage companies to improve
the quality of their presentation as this makes it easier for shareholders
to use the information.

Question 5: If a company does not provide sufficient or material
information to you, do you challenge it? Is there anything which could help
you to do so?

Comments

As noted above we encourage better disclosure and transparency
through our Best Practice Guidelines.

Question 6: What other sources of company information do you use and
how valuable are they (e.g. information provided on the website, analysts’
briefings, dialogue with the company, corporate social responsibility
report)?

Comments





We believe the website is now the first port of call for many interested
parties.

We also believe that companies should be encouraged to take
advantage of all communication channels.

These include meeting investors, analysts and other stakeholders,
during which an investor presentation is often used. The investor
presentation has a number of merits; timeliness, an ‘informality’ and
absence of mandated structure. This allows the company’s management
team the flexibility to share the specific information that the investors
need about their company. One size of information set does not fit all.
Regular, timely updates are also key. Through regulatory disclosures
such as half yearly results, Interim Management Statements and
compliance with the DTR regime, regular updates to the company’s non
financial position are also provided. In addition, companies choose to
update the market with non-mandated information throughout the year.
This may be sales statistics, market share, production volumes etc.
These are heavily used by analysts and investors.






Question 7: Is there scope to reduce or simplify the requirements on which
companies report?

We are concerned that the Annual Report is becoming a historical
repository for regulators’ mandated information — rather than a useful
additional information source for the market. As a consequence of these
and other changes, the required content of the annual report has grown
exponentially.

We believe that the annual report is rooted in the earliest versions of the
Companies Act, in a completely different information era. Changes in
the ‘audience’ for the report, changes in investor decision making, rising
focus on governance, and of course the way we consume information
have made the concept of the annual report very different from its
original intent. For example, as more and more companies have
gradually taken up the opportunity presented by changes in Company
Law to allow ecomms, fewer printed copies of the Annual Report are
now necessary as investors generally look to the internet to provide far
more up to date/relevant information.

We therefore think that there is scope for putting more non-statutory
information on websites to supplement the Annual Report disclosures
and we think that there is a case for simplifying and reducing the
amount of information that has to be disclosed in the Annual Report

and placing it on the website.

We believe that any changes should be in the form of principles based
guidance and encouragement, rather than new standards or regulations.
Creating a mandatory standard to be followed does not allow companies
the flexibility to tell their own story, and risks a templated box ticking
approach.

Question 8: Is there scope to arrange the information in a more useful way?

As discussed above we think that there is scope to reduce the amount
of mandated information in the Annual Report, including some of this on
the website.






Business Review

Question 9: Looking at an Operating & Financial Review and the existing
business review (see Annex D), do you see value in reinstating elements of
an OFR and if so what would they be? In particular, would a statutory
reporting standard help to improve the quality of reporting?

We believe that the current framework provides all the necessary
regulation to develop meaningful narrative reporting. We do not think
that it would be helpful at this stage to open up the debate on changing
the Business Review requirements as the current Act provides
substantially all that was proposed in the original OFR. We believe that a
combination of peer review pressure and guidance from organisations
such as the FRRP and BIS will help to push forward further
improvements in this area of narrative reporting.

We believe that any changes should be in the form of principles based
guidance and encouragement, rather than new standards or regulations.
We are concerned that a regulatory approach may be inconsistent. The
FSA Handbook regularly makes the point in its Disclosure and
Transparency Rules that no two companies are the same, and
consequently a principles based regulation is appropriate, rather than
fixing a set of required disclosures. By contrast, the Companies Act, and
the Financial Reporting Council’s Reporting Standard 1, creates a
‘standard’ — regardless of whether the content of that standard is
relevant or not.

We therefore believe that creating a mandatory standard to be followed
does not allow companies the flexibility to tell their own story, and risks
a templated box ticking approach.

Question 10: The business review provisions require quoted companies to

report, to the extent necessary, on:

. main trends and factors likely to affect the future development,
performance and position of the company’s business

o information on environmental matters

. information on employees

. information on social and community matters





. persons with whom the company has essential contractual and other
relationships
i) is this information useful to you? How do you use it?
i) Could disclosure be improved? If so, how?
iii) Are there key issues which are missing? If so, please explain?

Comments

We have no specific comments to make on this question as it is mainly
directed at users of accounts.






Question 11: Would more guidance be helpful? If so, what form should this
take? For example, best practice example, sample Key Performance
Indicators, etc?

Comments

We believe that a combination of peer review pressure and guidance
from organisations such as the FRC, FRRP and BIS will help to push
forward further improvements in the area of narrative reporting.

Question 12: Should there be a shareholder’'s advisory vote on the
Business Review?

Comments

We do not believe that adding to an already crowded AGM agenda by
including an advisory vote on the Business Review would make a
difference to the quality of narrative reporting.

Question 13: Are there non-regulatory solutions to increasing quality
through better guidance or publicising excellence in business reports? If
so, what?

Comments





Over the last 10 years the Investor Relations Society has encouraged
improvements in narrative reporting thorough its Best Practice Awards.
Over this period we have seen significant improvements. We believe
that a combination of peer review pressure and guidance from
organisations such as the FRRP and BIS will help to push forward
further improvements in the area of narrative reporting.






Directors’ Remuneration Report

Question _14: Do the current disclosure requirements provide clear and
usable information about:
o the total remuneration paid to directors, and how this is made up;
o the performance criteria for payments to directors, and how
these relate to the company’s strategic objectives;
o company performance against these criteria, so that there is a
demonstrable link between pay and performance.;
o the process by which directors’ remuneration is decided?

The UK’s statutory disclosure requirements on directors’ remuneration
are amongst the most extensive in the world. We believe that
presentation of this information is however of variable quality. In the
best companies we have seen good linkage between performance and
pay, but in others there is room for improvement.

We do not believe however that this is a case for more disclosure, rather
better disclosure, and that this will be driven by peer group pressure
and guidance rather than additional regulation.

Costs

Question 15:

If you can provide any information on costs associated either with the
existing narrative reporting requirements eg preparing your business
review or your views on potential costs and benefits in relation to any of
the ideas in this consultation, please give details






Costs of preparation are an obvious concern for all companies. By
simplifying the guidance on what companies should include, regulators
would encourage companies to invest more on those areas that matter
to them and to their stakeholders.
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Jane Leavens

Corporate Law & Governance Directorate
Department for Business, Innovation and Skills
1 Victoria Street

London

SWI1H OET

14 October 2010

Dear Madam
Response to consultation on The Future of Narrative Reporting
Thank you for giving us the opportunity to respond to the above consultation.

The Investor Relations Society’s mission is to promote best practice in investor relations; to
support the professional development of its members; to represent their views to regulatory
bodies, the investment community and government; and to act as a forum for issuers and the
investment community.

The Investor Relations Society represents members working for public companies and
consultancies to assist them in the development of effective two way communication with the
markets and to create a level playing field for all investors. It has nearly 600 members drawn
both from the UK and overseas, including the majority of the FTSE 100 and much of the
FTSE 250.

Our response is based on feedback we have received from our members who are engaged in
the preparation of Annual Reports both as companies and advisors.

We include below an overview of the issues which we consider are important as well as
specific answers to your detailed questions where we are in a position to have an opinion.

Central to the investor relations task is * two way communication’: communication of the
equity story, the business model, its financials and the current state of the business and its
prospects, together with listening to feedback from the financial audience. IR aims to set the
context in which the company’s ambitions and achievements should be seen. An important
aim is to achieve the right balance between long term ownership and liquidity. An excess of
either is problematic.

“Shareholder engagement” is at heart of what IR teams do.

So, in preparing an annual report today, companies have to start by considering who the
report is for. Companies with long retail investor tails will write for an audience entirely
different from one that is largely institutionally owned. Unionised companies,





environmentally sensitive companies, multi-national companies will have their own specific
audiences in mind. Layering obligations for ALL of these audiences on to ALL companies
creates a regulatory repository, rather than a communications opportunity. Nonetheless, we
believe that there is a place for an audited record of required information.

We believe however that companies should be encouraged to take advantage of all
communication channels. These include meeting investors, analysts and other stakeholders,
during which an investor presentation is often used. The investor presentation has a number
of merits; timeliness, an ‘informality’ and absence of mandated structure. This allows the
company’s management team the flexibility to share the specific information that the
investors need about their company. One size of information set does not fit all.

Regular, timely updates are also key. Through regulatory disclosures such as half yearly
results, Interim Management Statements and compliance with the DTR regime, regular
updates to the company’s non financial position are also provided. In addition, companies
choose to update the market with non-mandated information throughout the year. This may
be sales statistics, market share, production volumes etc. These are heavily used by analysts
and investors.

The annual report is therefore another opportunity to communicate. However the narrative
section faces many limitations. From the experience of IR professionals, it is rarely relied on
as a key document. Some of the information contained is already in the public domain
through one of the above alternative channels. Our concern therefore is to avoid the annual
report becoming a historical repository for regulators’ mandated information — rather than a
useful additional information source for the market.

We are concerned that the annual report is rooted in the earliest versions of the Companies
Act, in a completely different information era. Changes in the ‘audience’ for the report,
changes in investor decision making, rising focus on governance, and of course the way we
consume information have made the concept of the annual report very different from its
original intent. For example, as more and more companies have gradually taken up the
opportunity presented by changes in Company Law to allow ecomms, fewer printed copies of
the Annual Report are now necessary as investors generally look to the internet to provide
far more up to date/relevant information.

As a consequence of these and other changes, the required content of the annual report has
grown exponentially. We are also concerned that this regulatory approach may be
inconsistent. The FSA Handbook regularly makes the point in its Disclosure and
Transparency Rules that no two companies are the same, and consequently a principles
based regulation is appropriate, rather than fixing a set of required disclosures. By contrast,
the Companies Act, and the Financial Reporting Council’s Reporting Standard 1, creates a
‘standard’ — regardless of whether the content of that standard is relevant or not.

The gap between those whose reports embrace best practice, and those who simply seek to
comply, is growing larger. This is partly due to the variable audiences for the reports, and
partly to variable resources at small and large companies.

So what do we suggest?





First, we believe that any changes should be in the form of principles based guidance and
encouragement, rather than new standards or regulations. As noted, creating a mandatory
standard to be followed does not allow companies the flexibility to tell their own story, and
risks a templated box ticking approach.

We think that any changes to the narrative reporting regime should bear in mind the total
flow of information to the investor. The annual report should not be regarded as a
standalone communication.

Also, we are not persuaded that the differences between the Operating and Financial Review
and Enhanced Business Review are sufficiently stark to warrant changes in regulatory
standards.

Second, we believe that regulations should embrace the use of technology. We agree with the
sentiment behind the question “Would report users welcome a way of limiting the
narrative report to a summary of the strategic issues with the more detailed supporting
information presented separately for those who wanted that extra level of information?”
Companies already use their corporate websites to deliver more detailed information about
their businesses; recognising that information as part of the narrative report would allow
annual reports to become focussed, uncluttered communication opportunities.

Third, inclusion of the auditing process is very important. We believe that audited data
should be identified as such.

Fourth, we do not believe that adding to an already crowded AGM agenda by including an
advisory vote on the Business Review would make a difference to the quality of narrative
reporting.

Finally, costs of preparation are an obvious concern for all companies. By simplifying the
guidance on what companies should include, regulators would encourage companies to
invest more on those areas that matter to them and to their stakeholders.

A copy of our response form to the detailed questions is included with this letter. If you
would like to discuss any of the matters raised in this response please do not hesitate to come
back to us.

Yours faithfully,
‘r_._._'_'_'_._______...--*
Michael Mitchell

General Manager

The Investor Relations Society
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Value of narrative reporting

Question _1: Are company directors providing useful and relevant
information on the company’s:

) forward-looking strategy and

i) principal risks and opportunities?

i) Forward looking strategy is now often stated, but in our research of
many Business Reviews (BR) we find it is often a “standalone
statement”, with little linkage to operating divisions. In addition,
often we observe few companies provide targets or milestones that
would enable investors to detemine the extent to which the strategy
has been successful over the past year, or how investors can judge
what is expected of the strategy in the future.

i) As regards the principal risks and uncertainities, there continues to be
a declaration at a high level (e.g. economic uncertainty) or external
actvities (e.g. increased regulatory pressure). Relatively few
companies’ lists of risks or uncertainities refer to internal or
operational risk, or business related elements such as key
customers or suppliers. It is also interesting to look, with hindsight,
at BP's list of key risks or uncertainties — only 14% of the content
related to operational risks, and about 3% to the operational risks
associated with drilling and exploration — would this be the same
percentages if written now, in the aftermath of the Deepwater
Horizon explosion?

This may be perceived as correct from the companies’
perspectives, but it infers that every internal risk is under control
and a level of belief on behalf of the Board that the status quo will
continue until impacted by actions not considered in the risk
process.

Also we seldom see risks that are specifically related to a declared
business strategy and may impact on its implementation. Since this
is likely to be a basis for investment decisions by shareholders, one
would expect greater focus on risks that could affect delivery of the
published business strategy.

Question 2: What are the constraints on companies providing information
on these issues?






Companies often provide information on the implementation of their strategy
in published analysts’ presentations, yet in the BR it can appear that divisional
directors make use of the “commercial confidentiality” argument to avoid
disclosure. This suggests that the CEO should take greater control of the
content of the BR rather than, as is often the case, delegating it to individual
functional heads, who write their content in a silo.

Question 3: Does the information provided reflect the issues discussed by

the directors in board meetings?

We do not have sufficient experience of the content of board meetings to
comment specifically. However, our anecdotal knowledge suggests boards
discuss a range of issues, many of which are not relevant for a longer term
view of the company. We suggest, if this is the case, the board should ask for
a set of strategy milestones (or dashboard) and KPIs that could be used for
regular review of the business strategy and the business model at board
meetings.

Question 4: Does the information help shareholders to press directors on
key issues relating to strategy and risk, or inform their business decisions?

If companies adhere to the intent of the BR, then we believe it would be
sufficient to enable shareholders to be more active in challenging the board’s
performance on strategy and risk. However, the problem is that often they do
no more than tick boxes. The issue is not about what is laid down but the
quality of what is provided.

As an example, if we look at one leading financial services company, from
2004 to 2008 there was no description of the strategy in the Annual Report
(ARA) (although the word “strategy” was used liberally, but without
gualification). We did find a description of the strategy in a 2005 stockbrokers’
presentation. For this company; we question how shareholders, other than
those knowledgeable of the 2005 presentation, would have the ability to
challenge the board.

Question 5: If a company does not provide sufficient or material
information to you, do you challenge it? Is there anything which could help

you to do so?






We do discuss these matters with our clients, but the view may often be “how
much do we need to communicate”. One of the issues is that CEOs often
have a relatively short average tenure and, as a consequence, the strategic
statements tend to be more “motherhood and apple pie” rather than a detailed
series of actions.

Question 6: What other sources of company information do you use and
how valuable are they (e.g. information provided on the website, analysts’
briefings, dialogue with the company, corporate social responsibility
report)?

Websites, analysts’ presentations and Corporate Social Responsibility (CSR)
reports are used. Analyst presentations often have more substance than a
Business Review — often because the directors delivering the presentation
know they may receive more detailed questioning. Remarkably, the last may
be more revealing about the way in which a company operates compared with
the ARA itself. This is especially the case if the CSR report discusses issues
such as impacts on stakeholders, and reviews the materiality of the various
CSR elements.

Question 7: Is there scope to reduce or simplify the requirements on which
companies report?

As far as the current Business Review and the UK Corporate Governance
Code are concerned, we regard the requirements as flexible, and do not
require reducing or simplifying. The focus of the UK Corporate Governance
Code on the business model should ensure companies focus on non financial
matters as they relate to the business model and the business strategy. The
issue is more related to ensuring that companies do indeed report in a
transparent manner — what is currently set out gives companies opportunities
to improve their reputations through quality reporting and are not
burdensome; they should be part of good business practice.

However, there is a need for clarification regarding terminology. We
recommend that there needs to be some definitions regarding what is meant
by “the business model”. We compared the UK Corporate Governance Code,
which requires “an explanation of the basis on which the company generates
or preserves value over the longer term (the business model) and the strategy
for delivering the objectives of the company”, with the comment in the FRRP’s
2010 Annual Report, which includes the following statement: “The UK
Corporate Governance Code now recommends that companies explain their
business model in their annual reports. The Code describes this as an
explanation of the basis on which the company generates or preserves value
over the longer term and the strategy for delivering the objectives of the






company”, which infers that the business model incorporates the strategy. We
consider the FRRP’s interpretation to be somewhat confusing. We regard the
business model as being the means by which the company currently
operates, so as to generate or preserve value over the longer term, whilst the
business strategy is the means by which a company delivers its longer term
business objectives — this may imply the business model is retained but a
business strategy may result in a new or revised business model being
introduced. Using an example of a high street retailer, the current business
model is reasonably clear, and if its business strategy includes the
introduction of new product categories for sale on the high street, then the
business model is likely to remain the same. However, if the business strategy
is to move from high street retailing to either a mix of high street and internet
retailing, or even, 100% internet retailing, then this would necessitate the
development of a new business model. Investors would require an
explanation of how such a strategy would affect the business model.

Question 8: Is there scope to arrange the information in a more useful way?

Our experience suggests many companies (particularly outside the FTSE100)
interpret non financial matters as being CSR. We do not believe this should
necessarily be the case.

There is scope to require companies to feature non financial matters and KPIs
within their operational review, rather than making them standalone in a CSR
section (and hence, perhaps, not being valued or considered relevant). The
problem is that there are different audiences for the CSR reports and
Business Review reporting and combining CSR reporting within the Business
Review may lead to confused audiences.

To take this approach, however, may mean that companies should be
encouraged to have separate CSR reporting, covering matters of concern to
all stakeholders, which may be more costly.

In addition, there is a need for greater consistency of guidance on quantitative
reporting. We commented upon this in our publication “Just how many green
house gas reporting standards do we need?”
www.thevirtuouscircle.co.Uuk/NEWS _SEPTEMBERO09.html

This was referred to in the ASB’s review of narrative reporting “Rising to the
challenge”.

Companies need certainty in determining how they should report. They do not
require multiple standards, leaving it for them to decide the mode of reporting,
with the potential for external criticism.




http://www.thevirtuouscircle.co.uk/NEWS_SEPTEMBER09.html



Business Review

Question 9: Looking at an Operating & Financial Review and the existing
business review (see Annex D), do you see value in reinstating elements of
an OFR and if so what would they be? In particular, would a statutory
reporting standard help to improve the quality of reporting?

We are reluctant to see the introduction of a statutory reporting standard, as
we consider this may lead to more “boiler plating” by companies.

However, we do see value in providing simpler guidance than that included in
the Reporting Statement, of which we see little evidence of its use by
companies in guiding their corporate reporting. This guidance could focus on
the Business Review (and may be usefully retitled as a “Reporting Statement
on the Business Review”. It could use the Code’s statement on the business
model as its platform. In addition it could include a range of best practice
examples - relevant to each sector - with the statement reinforcing their use
that these are used as guidelines by the FRC as the basis for consideration of
non financial reporting in BRs.

Question 10: The business review provisions require quoted companies to
report, to the extent necessary, on:
. main trends and factors likely to affect the future development,
performance and position of the company’s business
information on environmental matters
information on employees
information on social and community matters
persons with whom the company has essential contractual and other
relationships
)] is this information useful to you? How do you use it?
i) Could disclosure be improved? If so, how?
i) Are there key issues which are missing? If so, please explain?

Main trends and factors - We question whether presently there is adequate
information provided on “main trends and factors likely to affect the future...”
because there is seldom sufficient information about the company’s strategy,
other than as a stand alone statement.

Environmental matters - Generally, there is sufficient information on material
environmental matters.

Employees - Information on employees tends to be less than adequate from
a strategic perspective. As an example, strategically, there may be more
relevance in reporting on matters such as talent development, the quality of
succession planning, employee motivation and productivity. In considering
employee areas, such as employee diversity, it is worth pointing out that this






is easier and better for UK based companies, compared with international
companies. This is likely to be because collating diversity data at time of
recruitment may not be legally possible (as is the case under USA and French
laws). Corporate reporting legislation should take account of international
practicalities.

Social and community — these issues are, perhaps incorrectly, “well”
reported. However, from a shareholders’ perspective, we suggest this
reporting may lack materiality, and hence be of less use to shareholders —
other than to create a “feel-good factor”.

Contractual or other arrangements - In general, we consider that
companies report poorly on matters relating to contractual or other
arrangements. We suggest that this requirement, being limited to “essential”
matters enables companies to take a de minimis approach.

Instead, we propose companies should be encouraged (by best practice
examples and investor pressure) to provide material customer and supply
chain KPIs e.g. customer retention, customer complaints, average revenue
per customer, longevity of supplies, supply chain profile, which would provide
investors with more relevant non financial insights to enable them to consider
operational performance.

Question 11: Would more guidance be helpful? If so, what form should this
take? For example, best practice example, sample Key Performance
Indicators, etc?

Some more guidance in the form of best practice examples undoubtedly
would be helpful, but they should be sector based. Ideally there should be
some scenario examples to help ARA writers understand how the business
model and strategy can be best communicated.

Sample KPIs are not so helpful, since they would encourage “boiler plating”
and may not be ‘key’ to some businesses.

Question _12: Should there be a shareholder’s advisory vote on the
Business Review?

We suspect that an advisory vote is not practical. The challenge of having an
advisory vote on the Business Review is that the BR encompasses a wide
range of content, unlike the remuneration committee’s report. If an advisory
vote is considered useful, then we suggest that it is based on specific areas of
the BR e.g. progress on the business strategy.






Question 13: Are there non-regulatory solutions to increasing quality
through better guidance or publicising excellence in business reports? If
so, what?

Other than best practice examples, we suggest the FRC could offer more
transparency by giving examples (without necessarily quoting company
names) that they regard as good or poor reporting in the various ARA
elements.

In this context, the challenge is whether the FRC has adequate knowledge
about the quality of non financial reporting? There may be a value in bringing
together a forum of institutes to set up some standards for best practice
reporting.






Directors’ Remuneration Report

Question _14: Do the current disclosure requirements provide clear and
usable information about:
o the total remuneration paid to directors, and how this is made up;
o the performance criteria for payments to directors, and how
these relate to the company’s strategic objectives;
o company performance against these criteria, so that there is a
demonstrable link between pay and performance.;
o the process by which directors’ remuneration is decided?

Remuneration and the performance criteria - Generally, there is clear and
usable information on these matters, given Combined Code requirements.
Corporate Governance Code - However, we are mindful of schedule A of
the UK Corporate Governance Code, which recommends challenging
performance criteria reflecting the company’s objectives, including non-
financial performance metrics where appropriate.

Our view is that if a company communicates its business model and business
srtrategy effectively, then the choice of material non financial metrics to be
used as KPIs for criteria purposes become reasonably obvious.

Costs

Question 15:

If you can provide any information on costs associated either with the
existing narrative reporting requirements eg preparing your business
review or your views on potential costs and benefits in relation to any of
the ideas in this consultation, please give details

Our comments in this respect are anecdotal.

However, our observations are that better quality reporting of non financial
metrics should not add any cost on the basis that they should already be in
place in the company.

In addition, we believe that the narrative reporting element of company reports
can be addressed earlier in a financial year — perhaps commencing two
months before their end — which could reduce the pressure on internal
resources, which may reduce costs. We question how much of substance (in
normal non crisis times) will change over those last two months that would
fundamentally affect the content of the narrative reporting.

URN 10/1057RF
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Background: CIPD

1. The CIPD’s primary purpose is to improve the standard of people management and
development across the economy and help our individual members do a better job
for themselves and their organisations. The Public Policy team at CIPD promotes an
agenda for productive workplaces to boost economic performance and improve the
quality of working life.

2. As Europe’s leading professional body for those involved in the management and
development of people, we are ideally placed to contribute to the development of
public policy across the spectrum of workplace and employment issues.

3. We are able to draw on the experience and knowledge of our 135,000 members and
our wide range of research to provide a pragmatic stance on public policy that is
based on solid evidence and the real world.

4. Our membership base is wide, with 60% of our members working in private sector
services and manufacturing, 33% working in the public sector and 7% in the not-for-
profit sector. In addition, 76% of the FTSE 100 companies have CIPD members at
director level.

General comments in response to the consultation paper

In responding to this consultation, CIPD’s focus is on human capital management (HCM) and
reporting. Our response is based on discussion of narrative reporting with senior HR
directors at companies which have extensive experience in this area, and Henderson, a
major global investment firm that has led the field in exploring the use of HCM to help
investors gain a more accurate view of company prospects.

Earlier this year CIPD commissioned Zella King of Henley Business School to look at investors’
views of HCM and reporting and compare them with those identified by earlier CIPD
research in 2006. Her report is due to be published next month and we should be happy to
make it available to BIS. Our previous research found that, whilst most investors believed
that people add value to organizations, they failed to identify evidence of good management
or the people contribution which would influence their investment decisions. Where they
did take account of the value of people this was limited to the value of the top team. They
were also sceptical of the quality of the data that was available on human capital and
ambivalent to the new models for reporting that were being proposed.

Our latest report finds that the views of the investment community have not changed since
2006 as much as might have been hoped. However the research has identified some very
positive developments. There appears to be a growing awareness among mainstream
analysts of environmental, social and governance factors that have a bearing on long-term
company performance. This awareness may have been stimulated by the growing market





for SRI funds, greater emphasis by companies on sustainability reporting and the emergence
of new Environmental, Social and Governance (ESG) indices such as GS Sustain. As time goes
on, we can expect analysts’ and investors’ exposure to information about ESG factors to
increase further, and people management issues should feature in that.

The CIPD believes that human capital evaluation and reporting are crucial to long-term
sustainability and performance, because the practice of collecting, evaluating and reporting
on human capital should enable better business decision making and deepen understanding
of the link between HR, business strategy and performance. This view has been reflected in
much of the CIPD’s recent work and we are currently engaged in research identifying the
drivers of sustainable organization performance. One of the key issues that research has
identified as a driver of sustainable performance is the ability to measure a range of
performance indicators and assess the impact of action taken to address the areas
measured.

Our conclusion is that the Government should:

(a) promote the use of HCM reporting by quoted companies and investors on a
voluntary basis;

(b) publish examples of existing good practice;

(c) draw on the MaclLeod report to support the proposition that employee

engagement drives financial performance.

Specific issues raised in the consultation paper
We comment below on some of the key issues raised in the consultation paper.

Question 1: Are company directors providing useful and relevant information on the
company’s:

i.  forward-looking strategy and
ii. principal risks and uncertainties?

CIPD members believe that the majority of current HCM reporting — as reflected in company
annual reports - is not useful. This may be largely because it is seen as a statutory
requirement and not as a way of throwing light on key performance indicators. HCM needs
to be seen as integral to business strategy and priorities, and not just in the context of
corporate responsibility or governance. Where businesses collect data without
understanding why, it is unlikely that investors will derive much benefit from it. Data must
be relevant, qualitative and outcome-focused - in the sense that the links are made between
data and performance outcomes - if it is to be meaningful and useful.

Risk management may be the best framework to raise the profile of HCM reporting with
both company boards and the investment community. It is important to frame HCM as
being about downside risk (e.g. reputation) as well as about opportunities. When CEOs are





qguestioned about key risks for their organisation, people-related risks tend to come near
the top of their list.

Employee engagement measures can be most meaningful as an indicator of how
effectively employees are being managed. Although there is no absolute definition of
employee engagement, provided metrics are based on careful survey design and follow-up,
CIPD believes that employee engagement can be a very useful ‘leading’ indicator of business
performance. Engagement measures need of course to be supplemented by other data,
including measures of resource deployment and employee wellbeing.

Investors have historically been interested in the quality of senior management. The report
on employee engagement for BIS by David MacLeod in 2009 demonstrated convincingly the
links between an engaged workforce and financial performance. The report listed a large
number of major UK companies that are committed to the use of engagement data to help
drive their business forward and deliver sustainable performance. Engagement data on its
own may not tell an unequivocal story, but can provide the basis for an informed board-level
debate about the relative performance of business units across different areas and over
time.

There may be a temptation to dismiss HCM as a tool to support investors’ decision-making
because of its limitations for benchmarking purposes across companies in different sectors.
This was the broad conclusion of the Kingsmill report. Nevertheless trend data for individual
companies can be very useful. Companies need to report on what is useful to the
business. Standard Chartered, for example, report on the attrition rate of their top 10% of
performers but are not interested in attrition rates of the worst performers. Statutory
reporting requirements should build on the good practice already evident in major
companies, and should encourage them to share meaningful data more widely with
investors (and others).

Employee data may also be helpful in looking at relative performance across a specific
sector: in the energy sector, for example, firms that can demonstrate high levels of
employee engagement and reduced stress are likely to be safer.

Context is critical, not just in terms of helping to set the scene in terms of what the
company’s ‘footprint’ is (so it is possible to see what journey it is trying to make in terms of
start — end destination), but also its operating environment (e.g. specific market dynamics,
challenges, and drivers — past, current, future). Context provides a perspective in which to
interpret the absolute data and evaluate effectiveness. Context impacts on the
appropriateness of different approaches at different times.

Narrative and qualitative information is just as important as the raw numbers. For
example, Standard Chartered operates across 74 different countries which have a wide mix
of union membership and activity. The variety in different employee relations landscapes
and legal frameworks across the different countries the company operates in means that the
narrative is critical in making sense of the numbers. Legal requirements can also interfere





with consistent reporting: for example, reporting on age profile is difficult in the US because
of discrimination laws.

Question 2: What are the constraints on companies providing information on these issues?

Companies may be reluctant to share management information if they feel that this will
damage their share price, or their reputation. This may point to the need for companies to
develop closer relations with investors, so that more meaningful communications can take
place on sensitive issues. Equally it would be helpful in building dialogue for investors to
develop longer-term relationships with individual companies. In the absence of
developments on these lines, the quality of dialogue between companies and investors will
tend to be constrained.

Other constraints on companies providing information are:

e HCMis a long-term strategy, yet investors have short-term priorities — this is a major
challenge.

e Although there is a need for common/standardised metrics, there is also a need for
sector/context specific metrics.

e Companies may need disaggregated data, where for example they are only
interested in the performance of a sub-group of the workforce e.g. short term
tenure (<12 months) rates among high potential staff.

e Some metrics will be more important at different times in specific instances e.g. at
RBS issues of leadership and staff morale came more into focus following the
financial crisis.

Question 14: Do the current disclosure requirements provide clear and usable information
about:

) the total remuneration paid to directors, and how this is made up;

° the performance criteria for payments to directors, and how these relate to
the company’s strategic objectives;

° company performance against these criteria, so that there is a demonstrable
link between pay and performance;

. the process by which directors’ remuneration is decided?

While the current disclosure requirements can be regarded as providing clear and usable
information, the more important question is do they provide useful information. There are
concerns that the information requirements have led to group-think mentality, with firms
discouraged from coming up with innovative and creative solutions that meet the needs of
executives, the owners and the organisation as a whole.

Of greater value is narrative around the process of how the directors’ remuneration is
decided to give an idea of the quality of the decision making in this area. For instance, we
would like to see narrative around such areas as who’s involved in the decision, what





expertise do these individuals have, how has this expertise been gained (such as through
experience or internally/externally provided coaching), what understanding do these
individuals have of the business, the contexts in which it operates and the nature of the
organisation, what information has been used, why was it used and how had it been used?

The quality of the narrative around how decisions are made is just as important as the
narrative around the outcome.

CIPD
October 2010
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The Future of Narrative Reporting — A Consultation
Dear Ms. Leavens,

Thank you for giving the Institute of Directors (loD) the opportunity to comment on your consultation
document, published in August 2010. Issues surrounding corporate governance are of considerable
interest to the loD and its membership. We are therefore pleased to present our views on your paper.

About the loD

Founded in 1903, and granted a Royal charter in 1906, the IoD is an independent, non-party political
organisation of 45,000 individual members. Its aim is to serve, support, represent and set standards for
directors to enable them to fulfil their leadership responsibilities in creating wealth for the benefit of
business and society as a whole. The membership is drawn from right across the business spectrum.
92% of FTSE 100 companies have loD members on their boards, but the majority of members, some
70%, comprise directors of small and medium-sized enterprises, ranging from long-established
businesses to start-up companies.

General comments

The loD supports the Government’s objective of improving the quality of narrative reporting. Audited
financial statements provide only a partial snapshot of a company’s prospects. The annual report should
go beyond the provision of financial information, and tell the story of the business in an easily
understandable format.

The overall quality of narrative reporting has improved in recent years. However, there is no room for
complacency. Many non-financial disclosures remain relatively ‘boiler plate’ in nature, and could do more
to assist investors and other external stakeholders in their monitoring of companies.

However, whilst it is viable for regulation to define a standardised format for the presentation of financial
information, this is more problematic in respect of narrative reporting. The value of narrative disclosure is
highly subjective and difficult for auditors or regulators to standardise. Consequently, the detailed format
and content of narrative reporting for each company is best determined through an active dialogue
between the company, its shareholders and other stakeholders.

The current regulatory framework provides a satisfactory basis for narrative reporting. Since October
2007, UK quoted companies have been required to comply with the enhanced reporting requirements of
section 417(5) of the Companies Act 2006. This includes a requirement to disclose information about
environmental matters, the company’s employees, and social and community issues.
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Section 417 also requires all companies (other than those falling within the small company regime) to
publish a Business Review containing a fair review of the company’s business and a description of the
principle risks and uncertainties facing the company. The review must contain detail ‘to the extent
necessary’ for an understanding of the development, performance or position of the company’s business.

In addition, the latest version of the UK Corporate Governance Code recommends that directors should
include in the annual report ‘an explanation of the basis on which the company generates or preserves
value over the longer term (the business model) and the strategy for delivering the objectives of the
company’ (provision C.1.2).

Companies may also voluntarily choose to publish an Operating and Financial Review based on the
principles defined in the Accounting Standards Board’s 2006 Reporting Statement: ‘The Operating and
Financial Review'.

We are not convinced that improvements in narrative reporting can be achieved by significant
additions to the above regulatory framework. A more prescriptive approach would inevitably lead to a
greater volume of unhelpful boiler plate disclosures designed to fulfil regulatory requirements. It would
also increase the role of the lawyers in crafting narrative disclosures. This would reduce the overall quality
of narrative reporting.

Furthermore, we are not persuaded of the merits of current government proposals regarding the
reintroduction of the statutory Operating and Financial Review.

Many larger quoted companies already fulfil most of the OFR requirements within their existing Business
Reviews. The main difference between the OFR and the existing regime would be the need for narrative
reports to be audited.

However, a statutory requirement for an audited OFR would not necessarily improve the quality of
narrative reporting. Although auditors can verify the accuracy of factual information contained within
narrative reports, they are not in a position to ensure that it will be meaningful to external stakeholders.

Furthermore, the requirement to adhere to a statutory template would reduce the flexibility of companies
to tailor their narrative reporting to their individual circumstances. It would also increase their auditing
costs.

In our view, the value of improved narrative reporting would be better embedded through
appropriate director training and professional development programmes. As part of their induction
and ongoing development, directors should explore ways of improving their communication and
engagement with external stakeholders, including through narrative reporting. This is likely to be a more
productive means of promoting improved narrative reporting standards than the introduction of new
regulation.

We also note that the Financial Reporting Review Panel (FRRP) has recently extended its scope to
include reviews of narrative disclosures in its surveys of company accounts. We welcome this initiative, as
it provides an external incentive for companies to improve their narrative reporting standards.

Responses to specific questions

1. Are company directors providing useful and relevant information on the company’s:
i) forward-looking strategy and
ii) principal risks and uncertainties?

The results of recent surveys undertaken by the Accounting Standards Board (Rising to the Challenge)
and Grant Thornton (FTSE 350 Corporate Governance Review) indicate that companies are improving
their narrative disclosure standards. However, our perception is that standards remain uneven.





2. What are the constraints on companies providing information on these issues?

The complexity of regulation is a factor. Companies have to navigate through the differing requirements of
the Companies Act 2006; the Listing Rules; the UK Corporate Governance Code and the Disclosure and
Transparency Rules. It would be helpful if there was a unified set of guidance to help companies,
especially smaller companies, deliver better disclosures.

The clarity of narrative commentaries in annual reports is also compromised by legal teams going over
the text to see if there could be hooks for future litigation. Although some legal protection is already
provided by section 463(3) of the Companies Act 2006, it may be necessary for the liability position of
directors to be further clarified and protected if more meaningful disclosure is to be encouraged.

A third issue is the disengaged behaviour of many institutional shareholders. If companies do not believe
that disclosures are being read or acted upon by external shareholders or stakeholders, it reduces their
incentive to deliver meaningful disclosures. In such circumstances, disclosures are not seen by
companies as a tool of potential engagement, but as a compliance burden. This is not conducive to
meaningful narrative reporting.

3. Does the information provided reflect the issues discussed by the directors in board meetings?

Yes, to the extent that this is possible.

4. Does the information help shareholders to press directors on key issues relating to strategy
and risk, or inform their business decisions?

Institutional investors should be more explicit about the information that they require from the narrative
reporting of their companies under ownership. Companies are generally happy to incorporate investor

perspectives into their reporting framework. But this needs to be catalysed through a meaningful board-
shareholder engagement process.

5. If a company does not provide sufficient or material information to you, do you challenge it? Is
there anything which could help you to do so?
We are not replying to this consultation from an investor perspective. However, the unwillingness of some

institutional investors to engage with companies on these issues is a recurring concern.

6. What other sources of company information do you use and how valuable are they (e.g.
information provided on the website, analysts’ briefings, dialogue with the company, corporate
social responsibility report)?

N/A

7. 1s there scope to reduce or simplify the requirements on which companies report?

Yes, there is scope to reduce the complexity of requirements which have evolved significantly over the
last couple of years. There is a place for additional guidance in this area.

8. Is there scope to arrange the information in a more useful way?

Yes. Narrative reports could be condensed into a summary of key strategic issues. Detailed supporting
information could be provided in a separate document. Given the growth of electronic communication, it is
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feasible to publish such information with the same level of prominence as the annual report, for example
by including it on the company website. Such a separate document would be particularly appropriate for
narrative reporting on environmental, social, community and employee matters.

The need for additional sources of information on the website is relevant with respect to another aspect of
disclosure. We are increasingly concerned about the emergence of a dual form of communication
between companies and shareholders. Large institutional investors get more detail of strategy,
opportunities and issues than smaller shareholders. Although all information is to be made equally
available in the public domain, our experience is that this does not always follow. It should be best
practice for all presentations to analysts or institutions to be posted on the company website.

9. Looking at an Operating & Financial Review and the existing Business Review (see Annex D),
do you see value in reinstating elements of an OFR and if so what would they be? In particular,
would a statutory reporting standard help to improve the quality of reporting?

The information disclosed by companies to comply with the requirements of the Business Review are
effectively equivalent to those which would be contained in an operating and financial review. The main
operational difference between the enhanced Business Review and a statutory OFR would be the nature
of the audit report, which would be more extensive for a statutory OFR.

Therefore, reintroducing the requirement for a mandatory OFR is likely to have little impact in practice.
However, there is a risk that even a limited increase in prescription could be met with an increased
number of generic ‘boiler-plate’ and legally sanitised disclosures that add no value to the users of financial
statements. The OFR may also increase auditing costs for many companies.

10 The Business Review provisions require quoted companies to report, to the extent necessary,
on:
» main trends and factors likely to affect the future development, performance and position of
the company’s business
» information on environmental matters
» information on employees
» information on social and community matters
» persons with whom the company has essential contractual and other relationships
i) Is this information useful to you? How do you use it?
ii) Could disclosure be improved? If so, how?
iii) Are there key issues which are missing? If so, please explain?

Ultimately, these are issues for investors and other stakeholders to determine.

11. Would more guidance be helpful? If so, what form should this take? For example: best
practice example, sample Key Performance Indicators, etc?

Yes. Additional best practice guidance and case studies would be a useful means of driving up narrative
reporting standards.

12. Should there be a shareholder’s advisory vote on the Business Review?

No. We would not be in favour of an advisory vote on the Business Review. There is already a

shareholder vote at the AGM on the annual report as a whole. This is sufficient.

13. Are there non-regulatory solutions to increasing quality through better guidance or publicising
excellence in business reports? If so, what?





Awards which reward high standards in corporate reporting are a useful way of promoting improved
practices. In addition, best practice guidance and director training have significant roles to play in
improving standards.

For example, the loD’s Chartered Director qualification provides directors with a strong sense of the
importance of narrative reporting’. We encourage the Government to work with the loD in raising the
profile of director development programmes which incorporate relevant training in narrative reporting.

14. Do the current disclosure requirements provide clear and usable information about:
> the total remuneration paid to directors, and how this is made up;
» the performance criteria for payments to directors, and how these relate to the company’s
strategic objectives;
» company performance against these criteria, so that there is a demonstrable link between
pay and performance;
» the process by which directors’ remuneration is decided?
If not, please explain including any views on how this might be improved

Many reports suffer from being unduly lengthy. The clarity of the remuneration report could be improved
by removing detailed information into a separate document, or simply by making it briefer and more
meaningful.

15. If you can provide any information on costs associated either with the existing narrative
reporting requirements eg preparing your Business Review or your views on potential costs and
benefits in relation to any of the ideas in this consultation, please give details.

Companies invest significant amounts both in complying with the existing narrative reporting requirements
and in providing additional voluntary information. As companies struggle to recover from the
economic downturn, this cost burden should not be increased by additional regulatory
requirements, particularly given the potentially detrimental impact of a more prescriptive
approach.

Thank you once again for inviting the Institute of Directors to participate in this consultation. We hope you

find our comments useful.

Yours sincerely,

R Paseer
i

Dr. Roger Barker

Head of Corporate Governance

Institute of Directors, 116 Pall Mall, London SW1Y 5ED
Website: www.iod.com/policy

! Some of the organisations that have formally endorsed Chartered Director include: The CBI; Co-operative Insurance; National
Association of Pension Funds; Hermes; The Building Societies Association; Investors in People; Secretary of State for Business,
Enterprise and Regulatory Reform; Department for Education and Skills; Tomorrow’s Company; USS; The British Bankers
Association; Investment Management Association; The Institute of Business Ethics; The Quoted Companies Alliance; Institutional
Shareholder Services; Association of Investment Trust Companies; and the Local Authority Pension Fund Forum.
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Dear Ms Leavens
THE FUTURE OF NARRATIVE REPORTING

Tesco welcomes the opportunity to respond to the Department for Business,
Innovation and Skills consultation reviewing the future of narrative reporting.

VALUE OF NARRATIVE REFPORTING

Given that companies devote substantial fime and resources fo complying
with the current requirements for narrative reporting, it is clearly important for
reporting to be useful to its intended audience. We support effective and
relevant narrative reporting and welcome a review of the current requirements
to the exient that its aim is to ensure that the disclosure which companies are
required to make going forward is made as streamlined and appropriate to the
needs of shareholders, and other stakeholders, as possible. We would not
welcome additional disclosure requirements which did not meet this aim.
Moreover, it is important that companies are not obiiged to make disclosures
which are commercially sensitive.

We also support your aim of encouraging share ownership for the long term:
shareholders should be the owners of a company and should be focussed on
the long-term growth of the company rather than on making a short-term gain.
Narrative reporting by companies should support this aim, but should not
increase the regulatory burden on them.

BUSINESS REVIEW

We do not think that a statutory reporting standard or a shareholder advisory
vote on the Business Review would improve the quality of reporting.

In relation to the suggestion of a standard being introduced, different
businesses face different challenges and environments and therefore need to
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retain flexibility in how they report and in what they highlight, to allow them to
focus on those elements that are vital to the communication of their strategy.
While we agree that it is appropriate for there to be consistency between
companies in the categories of information which should be covered by
narrative reporting, the key test should be what it is appropriate to include in
order to ensure that the shareholders in a particular company have sufficient
information to enable them to make an investment decision. We do not
believe that there should be prescription as to which KPIs should be reported
on - each company should include those KPIs judged to be the most relevant
by its directors . We believe that prescriptive requirements could stifle
reporting and lead to poorer, not better, information.

In relation to an advisory vote on the business review, shareholders already
have a mechanism to express their views on a board’s performance using
their vote on the Report and Accounts or the re-election of directors. We
believe that an additional advisory vote would lead to increased boiler plate
disclosure, as companies would be likely to apply a “box ticking” approach to
ensure compliance, which in turn would reduce the value of such disclosure to
shareholders.

We alsc do not believe it is appropriate to introduce a ranking system for
company reporting. We feel this would result in additional bureaucracy and
cost for no real long term value creation. As we have already stated, we
believe that different businesses face different challenges and environments
and shareholders will have differing needs and expectations as to what
narrative reporting should look like for different companies.

DIRECTORS’ REMUNERATION REPORT

The Directors’ Remuneration Report Regulations 2002 set out detailed
requirements for disclosure of remuneration policy and practice. We would
welcome increased flexibility and simplification of disclosure requirements to
assist companies in delivering focused and useful reporting to stakeholders.

We hope that this response will be helpful to your work in reviewing the future
of narrative reporting. Please do not hesitate to contact us if you have any
queries in respect of this response or would like to discuss any of the points
we have raised further.

Yours ﬁTTcerer

Company Secretary
Tesco PLC






Future of Narrative Reporting: A Consultation
Response via Surveymonkey
Respondent Details:

Helen Tautz/Pippa Foulds
ITV
The London Television Centre, Upper Ground, London SE1 9LT

Value of Narrative Reporting

1. Are company directors providing useful and relevant information on the company’s:
i) forward-looking strategy? and ii) principal risks and uncertainties?

Yes on the whole reports are much more engaging and forward looking

2. What are the constraints on companies providing information on these issues?
Getting across a complete and accurate story whilst taking into account commercial sensitivity and timing.

3. Does the information provided reflect the issues discussed by the directors in
board meetings?

Yes

4. Does the information help shareholders to press directors on key issues relating to
strategy and risk, or inform their business decisions?

5. If acompany does not provide sufficient or material information to you, do you
challenge it? Is there anything which could help you to do so?

n/a
Most requests for clarification are around the Remuneration Report and not the Business Review.

6. What other sources of company information do you use and how valuable are they
(e.g. information provided on the website, analysts’ briefings, dialogue with the
company, corporate social responsibility report)?

7. 1s there scope to reduce or simplify the requirements on which companies report?

The requirements are not specific and are open to interpretation. If you want comparable company reporting
more detailed requirements would be necessary. The disadvantage of this is the risk that companies cannot
tell their own story in their own way which is probably more helpful to shareholders. However, some reports
are far too long and detailed and become unreadable to most shareholders. Shareholders need to input as
to what they really want to see.

8. Is there scope to arrange the information in a more useful way?

Most reports are now prepared with Business Review in the front half and accounts at the back which is
sensible. How the front half is set out is best left to companies to decide.





Business Review

9. Looking at an Operating & Financial Review and the existing business review (see
Annex D), do you see value in reinstating elements of an OFR and if so what would
they be? In particular, would a statutory reporting standard help to improve the quality
of reporting?

No.
Reporting standard may help.

10. The business review provisions require quoted companies to report, to the extent
necessary, on: *« main trends and factors likely to affect the future development,
performance and position of the company’s business ¢ information on environmental
matters ¢ information on employees ¢ information on social and community matters o
persons with whom the company has essential contractual and other relationships i)
is this information useful to you? How do you use it? ii) Could disclosure be
improved? If so, how? iii) Are there key issues which are missing? If so, please
explain?

11. Would more guidance be helpful? If so, what form should this take? For example,
best practice example, sample Key Performance Indicators, etc?

Best practice example would be useful
12. Should there be a shareholder’s advisory vote on the Business Review?

No, cannot see how this would help in any way, just adds another resolution to the AGM agenda. If
shareholders are unhappy they do not approve the accounts.

13. Are there non-regulatory solutions to increasing quality through better guidance
or publicising excellence in business reports? If so, what?

Best practise examples would be helpful

Directors’ Remuneration Report

14. Do the current disclosure requirements provide clear and usable information
about: « the total remuneration paid to directors, and how this is made up; * the
performance criteria for payments to directors, and how these relate to the company’s
strategic objectives; « company performance against these criteria, so that there is a
demonstrable link between pay and performance; ¢ the process by which directors’
remuneration is decided? If not, please explain including any views on how this might
be improved

Costs

15. If you can provide any information on costs associated either with the existing
narrative reporting requirements eg preparing your business review or your views on
potential costs and benefits in relation to any of the ideas in this consultation, please
give details






Chartered Institute of Management Accountants,
26 Chapter Street,

London,

SW1P 4NP

Tel: 020 7663 5441

Fax: 020 8849 2468

www.cimaglobal.com

Jane Leavens

Corporate Law & Governance Directorate,
Department for Business, Innovation and Skills,
1 Victoria Street,

London

SW1H OET

By email to : narrativereporting@bis.gsi.gov.uk
19 October 2010

Dear Jane

The Future of Narrative Reporting - A Consultation

The Chartered Institute of Management Accountants (CIMA) is pleased to have the
opportunity to comment on this consultation. We believe the narrative report is a crucially
important development in effective corporate reporting. In our view the purpose of the
narrative report is to demonstrate the long-term sustainability of the company concerned.
The narrative content should therefore only address issues which are material to this
purpose through the eyes of the Board.

We see effective narrative reporting as a sign of a well-managed organisation. External
reports, in our opinion, should contain the top-slice of information that is regularly reported to
the Board. If the external narrative report is well-structured, concise and clear then this is an
indication that the regular management information provided to the Board is similarly well-
positioned for effective decision-making. An inability to produce an effective narrative report
is often seen as a sign of a poorly managed business.

We attach detailed comments and would be pleased to discuss any aspect of this response

that you may wish to raise with us.

Yours sincerely

(ki

CHARLES TILLEY
Chief Executive
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CIMA response to The Future of Narrative Reporting Consultation

CIMA believes that narrative reporting should provide the essential contextual information
needed to gain a proper understanding of the financial statements. We were a founder
member of the Report Leadership group which has published a number of reports on how to
make narrative reports more effective. These reports are available at
www.reportleadership.com

CIMA’'s view on reporting derives from the first sentence in the new UK Corporate
Governance Code. Internally the role of reporting is to facilitate effective entrepreneurial
and prudent management that can deliver the long-term success of the organisation.
External reporting should allow users to form a judgement as to the organisation’s
performance, position and prospects in relation to achievement of long-term success

2010 sees the inaugural presentation of the CIMA Annual Report of the Year award and we
have been very impressed with the standard of entries. However, we are equally aware of
annual reports that simply fail to communicate key narrative information to their readers.
Why this is the case is a very good question and is one of the areas we are currently looking
at with PwC and Tomorrow’s Company in our Tomorrow’s Corporate Reporting project. This
project is still at the information gathering stage but we anticipate publishing initial findings
before the end of the year. For current information please see www.cimaglobal.com/tcrcfe

The BIS consultation document asks whether an advisory vote of shareholders on the
content of the narrative report would help to promote more effective reporting. It is difficult
to argue that it would not help but we believe its usefulness could be limited by the
demographics of the usual shareholder base of our major companies. To the extent that
shares are held by short-term investors then the vote would naturally be biased towards
inclusion of more short-term information which may come at the expense of longer-term
strategic content.

Publication of an annual ranking of published narrative reports is suggested in the
consultation document as another potential non-regulatory way to promote better narrative
reporting. We are not convinced that this would have a major affect as there are already a
number of awards, besides the CIMA award, that recognise achievement in this area include
a ranking of the FTSE 100 for example. However, we have been told by a major UK
company that produces award-winning annual reports that one of the major reasons that
they devote the necessary resources is ‘peer-pressure from other organisations in their
sector’.

As you will be aware, CIMA was represented at one of the recent BIS narrative reporting
workshops. At that meeting a view was expressed by one of the corporates present that the
new requirement for companies to report on their business model contained in the UK
Corporate Governance Code would drive them to redesign their narrative reporting structure
to place reporting on the business model at the heart of the report. They believed that other
companies would also come to the same conclusion and asked that time be allowed for the
Code to bed-down before any new regulations on narrative reporting were put in place.

We believe that there is some merit in this argument but also recognise the political
imperative for some action to explicitly require companies to report on environmental and
social factors. We would propose limited new regulation that required the Accounting
Standards Board (ASB) to update its narrative reporting statement to become a ‘one-stop
shop’ for all narrative reporting requirements whether they derive from the Business Review
legislation, the EU Transparency Directive, the IASB’s Management Commentary project or
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the new environmental and social concerns and then, once this has been done, re-instate
the mandatory nature of this ASB statement.

Companies should be required to adopt a ‘comply or explain’ approach to the ASB
statement recognising that immaterial or irrelevant information should not be reported just to
‘tick a box’ on the disclosure checklist.

We believe that a number of other areas should be looked at with a view to helping to create
a culture of effective narrative reporting:

e The role of the annual audit could be extended to specifically report on the process
of producing the narrative report. For example, did the Board have all of the
information required for it to properly produce the narrative report?

e |t could be made explicit that the whole of the Board has approved all of the various
sections of the narrative report including the Chief Executive’s review, the
remuneration report and the operating and financial review.

e The Financial Reporting Review Panel investigates complaints of mis-reporting and
also proactively targets the financial reports of sectors it considers under stress. We
believe that this monitoring work be extended to include narrative reporting.

Although the focus is on narrative reporting as presented in the annual report, it should be
recognised that this is only one part of what should be an ongoing dialogue with
stakeholders. We believe that this is perhaps best encouraged with a system that requires
publication of smaller, more succinct reports with far greater use of the internet to hold
detailed compliance data. The summary reports need only contain the narrative information
required to satisfy the ASB reporting statement plus summary financial statements.
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MM & K Limited
1 Bengal Court
Birchin Lane
London

EC3V 9DD

18 October 2010 Tel: + 44 (0)20 7283 7200
Fax: + 44 (0)20 7283 4119

Ms Jane Leavens

Corporate Law & Governance Directorate

Department for Business, Innovation and Skills

1 Victoria Street

London

SW1H OET

Dear Jane,
The Future of Narrative Reporting - Response from MM&K

MM & K Limited ("MM&K) is an independent firm of strategic pay and reward consultants.
We have limited our responses to those aspects of narrative reporting that link to
remuneration.

We think the Directors Remuneration Report Regulations are not working. Remuneration
Reports are hopelessly complex. It is difficult to see the wood from the trees.

1. Proposed changes for CEO pay disclosure

We propose changes to the reporting of remuneration so that the amounts paid to the CEO
in each of the past five years are clearly displayed alongside a table or graph of total
shareholder return (TSR) and other key performance indicators.

CEO pay should be aligned with performance. The narrative reporting should describe in
both words and numbers how the company has performed. It should also give an indication
of how well the company is positioned for the future and the potential risks.

We think our proposed focus on the CEO is right because:

i. Most parties interested in remuneration focus most of their time and attention on
the CEO.

ii. If the CEQ’s pay level and make up is satisfactory, it is less likely that others in the
company will be paid too much or incentivised in the wrong way. (E.g. the drivers
of incentive pay might nonetheless encourage behaviour which is inconsistent with
the business plan even if amounts of pay appear “satisfactory”.)

iii. It will make remuneration reports much easier to understand, and make them
clearer to interested parties. We provide a 1 page example of how a CEQO’s pay
could be reported, which we think is clear, transparent and readily understandable
by shareholders.

It should be noted that:

i. The relationship between pay and TSR is long term. One needs to take care because
MM&K and others (including many of our clients) advocate that TSR is not a good
(short term) measure of managements’ performance and should not be the sole
determinant of incentive pay. Clearly, a company’s share price should ultimately
reflect both good and bad performance but there is a lag. An annual comparison of
pay and TSR is potentially dangerous/misleading, but long term trend information
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would be useful. Shareholders should not be overly influenced by an annual
comparison, but should focus on the long term as required by the new UK Corporate
Governance Code, by the regulators and other policy makers in the context of
executive pay.

ii. Share prices are driven by many factors. In the list below, only the last two are
under the control of management, e.g.

Interest rates

General economic activity and growth forecasts

Market sentiment

Sector sentiment

Market view of management capability and future strategy

Achievement of operational goals and whether management generates

sustainable competitive advantage.

iii. As a result share price can often be out of alignment with the underlying
performance of the company, often for substantial periods of time.

iv.  We have observed a strong link over the long term of TSR and operational financial
performance metrics when measured in comparison to comparator (peer)
companies. Our associate company Obermatt has undertaken much research into
this area (see www.obermatt.com). The Obermatt Bonus Index is used by
shareholder proxy advisories such as Manifest (U.K.), DSW (Germany) and Ethos
(Switzerland), because it is a benchmark that rewards operating performance only.
This is key part of what shareholders want and what executives are able to
influence. Thus, it is fairer for both executives and shareholders and therefore
acceptable to both. The complete FTSE 100 Bonus Index 2009 has been published in
Financial News (by Wall Street Journal).

V. Listed companies’ annual reports contain a risk section identifying the risks facing
the business. We are suggesting there should be a description of the way in which
executive pay policy takes account of risk. This is an FSA Remuneration Code
requirement but should in our view apply to all listed companies.

SO0 oW

2. Proposed table of KPIs and CEO pay disclosure

It is useful to understand how CEO pay is measured. It includes five components: salary,
bonus/cash incentive pay, equity-based pay, pension and other benefits. It is usually
measured in two ways. The first is the sum of salary, bonus, pension, benefits and the
expected value of share options and restricted shares. We call this expected pay. Expected
pay measures what boards believe they awarded the CEO. This is the best measure of what
a CEO is paid each year. Note that the CEO does not actually walk away with this money.
The second measure replaces expected restricted shares/stock option values with values
actually realised. We call this realised pay and it measures what CEOs walk away with each
year.

Some pay is awarded in one year, but may not be received until many years later.
Companies make awards of restricted shares (which may include shares with attached
performance conditions, often referred to as LTIPs in the UK, and deferred bonuses in the
form of shares, cash or other instruments) in, or in respect of, a particular year. These
awards “vest” at some time in the future and may be contingent on performance criteria
over a “performance period” (ordinarily of not less than three years but there is pressure for
longer performance periods).

Therefore shareholders should be able to see the data for the performance criteria and
other KPIs over the performance period alongside the CEO pay.

We advocate a table along these lines:
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2006 2007 2008 2009 2010

CEO Pay - Total expected value of awards

CEO Pay - Total received

Total Shareholder Return - absolute value

Total Shareholder Return - relative to an
index eg FTSE 100, 250, All Share etc and/or
comparator index or group of companies

Share price growth (as the make up of TSR is
useful to see)

Dividends - yield as % share price

Market Capitalisation (Note: we suggest this is
included as well as TSR and share price. It is not
quite the same as share price as, by issuing new
shares, a company might increase market cap but
reduce the price per share. Pay is correlated to size
of company so this is an important piece of
background )

Net Debt

Enterprise Value

Turnover

Profit (EBITDA)

Profit margin

Profit growth / Turnover relative to peers (eg as in
the Obermatt Bonus Index (see www.obermatt.com
for further explanation)

Cash flow

ROCE

WACC

Debt/ EBITDA

EPS

P/E ratio (share price/ EPS)

Other KPIs

E.g. ARPU (average revenue per user), key
strategic goals, Customer satisfaction, staff
effectiveness, Health and Safety, CSR measures

CEO Salary

CEO Bonus

CEO shares and options — expected value of awards
made in the year

CEO share awards and options realised - total of
gains from options exercised in the year and
restricted shares that vested in the year

Pension - transfer value of increase in accrued
benefits

Benefits — taxable value of benefits received

Average Remuneration of employees

Ratio of CEO (expected/realised) pay to average
employee

It is also important that shareholders can see the future potential payments to the CEO
under a range of scenarios. Appendix 1 shows how this can be done quite simply.

If the above approach were adopted, we would favour significantly reduced remuneration
reporting in the annual report, with most of the information currently in the remuneration
report being merely reported on the company website. This would reduce much of the
clutter in the annual report and make it clearer and easier to read. Shareholders wishing to
go into the detail of remuneration could access this via the company website. Hence no
transparency is lost.

Currently there is too much data in annual reports and not enough information. The
distinction between data and information is important. Our suggestions improve the
information flow to shareholders.
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3. Comment re narrative reporting and ABI/NAPF guidelines and rules

The ABI and NAPF claim to be representative of shareholders. It is no longer the case that
their members own the majority of shares in many companies. They are trade associations
often seeking publicity to justify themselves and to help attract new members.

The ABI and NABF guidelines also suffer from problems of short-term-ism and encourage
dysfunctional higher volatility. They are also very long and detailed. It is possible that some
remuneration consultants may have colluded with these representatives of institutional
investors to create a cottage industry which is not in the best interest of long-term
shareholders. IVIS is the “for profit” subsidiary of the ABI. Risk Metrics is a “for profit”
organisation who assess whether the NAPF guidelines are being followed. It is in the
interests of both to generate more complexity through more detailed and complex
rules/guidelines. Public rows on pay help them establish their profile.

There is a strong argument that the ABI and NAPF guidelines are no longer necessary - that
they were useful but are now too complex. (Schedule A of the UK Corporate Governance
Code is sufficient guidance, when combined with our proposals on CEO pay disclosure.)
Changes to narrative reporting should consider this context and should avoid further fuelling
the current sterile processes.

4. Fees paid to remuneration consultants should be disclosed

In our view, the level of fees paid to some large remuneration consultants may result in a
conflict of interest. Publishing the fees paid for remuneration committee advice and
separately for other services to the company (in a similar way that audit fees are disclosed)
will improve the transparency.

Chairmen and Non-Executive Directors are very strongly in favour of this proposal - 63%
agree that fees for remuneration consultants be disclosed in annual reports. Only 11%
disagree. The source of this data is the MM&K 2010 Chairman and Non-Executive Director
Survey. 442 directors - 290 chairmen and 152 non-executive directors - contributed to the
survey.

5. Cost Benefit analysis

Our proposals, combined with the new FSA remuneration code and the FRC new UK
Corporate Governance Code, would not have allowed the cultures to occur in large banks
which led to reckless lending, huge destruction of shareholder value and brought us to the
abyss of financial collapse. One can argue that the current remuneration disclosures had a
cost that was a significant proportion of the $2 trillion of shareholder value destroyed in the
financial meltdown.

The cost benefit of improved remuneration disclosure is clear.

Detailed answers to your consultation questions are attached. We have only responded in
relation to remuneration matters, upon which we regards ourselves as experts.

Yours sincerely,

Cliff Weight
Director

Attachments

Appendix 1 Example of 1 page summary of CEO pay
Appendix 2 Consultation response form

Appendix 3 About MM&K
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Appendix 1 - Chief Executive Pay Simplified (“clear, transparent and readily understandable”) - An example using
Vodafone data up to 31 March 2005.

The estimated value of awards made by the The link of pay awarded and realised to performance is
remuneration committee in each year since 1997: shown in the next two graphs.
CEO Total Remuneration Awarded (Expected Value) CEO Pay v. Performance
== Total remuneration awarded == Total pay received —#- Share price
20 20.0 4.00
18 18.0 = 1 350
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Notes: Arun Sarun appointed as chief executive in
2004. Sir Christopher Gent was chief executive prior to

2004. Mannesmann acquisition in 2001, [Companies may wish to include a history of other

relevant measures here]

Th(_e actual am_ount of hard cash received, plus gains on Performance Perspective
options exercised and performance shares and STIPs
vesting in the year, plus the increase in the transfer Histoical TSR Performancs Grsthin the Value of a Fypothetical
value of accrued pension/DC contributions. z B e
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'39" &L "90° & ’190"’ & & '190" & ) ) )
wo" wo’ Future Potential earnings in next 5 years:
Projected 5 year Total Remuneration Received 2006-2010
160
Wealth Accumulated to date (£ million) o
W future LTIPs
120 O future options
Pension TV of accrued benefit 0.7 100 8 current TIPS
g | current options
Shares owned 8.2 g8 B future enhancement STIPS
W O bonus
Options - unexercised gains 3.1 %0 O pension
40 B benefits
Subtotal 12.0 " o salary
performance shares unvested (max) | 5.4 ) == =
STIPs unvested (max) 1.4 o retate patormance
“Total” (max) 18.8

Assumes salary increases at 5% p.a., bonus payout at
max for D9, 50% of target at median and nil at D1,
standard assumptions re share price growth, TSR and
vesting of performance conditions.

Performance shares and STIPs are unlikely to pay out
at the maximum. However, the remuneration report
[may] give a projection of the estimated payout on the
basis of performance to date.
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Department for Business
Innovation & Skills

Appendix 2 BI S

Consultation response form: The Future of Narrative
Reporting

A copy of the consultation available at: http://www.bis.gov.uk/consultations.

Responses to the Consultation by be received by 19 October 2010
Name: CIliff Weight,

Organisation (if applicable): MM & K Limited

Address: 1 Bengal Court, Birchin Lane, London. EC3V 9DD
Email:

Return completed forms to:

Jane Leavens

Corporate Law & Governance Directorate
Department for Business, Innovation and Skills
1 Victoria Street

London

SW1H OET

Tel: 020 7215 1686
Narrativereporting@bis.gsi.gov.uk

Please tick the box from the following list of options that best describes you:

Quoted company

Other company

Investor or investment manager

Business representative organisation

Investor representative organisation

Non governmental organisation (NGO)

Trade Union

Lawyer or accountant

YES | Other (e.g. consultant or private individual)

MM&K is an independent firm of strategic pay and reward consultants owned by
its employees and directors.

The Future of Narrative Reporting
Response from MM & K
17 October 2010
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Value of narrative reporting

Question 1: Are company directors providing useful and relevant
information on the company’s:

)] forward-looking strategy and

i) principal risks and opportunities?

MM&K have no comment to make on this question, as we feel that others are
better qualified to respond to this question.

Question 2: What are the constraints on companies providing information
on these issues?

MM&K have no comment to make on this question, as we feel that others are
better qualified to respond to this question.

Question 3: Does the information provided reflect the issues discussed
by the directors in board meetings?

MM&K have no comment to make on this question, as we feel that others are
better qualified to respond to this question.

Question 4: Does the information help shareholders to press directors on
key issues relating to strategy and risk, or inform their business
decisions?

MM&K have no comment to make on this question, as we feel that others are
better qualified to respond to this question.

Question_5: If a company does not provide sufficient or material
information to you, do you challenge it? Is there anything which could
help you to do so?

Comments

The Future of Narrative Reporting
Response from MM & K
17 October 2010
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MM&K have no comment to make on this question, as we feel that others are
better qualified to respond to this question.

Question 6: What other sources of company information do you use and
how valuable are they (e.g. information provided on the website,
analysts’ briefings, dialogue with the company, corporate social
responsibility report)?

MM&K have no comment to make on this question, as we feel that others are
better qualified to respond to this question.

Question 7: Is there scope to reduce or simplify the requirements on
which companies report?

MM&K have no comment to make on this question, as we feel that others are
better qualified to respond to this question.

Question 8: Is there scope to arrange the information in a more useful
way?

MM&K have no comment to make on this question, as we feel that others are
better qualified to respond to this question.

Business Review

Question 9: Looking at an Operating & Financial Review and the existing
business review (see Annex D), do you see value in reinstating elements
of an OFR and if so what would they be? In particular, would a statutory
reporting standard help to improve the quality of reporting?

MM&K have no comment to make on this question, as we feel that others are
better qualified to respond to this question.

The Future of Narrative Reporting
Response from MM & K
17 October 2010
Page 8 of 18





Question 10: The business review provisions require quoted companies
to report, to the extent necessary, on:

. main trends and factors likely to affect the future development,
performance and position of the company’s business

information on environmental matters

information on employees
information on social and community matters
persons with whom the company has essential contractual and
other relationships
)] is this information useful to you? How do you use it?
i) Could disclosure be improved? If so, how?
iii)  Arethere key issues which are missing? If so, please explain?

MM&K have no comment to make on this question, as we feel that others are
better qualified to respond to this question.

Question 11: Would more guidance be helpful? If so, what form should
this take? For example, best practice example, sample Key Performance
Indicators, etc?

Comments

We would be wary of citing any example as best practice, as Key Performance
Indicators are different by industry and within each industry may be different for
different companies within the same industry.

Tesco’s disclosure of its KPIs is a good example (for a retailer).
Some examples of good practice might be helpful. However, we would be wary of

any lengthy regulations or requirements which might lead to boilerplate
disclosure. You should beware of the “law of unintended consequences”.

Question 12: Should there be a shareholder’s advisory vote on the
Business Review?

Comments
No.

If shareholders do not like a company’s business review they can write to the
company to say so. They can also lobby their advisory groups such as the ABI,
NAPF, Risk Metrics and Manifest.
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Question 13: Are there non-regulatory solutions to increasing quality
through better guidance or publicising excellence in business reports? If
so, what?

We answer this question solely in relation to remuneration disclosures,
for which we think that a regulatory solution is needed.

1.

Disclosure to date has been inadequate - in particular total remuneration is
not clearly shown.

1.1.The Directors Remuneration Report Regulations have produced very long
and confusing reports. However, it is not clear how much the chief
executive or other executive directors actually received or were awarded.
There is lots of explanation, but this seems only to obscure the facts.

1.2.The actual remuneration received/earned in a year is reported in 4
separate tables (Schedule 7A Part 3 Paras 6, 7-9, 10-11 and 12.)
Nowhere is there a requirement for these separate elements of
remuneration to be totalled. We doubt this aids transparency, which is a
stated key objective.

Total emoluments (typically for a FTSE100 CEO) make up only one third of
total remuneration. Pensions, share plans and options make up the other two
thirds.

. The press coverage of “fat cat” pay is ugly, unfriendly, uncompromising,

unhelpful and negative. There is no competitive advantage in providing more
and/or better information to shareholders as this only provides more
ammunition to the press which they will use to criticise the company.

However, we note that the FRC has removed its demand in the Combined
Code for remuneration disclosure, relying instead on the Directors’
Remuneration Reporting Regulations. The 2003 Combined Code (in the
preamble) said that Remuneration Reports should be “clear, transparent and
understandable by shareholders”. The pre-amble to the current Combined
Code no longer contains these words. We think these words should be
reintroduced (in a revised DRR) as a clear goal of what is expected as best
practice.

In the current environment, companies have been unwilling to provide clarity.
Therefore the Government (BIS) should legislate or introduce rules to force
companies to do so.

5.1.16 pages for an annual report on remuneration rarely results in a report
which is clear transparent and readily understandable by shareholders.
We have attached, as Appendix 1, a one-page illustration which clearly
shows how much the chief executive has been paid over five years. It
does this in a transparent way. We think it is readily understandable by
shareholders. We do not advocate that the BIS stipulate that this is a
requirement, as it may not be the most appropriate means of
communicating to shareholders by all companies. What is important is
that any company which writes its report in a way which is not “clear,
transparent and readily understandable by shareholders” should in future
not comply with the Companies Act.
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5.2.In this respect, the BIS may wish to consider the 2007 Royal Bank of
Scotland report and the disclosure in that report of pension entitlements
of the executive directors.

6. The FT leader column on 15th April 2003 also recommended providing a total
remuneration figure.

7. As we have noted above, it is possible to explain chief executive pay simply
on 1 page of A4 (see Appendix 1 for our example). No-one has done this
voluntarily.

8. Therefore the Government (BIS) has a legitimate role to intervene to
require better disclosure and help the market work more effectively.

8.1. For similar reasons, the FRC has a role in the UK Corporate Governance
Code with respect to directors’ remuneration, as does the FSA in respect
of remuneration in financial services firms.

8.2. We understand that the FRC is concerned about remuneration disclosures
but does not feel that the new UK Corporate Governance Code is the right
place in which to address this. The Code is based on the “comply or
explain” approach and has not resulted in clear transparent remuneration
disclosures. Therefore a Companies Act requirement is needed.

8.3. It will be difficult to get agreement from all the experts on which figure to
use for options and performance shares. When options disclosure was
proposed in the US, the chief executives of corporate America set up a
fighting fund with $70 million to lobby against disclosure. We do not
under-estimate the difficulty of getting agreement here.

Directors’ Remuneration Report

Question 14: Do the current disclosure requirements provide clear and
usable information about:
. the total remuneration paid to directors, and how this is made
up;
. the performance criteria for payments to directors, and how
these relate to the company’s strategic objectives;
. company performance against these criteria, so that there is a
demonstrable link between pay and performance.;
. the process by which directors’ remuneration is decided?

Do the current disclosure requirements provide clear and usable
information about:
1. the total remuneration paid to directors, and how this is made up?

1. No. The total remuneration is not added up and shown in a single figure. This
is a requirement of the SEC and a similar requirement should apply in the UK.
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2. The actual remuneration received/earned in a year is reported in 4 separate
tables (Schedule 7A Part 3 Paras 6, 7-9, 10-11 and 12.) Nowhere is there a
requirement for these separate elements of remuneration to be totalled. We
doubt this aids transparency, which is a stated key objective.

3. Total emoluments makes up only one third of total remuneration for many
large companies. (Pensions, share plans and options make up the other two
thirds and are shown separately spread over several pages.)

4. There is a timing issue in relation to when pay is awarded and when it vests
and when it is received. Therefore our Recommended Total Remuneration
disclosure is of both the total remuneration awarded in the year and the total
actually realised in the year.

4.1.Total remuneration awarded is the sum of salary, bonus, benefits, the
increase in the transfer value of accrued pension and the expected value
of share plans and share options and any other long term incentive
arrangement.

4.2.Total remuneration realised is the same as that awarded except for all
long term incentives and share options, the amount of money made, or
lost, in the latest year is included, i.e. the amount in £s of LTIP that vests
in the year and for options the amount of any gain on options exercised in
the year.

The figure for realised gains would be added to the other remuneration
received to get the total remuneration realised:

5. There should be disclosure of chief executive pay over the previous five years
so that changes in pay are clear to shareholders.

6. Chief executive total (expected and realised) remuneration should be
disclosed alongside the average remuneration of employees and the ratio of
the two should be shown.

6.1.There has been widespread concern about the growing differentials
between chief executives’ and average employees’ remuneration, but this
is not the reason for our proposal. We believe that chief executive pay
should be linked to performance and any increase above the average for
employees should be justified to shareholders.

6.2.The combination of this disclosure together with a comparison of chief
executive pay over the previous five years with TSR (and any other
relevant performance measures) will force companies to explain why they
have paid the chief executive the way they have.

7. In respect of future potential earnings, we advocate the following disclosure
for the CEO of Future Potential earnings in next 5 years:
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Projected 5 year Total Remuneration Received 2006-2010

W future LTIPs
O future options
B current LTIPs

B current options

£ millions
®
3

B future enhancement STIPS
Obonus

O pension
B benefits
@ salary

Relative performance

This would assume standardised salary increases at 3% p.a., bonus payout at
max for D9, 50% of target at median and nil at D1, standard assumptions re
share price growth, TSR and vesting of performance conditions. (There is a
precedent in the US SEC for using standardised assumptions, e.g. the
valuations of options pre IFRS2.)

8. Another problem is that the disclosure is limited to directors. In the US, the
disclosure must include the 5 highest paid executives and this approach
should be followed in the UK, in respect of the (audited) details required by
the DRR. Since the DRR became law, fewer executives have been appointed
to the main board and in some cases this was to avoid the disclosure of
(embarrassingly) high remuneration.

Do the current disclosure requirements provide clear and usable

information about:

2. the performance criteria for payments to directors, and how these
relate to the company’s strategic objectives;

3. company performance against these criteria, so that there is a
demonstrable link between pay and performance?

1. Most narrative reporting focuses on these performance criteria looking
forward and this should continue. However, there should also be a history of
the performance criteria (and KPIs if these are different) over the past five
years, together with key shareholder metrics like absolute and relative TSR.

1.1.There should be disclosure of chief executive pay over the previous five
years so that the pay linkage to performance is clear to shareholders.
Currently, the disclosure requires a five-year graph of TSR. We think chief
executive pay should be shown alongside this. (Companies could then
explain the linkage of pay to performance and pay awarded and realised
versus the stated policy - this supports the goal of accountability.)

1.2.As noted above, Chief Executive total remuneration should be disclosed
alongside the average remuneration of employees and the ratio of the
two should be shown. There has been widespread concern about the
growing differentials between chief executives’ and average employees’
remuneration, but this is not the reason for our proposal. We believe that
chief executive pay should be linked to performance and any increase
above the average for employees should be justified to shareholders. The
combination of this disclosure together with a comparison of chief
executive pay over the previous five years with TSR (and any other
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relevant performance measures) will force companies to explain why they
have paid the chief executive the way they have.

1.3. The following table of CEO and KPIs may be helpful and could be used as
an example of good practice. (As noted above we do not advocate
detailed examples of best practice as in our view best practice is often
company specific and too much guidance tends to lead to boilerplate

reporting.)

2006

2007

2008

2009

2010

CEO Pay - Total expected value of awards

CEO Pay - Total received

Total Shareholder Return - absolute value

Total Shareholder Return - relative to an
index eg FTSE 100, 250, All Share etc and/or
comparator index or group of companies

Share price growth

Dividends - yield as % share price

Market Capitalisation

Net Debt

Enterprise Value

Turnover

Profit (EBITDA)

Profit margin

Profit growth / Turnover relative to peers

Cash flow

ROCE

WACC

Debt/ EBITDA

EPS

P/E ratio (share price/ EPS)

Other KPIs

E.g. ARPU ?, key strategic goals, Customer
satisfaction, staff effectiveness, Health and Safety,
CSR measures

CEOQ Salary

CEO Bonus

CEO shares and options - expected value of awards
made in the year

CEO share awards and options realised - total of
gains from options exercised in the year and
restricted shares that vested in the year

Pension - transfer value of increase in accrued
benefits

Benefits — taxable value of benefits received

Average Remuneration of employees

Ratio of CEO (expected/realised) pay to average
employee

Do the current disclosure requirements provide clear and usable
information about:
the process by which directors’ remuneration is decided?

4.

2.

No. The remuneration report disclosures do not provide clear reports on how
involved executive management are versus non-executive directors in the

way pay is set for executive management.

It is also unclear whether the remuneration consultants are under the

The Future of Narrative Reporting
Response from MM & K

17

October 2010
Page 14 of 18






influence of the management or are operating in a truly independent way
without any conflicts of interest. This could be substantially improved if the
fees paid to advisers for remuneration committee advice and, separately, fees
for their other services to the company and its pension fund had to be shown
in the annual remuneration report.

The following example of the 2010 Robert Wiseman Dairies PLC Directors’
Remuneration Report shows their disclosure. From this, their shareholders can
see the degree of input and potential conflict of interest.

During the year, the Committee consulted with AW Wiseman, Company Chairman, in relation to a
number of its proposals and continued to receive advice from both Shepherd and Wedderburn LLP
and Towers Watson (formerly Watson Wyatt) on structuring Directors’ remuneration packages for
which they received fees of £22,000 and £2,345 respectively (2009: £6,537 and £14,774
respectively). Shepherd and Wedderburn LLP and Towers Watson provided additional services to
the Group on the administration, operation and design of the Company’s share incentive
arrangements for which they received fees of £23,415 and £1,915 respectively (2009: £25,913 and
£8,177 respectively).

Chairman and Non-Executive Directors are very strongly in favour of this
proposal - 63% agree that fees for remuneration consultants be disclosed in
annual reports. Only 11% disagree. The source of this data is the MM&K 2010
Chairman and Non-Executive Director Survey. 442 directors - 290 chairmen
and 152 non-executive directors - contributed to the survey. They provided
data on 1,170 appointments on main market, AIM, PLUS and private company
boards, across all sectors.

Fees for remuneration consultants should be disclosed in
the annual reports of listed companies
60%
51%
50%
40%
30% 26%
20%
12%
10%
10%
1%
0% . . . .
Disagree Strongly Disagree Neutral Agree Agree Strongly

In our view, the level of fees paid to some large remuneration consultants
may result in a conflict of interest. Publishing the fees paid for remuneration
committee advice and separately for other services to the company (in a
similar way that audit fees are disclosed) will improve the transparency.
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Costs

Question 15:

If you can provide any information on costs associated either with the
existing narrative reporting requirements eg preparing your business
review or your views on potential costs and benefits in relation to any of
the ideas in this consultation, please give details

1. The information we have proposed to be disclosed to shareholders should be
readily available already, as non-executives should be asking to see this
information. Placing the information on the website will therefore be low cost.

2. We also advocate that the amount of information disclosed in the annual
report is reduced and that most of the current disclosure is merely reported
on the website and so remain available if shareholders and other interested
parties wish to review it.

3. The existing DRR has been one of the drivers of egregious CEO pay, because
is allowed companies to hide and obfuscate information which shareholders
should have had the right so see in a clear, transparent and readily
understandable format.

4. Our proposals, combined with the new FSA remuneration code and the FRC
new UK Corporate Governance Code, would not have allowed the cultures to
occur in large banks which led to reckless lending, huge destruction of
shareholder value and brought us to the abyss of financial collapse. One can
argue that the current remuneration disclosures had a cost that was a
significant proportion of the $2 trillion of shareholder value destroyed in the
financial meltdown.

5. The cost benefit of improved remuneration disclosure is clear.

URN 10/1057RF
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Appendix 3 - About MM&K

MM&K is a leading independent consultancy specialising in the planning, design and
implementation of pay and reward strategies.

Founded in 1973, MM&K focuses on directors and senior executive remuneration, but we
have added other services to support our clients’ needs through the acquisitions of
Independent Remuneration Solutions and The Share Option Centre and the launch of higher
talent, our specialist recruiter of HR professionals. MM&K is owned by its employees and
directors.

Our consultants’ expertise areas include HR, share schemes, law, accountancy, tax,
corporate governance, business management and statistics. Our multi-disciplinary approach
to remuneration is always tailored to individual client requirements.

MM & K Limited is owned by its employees and directors.
MM & K Limited is authorized and regulated by the FSA.

Who We Are

Paul Norris, Chief Executive

Masters graduate in Law and Barrister. Paul started his career with MWP Incentives Limited,
and then spent a period in merchant banking before joining the buy-in team that created MM
& K in 1985. He advises a number of remuneration committees on business-linked
remuneration strategies and is experienced in the design and implementation of cash and
share based incentive plans.

Nigel Mills, Director

PPE graduate and chartered accountant. Nigel joined MM & K in 1985 having spent 6 years at
Price Waterhouse after graduating from Oxford. He is an authority on executive and all
employee cash and equity based incentive schemes for public and private companies. He
also leads the Private Equity business of MM & K and is an expert on carried interest and co-
investment plans for Private Equity houses.

Cliff Weight, Director

Graduate in Mathematics and Statistics from Cambridge. Cliff has over 20 years' experience
as a remuneration consultant. He was a Director of Independent Remuneration Solutions,
who merged with MM & K in November 2006. He specialises in advising companies on
executive directors’ remuneration, annual and long term incentives and non-executive
directors’ fees. He is a regular speaker at conferences and is co-author of Tottel’s Corporate
Governance Handbook, for which he wrote the chapters on directors’ remuneration.

David Henderson, Non Executive Director

David has been Chairman of Kleinwort Benson Private Banking since November 2004. David
began his career specialising in personal tax and UK trusts. He subsequently spent ten years
(1974-1984) as a banker at Morgan Grenfell and, following that, eleven years in financial
services executive recruitment with Russell Reynolds Associates before joining the Board of
Kleinwort Benson Group plc as Personnel Director in 1995. He was appointed Chief
Executive of its private banking business in June 1997. David is also a non-executive director
of Novae Group Plc, Price Forbes & Partners Ltd and Camp Hopson & Co.
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Allan Johnston, Non Executive Director

MA and Chartered Fellow of CIPD. Allan was an Executive Director of Corus Group plc with
responsibility for HR and some of the devolved businesses of the company until he retired
from them in 2005. He is Chairman of UK Steel Enterprise Limited and Chairman of the
Trustees of the £9.8Bn British Steel Pension Scheme. He is a Councillor of the City and
Guilds of London Institute. Specialist in all areas of HR with particular expertise in change
management.

Damien Knight, Executive Compensation Director

Physics graduate. After a period in construction management, Damien has followed a career
in human resources and remuneration consulting, spanning 30 years. Damien was a director
of the Hay group where he worked for over 20 years and most recently Damien was Senior
Consultant with Watson Wyatt. For the past 15 years he has specialised in executive
remuneration and has advised the remuneration committees and management of a wide
range of companies in the UK and elsewhere in Europe, including several FTSE 100 and
other major corporations.
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Value of narrative reporting

Question _1: Are company directors providing useful and relevant
information on the company’s:

) forward-looking strategy and

i) principal risks and opportunities?

Yes, but current provision is incomplete for a variety of reasons (see
response to Qu2 below).

Question 2: What are the constraints on companies providing information
on these issues?

Each company faces both incentives and disincentives to disclose
information. While these influences are mostly generic, the magnitude of the
influence varies from company to company and over time. A recent survey of
UK listed company Finance Directors investigated these influences in relation
to intellectual capital disclosure. This report, published by the Institute of
Chartered Accountants of Scotland, was undertaken by myself and Sarah
Thomson of Stirling University.* The major constraints are (p. 59):

1. Proprietary costs, i.e. fear of giving away company secrets (proprietary
information) that could help competitors;

2. Potential litigation costs, i.e. fear of providing misleading information (an
example here is forward-looking information);

3. Preventing the creation of unrealistic expectations;

4. Avoiding setting a disclosure precedent;

5. Information about specific products and services provided that customers
are unwilling to allow to be disclosed (p.124)

* Hard copy sent to Jane Leavens [Full reference: Beattie, V. and
Thomson, S.J. (2010), Intellectual Capital Reporting: Academic Utopia or
Corporate Reality in a Brave New World?, Edinburgh: Institute of Chartered
Accountants of Scotland.]

Question 3: Does the information provided reflect the issues discussed by
the directors in board meetings?






N/A

Question 4: Does the information help shareholders to press directors on
key issues relating to strategy and risk, or inform their business decisions?

N/A

Question 5: If a company does not provide sufficient or material
information to you, do you challenge it? Is there anything which could help
you to do so?

N/A

Question 6: What other sources of company information do you use and
how valuable are they (e.g. information provided on the website, analysts’
briefings, dialogue with the company, corporate social responsibility
report)?

Comments

The issue was investigated in the study referred to in the response to Qu2
above. See Table 4.7 (pp.66-68). One-to-one meetings with investors and
analysts and presentations to these groups generally rate higher than the
corporate annual report. Webpages, press releases and conference calls
generally rate even lower.

Question 7: Is there scope to reduce or simplify the requirements on which
companies report?

Comments

Narrative reporting should provide a (non-fictional!) story about the business.
The core of this story should be an outline of the business model (which
includes strategy, risks and opportunities).






Question 8: Is there scope to arrange the information in a more useful way?

Different users wish different levels of detail. Modern technology makes it
increasingly possible for users to be able to drill down to the required level of
detail from the core story.

A tension in narrative reporting is whether to interweave the various strands of
the story or arrange the information by topic (e.g. strategy, risk, intellectual
capital, social and environmental, etc). The former approach eliminates
duplication but makes it difficult for the user to locate information about a
particular issue. The latter approach results in duplication but makes it easier
for the user to find information.

XBRL developments are important in this respect. This technology will mean
that narrative reporting (as well as the financial statements) are tagged. This
will allow information about specific topics to be readily located by users. In
part, this has the potential to overcome concerns about information overload
and excessive complexity.

Business Review

Question 9: Looking at an Operating & Financial Review and the existing
business review (see Annex D), do you see value in reinstating elements of
an OFR and if so what would they be? In particular, would a statutory
reporting standard help to improve the quality of reporting?

The effect of different regulatory regimes on the quality of narrative reporting is something that | ha
outcomes from the US (mandatory, rules-based narrative reporting) with the UK (best practice guic
matched on size and industry sector. We conclude that, contrary to the findings in relation to finan
based system produces higher quality outcomes in relation to narrative disclosures

* Hard copy sent to Jane Leavens. [Full reference: Beattie, V., Mclnnes, B. and Pierpoint J. (20
Narrative Outcomes from Alternative Regulatory Regimes, Research Report, Institute of Charter
http://www.icaew.com/index.cfm/route/159806/icaew_ga/en/Technical amp Business _Topics/Tho

]

Question 10: The business review provisions require quoted companies to

report, to the extent necessary, on:

. main trends and factors likely to affect the future development,
performance and position of the company’s business



http://www.icaew.com/index.cfm/route/159806/icaew_ga/en/Technical_amp_Business_Topics/Thought_leadership/The_management_commentary
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information on environmental matters
information on employees
information on social and community matters
persons with whom the company has essential contractual and other
relationships
)] is this information useful to you? How do you use it?
i) Could disclosure be improved? If so, how?
iii) Are there key issues which are missing? If so, please explain?

The information topics and specific information items that expert users and
private shareholders find useful is something that | have researched with a
colleague* By means of a large-scale questionnaire, we ask about the
usefulness of eleven topics (inc. the financial topic) and 130 individual
information items (some of these are the financial information items found in
the financial statements). Results can be found in Table 3.1, pp.20-24 (expert
users; 159 respondents) and 3.2 pp.26-30 (private shareholders; 235
respondents). While financial items top the rankings, many narrative
information items follow closely, especially items that describe the business.
Many significant differences exist between the views of users and preparers
(finance directors and auditors).

* Hard copy sent to Jane Leavens. [Full reference: Beattie, V. and Pratt, K.
(2002), Voluntary Annual Report Disclosures: What Users Want, Research
Report, Institute on Chartered Accountants of Scotland, Edinburgh]

Question 11: Would more guidance be helpful? If so, what form should this
take? For example, best practice example, sample Key Performance
Indicators, etc?

As explained in response to Qu9, research evidence indicates, perhaps
surprisingly, that additional detailed guidance does elicit more information.
However, the information that is relevant to each company varies; therefore
detailed guidance can only ever address generic elements (possibly at the
industry level).

Question 12: Should there be a shareholder’s advisory vote on the
Business Review?






N/A

Question 13: Are there non-regulatory solutions to increasing quality
through better guidance or publicising excellence in business reports? If
so, what?

In my view, based on the research cited previously, non-mandatory solution
will not have a significant impact because it will not change the cost-benefit
trade-off (i.e. disincentive-incentive trade-off) faced by companies).

Directors’ Remuneration Report

Question 14: Do the current disclosure requirements provide clear and
usable information about:
o the total remuneration paid to directors, and how this is made up;
o the performance criteria for payments to directors, and how
these relate to the company’s strategic objectives;

o company performance against these criteria, so that there is a
demonstrable link between pay and performance.;
o the process by which directors’ remuneration is decided?

N/A

Costs

Question 15:

If you can provide any information on costs associated either with the
existing narrative reporting requirements eg preparing your business
review or your views on potential costs and benefits in relation to any of
the ideas in this consultation, please give details

Comments





N/A
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Value of narrative reporting

Question _1: Are company directors providing useful and relevant
information on the company’s:

) forward-looking strategy and

i) principal risks and opportunities?

Narrative reporting in the annual reports of UK listed companies has
improved substantially in recent years. In particular the inclusion of a
‘Business Review’ in annual reports has provided many companies with
the opportunity to provide significant additional information that
provides investors and other stakeholders with a clearer perspective on
the underlying value drivers of a particular business and its outlook.

While progress has undoubtedly been made, it is our view that narrative
reporting could be further improved to provide higher quality
information on the company’s management of its principal risks as well
as how the company is equipping itself to exploit business
opportunities.

There has been a tendency among some companies to produce ‘boiler
plate’ type reporting which does nothing to inform investors and merely
adds to the significant volume of existing reporting. Such boiler plate
reporting includes listing generic risks that face the company such as
the ‘economic cycle’ and ‘competition’. Far from improving reporting,
such an approach undermines the quality of dialogue between investors
and companies.

Question 2: What are the constraints on companies providing information
on these issues?

The constraints on companies providing quality information are in our
view principally related to excessive risk-aversion — for example not
wanting to disclose meaningful information that might later be used to
hold the company to account - and a lack of effective guidance on what
investors and other stakeholders are looking for in narrative reporting.

In addition, there may also be a further barrier to effective disclosure
resulting from companies choosing not to report meaningful information
about their business because such guestions are not asked by
investment analysts, and those analysts do not ask appropriate
guestions, because companies to not disclose the information.






Question 3: Does the information provided reflect the issues discussed by
the directors in board meetings?

Question 4: Does the information help shareholders to press directors on
key issues relating to strategy and risk, or inform their business decisions?

The investment community is made up of different types of investors
that deploy a wide variety of different investment styles and objectives.
While many investors, as a result of their investment time-frame, attitude
to macro versus micro factors and reliance on third-party analysts, do
not regularly review the content of an annual report themselves, many
long-term and SRI investors as well as sell-side analysts do review the
reports. However, equally important channels for information
distribution are the regular results statements that companies typically
publish at regular intervals to update investors on their performance.

Whatever the information source used by investors, it is our view that
information that relates to a company’s outlook, it’s process for
determining its principal risks and opportunities as well as its
management of those risks and opportunities is information that
shareholders would find useful in their investment decision-making.

Question 5: If a company does not provide sufficient or material
information to you, do you challenge it? Is there anything which could help
you to do so?

Yes. We have an active engagement approach at Henderson Global
Investors and if we do not feel that we are getting adequate information
on these issues, we engage with management to encourage them to
provide additional disclosure.

Our impression is that Board-level understanding of these issues is
typically fairly poor. Consequently, guidance for Board Directors on the
business relevance of these issues could be helpful in encouraging






companies to communicate more effectively.

Company management will often claim that while non-financial issues
including many social and environmental issues are the subject of
active management and monitoring, they choose not to disclose this
information because it is not actively asked for by investors. Investors
and analysts for their part may not ask appropriate questions because
they are unaware of the attention that such issues demand from
management.

We believe that light-touch interventions, such as additional guidance to
companies, case studies and training could help to break this impasse.

Question 6: What other sources of company information do you use and
how valuable are they (e.g. information provided on the website, analysts’
briefings, dialogue with the company, corporate social responsibility
report)?

We use whatever data sources that are available to us in analysing a
given company. This can include among other things, corporate data
including sustainability reports, meetings with management, media
articles, third-party analysis and perspective (eg NGOs, Trade Unions,
independent experts etc.) and broker research.

Much of this information is not verified and can contain significant
errors or bias. An additional source of information that we use wherever
it is available comes from regulators. For some industries this can be a
source of comprehensive, independent data (eg OFGEM data on
customer services/complaints in the power sector), but our view is that
this could be considerably enhanced. For example data on
environmental and health and safety performance currently collected
systematically by relevant authorities such as the Environment Agency
and the Health and Safety Executive. This data is not publicly available
for use by investment analysts or other stakeholders, but would we
believe be extremely valuable in enhancing our understanding of
company positioning and performance on these issues.

Question 7: Is there scope to reduce or simplify the requirements on which
companies report?






Much of the information that companies produce, for example relating to
policies and systems, changes relatively infrequently. This information
should be taken out of Annual Reports and posted on websites with
appropriate links provided in the Annual Report.

We would also advocate that government does not get involved in trying
to determine what specific issues the company should be focus on.
Sectors and businesses vary too much for any such list to be relevant to
anything more than a handful of companies. Instead, we would suggest
that companies be required to explain how they determine what issues
are important (including the time horizon they use), what those issues
are and how they perform on them.

Question 8: Is there scope to arrange the information in a more useful way?

A major challenge in current Annual Reports is the disconnect that
exists between the ‘front end’ and ‘back end’ of annual reports. In
particular, there needs to be better linking between the two. For
example, narrative reporting could complement the accounts by
articulating business risks that are not adequately captured in the
accounts.






Business Review

Question 9: Looking at an Operating & Financial Review and the existing
business review (see Annex D), do you see value in reinstating elements of
an OFR and if so what would they be? In particular, would a statutory
reporting standard help to improve the quality of reporting?

More important than the relevant strengths of the OFR versus the
business review was the connection between the OFR and the OFR
Reporting Standard. The standard included a number of provisions (for
example as regards the reporting of Key Performance Indicators) which
provided guidance and served to encourage companies to provide more
and more meaningful disclosure on their performance on key non-
financial issues. We would be in favour of such a statutory reporting
standard which we believe would help companies to improve the quality
of their reporting.

Question 10: The business review provisions require quoted companies to
report, to the extent necessary, on:
. main trends and factors likely to affect the future development,
performance and position of the company’s business
information on environmental matters
information on employees
information on social and community matters
persons with whom the company has essential contractual and other
relationships
)] is this information useful to you? How do you use it?
i) Could disclosure be improved? If so, how?
iii) Are there key issues which are missing? If so, please explain?

The information is potentially useful to us as we believe that a
company’s performance on social and environmental issues can have a
significant bearing on the future success of that company. However, in
order to be useful, the company needs to provide significant additional
context and detail including:

e An explanation of the process (including the time horizon used in
the analysis) used to determine the social and environmental
issues that have a bearing on the company’s performance

e A description of the issues and an explanation of how these
issues affect business performance (for example in enhancing
operational efficiencies, increasing productivity, providing






barriers to entry, as a source of innovation and product
differentiation etc.)

¢ How the company manages the issues and how it assesses the
guality of its management (including how performance is
incentivised)

e The company’s performance —ideally through the use of
guantified key performance indicators with time series data and
comparisons with appropriate benchmarks.

We use this information to, among other things, assess the quality of a
company’s management team, and to determine whether we wish to
invest in the company.

Disclosure could be enhanced by ensuring that it addresses all the
points highlighted above.






Question 11: Would more guidance be helpful? If so, what form should this
take? For example, best practice example, sample Key Performance
Indicators, etc?

Yes we think guidance would be more helpful. The original ASB
reporting standard guidance was a very useful document and should be
updated and re-released.

Question 12: Should there be a shareholder’s advisory vote on the
Business Review?

Question 13: Are there non-regulatory solutions to increasing quality
through better guidance or publicising excellence in business reports? If
so, what?

As above, the publication of guidance to accompany the business
review/OFR would, we believe, help to increase the quality of business
reporting.






Directors’ Remuneration Report

Question _14: Do the current disclosure requirements provide clear and
usable information about:
o the total remuneration paid to directors, and how this is made up;
o the performance criteria for payments to directors, and how
these relate to the company’s strategic objectives;
o company performance against these criteria, so that there is a
demonstrable link between pay and performance.;
o the process by which directors’ remuneration is decided?

In general, we believe that there is too much *boiler plate’ disclosure

and, where performance has been weak, there is insufficient information

explaining why the performance targets were not met. We would argue

that additional disclosure needs to be provided on:

- thelogic behind the selection of performance targets and how they
connect to the company’s long-term strategy

- performance delivered versus the targets that were set

- the company’s relationship with remuneration consultants (for
example who chooses them and who do they report to, as well as
what other services they provide to management).

Costs

Question 15:

If you can provide any information on costs associated either with the
existing narrative reporting requirements eg preparing your business
review or your views on potential costs and benefits in relation to any of
the ideas in this consultation, please give details

URN 10/1057RF
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FEEDBACK ON THE FUTURE OF NARRATIVE REPORTING

Background

The Local Authority Pension Fund Forum (LAPFF) was set up in 1991. It is a
voluntary association of 52 local authority pension funds based in the UK. LAPFF
exists ‘to promote the investment interests of local authority pension funds, and
to maximise their influence as shareholders to promote corporate social
responsibility and high standards of corporate governance amongst the
companies in which they invest.” The Forum’s members currently have combined
assets of about £90 billion. PIRC is the Research and Engagement Partner to
LAPFF.

The Forum sets out its response below to the BIS consultation on the Future of
Narrative Reporting issued on 2 August 2010. The consultation invites views on
the current UK narrative reporting framework, with a particular focus on the
business review and directors’ remuneration report. The Forum has taken the
opportunity to provide our view on those consultation document and consultation
questions, which we consider relevant to our activities.

Value of narrative reporting

1. Are company directors providing useful and relevant information on the
company’s:
- forward-looking strategy and
« principal risks and uncertainties?

The usefulness of this information naturally varies by company and by audience.
Overall, we find such information of limited use.

General observations
In our opinion, company directors make very little distinction between the
provision of information and the provision of noise.

We define information as data that shareholders can use to facilitate a forecast of
future performance and/or behaviour.

In contrast, we consider noise to be data shareholders cannot use to facilitate a
forecast of future performance and/or behaviour.

After analysing disclosures on forward-looking strategy and principal risks and
uncertainties across a large universe of UK companies, despite evidence that
most companies make an effort to communicate their strategies, we are forced to
conclude that much director reporting on these subjects is noise.

© LAPFF 2010
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Forward looking strategy

We conceive a firm’s strategy as the means by which it performs a different
activity than its rivals in order to secure competitive advantage and make
economic returns; or as the means by which it performs a similar activity better
than its rivals for the same end.

Using this as a starting point, we believe that most director commentary on the
company’s forward looking strategy fails to discuss the essential ingredients of
strategy, as we understand the term.

Principal risks and uncertainties

We find that although the vast majority of companies define the principal risks
and uncertainties they face, few make the effort to scale these in their reporting
to shareholders and, by doing so, give shareholders a sense of their weight and
likely impact.

In prioritising key principal risks and uncertainties, companies would benefit
shareholders by communicating the time horizons over which they might
unfold/impact.

2. What are the constraints on companies providing information on these
issues?

We are told by company directors that the principal constraint on more useful
disclosure on these issues is their sensitive nature vis-a-vis the company’s
competitive positioning.

To this we reply in the spirit of Gary Hamel':
. A company’s competitive advantage is not based on what it does but on
how it does it (the tacit processes that are difficult to copy), and

. What a company does (if it works) is going to be copied irrespective of
whether it discusses it with shareholders or not — so the company might
as well discuss it with shareholders.

An additional constraint is that, in theory, discussions of these issues need to
address the interests of a diverse group of shareholders, many of which (long-
term, short-term, responsible, fundamental, momentum, etc) have different
interests and information needs.

Nonetheless, we believe the biggest constraint on providing shareholders with
information pertaining to these issues (rather than with noise) is the mindset of
those responsible for the content of a company’s narrative report:

' Gary Hamel is the author of ‘Leading the Revolution’ and ‘Competing for the Future’
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. Narrative reporting appears to us to be largely an exercise in compliance
rather than an exercise in communication, and

. If the authors start with a misconception of what constitutes strategy (as
above) then this is the jumping off point for the provision of noise rather
than the provision of information about how the company intends to
compete and make money, and what this means for risks and uncertainty.

3. Does the information provided reflect the issues discussed by the
directors in board meetings?

In our experience shareholders rarely get good disclosure on the minutiae of
matters discussed in board meetings, which makes this question difficult to
answer.

4. Does the information help shareholders to press d irectors on key issues
relating to strategy and risk, or inform their business decisions?

In our experience the quality of a company’s disclosure frequently prompts direct
engagement with the company.

As noted above, in our opinion the data provided by directors rarely provides
shareholders with the information they seek. However, it works well when the
picture directors paint of the company in public does not square with a
shareholder's understanding of the company's strategy and performance —
prompting shareholders to press for more — or when it presents shareholders with
a starting point for a more extensive discussion of a particular point or points.

5. If a company does not provide sufficient or mater ial information to you,
do you challenge it? Is there anything which could help you to do so?

It is common practice for us to request further disclosure and/or meetings with
companies that we believe are not providing what we regard as sufficient clarity
to understand a company’s performance, its strategy or its policies and
processes. To further inform such requests or preparation for such meetings,
information may be sought from credible external sources including, where
relevant, from other stakeholders of the company, including investors. To some
degree, key issues of strategy and risk are sector as well as business specific,
and the more informed a party is on these broader market conceptions of risk
and appropriate strategies to respond to these, the more useful the exchange.
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LAPFF feedback to BIS consultation on narrative reporting, October 2010

6. What other sources of company information do you use and how
valuable are they (e.g. information provided on the website, analysts’
briefings, dialogue with the company, corporate social responsibility
report)?

LAPFF will initially look to companies’ Business or Operating and Financial
Review for an identification of key risks and uncertainties faced by the company
and for it to set out its strategy accordingly. However, all information produced
and published by the company is taken into account, including that sourced from
corporate websites and separate CSR reports. This is used to provide a broader
picture of how the company assesses such issues, and the degree to which
these are fully articulated and integrated into the core business strategy. This, in
addition to other information sources and research, is then used to inform
subsequent dialogue with the company.

7. Is there scope to reduce or simplify the requirements on which
companies report?

One approach could be for directors to address their narrative reporting to
‘intrinsic investors’ alone, i.e. by identifying and reporting on those issues that are
most relevant to shareholders that take a long-term and holistic view of company
performance. In this way, directors would have the scope to report on many
aspects of company performance such as management of human capital, which
are crucial to the long-term success of a company, but on which disclosure is
currently of poor quality.

8. Is there scope to arrange the information in a more useful way?

In our opinion, the paradox of narrative reporting is the almost universal absence
of a narrative thread in narrative reports, which links the subject matter the
company reports on. That is: companies do not present the information under
discussion within the context of an overarching story that helps shareholders
make sense of what they are being told.

We believe stories work well because they help readers to assimilate information;
because they are far easier to recall than data; because they dovetail with the
way in which shareholders naturally categorise companies (a “green company,” a
“concept stock,” a “growth company,” etc), and because they can convey large
amounts of information succinctly (as the reader does much of the work,
expanding the story for themselves).

That is not to say we suggest presenting data in story form a reporting
requirement. However, we do believe a company’s communication strategy will
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be enhanced when it is encouraged to understand the power of story telling
versus the sterile nature of much corporate reporting.

Business Review

9. Looking at an Operating & Financial Review and the existing business
review (see Annex D), do you see value in reinstating elements of an
OFR and if so what would they be? In particular, would a statutory
reporting standard help to improve the quality of reporting?

A key theme that emerged during 2006 for the Forum was to make the most of
the opportunity presented by the introduction of the business review reporting
requirement. The Forum remains committed to improving the quality of corporate
reporting and notes the role of ASB Reporting Statement as the only available
best practice guidelines for Business Reviews. Thus the Forum would support
the reinstatement of all additional elements of the OFR excluded from the current
Business Review reporting requirements.

The Forum considers that these guidelines provide the more specific emphasis
on certain factors to guide directors in providing the most useful disclosure for
shareholders. For example, the OFR guidance is more specific on the provision
of forward looking information in that it must be prepared ‘so as to assist the
members of the company to assess the strategies adopted by the company and
the potential for those strategies to succeed.” Another example of relevant
information required to be disclosed by the OFR but not the Business Review is
‘a description of the capital structure, treasury policies and objectives and the
liquidity of the company’. Additionally, on environmental and social reporting, the
OFR guidance asks not only for information on policies but also, what is far more
relevant to shareholders, for ‘information about the extent to which those policies
have been successfully implemented’.

10. The business review provisions require quoted companies to report, to

the extent necessary, on:

« trends and factors likely to affect the future development,
performance and position of the company’s business

« information on environmental matters

* information on employees

* information on social and community matters

» persons with whom the company has essential contractual and other
relationships

Is this information useful to you?

To the degree that it qualifies information rather than noise we find such
disclosure useful.

© LAPFF 2010
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How do you use it?

It enables us to benchmark what we believe to be best practice in regard to
certain policies and processes and to assess relative performance across large
numbers of companies.

Could disclosure be improved? If so, how?
« Greater use of standard definitions would facilitate more accurate
comparative analysis.

» The provision of raw data (or access to raw data) would enable shareholders
to manipulate it according to their own analytical framework.

Are there key issues which are missing? If so, please explain?

» Capital allocation: we believe the process by which a board allocates capital,
including the trade offs it makes between competing projects and
stakeholders is critical to a shareholder’s understanding of a company’s ability
to create value and its orientation to stakeholders.

» The ingredients of strategy: in our opinion, much reporting is dedicated to
telling shareholders what a company does rather than how it creates and
maintains a competitive advantage over rivals — which we believe is an
essential element in the equation for value.

« Employee engagement: our research suggests the level of employee
engagement in a company is often a determining factor in company
performance. Nonetheless, whilst we see a great deal of (boilerplate)
reporting on how companies attract and retain staff we see very little (almost
no) discussion of the policies, process and cultural factors companies use to
motivate people to perform.

» M&A processes: The average large company gets nearly a third of its growth
— 3.1 percentage points a year — from M&A.? In turn, evidence suggests that
M&A success and failure (measured in shareholder value creation or
destruction) can be largely attributed to the quality of a company’'s M&A
process (how it screens acquisition candidates for strategic fit, how it
conducts detailed analysis of how customers will react to the deal, and how it
codifies lessons learned from prior M&A experience, for example).®
Nonetheless, in our experience, companies that employ M&A in their growth
strategies rarely provide their shareholders with information that would enable

2 Patrick Viguerie, Sven Smit and Mehrdad Baghai, The Granularity of Growth: Making Choices
That Drive Enduring Company Performance, McKinsey & Company 2007

® David Harding and Sam Rovit, Mastering the Merger: Four Critical Decisions That Make or
Break the Deal, Harvard University Press, 2004
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them to judge the quality of their M&A processes ahead of time, or the
opportunity to provide feedback on their those processes.

« ESG contribution to strateqy and performance: Although a substantial
proportion of companies refer to environmental, social and governance (ESG)
matters in setting out their strategy, few companies comment on how their
ESG performance contributes to this strategy according to our definition of the
term and further make the consequent significant link to performance.

» Environmental reporting: In its response to the draft Climate Change Bill
consultation in 2007*, the Forum stated its belief that the government should
take the bill as an opportunity to make corporate reporting on greenhouse gas
emissions mandatory by integrating a standard into the narrative reporting
guidance for the Business Review and in the stock exchange listing
requirements. The Forum considers that a large number of companies are
still not addressing the risks posed by climate change, nor indeed the
opportunities presented, and that investors would be better served by fuller
reporting on this issue.

11.Would more guidance be helpful? If so, what form should this take? For
example: best practice example, sample Key Performance Indicators,
etc?

Best practice examples of what good narrative reporting looks like appears a
useful exercise to us. In particular, the Forum would support the use of defined
key performance indicators (KPIs), such as guidance from DEFRA on
environmental KPIs. The Forum has used DEFRA guidance since 2001, when
focussing on corporate carbon reporting. More recent guidance® shows that
taking into account issues specific to each sector, 80 per cent of companies are
likely to have five or fewer KPIs. The Forum does not consider this to be onerous
for companies to follow.

In its response to the Carbon Disclosure Standard Board’s (CDSB) consultation
on its reporting framework®, the Forum noted a single reporting framework is
useful as part of a comparison of company practice across sectors and
geographic regions. The CDSB document also provided an example of best
practice reporting from ‘Typico plc’ which was valuable for demonstrating
proposed actual practice in reporting, and the range of relevant issues that could
be included related to company strategy and long term value building.

4 www.lapfforum.org/pubs/consultation_responses/CC Bill response.pdf

® Environmental Key Performance Indicators, Reporting Guidelines for UK Business, DEFRA,
2006

® www.lapfforum.org/pubs/consultation_responses/CDSB consultation response.pdf
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12.Should there be a shareholder’s advisory vote on the Business Review?

The Forum supports the overarching principles of transparency and
accountability. In considering whether to mandate a particular resolution
addressing the adequacy of a Business review, investors should be considering
the extent to which this would increase the regulatory burden on business and
whether this would add cost into the system that would exceed the benefit.

To ensure company management is reporting in a material and relevant manner,
the Forum considers that, in the same vein as companies being required to put
their Remuneration policies to shareholders for approval, on balance it would be
beneficial to have an advisory vote on the Business Review.

13. Are there non-regulatory solutions to increasing guality through better
guidance or publicising excellence in business reports? If so, what?

We are not sure that company directors need more guidance in order to enable
them to provide more useful information to shareholders — just a different
mindset.

We do, however, believe establishing and highlighting model behaviour is likely
to encourage others to emulate best practice. Naturally, care should be taken to
ensure that the individuals and/or bodies that dispense relevant accolades are
credible in the eyes of the target audience.

Directors’ Remuneration Report

14.Do the current disclosure requirements provide clear and usable

information about:

» the total remuneration paid to directors, and how this is made up;

» the performance criteria for payments to directors, and how these
relate to the company’s strategic objectives;

e« company performance against these criteria, so that there is a
demonstrable link between pay and performance;

» the process by which directors’ remuneration is decided?

If not, please explain including any views on how this might be improved
The current disclosure requirements on total remuneration paid to directors do
not always provide information about the total remuneration paid to directors, and

how this is made up. For example, the Forum has noted that some of the
enhanced benefits available to directors are not covered by the mandatory
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disclosure requirements and has called for greater transparency on the pension
arrangements for senior executives’.

Boardroom pensions that have significantly higher accrual or contribution rates
than those available to other employees could be seen as unfair, if not fully
explained. Disclosure should provide more information on accrual rates,
payments in lieu of pensions and the reason behind any difference in retirement
ages between board level and other employees.

We do agree that payments made to directors should relate to the company’s
strategic objectives. Nonetheless, we believe many firms misinterpret this
principle.

This belief is based on our observation that many firms assert that their
remuneration policies are aligned to their business strategies. Nonetheless, in
our opinion, the reality is that they are largely aligned to the outcomes of strategy
(such as earnings per share growth) rather than to the ingredients of strategy
(such as ensuring high levels of customer satisfaction or product innovation).

We are also frequently frustrated by the degree to which companies fail to
provide sufficient information for shareholders to judge the performance criteria
for directors as pertains to annual bonus awards, and the basis on which
performance targets (short- and long-term) are deemed to be stretching.

Even in circumstances in which performance criteria and performance against
these are adequately disclosed, we believe shareholders are often precluded
from understanding the process that determines final levels of reward. For
example, the weights given to different performance metrics in annual bonus
schemes are seldom provided and Remuneration Committees disclose little
about the metrics they consult, and the process they adhere to, when they apply
their discretion to determine whether director performance against performance
metrics correlates with the committee’s understanding of underlying financial and
non-financial performance.

" www.lapfforum.org/pubs/press_coverage/LAPFF_exec_pensions_PW_June_2010.pdf
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Value of narrative reporting

Question _1: Are company directors providing useful and relevant
information on the company’s:

)] forward-looking strategy and

i) principal risks and opportunities?

Comments

Question 2: What are the constraints on companies providing information
on these issues?

Comments

Question 3: Does the information provided reflect the issues discussed by
the directors in board meetings?

Comments






Question 4: Does the information help shareholders to press directors on
key issues relating to strategy and risk, or inform their business decisions?

Comments

Question 5: If a company does not provide sufficient or material

information to you, do you challenge it? Is there anything which could help
you to do so?

Comments

Question 6: What other sources of company information do you use and
how valuable are they (e.g. information provided on the website, analysts’

briefings, dialogue with the company, corporate social responsibility
report)?

Comments






Question 7: Is there scope to reduce or simplify the requirements on which
companies report?

Comments

Question 8: Is there scope to arrange the information in a more useful way?

Comments






Business Review

Question 9: Looking at an Operating & Financial Review and the existing
business review (see Annex D), do you see value in reinstating elements of
an OFR and if so what would they be? In particular, would a statutory
reporting standard help to improve the quality of reporting?

Comments

Question 10: The business review provisions require quoted companies to
report, to the extent necessary, on:
. main trends and factors likely to affect the future development,
performance and position of the company’s business
information on environmental matters
information on employees
information on social and community matters
persons with whom the company has essential contractual and other
relationships
)] is this information useful to you? How do you use it?
i) Could disclosure be improved? If so, how?
iii) Are there key issues which are missing? If so, please explain?

Comments






Question 11: Would more guidance be helpful? If so, what form should this
take? For example, best practice example, sample Key Performance
Indicators, etc?

Comments

Question 12: Should there be a shareholder’'s advisory vote on the
Business Review?

Comments

Question 13: Are there non-regulatory solutions to increasing quality
through better guidance or publicising excellence in business reports? If
so, what?

Comments






Directors’ Remuneration Report

Question _14: Do the current disclosure requirements provide clear and
usable information about:
o the total remuneration paid to directors, and how this is made up;
o the performance criteria for payments to directors, and how
these relate to the company’s strategic objectives;
o company performance against these criteria, so that there is a
demonstrable link between pay and performance.;
o the process by which directors’ remuneration is decided?

Comments

Please see attached response.

Costs

Question 15:

If you can provide any information on costs associated either with the
existing narrative reporting requirements eg preparing your business
review or your views on potential costs and benefits in relation to any of
the ideas in this consultation, please give details

Comments

URN 10/1057RF






Future of Narrative Reporting: A Consultation
Response via Surveymonkey

Respondent Details:
Gus Orchard
Sabien Technology Group Plc

Value of Narrative Reporting

1. Are company directors providing useful and relevant information on the company’s:
i) forward-looking strategy? and ii) principal risks and uncertainties?

In as much as they are able to, information provided is useful. However in a quoted company, given the
tortuous nature of director's responsibilities and the necessity of avoiding a forecast in the market, there
must remain considerable doubt whether information provided can be ever really relevant.

2. What are the constraints on companies providing information on these issues?

As noted above, a quoted company does not want to put out a forward looking statement to the market

where it would be inappropriate to do so

3. Does the information provided reflect the issues discussed by the directors in
board meetings?

Yes but it can only be a particular segment of what is discussed

4. Does the information help shareholders to press directors on key issues relating to
strategy and risk, or inform their business decisions?

In smaller companies the answer must be "perhaps". In larger companies, the complexity and structure of
such organisations would probably preclude anything meaningful being available to shareholders.

5. If a company does not provide sufficient or material information to you, do you
challenge it? Is there anything which could help you to do so?

Probably not.

6. What other sources of company information do you use and how valuable are they
(e.g. information provided on the website, analysts’ briefings, dialogue with the
company, corporate social responsibility report)?

For smaller companies, website and particularly trade shows can give a good indication of what companies
are up to. Analysts briefings for quoted companies are useful.

7. 1s there scope to reduce or simplify the requirements on which companies report?

Yes - there is too much focus on the reports/information that have to be reported on e.g. chairman's
statement AND chief executive report AND directors' report AND corporate governance report AND
remuneration report. This could surely be simplified and reduced to one report only.





8. Is there scope to arrange the information in a more useful way?

Define "useful"! Each company is its own entity so "useful" is difficult to legislate on. Reduce the number of
reports and you would probably get something more useful - and save the destruction of a few rain forest.

Business Review

9. Looking at an Operating & Financial Review and the existing business review (see
Annex D), do you see value in reinstating elements of an OFR and if so what would
they be? In particular, would a statutory reporting standard help to improve the quality
of reporting?

No. The desire for standardisation reduces the usefulness of company reporting to the lowest common
denominator. Ultimately, for quoted companies where there is a large institutional investor base, the
investors generally know via analysts' briefings what a company is doing.

Introducing another statutory reporting standard would be a retrograde step.

10. The business review provisions require quoted companies to report, to the extent
necessary, on: » main trends and factors likely to affect the future development,
performance and position of the company’s business ¢ information on environmental
matters ¢ information on employees « information on social and community matters ¢
persons with whom the company has essential contractual and other relationships i)
is this information useful to you? How do you use it? ii) Could disclosure be
improved? If so, how? iii) Are there key issues which are missing? If so, please
explain?

i) Only the first point. The rest tend to be irrelevant

ii) No

iii) No

11. Would more guidance be helpful? If so, what form should this take? For example,
best practice example, sample Key Performance Indicators, etc?

Guidance is useful but should not be imposed compulsorily
12. Should there be a shareholder’s advisory vote on the Business Review?

No

13. Are there non-regulatory solutions to increasing quality through better guidance
or publicising excellence in business reports? If so, what?

Quoted companies could perhaps include a copy of their broker's analyst briefing. Brokers/Analysts might
object but I'm sure there would be away round this.

Directors’ Remuneration Report

14. Do the current disclosure requirements provide clear and usable information
about: « the total remuneration paid to directors, and how this is made up; * the
performance criteria for payments to directors, and how these relate to the company’s
strategic objectives; « company performance against these criteria, so that there is a
demonstrable link between pay and performance; « the process by which directors’





remuneration is decided? If not, please explain including any views on how this might
be improved

Yes but the problem seems to be that this starts and ends with the directors thus limiting the usefulness of
the information other than to target individual board members.

Costs

15. If you can provide any information on costs associated either with the existing
narrative reporting requirements eg preparing your business review or your views on
potential costs and benefits in relation to any of the ideas in this consultation, please
give details
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Value of narrative reporting

Question _1: Are company directors providing useful and relevant
information on the company’s:

) forward-looking strategy and

i) principal risks and opportunities?

)] Information on forward looking strategy tends to be, of necessity,
generalities. However, companies generally provide useful information
that sets the context for the company’s progress during the year and
future development. The length of the legal caveats that most
companies include on forward looking statements is indicative of the
concerns that many companies have about such disclosure and tends
to lead to broad brush statements rather than specifics.

i) Reporting has improved in this area. There is still a tendency for
companies to provide blanket coverage of risks without focusing on the
key risks for their company. This makes an assessment of risks
difficult. The ASB’s publication ‘Rising to the Challenge’ has assisted
with some useful points — for example that presenting risks in a table is
helpful and encouraging companies to provide information on mitigating
factors.

The requirements of the new UK Corporate Governance Code will impact on
the reporting both of strategy and risk as companies focus on both the
strategic context for risk and the board appetite/tolerance of risk in their
reporting.

Question 2: What are the constraints on companies providing information
on these issues?






i) Itis difficult for companies to provide great detail on future developments a)
to avoid making public confidential information and matters still under
discussion; b) it is a constantly evolving area for companies which can change
depending on circumstances.

i) Risks and uncertainties — companies may feel it is safer to include a wide
variety of all risks in order to cover themselves. It may also be easier for
companies to include all risks rather than carry out the exercise of prioritising
key risks. Companies with a process for regularly reviewing risk will find it
easier to provide this information.

Question 3: Does the information provided reflect the issues discussed by
the directors in board meetings?

)

Strategy — In our experience, albeit based on FTSE350 companies, the
disclosure on strategy set out in business review reflect the views of the
board. Most quoted companies are pressed quite hard in investor meetings on
strategy and therefore many are concerned to use the business review to
support the information being discussed with investors. Boards are usually
very focussed on this.

i) Risks — In the case of the companies we work with risk is regularly
discussed and reviewed at Audit Committee meetings. Most companies
prepare a risk matrix categorising the risks into high, medium and low and this
forms the basis of reporting on risk.






Question 4: Does the information help shareholders to press directors on
key issues relating to strategy and risk, or inform their business decisions?

Comments

In our experience matters raised by investor relation bodies and major
shareholders has focused in recent years on remuneration matters. However,
following the credit crunch in 2008 much more attention has been paid to
strategy, risk and corporate governance issues.

We cannot comment on the extent to which this information helps
shareholders in their dialogue with companies

Question 5: If a company does not provide sufficient or material
information to you, do you challenge it? Is there anything which could help
you to do so?

Comments

N/A

Question 6: What other sources of company information do you use and
how valuable are they (e.g. information provided on the website, analysts’
briefings, dialogue with the company, corporate social responsibility
report)?

Comments

N/A






Question 7: Is there scope to reduce or simplify the requirements on which
companies report?

Yes.

The Directors’ Report in particular could be simplified. The current content is
a mish mash of a wide variety of information of varying degrees of usefulness.
Legacy issues from previous Companies Acts seem, increasingly, to be
unnecessary. Examples are:

- Substantial differences between market and balance sheet values of
land — information could be provided in the form of a note to the
accounts.

- Details of research and development activities — we have yet to see
any meaningful disclosures. For those companies involved in R&D this
would form a large section of their Business Review in any case.

- Details of the existence of branches outside of the UK — this is
meaningless as it doesn’t necessarily include areas of operation
overseas.

- Creditor payment days — information could be provided in the form of a
note to the accounts

- Large and medium sized companies and groups (Accounts and
Reports) Regulations 2008 Part 6 — contains much information that is
publicly and more properly presented elsewhere (eg the Company’s
Articles of Association). This includes information on structure of share
capital, rights attaching to shares, restrictions on transfers, restrictions
on voting rights, rules about appointment of directors.

Disclosures tend to be legalistic and of little use to most shareholders. If
companies must report on these issues then we suggest that cross-
referencing to the most relevant documents should be allowable (and where
the documents can be obtained from).

Question 8: Is there scope to arrange the information in a more useful way?

The current structure works well and as most companies follow a pattern it is
easy to find your way around.

A best practice structure would be:

e Company highlights
e Chairman’s statement






e Chief Executive’s statement

e Directors’ Report incorporating:

- Business Review

- CSR report

- Corporate Governance Report

- Remuneration Report

- Appendix with legal information
Statement of Directors’ responsibilities
Auditors’ Report

Financial Statements

Glossary

Advisers

Information for shareholders and financial calendar

We would support the use of tables, charts and maps where appropriate to
provide the information in an easily understandable and more engaging
format.

Greater clarity on the purpose, nature and role of CSR reporting would be
helpful particularly given the ad hoc nature of some of the current
requirements.






Business Review

Question 9: Looking at an Operating & Financial Review and the existing
business review (see Annex D), do you see value in reinstating elements of
an OFR and if so what would they be? In particular, would a statutory
reporting standard help to improve the quality of reporting?

The Business Review requirements are very similar to the OFR and a
sizeable number of quoted companies already use the ASB’s Reporting
Statement as best practice reporting. Therefore if the OFR were to be
introduced it would not place an additional burden for these companies. This
is likely to be different for unquoted companies that do not currently report in
the same level of detail.

We believe that a statutory reporting standard would improve reporting as it
would bring clarity to the level of reporting expected.

Question 10: The business review provisions require quoted companies to
report, to the extent necessary, on:

main trends and factors likely to affect the future development,
performance and position of the company’s business
information on environmental matters
information on employees
information on social and community matters
persons with whom the company has essential contractual and other
relationships
is this information useful to you? How do you use it?

i) Could disclosure be improved? If so, how?
i) Are there key issues which are missing? If so, please explain?

i) This information is essential in order to help assess how the Directors of a
company have fulfilled their obligation to promote the long term success of the
company under s172 of the 2006 Companies Act (as required by s417 of the
same Act). This includes consideration of the environment, employees and
other stakeholders.

i) Disclosure could be improved by educating companies on the need to
focus on key issues affecting that company. Therefore disclosure levels and






sort of information provided should vary between companies depending on
whether, for example, their operations have a major impact on the
environment (eg mining companies) or whether environmental impact is
minimal

Reporting unnecessarily on CSR matters was highlighted n the ASB’s report
‘Rising to the Challenge’ for producing clutter and information which for many
companies is not relevant to their success.

In addition we don’t believe that disclosing essential contractual and other
relationships adds much value. This is very much a judgement call and
disclosure is very patchy. If there was any risk involved with a major
contractor or supplier than this should be disclosed under the companies key
risks and uncertainties.

Guidance on the areas expected to be reported on under each heading would
be useful which should also stress that reporting should be relevant to the
company.

iii) Current requirements cover all the essential issues companies need to
consider.

Question 11: Would more guidance be helpful? If so, what form should this
take? For example, best practice example, sample Key Performance
Indicators, etc?

The ASB’s Reporting Statement already widely used to inform best practice
provides useful general guidance and examples of KPIs.

Best practice examples and KPIs for companies from different sectors would
help companies to understand the importance of focusing on issues relevant
to their company.

There is a danger that the guidance becomes too prescriptive so that
companies are forced into a box ticking regime.

FRRP’s report ‘Louder than Words’ makes key recommendations which we
would support on how to improve narrative reporting and how to reduce
complexity. We would strongly recommend that this valuable work already
carried out is taken on board.






Question _12: Should there be a shareholder’s advisory vote on the
Business Review?

There are plausible arguments both for and against an advisory vote on the
Business Review.

On the negative side, there are plenty of existing ways for shareholders to
challenge the Board and engage in discussions and this would add to the
burden and length of preparing for the AGM.

However on the positive side it would ensure that the Business Review
receives due attention and enable shareholders to flag up discontent with
areas such as the environment, social and community issues.

Question 13: Are there non-regulatory solutions to increasing quality
through better guidance or publicising excellence in business reports? If
so, what?

Better guidance and publicising excellence would assist.

An issue for some companies in producing a coherent and non-repetitive set
of report and accounts is the fact that the Business Review, CSR reports,
compliance reports and the accounts will all be produced by different people.
The front end can be seen by internal PR/IR as a marketing tool rather than a
document fulfilling legal obligations to shareholders. Workshops and
seminars for all members of the team, (PR, company secretarial and
accountants) on narrative reporting best practice may prove invaluable in
bringing these elements together.






This would be assisted if there were a statutory reporting standard to be
reviewed by the auditors.






Directors’ Remuneration Report

Question _14: Do the current disclosure requirements provide clear and
usable information about:
o the total remuneration paid to directors, and how this is made up;

o the performance criteria for payments to directors, and how
these relate to the company’s strategic objectives;

o company performance against these criteria, so that there is a
demonstrable link between pay and performance.;

o the process by which directors’ remuneration is decided?

e The requirement for disclosure of directors’ remuneration is very
specific and therefore disclosure of all elements is generally good.

e Disclosure on performance criteria is more variable in terms of detail
given. Often there is no connection between performance criteria and
the company’s strategic objectives although this is improving due to
pressure from investors.

e The link between pay and performance is often not clear — eg
percentages of targets received is often not given or any breakdown
between different targets

e Generally little information is given on how Remuneration Committees
reach their decisions, the factors considered etc although again this
has improved over recent years. Some companies chose to include a
letter from the Chairman of the Remuneration Committee which helps
to set the context in which the committee made its decisions.

These areas can be improved by strengthening the reporting required by the
regulations governing disclosures on remuneration which work well for
disclosures on total remuneration.






Costs

Question 15:

If you can provide any information on costs associated either with the
existing narrative reporting requirements eg preparing your business
review or your views on potential costs and benefits in relation to any of
the ideas in this consultation, please give details

Comments

URN 10/1057RF






Future of Narrative Reporting: A Consultation
Response via Surveymonkey

Respondent Details:

Professor Mike Page, MA PhD FCA
University of Portsmouth
Portsmouth Business School, Portland Street, Portsmouth PO1 3DE

Value of Narrative Reporting

1. Are company directors providing useful and relevant information on the company’s:
i) forward-looking strategy? and ii) principal risks and uncertainties?

Were there items i) and ii) above? If so | can't see them.

The key question is useful and relevant to whom? The framework provided by the IASB is unhelpful as it
focuses on the needs of 'casino' investors in the stock market - who rarely provide actual resources to
companies. And when they do, further information is provided in the form of a prospectus. It would be much
better to regard reporting as an activity that aims to promote stability of the economy, allow people to enter
into productive economic relationships and direct resources towards people who can use them well. None of
these objectives is currently espoused by financial reporting regulators and good governance is explicitly
rejected by them as a valid objective of reporting. (Please contact me if you want to find out more about this
critique.)

By and large, disclosures are not useful for the purpose of making investment decisions. They may be for
stewardship (reducing theft and incompetence by holding directors accountable) but this aspect of reporting
has been sadly neglected.

2. What are the constraints on companies providing information on these issues?

Directors are unlikely to voluntarily provide information that is of use to competitors or regulators, if they can
help it.

Largely, disclosures are anodyne or so voluminous that it is impossible to see the wood from the trees.
Competitors are valid users of financial statements since encouraging competition leads to a more efficient
economy.

Directors are also loth to make meaningful disclosures about the future or risk because they perceive that
they, the directors, will be held accountable or even suffer litigation if they turn out to be wrong.

3. Does the information provided reflect the issues discussed by the directors in
board meetings?

We don't know since the proceedings of Board meetings are not published.

4. Does the information help shareholders to press directors on key issues relating to
strategy and risk, or inform their business decisions?

Potentially it could, which is why disclosures tend not to be meaningful. As things stand practice is variable.
Some companies say very little, some provide waffle and motherhood statements, some make meaningful
disclosures. Companies that make meaningful disclosures are either in industries (eg mining) where
investors demand a lot of information, or the company is trying signal quality, or it is trying to turn aside the
wrath of regulators or consumers. (Ryanair's disclosures are surprisingly good.)





5. If acompany does not provide sufficient or material information to you, do you
challenge it? Is there anything which could help you to do so?

| don't challenge it, but | might write something sarcastic on by blog

6. What other sources of company information do you use and how valuable are they
(e.g. information provided on the website, analysts’ briefings, dialogue with the
company, corporate social responsibility report)?

These days, | mainly go to the website
7. Is there scope to reduce or simplify the requirements on which companies report?

The vast expansion of annual reports seems to have served no useful purpose - are company share prices
more 'accurate’ or less volatile - it seems unlikely. Remuneration disclosures do not seem to have made
directors less greedy. The one area where some improvement is notable is governance where the Cadbury
disclosures are implicit in the increase in Board independence. The IASB FRS on SMEs holds some hope of
simplification and, after trial, could usefully be extended to smaller listed companies although this would
require legislative change.

On the other hand, since the web is now the main reporting medium the costs of disclosure have decreased
a great deal.

8. Is there scope to arrange the information in a more useful way?

The arrangement of the information is about as important as the arrangement of deck chairs on the Titanic.
The important question is how the profit is measured.

Business Review

9. Looking at an Operating & Financial Review and the existing business review (see
Annex D), do you see value in reinstating elements of an OFR and if so what would
they be? In particular, would a statutory reporting standard help to improve the quality
of reporting?

There are now several sources of guidance including the IASB ED and the UK Corporate Governance Code
as well as the ASB guidance. It would probably be best to let the IASB get on with it. Legislating in the area
would lead to boilerplate and motherhood statements that are of little use. (Although sometimes non-
boilerplate statements are harder to interpret.)

10. The business review provisions require quoted companies to report, to the extent
necessary, on: * main trends and factors likely to affect the future development,
performance and position of the company’s business ¢ information on environmental
matters ¢ information on employees ¢ information on social and community matters ¢
persons with whom the company has essential contractual and other relationships i)
is this information useful to you? How do you use it? ii) Could disclosure be
improved? If so, how? iii) Are there key issues which are missing? If so, please
explain?

The first bullet point is different in kind from the rest. The others are essentially accountability matters and
disclosure of them is useful as it encourages companies to be good citizens and to consider a range of
stakeholders. The first item is asking directors for information that is sensitive (see previous answers) and
they are likely to dissemble.

The information is not useful to me as an individual it doesn't help me make personal economic decisions. It





is useful to me as a member of society as it helps companies to be more accountable and hence better
behaved.

11. Would more guidance be helpful? If so, what form should this take? For example,
best practice example, sample Key Performance Indicators, etc?

Probably not worth the bother.
12. Should there be a shareholder’s advisory vote on the Business Review?

| find it difficult to see how this would affect matters. It would be better to give shareholders more teeth on
remuneration.

13. Are there non-regulatory solutions to increasing quality through better guidance
or publicising excellence in business reports? If so, what?

Vilifying miscreants would be more productive.
Directors’ Remuneration Report

14. Do the current disclosure requirements provide clear and usable information
about: « the total remuneration paid to directors, and how this is made up; * the
performance criteria for payments to directors, and how these relate to the company’s
strategic objectives; « company performance against these criteria, so that there is a
demonstrable link between pay and performance; ¢ the process by which directors’
remuneration is decided? If not, please explain including any views on how this might
be improved

Disclosure in all these areas in inadequate, although voluminous. The disclosures have not proved effective
in controlling excessive bonus payments or prevented directors 'moving the goal posts for their own benefit'.
I'm not persuaded that there is a such a shortage of managerial talent that the vast payments received by
directors are justified.

It might be better to give shareholders more control over directors pay, or to provide some direct control over
agreements and changes in them.

Costs

15. If you can provide any information on costs associated either with the existing
narrative reporting requirements eg preparing your business review or your views on
potential costs and benefits in relation to any of the ideas in this consultation, please
give details

Well run companies should have all the information needed for the business review to hand, so preparation
costs should be minor. The economic consequences of the accountability information required are probably
positive. | did some research into compliance costs with accounting standards a long time ago. At that time
they seemed to be relatively unimportant.
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General comment: We see that in his foreword the Minister refers to shareholders
stepping up and acting as effective owners. This is usually thought of in the context of
institutional investors. However, seeing that institutional performance is usually
judged on a comparative basis, they have little incentive to devote the necessary
resources to this end. On the other hand, we believe that progress is possible by using
the knowledge and, more importantly, the independence of private shareholders,
many of whom take a considerable interest in the companies in which they invest. This
could be achieved through the mechanism of Shareholder Committees, as proposed by
Bill Cash MP in his 'Protection of Shareholders Bill' and noted for further consideration
by Lord Walker in his July 2009 review of bank governance.

Value of narrative reporting

Question _1: Are company directors providing useful and relevant
information on the company’s:

) forward-looking strategy and

i) principal risks and opportunities?

1) Varies from thoughtful and frank review of prospects and possible responses to
uninformative and vague optimism unsupported by real analysis. There has been
some improvement, but there remains considerable scope for more companies to
take all shareholders (including private shareholders) into their confidence
regarding their assessment of the competitive forces to which it is subject, its real
competitive advantage and the true nature of its business franchise.

1l) Again varies from a frank assessment to a formulaic listing of possible threats
without a realistic assessment of probabilities. As well as numbers describing
declared profits and cash generation, shareholders need to develop a deeper
understanding of the factors governing success and failure in each specific
company, and how the company’s strategy will be adapted to cope with a range of
possible developments in its business environment.

Question 2: What are the constraints on companies providing information
on these issues?

i) Concerns regarding commercial confidentiality and possible undermining of
competitive position.

ii) Recognition that forward looking statements carry risks for the company and
management, and fears of subsequent criticism.






Question 3: Does the information provided reflect the issues discussed by
the directors in board meetings?

It is not possible to answer this question adequately without broader knowledge of
boardroom discussions, but a well-written report will reflect a range of possible
viewpoints and assessments which should have been aired in the board room. It is
essential that directors provide an assessment, in their own words, of how they see
the strengths and weaknesses of the business for which they are responsible. It is
not acceptable for the basic preparation of such information and analysis to be
delegated to external consultants or public relations staff.

Question 4: Does the information help shareholders to press directors on
key issues relating to strategy and risk, or inform their business decisions?

Private shareholders rely heavily on disclosures in the Annual Report & Accounts,
as distinct from institutions which are able to commission supplementary research
and analysis. Although private shareholders will also have access to press
comment, the more experienced among them will recognise that they are primarily
reliant on their own judgement and require realistic base data and other
information to inform this process.

Question _5: If a company does not provide sufficient or material
information to you, do you challenge it? Is there anything which could help
you to do so?

Private investors may seek to improve the situation by direct action (sometimes
through UKSA), but others will (and probably should) simply sell their shares and
buy into a company which is more responsive.

Question 6: What other sources of company information do you use and
how valuable are they (e.g. information provided on the website, analysts’
briefings, dialogue with the company, corporate social responsibility
report)?





Private investors do of course have some access to sources such as corporate
websites, analyst research, company briefings and financial media, but most non-
professional long term private investors will rely heavily on communications from
the company plus, when possible, attendance at AGMs.

Corporate social responsibility reports are seen as a useful component of the
annual report, but are generally of less interest than financial results and an insight
into future strategy.

Question 7: Is there scope to reduce or simplify the requirements on which
companies report?

i) It is worth noting that company reports are designed to a hard copy format,
whereas distribution of company reports is increasingly soft copy. Soft copy
material is normally screen read and rarely printed, partly due to cost constraints
for smaller private investors. Thus less is being read at a time when company
reports have increased markedly in size.

ii) Private investors would mostly prefer a succinct and frank report on the
progress of their investment. There is a strong argument for dispensing with
inessential or highly specialist information, much of which is formulaic and of little
interest to shareholders.

Question 8: Is there scope to arrange the information in a more useful way?

Investors are familiar with present layouts, and significant changes might well
cause confusion without compensating benefit.






Business Review

Question 9: Looking at an Operating & Financial Review and the existing
business review (see Annex D), do you see value in reinstating elements of
an OFR and if so what would they be? In particular, would a statutory
reporting standard help to improve the quality of reporting?

Possibly. The objective should be to raise the standard of reporting among the tail
of unresponsive companies and to ensure that accounts are comprehensible for
those private shareholders who are not financial specialists (but are reasonably
literate and numerate).

Question 10: The business review provisions require quoted companies to
report, to the extent necessary, on:

. main trends and factors likely to affect the future development,
performance and position of the company’s business

information on environmental matters

information on employees

information on social and community matters

persons with whom the company has essential contractual and other
relationships

)] is this information useful to you? How do you use it?
i) Could disclosure be improved? If so, how?
i) Are there key issues which are missing? If so, please explain?

i) These topics are clearly of interest to shareholders in assessing business
performance (particularly the first and the fifth).

ii) Clearly there is room for improvement in some cases, but research would be
required before formulating specific suggestions.

iii) As for ii) above.






Question 11: Would more guidance be helpful? If so, what form should this
take? For example, best practice example, sample Key Performance
Indicators, etc?

Comments

Best practice examples might well encourage emulation (and pressure for
emulation).

Question 12: Should there be a shareholder’'s advisory vote on the
Business Review?

Comments

1) Yes. This would be a welcome initiative provided the Business Review was
sufficiently informative.

Question 13: Are there non-regulatory solutions to increasing quality
through better guidance or publicising excellence in business reports? If
so, what?

Comments

Again best practice examples might well encourage emulation (and pressure for
emulation).






Directors’ Remuneration Report

Question _14: Do the current disclosure requirements provide clear and
usable information about:
o the total remuneration paid to directors, and how this is made up;
o the performance criteria for payments to directors, and how
these relate to the company’s strategic objectives;
o company performance against these criteria, so that there is a
demonstrable link between pay and performance.
o the process by which directors’ remuneration is decided?

Comments

Some companies respond in a clear and open fashion. Shrewd investors will regard
less frank responses with justifiable suspicion.

Costs

Question 15:

If you can provide any information on costs associated either with the
existing narrative reporting requirements eg preparing your business
review or your views on potential costs and benefits in relation to any of
the ideas in this consultation, please give details

Comments

No comment.
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WorkMatters Consulting’s Response to BIS Consultation on the
Future of Narrative Reporting

About WorkMatters Consulting

WorkMatters Consulting is a private limited company and was founded in 2010 by David Coats,
former Associate Director-Policy at The Work Foundation and Head of Economic and Social Affairs at
the TUC. It offers advice to employers and trade unions to improve the quality of workplace
relationships, produces research on key labour market issues and lobbies for changes in public policy
to improve the quality of the working environment. Further details can be found at
www.workmattersconsulting.co.uk.

Introduction

The coalition government’s intention to reintroduce the requirement for listed companies to
produce and operating and financial review is a very welcome development. The previous
government’s decision to abandon the OFR was met with dismay by a range of stakeholders. A good
deal of preparatory work had been done and it seemed rather absurd that the initiative should have
been discarded to generate some favourable headlines for the then chancellor of the exchequer.

It is generally accepted today that the value of many organisations is to be located in their human
capital. This is a natural consequence of the move to more knowledge intensive economic activity
and reflects the rising skill levels across the economy. Somewhat paradoxically, however, recent
research by the UK Commission for Employment and Skills has identified the prevalence of the
phenomenon of skills under-utilisation. In other words, some of the productive potential of the
workforce is being wasted. Moreover, there is evidence to show that high quality management is a
critical element in strong organisational performance and the relative weakness of UK management
(in this case in manufacturing) can help to explain our disappointing productivity record?.

If this were not enough to cause concern, some commentators have pointed out that job quality in
the UK is worse than in other comparable countries®. Employee engagement remains more of an
aspiration than a reality and the Chartered Institute for Personnel and Development have been
honest enough to admit that barely a third of employees have the attitudes supposedly associated
with the delivery of strong organisational performance”.

These problems would have been serious enough during a period of robust economic growth but
they now raise a serious question about the speed of the recovery and the sustainability of the pre-
crisis economic model. The coalition government’s desire to rebalance the economy is admirable.
But there is a strong case for saying that a people management paradigm failed at the same time as
the economic paradigm. British businesses will need to manage people differently in the future if
the country is to return to full employment and offer high quality jobs to all.

1 see Ambition 2020: World Class Skills and Jobs in the UK, The 2009 Report, UKCES (2009)

2 Kretschmer, Explaining Productivity and Growth in Europe, America and Asia, Anglo-German Foundation
(2009), Bloom and Van Reenen, Management Matters, CEP mimeo (2009)

% Coats and Lekhi, Good Work: Job Quality in a Changing Economy, The Work Foundation (2008), Gallie,
Employment Regimes and the Quality of Work (2007)

* CIPD Employee Engagement Survey 2006 (2007)
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Obviously a change in the reporting requirements for listed companies cannot resolve all of these
difficulties, but there is a strong case for saying that more robust reporting arrangements in the
revived OFR could create a set of incentives for senior managers to take the management of the
workforce more seriously. Furthermore, there is a powerful argument that investors should take a
much closer interest in these issues, particularly if the goal of public policy is to encourage patient,
long-term and responsible investment. After all, companies are most resilient when they can
respond well to external shocks or the challenges of new markets, new technologies or new sources
of competition. And a critical test of resilience is the ability of the workforce to remain motivated
and committed in an environment of continuing change and uncertainty. Obviously this raises
questions about the management instruments used to create and sustain trust, including effective
communication with employees and the scope that workers have (whether individually or
collectively) to influence critical employer decisions.

Many of these issues were considered in Baroness Kingsmill’s review of human capital reporting, the
findings of which were published in Accounting for People (2003). While those proposals were
rejected at the same time as the OFR was abandoned, ministers today would be well advised to
return to the Kingsmill recommendations. No doubt some business stakeholders will complain
about having to disclose more information about the management of the workforce, but they will be
collecting the information anyway and it is difficult to see how investors can be offered a fair view of
the business without some reference to HR policies and strategy.

Given the interests of WorkMatters Consulting, this response focuses exclusively on the human
capital and employee voice content of a revived OFR. The government has a great opportunity here
to begin to address some of the most intractable problems in the world of work by creating new
incentives for the improvement of people management. It is not too fanciful to say that the UK’s
continued prosperity depends on the development of a new model for the responsible corporation,
not necessarily institutionalising the stakeholder model applied in Germany, but recognising that the
maximisation of shareholder value alone is an attenuated and rather unsophisticated measure of
corporate success.

A “burden on business” or an indispensable measure of corporate responsibility?

The previous arrangements for the OFR were ostensibly rejected because they were an intolerable
burden on business. Quite why this conclusion should have been reached by the previous
government is not entirely clear. Certainly, Digby Jones, then director-general of the CBI, endorsed
Gordon Brown’s actions, but as the consultation document makes clear, the business review seems
in principle to make many of the same demands of corporations of the OFR, albeit that the audit
requirements and statutory recognition of a reporting standard were dropped.

One consequence of the global financial crisis has been a general decline of public trust in business
generally and banks in particular. There is a strong case for saying that part of the government’s
plan for growth (if it has one) ought to be focused on re-legitimising business decisions in the eyes of
the public. Limited liability is a privilege not a right and it is entirely appropriate for corporations to
be open, transparent and willing to listen to criticism. To do nothing is simply not an option, not
least because politicians will continue to be blamed when the decisions of individual corporations
have a widespread negative social impact. In other words, openness is the price that corporations
have to pay for public acceptance. Transparency is a prerequisite for accountability both to investors
and the wider community. Policy should recognise that the public interest is not always the same as
the interests of business. Regulations on reporting and disclosure should be based on that principle.

This brings us to the question of voluntarism and prescription. The “old” OFR would have been
audited and subject to clear reporting standards, whereas the business review is subject to no audit





requirement and eaves most decisions about disclosure to the individual corporation. Not only does
this make comparisons between corporations problematic, but it can also mean that change can be
difficult to track over time if companies adopt one approach to narrative reporting today and do
something entirely different tomorrow.

A higher degree of prescription than is currently demanded is therefore desirable but just how much
more prescription is a fine judgment. At the very least, listed companies ought to be subject so
some common standard. Of course, the Accounting Standards Board has continued to endorse a
reporting standard for the OFR as non-mandatory best practice guidance. This was a constructive
response to the previous government’s abandonment of the OFR, but is hardly adequate given the
extent of the challenge to corporate legitimacy. Government should therefore reinstate statutory
recognition of the standard and invite the ASB to consider whether the standard should be reviewed
in the light of responses to this consultation. This is especially important in relation to the human
capital issues. While the ASB standard does include some consideration of employee motivation and
commitment, the examples given relate only to accident rates and employee satisfaction ratings.
There are other issues outside the scope of the current guidance that demand attention and these
are outlined in more detail below.

The enhanced audit requirement was allegedly the most burdensome part of the OFR and it may be
sensible, at least initially, to accept that a similar approach should be avoided in the new legislation.
Nonetheless, government should leave the issue open. If it becomes clear that an audit requirement
would improve the quality and usefulness of the OFR then the previous arrangements should be
reinstated. This of course will require BIS to review the operation of the new regime after, say, a
four year period.

The consultation document suggests that a voluntary approach might be just as acceptable to the
government as long as policymakers can be confident that there will be real changes in behaviour.
One can understand the desire to consider all the options, but the consultation document could be
read as a step back from the apparently clear commitment to reintroduce the OFR on a statutory
basis. If the financial crisis has proved anything it is that self-regulation can go catastrophically
wrong. There is little evidence to suggest that all companies will increase transparency unless they
are compelled to do so by statute. In this instance the commitment to legislate should not be
abandoned. Moreover, a degree of prescription about the precise information to be disclosed may
be necessary to ensure that all listed companies comply.

The ASB standard should therefore be revised to include the additional material discussed later in
this response. Obviously it is important to allow scope for innovation, but a simple application of the
“comply or explain” principle is as relevant here as in other aspects of corporate governance. If an
organisation decides not to report on some aspects of HR policy and strategy it is entirely
appropriate for investors to demand that some reasons be given.

Human Capital: What should be included in the OFR? (Qs 9 and 10)

The critical question of course is to decide on the nature and scope of the information to be
disclosed in the OFR. We would do well to remember that the goal is to give investors and other
users of the OFR a “fair view of the business”. Once again, a good deal of work was done under the
previous government through Rosemary Radcliffe’s review of the notion of “materiality” for the
purposes of the OFR. This should remain the starting point for policymakers today. Nonetheless,
events have moved on since the early part of the decade and we know rather more about the
relationships between organisational performance, work organisation, job design and employee
commitment. While some simple hard data ought to appear in the OFR, there is a strong case for
offering more contextual information so that investors and others can get a clear sense of what it is
like to work for the organisation.





Perhaps we should begin by recording that by requiring listed companies to report more extensively
on the management of their employees, the state is setting a standard that cuts with the grain of
social expectations. Most citizens believe that corporations should behave responsibly and there is a
real risk to corporate reputation (with a consequential effect on the share price) if good practice is
not followed. Moreover, the state is also reshaping the incentive structure for directors by making it
clear that good management of people is a prerequisite for a well managed business. No doubt
some sceptics will say that such obligations lead to more box ticking or boilerplate reporting, but if
well managed corporations adopt good practice in reporting it is likely that the more recalcitrant will
follow.

Another important objective must be to reshape investor behaviour. If there is anything at all to the
knowledge economy story and if human capital is really becoming a distinctive source of competitive
advantage then investors need to know just how well a listed company is managing employees. At
present most investors pay only lip service to this maxim, partly because they are uncertain about
how such performance might be measured and the ASB standard offers only limited help. Buta
sophisticated assessment of the management of the workforce may be a better guide to the long
term potential of the company than supposedly harder benchmarks like increases in share price or
earnings per share (which are, by definition, backward looking measures).

The approach adopted in this response is that the new OFR should be used to extend the definition
of corporate success. Even before the crisis there a discussion developing amongst commentators
and public intellectuals. Will Hutton has argued for some time that property ownership (including
the ownership of shares) creates rights and imposes obligations. Investors should be seen as holding
their property in trust for other stakeholders — workers and the wider community — who will be
affected by the behaviour of the business’. John Kay makes an analogous point when he argues that
successful companies are those that build their capabilities over time and successfully adapt to
changing conditions®. A relentless focus on shareholder is a very crude, not to say trivial, measure of
corporate success. There is no shortage of material available to help rethink the role of the large
corporation in a reformed model of responsible capitalism.

The ASB standard already contains suggestions about the information to be disclosed including:

e Health and safety performance

e Recruitment, retention and labour turnover
e |nvestment in training and development

e Morale and motivation

e Productivity

Assuming that these guidelines are followed, any reader of an annual report should therefore have a
rough and ready understanding of the safety of the workplace, the ability of the organisation to
recruit and retain a skilled workforce and an outline assessment of employee satisfaction derived
from the staff survey. These are all useful measures, but apart from the fourth element (morale and
motivation) they give only a partial account of what it is like to work for that organisation. There is a
lack or richness and texture in this information, suggesting that a more ambitious set of
requirements might be needed.

® Hutton, The State We’re In (1995), The World We’re In (2002)
6 Kay, The Truth About Markets (2003)





Most importantly, perhaps, employee satisfaction measures have themselves been subject to some
criticism. Central to the argument is the belief that individuals display adaptive behaviour — it is
possible to get used to almost anything and then say that the room for improvement is limited.
According to the European Working Conditions Survey the UK has the second highest job satisfaction
rating in the EU (only the Danes are more satisfied), but applying a different set of indicators
suggests that the UK has a more serious job quality problem’.

A further objection is that all but one of these indicators (employee motivation) depends on
companies evaluating their own performance. Some additional objective measures are needed so
that the annual report describes the life of the organisation. A partial solution might lie in the
publication of detailed results from the most recent staff survey, accompanied by an account of the
action taken either to sustain good performance or to remedy deficiencies. But a more radical
approach would require the publication of data related directly to more objective measures of job
quality.

To understand how progress might be made we need to have a general understanding of those
factors that affect the quality of employment. There is an extensive body of research confirming
that the following are particularly important:

e The security of employment

e  Whether work is characterised by monotony and repetition?

o  Whether employees have autonomy control and task discretion?

e The extent to which there is an appropriate balance between the rewards workers receive
and the efforts that they make.

o  Whether employees possess the skills they need to cope with periods of intense work
pressure?

e Whether the workplace is seen to be fair? Do workers believe that the employer observes
the principles of procedural justice?

e The strength of workplace relationships — or what some researchers have described as social
capital®.

The suggestion here is that a more sophisticated staff survey could begin to assess the extent to
which quality employment is on offer. So, for example, a number of questions could be added to
explore the following:

e To what extent do workers have real control and autonomy? This can be measured by asking
guestions about the source of external influence over work effort (clients, supervisors,
fellow workers or technology), about the choice of tasks and working methods and the
setting of quality standards.

e Do employees believe that the workplace is fair?

e Do employees possess the skills they need to do their jobs? Are these skills fully utilised?

e Do employees believe that they are fairly rewarded for the work that they do?

o Do employees trust senior managers?

By implication, the answers to these questions will also give a strong indication of the organisation’s
capacity to adapt to changing circumstances. As we have already observed, it is much more likely
that a business characterised by high skills, high trust and high autonomy with high quality

’ Gallie, op cit. Coats and Lekhi, op cit.
8 Marmot, Status Syndrome (2004)





management will be better able to weather the storms of the business cycle, technological change
and intensifying competition.

Voice and Employment Relations (Q10, iii)

Perhaps the most problematic “good work” indicator is the collective voice element. Research tells
us that high trust relationships are sustained most effectively where a strong relationship exists
between the employer and a recognised trade union. The worst of all possible worlds is a weak
trade union raising workers’ expectations, confronting the employer. At an intermediate point
between the two extremes we can find the union-free high commitment management model®.

Investors know that the quality of employment relations, although less of a serious issue than in the
past, can have a significant impact on organisational performance, customer satisfaction and
employee motivation and commitment. It is entirely appropriate then for listed companies to be
required to offer a narrative account of the conduct of employment relations over the preceding
year, with some forecasts offered of the prospects for the next year. One can understand why a
company might want to keep some information confidential — it would not be sensible, for example,
to reveal the pay bargaining strategy for the forthcoming year. But it is essential for investors to
know whether a strike is likely, whether relationships have improved and whether high trust
between the union and the employer is genuinely having a positive effect on employee motivation
and commitment.

There could also be a requirement to offer an account of the structures in place both for individual
employee involvement and collective employee participation, whether through a trade union or
some other vehicle. So, for example, a company could be required to disclose the arrangements it
has made to comply with the Information and Consultation Regulations. What voice arrangements
are in place? How effective are they? What information is being disclosed to employee
representatives and when? What discussions have taken place over the last year and on which
issues? Is the relationship adversarial or co-operative? If a trade union is recognised is the focus
simply on collective bargaining or are joint problem solving activities taking place too?

Assuming that answers are given to all these questions then investors can, with appropriate advice,
make their own judgments about the quality of work on offer and the quality of the employment
relationship. Sceptical commentators may say that these issues are essentially management
decisions and investors should be satisfied if the share price is high and rising or if dividends are
being paid regularly. Of course there is some truth in this, but if the aim is to convince investors to
take a more long term view then all those factors affecting the resilience of the firm, including job
quality and employment relations, need to be included in the narrative account of the company’s
activities over the previous year.

Advice and guidance (Q11)

As has been made clear in the preceding sections, there is a strong case for the ASB to revise the
reporting standard to include the human capital and employment relations issues discussed above.
This means that the Key Performance Indicators relating to the management of employees will need
some significant revision. Practical examples of a model OFR dealing with the job quality issues
would be a significant step in the right direction. Unless this is done companies may be uncertain
what they should report and may struggle to explain inclusions and exclusions. Of course, the
problem here is not really one of reporting. The challenges are more related to management styles
and cultures, approaches to people management and employer enthusiasm for or antipathy to

® Bryson, Union effects on managerial and employee perceptions of employee relations in Britain, CEP (2001)





collective voice. The purpose of the OFR is to change the incentive structures for managers, but it is
only one instrument of many that might be used to transform the landscape and is by no means the
most importantlo.

Shareholders’ advisory vote on the business review/OFR (Q 12)

One can understand the rationale for a shareholders’ vote on the business review, not least because
it would allow shareholders to express a degree of satisfaction or dissatisfaction with overall
performance. But this is a very crude instrument and takes no account of the complexity of the
issues. So, for example, shareholders might be very happy with environmental performance or the
progress of research and development and much less happy with the management of employees.
Alternatively, it may be clear that HR policy and strategy is working well in some parts of the
business but not so well in others. How is an informed investor supposed to react at the AGM?

They could vote against the whole of the business review/OFR, but that would suggest that the
company was in some way generally underperforming. Or they could vote for the OFR, which might
be taken to reflect general satisfaction with the state of affairs. Neither option would be an accurate
reflection of the investor’s views and it would give a misleading signal to the directors too. Perhaps
it would be better to see the business review/OFR as an engagement tool, allowing committed
investors to open up a conversation with directors about the strengths and weaknesses of the
business. It is a device to ensure that investors are properly informed so that they can hold directors
accountable. Moreover, there is a wider public interest in the highest possible level of openness so
that corporate decisions can be subjected to proper scrutiny by other stakeholders. There is a risk
that an advisory vote could create risk aversion amongst directors. A fear of the wrath of the AGM
might lead to a lower level of disclosure.

Non-regulatory solutions (Q13)

We have already made clear our preference for a stronger regulatory framework, with statutory
recognition of a reporting standard for the OFR. Nonetheless, that does not mean there is no scope
for softer forms of intervention. Indeed, one would hope to see a competitive element developing
in the process of narrative reporting, with the best listed companies aspiring to improve their
performance and the lower performers following suit. The proposals for an expert panel described
in the consultation document are helpful, although it might be best to leave this to voluntary
initiative (with government offering moral support) rather than develop a new government led
scheme. The Investors in People standard offers a possible model; the government obviously plays a
role (liP is now under the purview of UKCES) but the standard is independently verified and
administered.

The Public Sector

Imposing new obligations on listed companies is one thing and encouraging similar disclosures
across the public sector quite another. In principle the public sector could be an exemplar.
Analogous obligations to those applying to listed companies could be imposed on local authorities,
NHS trusts, the civil service and universities for example. The Cabinet Office could require all central
government departments to publish an account of their people management outcomes alongside a
wider range of performance outcomes. Indeed, a degree of cross-fertilisation from public to private
sector and vice versa could prove very useful. Of course, this is beyond the scope of the current
consultation, but one would hope that there will be enough co-ordination across departments to
ensure that the public sector adopts the good practices expected of the private sector. There is also

19 For a longer discussion of potential policy interventions see Coats, Advancing Opportunity: The Future of
Good Work (2009) and Time to Cut the Gordian Knot: The Case for Consensus and Reform of the Employment
Relations System (2010), both available from the Smith Institute, www.smith-institute.org.uk.
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a case for a more formal approach to these matters, perhaps by establishing a human capital
management network involving representatives of both public and private sectors.

Executive Remuneration (Q14)

The current disclosure requirements were introduced to try and create some countervailing pressure
to the upward spiral of executive pay. Given that goal, the provisions have largely failed. Greater
transparency has led to leap-frogging as remuneration committees try to ensure that directors are
paid in the upper quartile of the reward distribution. Occasionally shareholders become enraged by
what they see as a peculiarly egregious offence, but in general the process operates without
interruption. If business is to restore its legitimacy then this culture must change.

There is a particular problem in the financial services sector, where perverse incentives seem to have
encouraged high risk investments. Other measures may be needed to deal with that problem and it
would be unwise to place too much weight on pay disclosure requirements alone — the Basel 3
agreement on capital requirements may be more important for example.

Nonetheless, there are further measures that could be taken that might lead to the reinstatement of
some generally accepted norms of fairness in pay determination. The Prime Minister has suggested
that a ratio of 20:1 between the highest and lowest paid is a useful rule of thumb in the public
sector. Will Hutton, who is undertaking a review of fair pay in the public sector, is likely to use this
as a benchmark. However, the big risk is that if top salaries are falling in the public sector all the
management traffic will be one way — from public to private sectors where the rewards are greater.
Of course the public sector can be an exemplar as we have already suggested, but there are other
measures that could be taken to use the power of public embarrassment to encourage a higher level
of self-restraint amongst remuneration committees.

For example, the disclosure requirements could be expanded to include the following:

e The ratio of top pay to bottom pay in the organisation

e The relationship between the highest paid director and median earnings in the organisation

e The distribution of pay across the organisation, with a clear statement of the number of
employees in each earnings bracket.

The first two of these proposals are to be found in the new legislation about to come into operation
in the USA — the Dodd-Frank Wall Street Reform and Consumer Protection Act 2010. It would not be
completely astonishing if British listed companies were to be subjected to a similar regime. Indeed,
those companies listed in both New York and London will have to comply with this legislation in
relation to their US operations. Surely, they would not argue that such an obligation would be
intolerably burdensome were it to be imposed in the UK?

Conclusion

It would be wrong to suggest that these measures will solve all the problems we have identified in
the introduction or that the changes in behaviour will be rapid. Nonetheless, there is a serious
opportunity to encourage more reflective behaviour by both listed companies and investors.
Policymakers have a great deal to gain and very little to lose, particularly during a period when
public confidence in business is very low. Improving narrative reporting could be a very useful route
to the relegitimisation of business activity. It is an opportunity too good to be missed.

David Coats
WorkMatters Consulting
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Ms Jane Leavens

Corporate Law & Governance Directorate
Department for Business, Innovation & Skills
1 Victoria Street
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8 October 2010

Dear Jane

The future of narrative reporting

I enclose the FRC's response to the Department’s consultation on the future of
narrative reporting. This letter highlights our key views.

The consultation focuses on the Business Review and its development by
reintroducing some form of the OFR. We support your review of these points,
but encourage you to take a wider perspective on the Annual Report as a whole.
This Report is the principal way in which directors explain to their shareholders
how they have discharged their stewardship responsibilities. We also believe it
can and should be the means by which the directors give a view of their vision
and strategy for the future development of the business, including their business
model and the risks associated with it. In short, it should be the corporate
version of a state of the nation address. In reality it has become a confusing
compendium of material required for a raft of regulatory and other purposes. Its
role and significance has also been called into question by the publication of a
plethora of other financial and stakeholder reports, none of which, alone or

together, can adequately serve in its place as an authoritative stewardship
statement.

Current state of narrative reporting

Much of the material we would like to see in such a forward-looking report is
already provided, and in some cases provided well. However, this is not
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universally true. Many companies do not adequately explain the business they
are in and how they can be profitable. The quality of risk reporting is especially
patchy, with too many examples of boilerplate text and a lack of analysis of the

specific challenges to the business rather than generic risks that are true for any
company.

In addition to our concerns about the content of the Report, we are also
concerned about its presentation. In too many reports there is too much clutter
for the key messages to be evident to investors and others. In some instances this
is as much the result of the piecemeal development over time of the regulatory
tramework, which has established overlapping requirements. We hope that the
opportunity will be taken to consolidate and strcamline the regulatory
framework.

The answers cannot, however, just lie in new regulation. We hope the
consultation will seek innovative ways of encouraging good quality reporting
other than just through new regulation or standards. Our experience has shown
the difficulty of legislating for the quality of reports: the more detailed the rules,
the more boilerplate the text. We need to look for ways to incentivise more
companies to follow the example of the best in communicating clearly. Investors
and other users have a part to play in this and we need to find a mechanism that
will enable them, the real beneficiaries of corporate reporting, to drive change.

Audit considerntions

At present the narrative report as a whole, and the Business Review in particular,
are not subject to statutory audit. However, auditors are required to state
whether in their opinion that information given in the Directors’ report is
consistent with the financial statements. We believe that you should consider
carefully what level of assurance should attach to the Report. As a key element
of good governance and the Board’s stewardship responsibility, there is a good
case for it to be subject to external review. However, a narrative report that
incor porates forward-thinking information cannot be audited in the same way as
historical accounts and it would be misleading to leave investors with the
impression that such a report would be as securely assured as the accounts are
by the “true and fair” opinion. We need to consider whether external assurance
should be required in relation to the content in narrative reports or just to the
quality of the process the directors have gone through to arrive at their
conclusions. We must also avoid the risk of directors not reporting openly and
auditors not giving any valuable assurance because of their fear of exposing
themselves Lo liligalion.
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Who are narrative reports for?

There is also the question of who the narrative report is written for. The
company is run by the Board on behalf of the shareholders. Company law
requires that only matters of material interest to shareholders need to be
reported. Any change to this fundamental principle needs very careful thought,
particularly at a time when business is looking to the equity market to
recapitalise in the face of reduced bank lending.

However, we must also recognize that corporate reporting is cvolving and that
companies are giving more information to a wider group of stakeholders. The
Companies Act 2006 clarified the responsibility of directors to address in the
Annual Report environmental, employee, social and community issues to the
extent necessary for an understanding of the business. Modern reporting also
reflects the fact that in a world of global communications the company’s
reputation in key markets and its very existence can be threatened by matters
which until recently would never have had a significant reputational impact and
would not have been material to shareholders.

In these circumstances, directors need to consider carefully the issues that are
relevant to a wider range of stakeholders whose views determine the company’s
reputation. That said, we believe the current directors’ duties remain valid and
are an appropriate framework for reporting to sharcholders and stakeholders.
Rather than change the law, we should focus on improving the application of the
current framework, particularly in how longer term issues such as sustainability
are reported. The role of narrative reporting and the OFR should be considered
in this context.

Yours sincerely

.

_-r—..."‘
r
r

Stephen Haddrill
Chief Executive
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Department for Business
Innovation & Skills

Consultation response form: The Future of Narrative Reporting

A copy of the consultation available at: http://www.bis.gov.uk/consuliations.

Responses to the Consultation by be received by 19 October 2010
Name: Stephen Haddrill

Organisation (if applicable): Financial Reporting Council
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Value of narrative reporting

Question 1: Are company directors providing useful and relevant
information on the company’s:

i) forward-looking strategy and

ii) principal risks and opportunities?

Based on th;. ev1de1e of the work of two of the FRC s Operatmg bOdlE‘S the
Accounting Standards Board (ASB) and the Financial Reporting Review Panel
(FRRP), the picture is a very mixed one.

(i} Forward-looking strategy

A review by the ASB of the 2008 and 2009 narrative reporting of 50 listed
companies (published in October 2009 as Rising fo the chuilenge, available at
http:/ /www frc.org.uk/asb/ press/pub2148.htmlj, found that while not
explicitly mentioned in the current Business Review (BR) requirements within
the Companies Act (CA) 92% of the sample attempted to outline some
objectives or strategies, or both. However, only 48% of the sample went
| beyond the statement of an objective, eg ‘our goal is to grow sales’, to
 articulate their strategy of how they planned to achieve their stated goals.

Within the sample, the ASB found that the best reports explained or
illustrated how they measure the achievement of stralegies, often by linking
Key Performance Indicators (KPIs) to strategy.

(ii) Principal risks and opportunities

While the ASB’s Reporting Statement: Operating and Financial Review makes
clear that “the description of the principal risks and uncertainties should cover
both the exposure to negative consequences as well as potential
opportunities’, the current BR requirements only refer to “principal risks and
uncertainties’. The ASB's review found that the focus of companies was on
listing risks, with one company listing 33 and a further eight companies
noting 20 or more risks. In our view long lists of risks adds to clutter in
annual reports and does not provide useful and relevant information.

All of the companies in the sample provided some information on risks. 66%
| of the companies sampled were technically compliant because they referred to
- some risks, but in our view needed to make improvements to meet the spirit
| of the requirements. Too many reports contained generic risks, as well as too |
little detail to identify the specific matter giving rise to the risk. Best practice |
reports provided a company-specific explanation of a limited number of risks ;
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that were clearly principal, as well as some contexi for the risk - is it
increasing or decreasing - and some idea of the impact of a risk crystallising,

The above view relating to principal risks has been echoed by the FRRP. The
FRRP is responsible for ensuring that the annual reports of public companies
and large private companies comply with the requirements of the CA and
applicable accounting standards. In the FRRP’s Annual Report published in
August 2010 (available at http:/ /www.frc.org.uk/ fr ress/pub2349 hitml),
‘some companies disclosed a litany of possible risks that they, or indeed any |
company, might face without indicating which were the principal risks or
saying why they were important to the company.’

Question 2: What are the constraints on companies providing information on
these issues?
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We are not m a position to answer this question, However, we note that in
relation to the reporting of principal risks the tendency to provide long lists
appears to be a particular issue for those companies who are also Foreign
Private Issuers registered with the US Securities and Exchange Commission
| (SEQ).
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Question 3: Does the information provided reflect the issues discussed by
the directors in board meetings?
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We are not in a posmon to answer this questlon, but w we would certaml}, hope
that the information provided does reflect what the directors discuss at board
meetings, in particular given the stated statutory purpose of the BR.

Question 4: Does the information help shareholders to press directors on
key issues relating to strategy and risk, or inform their business decisions?

O R R R O S R i
We are not in a position to answer this question specifically as shareholders,
] but we believe that if companies do provide good quality information that
| meets both the spirit and the letter of the BR requirements, then shareholders
should have a better basis on which to make to make their assessment of the
companies they own.
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Question S: If a company does not provide sufficient or material information

to you, do you challenge it? Is there anything which could help you to do
so?

We are not in a position to answer this question dlrectly, althnugh we hope
that the work undertaken by the ASB and the FRRP will help to encourage
both investors to challenge companies where they believe the information
provided is deficient, and companies to improve their reporting.

Question 6: What other sources of company information do you use and
how valuable are they (e.g. information provided on the website, analysts’

briefings, dialogue with the company, corporate social responsibility
report)?

We are not ina p031h0n to answer this qucstlon

Question 7: Is there scope to reduce or simplify the requnrements on which
companies report?

In our v1e there are two areas to consider:
1. Section 417 (5) final paragraph
2. Clarification of Section 417 (5) (c)

Section 417 (5) final paragraph

The ASB’'s review found that, along with excessive lists of generic risks,
another common source of clutter relates to Corporate Social Responsibility
(CSR) reporting. In our view one potential reason for this is the requirement
in Section 417 (5) that ‘If the review does not contain information of each kind
mentioned in paragraphs (b) (i), (ii) and (iii) and (c) (environmental matters,
employees and social and commmunity matters), it must state which of those
kinds of information it does not contain.” As the ASB report notes ‘Social
pressure makes it difficult for a company to flag up non-disclosure in any of
these areas, with the result that companies disclose all three, regardless of the
importance of each to the business.”

The CA introduces ﬂElelllfy by application of a number of the requirements |
‘to the extent necessary’. If the paragraph noted above was removed, it might |
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encourage companies to consider which CSR matters do impact long-term
sustainability of the business and only report on these in their annual report.
In our view, in which we acknowledge the importance ot sustainability,
detailed explanations of such issues are best dealt with in a separate report.

Clarification of Section 417 (5)(c)

In addition, the requirements could be simplified by clarifying what is meant
by ‘contractual and other arrangements’ in paragraph 417 (5)(c). As Lord
Sainsbury stated during a session in the House of Lords in 2006: ;
|
"This is not a requirement on companies to list their suppliers and
customers, or to provide detail about contracts. The provision is about
reporting significant relationships, such as with major suppliers or key
customers critical to the business. ..’

Question 8: Is there scope to arrange the information in a more useful way?

As stated in the ASB Reportmg Statement OFR, our view  continues to be that
.. it 18 for directors to consider how best to use the framework and structure

the OFR ...~

Business Review

Question 9: Looking at an Operating & Financial Review and the existing
business review (see Annex D), do you see value in reinstating elements of
an OFR and if so what would they be? In particular, would a statutory
reporting standard help to improve the quality of reporting?

o T T wmwvwn_wwe.* &
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Remstatl ng elements of an OPR
If any changes are made, we would support the addition of an explicit
requirement to disclose the company’s objectives and strategies to achieve
those objectives, plus disclosure of the business model (see below).

i s vk 5 shate” S

As highlighted by the comparison of the OFR and Business Review Provisions
provided in Annex D of the Consultation, the requirements for quoted
i companies under a Business Review are very similar to those under an OFR.
| In our view the one exception relates to the objective set out in original OFR
| legislation that an OFR should be ‘prepared so as to assist members to assess
the strategies adopted by the entity and the potential for those strategies to
succeed.” This objective leads to the explicit requirement for companies to
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disclosure their objectives, as well as the stralegies lo achieve their objectives.

Business Models

As highlighted in Rising to the Challenge, the ASB recommended that
companies should be providing disclosure of their business models. Such a
disclosure is now a provision within the latest version of The UK Corporate
Governance Code, published by the FRC in May 2010 (available at:
http:/ / www frc.org.uk/ press/ pub2282 himl). The FRRP has commented on
the challenge it has faced of properly understanding a company’s business
model in order to assess particular accounting policies and the difficulty in
determining business models in the absence of a specific disclosure model.

Statutory reporting standard

While there are still particular areas that challenge companies, such as
principal risks, it is clear from the ASB’s reviews of narrative reporting that
narrative reporting by UK listed companies has continued to improve even
without a statutory reporting standard.

The FRC has long believed that the publication of a narrative explanation of a
company’s development, performance, position and prospects should be
encouraged as an important element of best practice corporate reporting. The
ASB first produced a statement of best practice in 1993 (updated in 2003). This
best practice statement was built on by the ASB in the development of their
Reporting Standard: OFR, which was published in May 2005. When the
Government decided to remove the statutory requirement on quoted
companies to publish OFRs in November 2005, the ASB made limited changes

to RS1, to make the language consistent with a voluntary statement of best
practice rather than a standard.

The ASB’s 2009 review of narrative reporting mentioned previously in this
response was a follow up to a review undertaken in 2006. The objective of the
2006 review was to keep the spotlight on narrative reporting and encourage
continuing improvement in this area.

The 2009 review had similar aims and found that the best reporters continue

| to evolve their narrative reporting - in terms of content and communication
| of that content. Rising fo the challenge sought to provide pragmatic guidance to

those responsible for preparing the narrative element of an annual report. It is
encouraging to note that over 50% of those included in the 2009 sample of
narrative reports sought further feedback from staff at the ASB.
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Question 10: The business review provisions require quoted companies to
report, to the extent necessary, on:

° main trends and factors likely to affect the future development,
performance and position of the company’s business
B information on environmental matters
* information on employees
° information on social and community matters
persons with whom the company has essential contractual and other
relationships
i) is this information useful to you? How do you use it?
i) Could disclosure be improved? If so, how?
iii)  Are there key issues which are missing? If so, please explain?

AR i
o S ey -

| are still finding their way in their CSR reporting. While many shareholders

!n our view, a dlscussmn of trends and factors is 1mp0rtam mformatlon as
context for understanding the rest of the annual report [for all companies].

As noted in the OFR Repuorting Statemnent, "The OFR should focus on matters
that are relevant to the interests of members.” Reporting on environmental,
employee and social and community matters should be provided where these
issues "...influence on the performance of the business and its value...”. This is
consistent with the current Business Review requirements, which are ‘to the
extent necessary...".

Trends and factors

The ASB review found that only 38% of companies provided discussion of
trends and factors that we consider compliant with the spirit of the
regulations. As there appears to be some confusion as to what ‘trends and
factors” means, Rising to the challenge sought to clarify to what was required.
The report noted that best practice companies discussion of both macro
environmental and company-specific factors. The information provided was
relevant, future-orientated, quantified and supported by evidence.

Environmental matters, employees and social and community matters
As noted in the answer to Question 7, the ASB review found that companies

and lenders are increasingly interested in environmental and other social
impacts, particularly where they have an impact on the long-term
sustainability of the business, the ASB found that only 20% of the sample
provided a convincing explanation of why CSR is important to their business.
However, 54% of companies were still viewed as being compliant in spirit
with the regulations.
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Contractual and other arrangements

As noted in the answer to Question 7 this appears to be an area of significant
confusion, perhaps in part because the current Business Review requirements |
do not mention ‘relationships’. The ASB found that it was unclear whether
over half of the sample specifically addressed the requirement or not. Only |
8% of the sample provided a good level of detail on most important |
relationships, commonly as part of a business model disclosure [see
comments in above and in covering letter).

Question 11: Would more guidance be helpful? If so, what form should this

take? For example, best practice example, sample Key Performance
Indicators, etc?

Best practlce examles i
Best practice examples can be helpful. g

As a regulator, we are well aware that companies often request examples of
what a particular disclosure looks like. This is a difficult area, as we do not 1
want to encourage boiler-plate reporting or reporting to templates. However, |
in the most recent report on narrative reporting, we concluded that it would |
be helpful to point to good examples of reporting in particular areas. |
Accordingly examples of good practice were mentioned in the ASB’s report | ‘
Rising to the challenge report. ;

Sample Key Performance Indicators (KPIs)
Given the ASB’s experience, we would not support the development uf
sample KPls. |

4

Documents published by the Government following the decision to remove |
the statutory requirement for quoted companies to publish an OFR indicated |
that some investors had concerns that the ASB’s Reporting Standard had been ‘
‘over engineered’. Staff at the ASB have subsequently learnt that this concern
related specifically to the provision of example Key Performance Indicators i
(KPIs). The ASB’s Reporting Standard: OFR, and the revised Reporting
Statement: OFR, contain 23 example Key Performance Indicators (Klls)
ranging from return on capital employed through to CO» emissions within the
Implementation Guidance.

While the Implementation Guidance sought to make clear that the KPIs
featured related to specific circumstances, for example average revenue per
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customer {ARPU) might be a measure used by a telecoms company, the

concern persisted that companies might take the KPIs featured as required
KPlIs.

Given this experience, we would not want to encourage the development of
sample KPls,

Question 12: Should there be a shareholder’s advisory vote on the Business
Review?

| No. The recent changef, to the UK Corporate Governance Codc. wherc_by

- FTSE 350 companies are recommended that directors should be subject to
! annual re-election, should introduce sufficient accountability.

Question 13: Are there non-regulatory solutions to increasing quality
through better guidance or publicising excellence in business reports? If
so, what?

ch there are non- regulatorv solutlons to increasing the quahtv of narrative |
reporting. |

Both the ASB and I'RRT” have sought to encourage improvements in narrative
reporting through their various publications, mentioned earlier in this
response. In addition, the ASB’s Rising to the challenge report mentions a

number of other organisations that undertake research and champion high
quality narrative reporting.

However, we would not support the convening of an expert panel to rank |
company performance as suggested in paragraph 30 of the consultation |
document. We believe that the current system, whereby a number of
organisations champion high quality narrative reports based on their own
research, encourages appropriate debate amongst all those involved in their
preparation.
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Directors’ Remuneration Report

Question _14: Do the current disclosure requirements provide clear and
usable information about:

. the total remuneration paid to directors, and how this is made up;

B the performance criteria for payments to directors, and how these
relate to the company’s strategic objectives;

. company performance against these criteria, so that there is a
demonstrable link between pay and performance.;

 the process by which directors’ remuneration is decided?

Best practu:e remu neratmn report‘; will pmvndt. the mfurmatlon set out above

However, remuneration reporting is often an area driven by checklists. As
noted in our report Louder than Words: Principles and actions for making corporate
reports less complex and imore relevant (available at
http:/ / www. frc.org.uk/ publications/ pub1995.html), remuneration reporting
is prescribed by five different sources of overlapping regulations in the UK.
| Given this complexity, it isnt surprising that most preparers resort to a
| checklist to ensure they are compliant.

| In our view it would be helpful to first seek to co-ordinate and rationalise the
 existing regulations in this area before adding any further regulations.
i

Costs

Question 15:

if you can provide any information on costs associated either with the
existing narrative reporting requirements eg preparing your business
review or your views on potential costs and benefits in relation to any of
the ideas in this consultation, please give details

We are not in a posntlon to give you the mformatxon on the cost of preparm g a

| narrative reporting in compliance with the business review. However, if the
| requirements are maintained at a framework level we believe the benefits will
out weigh the costs. Much of the information is already available and is
provided to users throughout the year in other communication. This is an
opportunity for management to bring together all the information in one
| place and tell a single story that is consistent with the financial statements, all
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within the disciplined context of preparing an annual report.

URN 10/1057RF
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Thursday 14 October 2010
Sent via email to jane.leavens@bis.gsi.gov.uk

Dear Ms Leavens,

FairPensions welcomes this opportunity to respond to the consultation The future of
narrative reporting’. FairPensions is a registered charity which works to promote
Responsible Investment (RI) by pension schemes — focussing on engagement and the
responsible exercise of ownership rights. Recent experience, from the financial crisis to BP
and Vedanta, has forcefully demonstrated that environmental, social and governance
(ESG) risks can become serious financial risks. As a recent report by the UNPRI notes,
“environmental costs are becoming increasingly financially material.” We work with
pension funds, their fund managers and advisors to ensure that these risks are monitored
and managed.

We welcome the government’s commitment to shareholder empowerment, particularly in
the context of encouraging more long-termism in business. If investors are to play their
role as responsible owners, supporting economic stability and sustainable value creation,
they must be given the right tools. In particular, if investors are expected to integrate ESG
risks into business decisions, these issues must be properly integrated into company
reporting — and, as far as possible, given the same status as financial information. The
Coalition commitment to ‘reinstate an Operating and Financial Review to ensure that
directors’ social and environmental duties have to be covered in company reporting’ is
therefore key to promoting responsible ownership.

At present, many investors tell us that they cannot assess and act on companies’ social and
environmental reporting with the same confidence that they would financial information.
This is because of weaknesses in:

 Completeness. CSR reporting tends not to be strategic or forward-looking, and
the business review often deals with environmental and social risks only through
boiler-plate statements, or — perhaps worse — by giving a partial or misleading
picture.

* Reliability. Since the original OFR’s requirement for an enhanced audit was
dropped, the current business review suffers from a lack of verification which makes
it difficult for investors to rely on this information in making business decisions.

+ Enforcement. According to currently available information, in 2008/09 the FRRP
did not take enforcement action against any company for its narrative reporting,
despite judging the legal compliance of a number of narrative reports to be doubtful.
Referrals to the FRRP by investors and other stakeholders are almost unknown, and
resources to deal with such referrals appear to be limited.

Fairshare Educational Foundation is a company limited by guarantee registered in England and Wales number 05013662 and a
registered charity number 1117244. Printed on recycled paper





In order to address these problems, we recommend that a new reporting framework must
deliver five key things:

1. A clear standard of objectivity. Narrative information must be fair, balanced and
comprehensive, with investors and regulators able to challenge reports where they are
inconsistent with what a reasonable director could be expected to report.

2. Clarity on how social and environmental risks should be reported, including
the quality of information expected (balanced, forward-looking, strategic, robust) as well
as an indication of what substantive issues might be relevant. This could entail reinstating
a statutory reporting standard, clearer regulations, and/or further guidance.

3. In particular, requirements that the sources and assumptions underlying
statements made in narrative reports are disclosed and explained. This should
include KPIs, but also extends to broader judgements about materiality or business
strategy. If statements are not contextualised in this way, it is very difficult for report users
to make an informed assessment of the company’s position and performance.

4. A stronger mandatory audit, alongside measures to improve the capacity and
effectiveness of the audit profession. If the reintroduction of the enhanced audit is felt to
be undesirable, it is vital that other measures are devised to address the central problem of
verification and reliability.

5. A powerful, independent, transparent and accountable regulator - for
instance, a strengthened FRRP to sit within the proposed new ‘companies regulator’.
Reporting requirements will not drive improvements without adequate enforcement, as
the experience of the business review demonstrates.

Clearly, addressing these issues will in some cases require regulation, including the revival
of some aspects of the original OFR. We therefore hope that the detail of the original
Coalition commitment will be honoured in the government’s proposals. We would also
caution against the assumption that new regulation necessarily means increasing burdens
on business. Clearer, tighter, more focussed reporting requirements should mean shorter,
simpler reports, with a correspondingly reduced burden on business — not to mention
report users. It ought to be possible to balance this with essential measures — such as a
verification mechanism — which do entail additional costs, in such a way that the net
burden is not increased.

Our full response to the questions for consultation follows. We remain at your disposal to
discuss any of the issues raised in further detail.

Yours sincerely,
|V
( % | TR Rl L
L NMNVEAA~— )l
Catherine Howarth
Chief Executive, FairPensions
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Value of narrative reporting

Question 1: Are company directors providing useful and relevant
information on the company’s:

i) forward-looking strategy and

i) principal risks and opportunities?

There is a widespread sense that company reporting is insufficiently focused —
containing large amounts of ‘clutter’, yet excluding clearly material issues.
FairPensions deals primarily with environmental, social and governance
(ESG) risks that have a material financial impact on the value of investments.
At present, ESG risks and opportunities, and the implications of these for
companies’ forward-looking strategies, constitute a major gap in directors’
reporting. Many companies' narrative reports make only vague, boiler-plate
statements to the effect that they take environmental and social issues
seriously, rather than integrating specific information on key ESG business
risks into their depiction of the company’s position and strategy.

This is well-illustrated by the environmental NGO ClientEarth's recent referral
of Rio Tinto's 2008 annual report to the Financial Reporting Review Panel
(FRRP). In this case, the company makes general positive statements about
the importance of environmental and social responsibility, but fails to mention
numerous specific material issues with strategic implications, including the
decision of a major shareholder to divest on environmental grounds, and the
reputational and litigation risks associated with specific mining projects.

This approach, which is typical of current narrative reports, would clearly not
be countenanced for strictly financial information. Most companies do not feel
that they need to provide consistent, robust and properly contextualised
information about environmental and social risks in the same way that they do
for financial information.

For instance, in its 2009 Annual Report, BP relied on the International Energy
Agency's 'reference scenario’ - projecting a 40% increase in world energy
demand between 2007 and 2030, with fossil fuels satisfying 80% of that
demand - to justify the company’s strategy of pursuing riskier ‘unconventional’
sources of fossil fuel, such as oil sands. It was not made clear that these
projections have been devised by the IEA purely as a baseline against which
to consider the effects of climate policy: the projections assume no
government action to tackle climate change, and a consequent catastrophic
temperature rise of up to 6<C. This scenario is not only extremely unlikely, but
also has major implications for BP’s business, which are not discussed in the
report. This clearly constitutes a failure to provide shareholders with useful
and relevant information on the company’s forward-looking strategy and risk
exposure.

This narrative was also directly inconsistent with that given by BP's
sustainability reporting, which stressed the company’s commitment to tackling
climate change — and this inconsistency was not made clear to shareholders.
As this example illustrates, environmental and social issues are all too often
siloed into backward-looking CSR or sustainability reports, wholly
disconnected from the business review — which often misrepresents or ignores






material ESG risks.

In a recent analysis commissioned by the Corporate Responsibility Coalition,
BP and Rio Tinto were among the best-performing companies in the FTSE
100 for non-financial reporting. Given the significant gaps in reporting
discussed above, this is perhaps cause to question the consultation's aim to
'drive up the quality of narrative reporting to the level of the best'. There is a
need seriously to consider the possibility that even current best practice may
fall short of the quality of information investors need.

Question 2: What are the constraints on companies providing
information on these issues?

One constraint on driving up reporting standards is a lack of clarity in the
existing regulatory regime, and a lack of guidance as to what constitutes
adequate reporting under the Companies Act 2006. Further guidance would
help companies to focus on providing the information that is relevant and
useful for investors, and therefore has the potential to reduce the burden
associated with reporting, rather than increase it.

Lack of enforcement of the existing business review requirements is also a
problem. The FRRP does not have sufficient resources to oversee all, or even
most, company reporting. In addition, in those cases where the regulator does
take action on inadequate reporting, the process involved is far from
transparent. This means there is no equivalent of case law that might clarify
and refine companies' (and investors') understanding of what is required, and
thereby in some measure compensate for the lack of statutory guidance.

Clearly, quantifying the materiality of environmental and social risks is a
challenge. However, there is no reason to think the accountancy profession is
not capable of rising to this challenge. Significant work is already underway,
from the recently-formed International Integrated Reporting Committee to the
work of the Scottish and English accountancy bodies. In our view, the role of
government is to support and encourage the development of such thinking,
including through an improved statutory reporting framework.

Furthermore, our experiences do not support the idea that these difficulties
are the only, or even the primary, constraint on improved reporting. Even
when it comes to environmental risks that are obviously quantifiable — such as
carbon emissions — company reporting at present often falls short. Moreover,
narrative reports should by their nature be capable of highlighting
environmental and social issues that clearly constitute financial risks to the
business, even where the precise scale of that risk is difficult to quantify. In the
examples discussed above, company reports clearly failed to do this.

Arguably, lack of investor demand is itself a constraint. Paradoxically, while
many investors cite poor information as a barrier to greater engagement,
companies often respond that their investors are not demanding better
information. In our view, a central part of the government’s role in this review
must be to help break this impasse. It is therefore encouraging that this
consultation has been placed in the context of the need to ensure that






investors take their ownership responsibilities seriously. The new reporting
regime must therefore not only reflect what investors say they want, but send
signals to the investment community itself about the sort of information it
should be engaging with in order to protect long-term value for both
companies and ultimate asset owners.

Question 3: Does the information provided reflect the issues discussed
by the directors in board meetings?

No comment.






Question 4: Does the information help shareholders to press directors
on key issues relating to strategy and risk, or inform their business
decisions?

In our experience, information provided is often inadequate for this purpose.
Indeed, much shareholder engagement is directed at pressing for the
disclosure of information that should be reported as a matter of course, as a
prerequisite for assessing and engaging on strategy and risks. For instance,
earlier this year FairPensions was involved in the co-filing of shareholder
resolutions which saw investors pressing BP and Shell for further disclosures
about the financial risks associated with their oil sands projects in Alberta,
Canada. Significant disclosures were made by both companies as a result of
this process, including their assumed carbon price — a prime example of the
sort of information that should be automatically made available to enable
investors to assess exposure to environmental risk.

Many investors also say privately that they find companies’ environmental and
social reporting of very little use in making business decisions — because it is
not subject to the same standard of verification as financial information, and
because it is not strategic and forward-looking. Such reporting can sometimes
seem more like a public relations exercise than a balanced overview of the
business, presenting an inappropriately rosy picture that glosses over key
strategic risks (see response to Q1).

In FairPensions’ most recent survey of fund managers, around two-thirds of
respondents cited poor-quality data on GHG emissions as a barrier to greater
integration of climate risks into investment decision-making, and 89% said
they would welcome legal requirements on their investee companies to report
their emissions. If we are to rely on the pursuit of 'enlightened shareholder
value' to ensure companies behave in a responsible and sustainable way,
then company reporting must facilitate this — focussing on material
environmental and social risks in a way that allows investors to price those
risks into their decision-making.

Question 5: If a company does not provide sufficient or material
information to you, do you challenge it? Is there anything which could
help you to do so?

As discussed in response to Q4 above, we have in the past worked with
institutional investors to challenge inadequate disclosures through the
shareholder resolution process. Although this has proved partially successful,
it is an imperfect and costly mechanism. The procedures for filing shareholder
resolutions are onerous and complex; this may be one of the reasons why
shareholder resolutions are much less common in the UK than in the US, and
tend to be viewed as a tactic of last resort. We have already submitted
information to the Department on some ambiguities in the law regarding the
level of information that must be provided by resolution filers. Clarification of
these ambiguities would be helpful.






However, challenging inadequate information should not only be left to
shareholders — who may not always be in a position to ‘know what they do not
know’. Where companies are not meeting their legal obligations to report in a
comprehensive and balanced way — which we believe is often the case even
under the current regulations — the regulator should step in. A stronger, more
transparent and accountable regulator is therefore an essential part of a more
effective reporting framework. In particular:

* A more proactive and transparent enforcement approach would help
build greater clarity about what constitutes adequate reporting and what
does not

* A stronger obligation to consider and act on representations made to
the regulator, both by investors and by civil society, would be helpful. In
our view, there will always be a role for the latter, since investors may
not always want to pursue a complaint due to a desire to avoid
jeopardising relations with the company concerned.

We recognise that such an approach would require greater resources than are
currently available to the FRRP. This issue merits consideration as part of HM
Treasury's proposals for reform of financial regulation, and in any future
consideration by BIS of a new ‘companies regulator'.

In this regard it would also be helpful to confirm that the Companies Act
requirement for the business review to be “fair, balanced and comprehensive”
is an objective standard. Although this appears the only reasonable
interpretation of the Act’s provisions, there seems to be some suggestion that
the business review should be nothing more than a chance for the directors to
give their subjective view of the business. However, if a report omits
information of such significance that no reasonable director could have
considered it unnecessary to include, it should be possible to challenge the
report as a breach of the requirements.

Question 6: What other sources of company information do you use and
how valuable are they (e.g. information provided on the website,
analysts’ briefings, dialogue with the company, corporate social
responsibility report)?

Many investors privately say that they do not use corporate social
responsibility reports, since they focus on retrospective reporting of peripheral
projects with little or no relevance to the company’s core business and key
material ESG risks.

Currently many institutional investors rely on ‘behind closed doors’
engagements to understand the social and environmental risks of investee
companies and assess how effectively they are being managed. Whilst we
strongly encourage shareholder engagements with companies, we do not
believe they are a substitute for the provision of high quality narrative reporting
on ESG risks which is made available to the market as a whole.






Question 7: Is there scope to reduce or simplify the requirements on
which companies report?

More robust reporting requirements need not mean more reporting, or greater
burdens on businesses. Indeed the reverse may be true: one of the problems
with social and environmental reporting at present is the proliferation of
lengthy reports of little use to investors, in which key strategic issues are
either masked, or ignored entirely.

In this regard, we would caution against the assumption that more detailed or
‘prescriptive’ regulations necessarily equate to more complex or burdensome
requirements. Greater legislative clarity on the kind of information that must be
provided could well result in shorter, more focussed and concise reports, thus
reducing the burden both on companies in producing them, and on investors
in using them.

Please see also our response to Q13.

Question 8: Is there scope to arrange the information in a more useful
way?

Comparability is key to the usefulness of reporting for investors making
business decisions. There is certainly scope for information to be arranged in
a way that makes comparison easier. Guidance might be helpful here — for
instance, this could include templates specifying certain key information that
should be included in summary reports in a standard comparable format,
rather than buried in extended documents.






Business Review

Question 9: Looking at an Operating & Financial Review and the existing
business review (see Annex D), do you see value in reinstating elements
of an OFR and if so what would they be? In particular, would a statutory
reporting standard help to improve the quality of reporting?

We see value in reinstating two key elements of an OFR: an enhanced audit
and a statutory reporting standard. This would address key current
deficiencies in both the substance and quality of information provided in
narrative reports.

The enhanced audit

In our experience, one of the key reasons investors do not make use of
narrative reporting is lack of verifiability. Indeed, we would argue that this is
the single most important deficiency that a new reporting regime must
address. At present, the FRRP does not have anything approaching the
capacity to verify all company reports. In the absence of regulatory
enforcement, the only solution that has yet been suggested is the enhanced
audit requirement.

We are aware that confidence in the independence and competence of the
audit profession is low in the wake of the financial crisis. However, nobody is
seriously suggesting the abolition of financial audit as a consequence of this.
Rather, regulators and industry bodies are working to tackle these problems —
for instance, in the work of the FRC and FSA on provision of non-audit
services to audit clients. To seek solutions, rather than to dismiss the value of
audit altogether, must be the correct response to recent events.

If investors are to be expected to price in environmental and social issues,
information on these issues must be treated in the same way as financial
information. Again, we recognise the particular difficulties posed by auditing
non-financial information, but we do not believe these are insurmountable, and
are involved in ongoing work aimed at tackling some of these difficulties. For
instance, it has been pointed out that forward-looking information is inherently
more difficult to verify — but it ought to be possible to verify that projections
and strategic statements are based on reasonable and transparent
assumptions. The BP example given in response to Q1 is instructive in this
respect. Another possible alternative would be to audit the process a firm has
undertaken in writing its business review, although such a requirement would
need to be clearly focussed on the substantive question of whether due
diligence was exercised, rather than on specific procedural steps which could
simply become a box-ticking exercise.

The role of government is to encourage the market for new thinking in this
area, rather than to await its spontaneous development. If enhanced audit
requirements were introduced, the profession would rapidly respond by
developing tools and expertise. In the absence of such requirements, it is
hardly surprising that they remain at an early stage.

If the government concludes that it is not practicable or desirable to
reintroduce the enhanced audit, it is imperative that it formulates other






proposals to improve the reliability of narrative reporting — such as, for
instance, a significantly strengthened enforcement regime. Failure to address
the question of verifiability at all would frustrate the purpose of this review.

Statutory reporting standard

We support the introduction of a reporting standard setting out in more detalil
the content and quality of information that directors must provide. In particular,
the government's stated aim to “ensure that directors' social and
environmental duties have to be covered in company reporting” would seem to
require further statutory clarification as to what constitutes adequate
environmental and social reporting. There is a particular need to clarify the
nature and quality of information to be provided: for instance, that information
must be forward-looking and strategic, that the assumptions underlying key
statements should be disclosed, and that all relevant risks should be covered.

However, we do have some concerns that the wording of ASB1 also frustrated
this objective — in particular, by leaving key issues such as the level of detail to
be disclosed to the discretion of directors. If a statutory reporting standard is to
be reintroduced, it must be robust enough to meet the government's
objectives.

Question 10: The business review provisions require quoted companies
to report, to the extent necessary, on:

. main trends and factors likely to affect the future
development, performance and position of the company’s business
. information on environmental matters
. information on employees
. information on social and community matters
. persons with whom the company has essential contractual
and other relationships
i) is this information useful to you? How do you use it?

i) Could disclosure be improved? If so, how?
iii)  Are there key issues which are missing? If so, please explain?

Please see our answers to Q1 and Q9.

Disclosure could be improved by treating environmental and social matters
more comprehensively - providing a balanced and honest assessment of key
strategic risks, rather than generic reassurances that the company takes
sustainability seriously. It could also be improved by greater rigour and
reliability — both internally, by disclosing the assumptions underlying key
figures and statements, and externally, through some form of audit or
verification process.

These improvements could be achieved by revised regulations, guidance
and/or reporting standards clarifying the nature and extent of the information
to be provided (see Q9 above); and by government, regulators and investors
sending strong signals to companies about the levels of reporting they expect.






Question 11: Would more guidance be helpful? If so, what form should
this take? For example, best practice example, sample Key Performance
Indicators, etc?

Yes. Please see our answers to Q2, Q8 and Q9.

A best practice example would be helpful, but given the deficiencies in current
reporting practices, it will be more important to set out minimum standards
than 'best practice' standards. It might therefore be helpful to provide
examples of reporting that would not be acceptable and to explain why.

Of course, the role of guidance will depend partly on whether a statutory
reporting standard is reintroduced. However, we would suggest that some
guidance is needed on:

* General principles of environmental and social reporting: e.g. that it
must be forward-looking, strategic, balanced and relevant to the
company's core business

* Presentation of key information: e.g. a sample or template for
presenting summary information in a concise and comparable way

« What environmental and social issues might be relevant to the
business, and how. This need not undermine the flexibility for different
sectors and types of business to report in a way that is appropriate to
them: for instance, it could take the form of a list of factors that might,
inter alia, be relevant, along with practical examples of when and how
these risks should be reported. ClientEarth's publication
'‘Environmental and social transparency under the Companies Act
2006: Digging Deeper' provides an interesting model.

Question 12: Should there be a shareholder’s advisory vote on the
Business Review?

Yes. This would send a strong signal (both to companies and to investors)
about the importance of shareholder scrutiny of the directors’ strategy and risk
management, and the role of the Business Review in facilitating this — as well
as providing a practical forum for such scrutiny to take place. It could also
avoid the need for investors to vote down an entire report and accounts
because of concerns about ESG risks. If it is felt that the Business Review is
insufficiently focussed on ESG issues to fulfil this function, there may be merit
in exploring alternative ways to give shareholders the opportunity to vote
separately on these issues.






Question 13: Are there non-regulatory solutions to increasing quality
through better guidance or publicising excellence in business reports?
If so, what?

We agree that non-regulatory initiatives for driving up reporting standards
should be explored. However, they must be considered alongside regulatory
solutions, and not as a substitute for them. The key deficiencies in the current
framework — such as lack of verification and enforcement — cannot be
resolved without new regulation. The wording of the coalition commitment — 'to
reinstate an Operating and Financial Review' — suggests that the government
concurs with this approach, since clearly this requires regulatory change.

We note the statement by BIS that “regulations... to address systemic financial
risk will be excluded from the One-in, One-out system” (5 Aug 2010). We also
note Edward Davey's recent remarks to the Association of British Insurers that
“[the] issues [raised in this consultation] — promoting strong boards and
engaged shareholders — are particularly important when considered in the
context of the financial crisis. After all, the failings of the financial institutions,
their management and owners, were an important factor in bringing about the
crisis.” Given the importance attached to shareholder empowerment by both
Vince Cable and Edward Davey, and its important role in reducing systemic
financial risk, we would hope and expect that the proposals arising from this
consultation will not be subject to the requirements of the one-in, one-out
system. Having said this, we would reiterate the point made in response to
Q7: a clearer and more focussed reporting regime has the potential to reduce
the regulatory burden on business.

Non-regulatory initiatives clearly also have a role to play. Awards may not be
the most effective solution, since they only serve to reward best practice and
can become an exercise in self-congratulation. They are unlikely to have
much impact on laggards, and do not assist with highlighting whether (as
discussed in our response to Q1) even the best companies are falling short of
what might be expected. Two more effective solutions might be:

* Surveys or league tables. Unlike awards, this would help to monitor
and publicise the overall quality of reports, measure improvements in
standards, and identify leaders and laggards — thereby providing
reputational incentives for improvement.

* Kitemarks. Providing that the minimum standards to be met were
sufficiently rigorous, this could be an important mechanism both for
incentivising improvements, and for helping market participants to
make decisions and to assess the reliability of the information they use.

Voluntary initiatives aimed at investors, such as the FRC’s Stewardship Code,
also have a role to play in making it clear that demanding high standards of
reporting is part and parcel of engagement and stewardship.






Directors’ Remuneration Report

Question 14: Do the current disclosure requirements provide clear and
usable information about:
. the total remuneration paid to directors, and how this is made
up;
. the performance criteria for payments to directors, and how
these relate to the company’s strategic objectives;
. company performance against these criteria, so that there is a
demonstrable link between pay and performance.;
. the process by which directors’ remuneration is decided?

Transparency on remuneration is vital to ensuring that directors’ incentives are
aligned with the long-term interests of the company, its members and the
wider economy.

There is a need to consider not only whether existing disclosure requirements
are adequate, but whether they are being properly applied in practice. For
instance, at present, many companies do not apply the requirement in the
Corporate Governance Code to take account of pay and conditions elsewhere
in the company in their remuneration report.

We would also support moves to encourage both greater use of sustainability
KPIs in remuneration, and greater transparency in the way those KPIs are
used, to enable investors to judge whether they reflect real improvements in
performance.

Costs

Question 15:

If you can provide any information on costs associated either with the
existing narrative reporting requirements eg preparing your business
review or your views on potential costs and benefits in relation to any of
the ideas in this consultation, please give details

In our view, improvements to the reporting framework need not impose
additional costs on business, since if successful they would produce more
streamlined and focussed reporting. Better reporting would also significantly
reduce costs for responsible investors, who at present often expend
considerable resources to extract relevant and useful information from their
investee companies.

In the few cases where additional cost to business is inevitable — such as the
enhanced audit — it is important to consider the wider context of costs and
benefits (as set out by BIS in its news release of 5 Aug 2010). Experience,
from the financial crisis to the Gulf of Mexico oil spill, forcibly demonstrates






that the costs of poor ESG risk management to companies, their shareholders
and the wider economy can be catastrophic. Almost by definition, it is difficult
to put a figure on the expected benefits of improved reporting and better
scrutiny by investors — but it is crucial that this does not lead to those benefits
being discounted. Indeed, one of the key lessons of the financial crisis is that
we have a tendency to mis-price risk and to underestimate the costs of
exceptional but catastrophic events — and that we do so at our peril.

If the government takes the view — as we do — that the benefits of companies
providing verifiable narrative information to their investors outweigh the costs,
then the key decision is whether these costs should be borne by business
(e.g. through the enhanced audit), by government (e.g. through better
enforcement), by some combination of the two, or in some other way.
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