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40 Bowling Green Lane

London EC1R ONE

Jane Leavens

Corporate Law & Governance Directorate
Department for Business, Innovation & Skills

1 Victoria Street

London SW1H OET

By e-mail to Narrativereporting@bis.gsi.gov.uk

18 October 2010
Dear Ms Leavens
The future of narrative reporting

Thank you for the opportunity to provide comments on the above consultation paper. By way of
introduction, please find below some background information on the Carbon Disclosure Project
(CDP) and the Climate Disclosure Standards Board (CDSB).

Carbon Disclosure Project (CDP)

The Carbon Disclosure Project (CDP) is an independent not-for-profit organisation, holding the
largest database of primary corporate climate change information in the world. CDP was launched
in 2000 and operates the only global climate change reporting system. We have been requesting
climate change data from companies for the last 10 years, on behalf of 534 institutional investors
with $64 trillion of assets under management. In 2009, 2,500 organizations in some 60 countries
around the world measured and disclosed their greenhouse gas emissions and climate change
strategies through CDP.

Climate Disclosure Standards Board (CDSB)

The Climate Disclosure Standards Board (CDSB) is an international organisation committed to the
integration of climate change-related information into mainstream corporate reporting. In support
of its objectives, CDSB has developed a Climate Change Reporting Framework (see attached) by
drawing on the work of its Board members, on international developments in climate change
regulation and on the work of the International Accounting Standards Board.

By drawing on these sources, as well as on good practice in climate change-related disclosure to
CDP, CDSB’s Framework prescribes reporting requirements that are as consistent as possible with
the most common features of voluntary and mandatory climate change disclosure and with the
established financial reporting model. In our work we have encountered many of the issues referred
to in paragraphs 20 - 28 of your consultation document and the attached Framework demonstrates
how we have addressed those issues where possible.
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CDSB & CDP’s Response
Responses to the consultation questions on which we are able to comment are set out below.

Question 2: What are the constraints on companies providing information on these (ie:
forward-looking strategy and principal risks and uncertainties) issues?

We believe that the constraints fall into the following categories:

a.

Lack of sufficient guidance on the parameters of forward-looking information so as to
establish standard rules that give all companies an equal ability to compete. There is a
perception among many that making disclosures that might exceed those of others in the
same sector might put the reporting organization at a competitive disadvantage.

The above constraint is inextricably linked to companies’ reluctance to disclose sensitive or
confidential information. We note the easment in Section 417 of the Companies Act for
disclosure of information that might be seriously prejudicial to the interests of the company
or contrary to the public interest. We wonder whether this definition is too wide to be
applied consistently in practice. The US Environment Protection Agency has proposed an
addition to their “mandatory greenhouse gas reporting rule” that will describe how certain
data elements might qualify to be kept confidential. We suggest that BIS could examine the
proposed rule (see http://www.epa.gov/climate change/emissions/CBlLhtml) to establish
whether a similar approach might be useful for the development of narrative reporting rules
including forward-looking information.

We are sure that others will have brought to your attention CSA Staff Notice 51-330,
“Guidance regarding the application of forward-looking information requirements under
National Instrument 51-102 Continuous Disclosure Obligations”, published on the Ontario
Securities Commission website. This identifies the areas where staff identified deficiences in
forward-looking disclosures as well as areas where those disclosures could be enhanced. We
believe that similar issues apply in the UK.

As the consulation question suggests, uncertainty is a constraint on the provision of
forward-looking and other types of information. In their interpretive guidance on the
application of existing Securities Law to climate change disclosure, the US SEC suggests that
registrants should make disclosures where the known trend, demand or event is reasonably
likely to occur. Where management cannot make that determination, the guidance says that
it should make disclosures on the assumption that the trend, demand or event concerned
will come to fruition, provided also that it is reasonably likely to have a material effect on the
company’s financial condition or operations. BIS might contemplate similar guidance that
sets the parameters within which companies should undertake their decision-making.

The established financial reporting model with its emphasis on historical results has not
developed a language for the expression of uncertainty in disclosures. We wonder whether
[SO’s guidance on the expression of uncertainty in measurement might provide some insight
into how to develop and standardise the language of uncertainty.

Question 10 (ii): Could disclosures (on environmentalmatters) be improved? If so how?

The CDSB Climate Change Reporting Framework 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. Disclosure on environmental matters is, by definition, multi-disciplinary and
we respectfully suggest that a review should be undertaken of all UK Government measures that
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directly or indirectly affect the way in which environmental disclosures are made. This would
include the provisions of the CRC Energy Efficiency Scheme, Defra’s 2006 Environmental Key
Performance Indicators - Reporting Guidelines for UK business, Defra’s 2009 Guidance on how to
measure your greenhouse gas emissions and HMRC/DECC’s Climate Change Levy and Climate
Change Agreements. We suggest that the review is extended to legislation in other jurisdictions that
might apply to UK registered Groups of companies, including for example, the provisions of the EU
Emissions Trading Scheme and the EU Transparency Directive. In other words, we recommend that
any improvments to dislcosures are considered in the context of existing UK and applicable
international laws.

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

We bring CDSB’s Climate Change Reporting Framework to your attention as an example of the type
of guidance and standardisation process that might ultimately help with some of the disclosures to
which your consultation refers.

We hope that you find our response helpful. If you would like to discuss any aspect of CDP or CDSB’s
work, please contact me using the details provided above.

Yours sincerely

Lois Guthrie
Executive Director
Climate Disclosure Standards Board
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Preface

About The Climate Disclosure Standards Board

The Climate Disclosure Standards Board (CDSB) is an international organization committed to the integration of
climate change-related information into mainstream corporate reporting. CDSB advances its mission by acting as

a forum for collaboration on how existing standards and practices can be supported and enhanced so as to link
financial and climate change-related reporting and respond to regulatory developments. CDSB develops its Climate

Change Reporting Framework (CCRF) and guidance based on research, analysis and good practice.
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Background to the Climate Change Reporting Framework (CCRF)

The CCRF was originally released as an Exposure Draft, with a Basis for Conclusions document, for public
consultation in May 2009 at the World Business Summit on Climate Change. Responses and a report on the public
consultation are available at www.cdsb-global.org. The CCRF reflects CDSB’s response to comments that emerged
from the public consultation and findings from research conducted and commissioned by CDSB. As the title
suggests, edition 1.0 of the CCREF is not intended to represent the final Framework, rather it is the latest iteration
based upon the best available information as at the date of publication. As part of a process of continuous
improvement, CDSB will build upon and update the CCRF over time in the light of experience of working with it and
in response to developments in climate change disclosure practice. The CCRF should be read and applied in
conjunction with the Basis for Conclusions at the end of this document. CDSB’s Work Plan’ sets out how CDSB
intends to progress its work towards developing the CCRF further.

Demand from a variety of stakeholders and the introduction of regulatory requirements for the provision of
information has resulted in organizations making climate change-related disclosures and in the development of
standards for certain types of information, particularly greenhouse gas emissions. Although they have developed
against different policy backgrounds, the various mandatory and voluntary schemes involving climate change-related
disclosure that have emerged around the world share some fundamental characteristics. CDSB’s approach to
developing the CCRF has been to consolidate and complement, but not unnecessarily to duplicate, those shared
characteristics in order to help standardize climate change-related disclosure in mainstream financial reports. The
CCREF therefore draws on international regulatory developments and supports and enhances the work of CDSB'’s
Board members and recognized standard setters.

Authors

The CCRF has been prepared by CDSB’s Technical Working Group. The views expressed by the members of the
Technical Working Group in preparing the CCRF were their own. In most cases, the professional organizations to
which members belong have not fully deliberated or developed official views on the positions taken in the CCRF.

We welcome your input and discussions. If you would like to comment on the CDSB Climate Change Reporting Framework, please contact us at info@cdsb-global.org.
For further information, please consult our website, www.cdsb-global.org.

Dissemination of the contents of this Framework is encouraged. Please give full acknowledgement of the source when reproducing extracts in other published works.
No responsibility for any person acting or refraining to act as a result of material in this document can be accepted by the Climate Disclosure Standards Board or the
Carbon Disclosure Project.

Copyright © Carbon Disclosure Project on behalf of the Climate Disclosure Standards Board.

1 CDSB’s Work Plan is available at www.cdsb-global.org.
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Chapter 1 — Introduction

Objective

1.1 Information about the way in
which climate change affects the
strategy, performance and prospects
of organizations is useful in
providing users of mainstream
financial reports with a basis on
which to assess the ability of
organizations to manage the risks,
opportunities and financial impacts
associated with climate change.
The objective of the CDSB Climate
Change Reporting Framework
(CCREF) is to elicit information of
value to investors in gauging how
climate change affects the strategy,
performance and prospects of
organizations.

1.2 In support of this objective, the
CCREF sets out requirements that
should underlie disclosures about
climate change that are made in or
are linked to information about
financial performance in mainstream
financial reports. In order to assert
conformance with the CCRF, an
organization must apply the CCRF
requirements when determining,
preparing and presenting its climate
change-related disclosures with the
help of the guidance and
explanatory material herein.

Definitions and denotations

1.3 The following terms are used in
the CCRF with the meanings
specified:

Climate change-related: The types
of subject matter or information
established by leading climate
change and sustainability initiatives
as representing information about
climate change that is of interest to
investors and others. Climate change
-related information of interest to
investors generally falls into the

categories of strategic analysis,

risk and governance and greenhouse
gas emissions reporting, as described
in Chapter 4 of the CCRF.

Mainstream financial reports:
The term is defined in paragraphs
1.10 — 1.12 below. The CCRF
requirements apply to climate
change-related disclosures that are
made in or linked to information in
mainstream financial reports. The
term “linked to” recognizes that:

« disclosures may be cross
referenced to or from relevant
sections of the mainstream
financial report (see paragraph
2.33) or company website; and

* organizations in some jurisdictions
prepare voluntary annual reports
for investors. Such reports
generally provide financial and
non-financial information beyond
regulatory requirements, including
climate change-related
information. Although it is primarily
designed for disclosure of climate
change-related information in
mainstream financial reports,
organizations are not precluded
from using the CCREF to prepare
voluntary annual reports.
However, where climate change-
related disclosures are made in
voluntary annual reports and
linked to mainstream financial
reports, or where voluntary annual
reports claim conformance with
the CCREF, its requirements must
be satisfied as described herein.

Organization: Except where
otherwise specified?, organization
means the group, company,
companies or entities for which
consolidated financial statements
are prepared, including subsidiaries

and jointly controlled entities for
which equity accounts are prepared.

Performance: The performance of
an organization is affected by the
economic resources it controls, its
financial structure, liquidity and
solvency and its capacity to adapt to
changes in the environment in which
it operates. Financial performance is
the ability of an organization to earn
a profit from the resources that have
been invested in it. It also takes into
account the actual and potential
impacts on performance, viability
and earnings/growth of the activities
of stakeholders and/or of systematic
risks®.

Regulatory requirements:For the
purposes of the CCRF, regulatory
requirements include provincial,
local, state, national or regional
legislation and government-
sponsored rules that cover any of
the categories of information listed
in Chapter 4 of the CCREF, including
regulatory requirements that:

 prescribe rules and/or reference
standards and/or methodologies
that directly or indirectly affect the
way in which greenhouse gases
are measured and reported; and

« explicitly or implicitly require
disclosures in annual corporate or
securities filings regarding risks
and strategies relating to the
effects or management of climate
change.

2 Special requirements apply for setting the

organizational boundaries for greenhouse gas
emissions reporting as explained in Chapter 4.

3 The definition of performance is based on

paragraphs 15 — 20 of the International
Accounting Standards Board’s Framework for
the Preparation and Presentation of Financial
Statements (adopted April 2001).
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1.4 Requirements to establish
conformance with the CCRF are
presented throughout using the term
“shall” and are shown in bold
italicized text. All other text
represents guidance and
explanatory material. The CCRF
requirements are summarized at the
end of Chapter 2.

User focus

1.5 The CCRF’s objective is aligned
with the objective of financial reporting,
which is to provide information about
the reporting organization that is
useful to present and potential
equity investors, lenders and other
creditors in making decisions in their
capacity as capital providers*. In
common with this objective, the
CCREF concentrates on investors as
the primary users of information in
mainstream financial reports.
However, information that is useful
to investors may also be useful to
other users of financial reporting; the
needs of other users may be met by
focusing on the information needs of
present and potential investors®.

Intended outcomes

1.6 The requirements support the
CCREF’s objective by encouraging a
harmonized approach to the
preparation of climate change-
related disclosures that:

» complement and supplement
financial statements in order to
place related financial information
in context and to meet the needs
of investors;

* inform investors what management
views as the most important
climate change-related issues,
including those affecting the
organization’s strategy, economic
performance and prospects;

4 |ASB Exposure Draft of An improved
Conceptual Framework for Financial Reporting
(May 2008), Chapter 1, paragraph OB2.

» enable investors to assess the
climate change-related strategies
adopted by the organization, the
governance processes in place to
manage them and the likelihood
that those strategies will be
successful;

* provide transparent and consistent
climate change-related information
over time that enables
comparisons to be made between
organizations;

 are based on criteria that are
suitable for conducting assurance
activities; and

* meet many of the needs of other
information users.

Status

1.7 The CCREF is a voluntary
framework to be used for the
disclosure of climate change-related
information in, or linked to
mainstream financial reports. It is
aligned to relevant principles and
objectives of financial reporting
specified in materials published by
the International Accounting
Standards Board (IASB), but neither
the IASB nor its member bodies
have been consulted on the
positions taken in the CCRF.

1.8 The CCRF contains
requirements about how climate
change-related disclosures shall be
determined, prepared and
presented. Requirements are to be
applied wholly and faithfully with the
help of the associated guidance and
explanatory material herein by
organizations that assert
conformance with the CCRF.

5 CDSB Basis for Conclusions document May
2009, paragraphs 4.3 — 4.4 and the UK
Accounting Standards Board December 1999
Statement of Principles for Financial Reporting
Chapter 1.

Influences

1.9 Climate change-related
information can take many different
forms and can be presented through
a variety of channels. The
requirements set out in the CCRF
are aligned as far as possible with,
and aim to bring together relevant
principles from, existing standards,
models and practices, including:

« financial reporting standards,
principles, proposals and
discussion papers issued or
commissioned by the IASB, its
predecessor bodies and national
counterparts;

* legislation and guidance issued by
regulators on aspects of climate
change-related information;

» good practice in corporate climate
change-related disclosure,
building on the activities already
being advanced by organizations
to manage and report on risks,
opportunities and strategies
related to climate change;

* developments in business
reporting models; and

* the work of CDSB Board Members
and standard setters including the
World Resources Institute
Greenhouse Gas Protocol Team,
developers of the Greenhouse
Gas Protocol: A Corporate
Accounting and Reporting
Standard (Revised Edition) and
associated regional program
protocols and the International
Organization for Standardization’s
ISO 14064-1, “Specification with
guidance at the organizational
level for quantification and
reporting of greenhouse gas
emissions and removals”.





Mainstream financial reports

1.10 Mainstream financial reports are
the annual reporting packages in
which certain organizations are
required to deliver their audited
financial results under the corporate,
compliance or securities laws of the
territory or territories in which they
operate. Mainstream financial reports
are normally publicly available.

They provide information to existing
and prospective investors about the
financial position and financial
performance of the organization and
are distinct from material published
separately. The exact provisions under
which companies are required to deliver
mainstream financial reports differ
internationally. A full list of mainstream
reporting requirements by jurisdiction
is beyond the scope of this document
but examples include the:

* Australian Corporations Act 2001;
* Singapore Companies Act;

* New Zealand Companies Act
2003;

» US Securities and Exchange
Commission Regulations S-K;

» UK Companies Act 2006;

 Japan Financial Instruments and
Exchange Act; and

* Regulation (EC) No 1606/2002 of
the European Parliament and of
the Council on the application of
international accounting standards.

6 International Accounting Standard (IAS) 1,
Presentation of Financial Statements,
paragraph 9 defines “financial statements” in
jurisdictions that have adopted IFRS as “a
structured representation of the financial
position and financial performance of an entity.”

7 Preface to International Financial Reporting
Standards (IFRSs), paragraph 7.

1.11 Mainstream financial reports
include:

« financial statements, which are
the primary financial statements
together with explanatory notes
prepared in accordance with a
financial reporting framework, such
as International Financial
Reporting Standards (IFRS)?,
national standards or local
generally accepted accounting
practices; and

« other financial reporting, which
comprises ‘information provided
outside financial statements that
assists in the interpretation of a
complete set of financial statements
or improves users’ ability to make
efficient economic decisions.””
The main component of other
financial reporting is management
commentary?®, also described as
management discussion and
analysis (MD&A). The CCRF uses
the term “management commentary”
to encompass MD&A and
descriptions of equivalent
reporting used by different
jurisdictions. Management
commentary supplements financial
statements by providing additional
explanations of amounts
presented in the financial
statements and explains the
conditions and events that shaped
that information. It also includes
non-financial information about the
entity and its performance that is
not presented in financial
statements®.

8 The role, parameters and purpose of
management commentary are under review by
the IASB, which issued an exposure draft on
the subject in June 2009. In so far as the
principles of management commentary are
relevant to its development, the CCRF relies on
the exposure draft.

9 IASB Exposure Draft on Management
Commentary, June 2009, paragraphs 15 & 16.

10 “Assurance engagements other than audits or
reviews of historical financial information.”

11 Specification with guidance for the validation
and verification of greenhouse gas assertions.
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1.12 Whilst the CCREF is designed
for disclosure of climate change-
related information in or linked to
mainstream financial reports, it does
not provide requirements or guidance
on accounting for, or valuing in
financial statements, the financial
implications of climate change, or of
mitigation and adaptation activities.

Assurance

1.13 By providing information under
the CCREF, organizations are
expected to apply the same rigor
and management responsibility as
is appropriate to all statements and
disclosures presented in the
mainstream financial report, whether
audited or not. Under International
Standards on Auditing (ISA 720),
the financial statements auditor is
required to read the information
accompanying audited financial
statements to identify any material
inconsistencies between it and the
audited financial statements and to
consider any observed material
misstatements of fact in those
disclosures. This minimum level of
auditor involvement ordinarily results
automatically from including climate
change-related disclosure in
mainstream financial reports.

1.14 For assurance beyond the
minimum level of auditor involvement,
CDSB encourages organizations to
work with their professional advisors
to agree an appropriate assurance
approach to disclosures made under
the CCREF by reference to existing
assurance standards, such as:

* International Standard on
Assurance Engagements
(ISAE) 30007,

« the International Organization
for Standardization’s
ISO 14064-3:2006'"; and

» AccountAbility’s AA1000
assurance standard.
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Chapter 2 — Requirements

Introduction

2.1 In order to achieve its objective
and intended outcomes, the CCRF
specifies requirements. The main
requirements are:

1. Determination

An organization shall determine
the disclosures to be made
under the CCRF according to
the categories of disclosure
content that are of value to
investors and a process that
involves a thorough assessment
of how climate change has
actually affected or has the
potential to affect the
organization’s strategic
objectives;

2. Preparation

Disclosures shall be made on
a consistent basis and shall
include the information that is
necessary to maximize its
value to investors; and

3. Presentation

Disclosures shall be presented
and communicated so as to
make them useful for investors.

The main requirements are
elaborated below with more specific
requirements, guidance and
explanatory material. There is a
summary of the requirements at the
end of this Chapter.

2.2 The requirements appear in
bold italicized text; all other text
represents guidance and
explanatory material.

12 1ASB Exposure Draft on Management
Commentary, June 2009 paragraph 14.

All of the requirements are to be
applied wholly and faithfully and
they shall be read and applied in
conjunction with:

» Chapter 3, which describes the
characteristics of decision-useful
information that shall be applied in
determining, preparing and
presenting disclosures in
accordance with the requirements;
and

» Chapter 4, which sets out the
type of information that is useful to
investors and is therefore to be
considered for disclosure;

» The guidance and explanatory
material that accompanies the
requirements.

Requirements on
determination

2.3 An organization shall
determine the disclosures to be
made under the CCRF according
to the categories of disclosure
content that are of value to
investors and a process that
involves a thorough assessment
of how climate change has
actually affected or has the
potential to affect the
organization’s strategic
objectives.

2.4 The purpose of the requirement
is to encourage management to
apply judgment so as to:

« reflect the reality of the
organization’s business; and

* identify the information that is
most important and relevant,
subject to and taking into account
all of the requirements of the
CCRF and the needs of investors,
management and regulators.

Content

2.5 Disclosures shall take
account of the content
requirements in Chapter 4 of
the CCRF.

Investor perspective

2.6 Disclosures shall focus on
investors as the primary users
of information.

2.7 Disclosures should be
determined and presented in such
a way as to maximize decision-
usefulness to investors in
accordance with the qualitative
characteristics of decision-useful
information in Chapter 3.

Management perspective

2.8 Disclosures shall bring to
bear management’s view of the
organization’s strategy and
objectives.

2.9 Generally, the information that
is important to management in
managing the business is the same
information that is important to users
of mainstream financial reports for
assessing the organization’s financial
performance and prospects?.
Management’s view of the
organization’s strategy and in
particular the qualitative and
quantitative drivers of operational
performance, customers, brands
and innovation, provides essential
information to investors in assessing
the organization’s financial
performance and condition in the
context of climate change-related
risks and opportunities.





Disclosure is useful when it:

+ connects the information that
management uses internally for
decision-making purposes about
the company’s strategy, goals and
objectives with information that is
provided externally to investors for
their decision-making;

+ explains management’s priorities
for action as well as the time-
scales involved, the trends, threats
and opportunities that might affect
those priorities and the resources
that are required to deliver
results’;

+ explains how managing climate
change-related issues affects sales,
costs, cash flow and brand value;

 explains management’s view on
not only what has happened, but
also why management believes it
has happened and what
management believes the
implications to be for the
organization’s future'; and

» shows the linkages between
corporate climate change
strategies, financial performance
and greenhouse gases emitted by
the organization.

2.10 Consideration of how climate
change might impact achievement of
the company’s strategic objectives is
likely to involve an assessment of:

« the principal risks and opportunities
associated with climate change
that threaten or support achievement
of the organization’s strategic
objectives; and

13 IASB Exposure Draft on Management
Commentary, June 2009, paragraph 27.

14 IASB Exposure Draft on Management
Commentary, June 2009, paragraph 11.

« the actual and potential impacts of
climate change, including its effect
on:

— resource availability;

— relationships on which the
organization is dependent
(e.g.: suppliers);

— the organization’s capacity to
innovate;

— brand and reputational
consequences; and

— the organization’s financial
operations, cash flows and
financial condition.

Regulatory perspective

2.11 Disclosures shall comply
with regulatory requirements for
financial reporting or corporate
disclosure of climate change-
related information. Where there
is a conflict between the
requirements of CCRF and the
regulatory requirements, the
regulatory requirements shall be
applied and the nature and effect
of the confflict disclosed.

Requirements on preparation

2.12 Disclosures shall be made
on a consistent basis and shall
include the information that is
necessary to maximize its value
to investors.

2.13 The purpose of the
requirement is to elicit information
of value to investors in a way that
is consistent so as to enable a level
of comparability between reporting
periods, organizations and sectors.

15 The CCRF’s interpretation of comparability in

the context of climate change-related disclosure

is based on and uses actual or paraphrased
text from the IASB’s 2008 Exposure Draft of An
improved Conceptual Framework for Financial
Reporting, paragraphs QC16 — QC19.
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2.14 Comparability’ is the quality
of information that enables users to
identify similarities in and differences
between two sets of information.
Consistency refers to the use of the
same policies and procedures,
either from period to period within
an entity or in a single period across
entities. Comparability greatly
enhances the value of information
to investors and is therefore the
objective of this requirement;
consistency is the means to
achieving that objective.

2.15 In the early years of its
adoption, CDSB is aware that
comparability of information
provided under the CCRF between
enterprises and sectors may be
limited, pending development of
disclosure approaches and
practices. However within an entity,
comparability over time should be
achievable and depends primarily
on consistency of approach to
climate change-related reporting
year on year. Consistent reporting
of performance measures and
indicators over time, according to
consistently applied standards and
policies, increases the comparability
of disclosures over time. Further,
performance measures, indicators,
standards and policies must
continue to be appropriate across
reporting periods. When management
changes the performance
measures, indicators and standards
and policies used, the reason for
and effect of the changes shall be
identified and explained in
accordance with the requirement to
provide comparative analysis as
stated at paragraph 2.39.
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Future prospects and past
performance

2.16 Disclosures under the CCRF
shall enable investors to assess
the future prospects of the
organization as well as its past
performance.

2.17 Disclosures™ should look to the
present, past and future and should
communicate trends and factors that
are likely to affect the entity’s future
performance, position and
development. Providing information
about the future involves
communicating, from management’s
perspective, the direction that the
company is taking, including the
organization’s objectives and
management’s strategy for achieving
those objectives. Forward-looking
information'” should be included
where management is aware of trends,
uncertainties and other factors that
could affect the organization’s
performance and where information
is likely to enhance understanding
and portray the risk, opportunities
and prospects of the organization
over the short and long term.
Forward-looking information should
focus on the extent to which the
organization’s past performance is
indicative of future results and should
include management’s assessment
of the organization’s prospects in the
light of that performance. However,
the extent to which such information
is provided will be influenced by the
regulatory and legal environmental
within which the organization operates.
Appropriate cautionary statements
and disclosures, including key
assumptions, should accompany
forward-looking information.

16 This guidance is based on paragraphs 17 — 19
of the IASB’s Exposure Draft on Management
Commentary, June 2009.

17 Certain jurisdictions specify rules applicable to
the disclosure of forward-looking information
for example, the Ontario Securities Commission
Staff Notice 51-330 available at
http://www.osc.gov.on.ca/en/SecuritiesLaw_csa
_20091120_51_330_forward_looking.htm.

Reporting period

2.18 Information shall be
provided on an annual basis for
the same period covered by the
mainstream financial report, or
for a period of twelve months
ending in that period.

2.19 The purpose of this
requirement is to ensure that
information is made available to
decision-makers on a timely basis,
at least once a year, before the
information loses its capacity to
influence decisions. Where
information prepared under
regulatory requirements is used to
make disclosures under the CCRF
and the reporting period specified by
the regulator is different from the
period covered by the mainstream
report, the period specified by the
regulator may be treated as
coterminous with the period covered
by the mainstream report within
which it falls.

Organizational boundary

2.20 Subject to the CCRF
recommendations about
organizational boundaries for
greenhouse gas emissions
reporting (see Chapter 4),
disclosures shall be made for
the organization for which
consolidated financial
statements are prepared.

2.21 Where it is not possible to
provide information for all entities for
which consolidated financial
statements are prepared, the parts
of the organization that are excluded
should be clearly noted in the
statement required by paragraph
2.22, together with details of the
reason for any exclusions and
disclosure of management’s best
estimate of how significant the
exclusion might be.

Statement of conformance

2.22 Disclosures shall include

a statement of conformance

with the CCRF requirements.

In cases where full conformance
has not been possible because
of the organization’s particular
circumstances, the statement
shall identify those requirements
with which it has not been possible
to conform, in whole or in part,
together with an explanation of
the relevant circumstances,
information about the organization’s
stage of conformance and its
plans for full application of the
requirements.

2.23 Conformance with the
requirements includes identification
of those requirements with which it
has not been possible to conform.

A full explanation of the reasons for
non-conformance should be
provided. Failure or inability to
conform to the requirements should
be distinguished from the limitation
or omission of information as a
result of the proper application of
the characteristics of decision-
useful information in Chapter 3.

The characteristic of understandability
(paragraphs 2.28 & 3.20) makes it
clear that relevant information
should not be excluded from
disclosures because it may be too
complex or difficult for some users
to understand without assistance.
Where relevant information is
incomplete or prepared under
conditions of uncertainty, the definition
of faithful representation is wide
enough for the requirements to be
satisfied provided that the nature
and degree of omissions, errors and
uncertainty is clearly explained in
the statement of conformance (see
paragraph 3.19).





Standards, policies and
organizational boundary used for
preparing information

2.24 The statement of
conformance shall include details
of the standards, policies and
organizational boundary used for
preparing information under the
CCRF and confirmation that the
standards, policies and
organizational boundary have
been used consistently from one
reporting period to the next.

2.25 Where Chapter 4 specifies the
standard, policy or organizational
boundary that must be used for the
preparation of content under the
CCREF, the statement required by
paragraph 2.22 shall include a
statement of conformance with
those specifications. Where no
standard, policy or organizational
boundary is specified, or where
regulatory requirements take
precedence over and are used

for conformance with the CCRF
requirements, disclosures should
clearly state the regulatory
requirement(s) used for preparing
information. Where any changes in
standards, policies or organizational
boundary have been made, the reason
for and effect of the changes should
be explained as part of the requirement
to provide a comparative analysis in
paragraph 2.39.

Requirements on presentation

2.26 Disclosures shall be
presented and communicated so
as to make them useful for
investors.

2.27 Information is useful where it is
understandable and verifiable and
where the basis for and effect of any
assumptions used in making
disclosures is explained.

2.28 Understandability'® is the
quality of information that enables
users to comprehend its meaning.
Understandability is enhanced when
information is classified, characterized
and presented clearly and concisely.
Comparability (paragraph 2.14)

can also enhance understandability.
The actual comprehension or
understanding of information
depends largely on the users who
may need to seek the aid of an
adviser. Information that is relevant
should not be excluded from
financial reports solely because it
may be too complex or difficult for
some users to understand without
assistance. The technical language
of greenhouse gas emissions
measurement, mitigation and
climate change adaptation is a
necessary characteristic of disclosures
made under the CCRF. However,
the use of technical terminology
must be relevant to an understanding
of the disclosures and explanations
should be provided in plain
language wherever possible.

2.29 Verifiability'® is the characteristic
of information that helps to assure
users that it has been faithfully
represented?. Verifiable information
is characterized by supporting
evidence that provides a clear and
sufficient trail from monitored data to
the information presented in
disclosures. Verifiable information
need not be a single point estimate.
A range of possible amounts and
related probabilities can also be
verified. Verification may be direct or
indirect. Generally, direct verification
applies to a directly measured
amount (e.g. greenhouse gas
emissions results from continuous
emissions measurement
technology). Indirect verification
checks the inputs and the resulting
outputs by reference to the same
methodology.

Climate Disclosure Standards Board (CDSB)

Verifiability implies that different and
independent observers could reach
general consensus, although not
necessarily complete agreement,
that there is no material error or bias
in the disclosures or that an
appropriate recognition or
measurement method has been
applied without material error or
bias. While climate change-related
disclosure practices are developing
and, given the likelihood that
disclosures will be prepared under
conditions of uncertainty, sufficient
information must be provided in
disclosures (including in the
statement of conformance required
by paragraph 2.22.) to enable users
to understand the nature and
degree of omissions, assumptions
and uncertainty and therefore the
extent to which direct or indirect
verification is possible.

18 The CCRF’s interpretation of understandability
in the context of climate change-related disclosure
is based on and uses actual and paraphrased
text from the IASB’s 2008 Exposure Draft of An
improved Conceptual Framework for Financial
Reporting, paragraphs QC23 — QC24.

19 The CCRF’s interpretation of verifiability in the
context of climate change-related disclosure is
based on and uses actual and paraphrased text
from the IASB’s 2008 Exposure Draft of An
improved Conceptual Framework for Financial
Reporting, paragraphs QC20 — QC21.

20 Guidance on faithful representation is provided
in Chapter 3, paragraphs 3.13. — 3.19.
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Form of presentation

2.30 Disclosures shall be clear and straightforward.

2.31 The form of presentation of information will vary between organizations, reflecting the nature of their respective
businesses, the strategies adopted by management and the regulatory environments in which they operate.
However, in all cases, the following recommendations apply:

Encouraged Discouraged

Analysis that gives insight into the disclosing
organization’s past performance and future prospects

without analysis.

as used by management to manage the business.

Focus on the most important information through
application of the CCRF requirements on determination.

Disclosures that are consistent with associated financial

statements.

Position of information

2.32 Information shall be reported
in a place and in such a way as to
explain the links between the
organization’s strategy,
operations and climate change
impacts.

2.33 Except where regulatory
requirements prescribe otherwise,
disclosures should be made in or
cross-referenced to/from the
management commentary section
of the mainstream financial report.
Cross-referencing to information in
other documents or locations should
be used to avoid duplication, to
keep the length of disclosures
manageable and to provide
contextual information. However
disclosures that cross-refer to/from
information in other documents
should include sufficient contextual
information and detail to satisfy the
characteristic of understandability
(paragraph 2.28.).

organization.

Standard formulations that reiterate financial information

Generic disclosures that do not relate to the specific
practices and circumstances of the disclosing

Disclosures that duplicate those made in the financial

statements without providing additional insight or
understanding of strategies regarding items accounted
for or disclosed in financial statements.

2.34 There are three principal
options for presenting climate
change information within
management commentary:

» present a separate climate change
section;

* present as a subheading within
the risk section; and

* intersperse a discussion of climate
change issues within various
sections of the management
commentary to reflect the linkages
between climate change and other
aspects of the company’s
business, such as corporate
strategy, capital resources,
liquidity, key performance drivers
and outlook.?’

2.35 Any of these approaches to
presentation of information is
acceptable. Where possible, good
practice is to intersperse discussion
of climate change-related issues
within the relevant sections of the
management commentary.

Performance measures and
indicators

2.36 Organizations shall disclose
performance measures and
indicators used by management
to manage the business and to
track progress against climate
change-related targets.

2.37 Information enhances the
quality of decision-making when it
communicates the link between
climate change performance and
financial performance using specific,
quantified, absolute and normalized
measurements that can be used to
demonstrate and track
progress/efficiency. Performance
measures are quantified
measurements that reflect the
critical success factors of an
organization.

21 Building a Better MD&A: Climate Change
Disclosures. A Canadian Performance
Reporting Board Publication (2008) for the
Canadian Institute of Chartered Accountants
(CICA), p. 5.





Indicators can be narrative evidence
describing how the business is
managed or quantified measures
that provide indirect evidence of
performance?.

2.38 Disclosures using performance
measures and indicators are useful
where:

* the performance measures and
indicators are clearly described
and are the same as those used
by management to assess
progress against its stated
objectives;

* the goals and objectives towards
which performance indicators are
used to measure progress are
clearly stated;

+ they enable investors to
understand how the
measures/indicators have been
defined and calculated; and

« they enhance comparability and
provide information for the
identification of trends by being
used consistently year on year,
with the results for the previous
period(s) being disclosed
alongside results for the current
reporting period. Any changes in
the basis for, purpose, objectives
and goals of performance
measures and indicators shall be
disclosed as part of the
comparative analysis required in
paragraph 2.39.

Comparative analysis

2.39 Disclosures shall explain

changes in approach and changes

in results from year to year.

2.40 The comparative analysis and
resulting explanations should cover:

+ any significant variation in the
organization’s strategic analysis
and governance between reporting
periods;

» any changes in the basis,
objectives and description of
performance measures and

indicators used to track performance

or their definition or calculation;

« the extent to which forward-
looking disclosures made in
previous reporting periods have

been borne out, including how and

why the performance of the
organization is short of, meets or

exceeds previously made forward-

looking disclosures®; and

» comparative results between
reporting periods, for example,
changes in greenhouse gas
emissions results, organizational
boundaries and other results and
the main reasons for the change
between reporting periods.

Segmentation

2.41 Disclosures shall be
consistent with the associated
financial statements of the
organization. Therefore if
financial statements include

segment information, disclosures

about climate change shall also
reflect that segmentation.

2.42 Segmentation of information
assists investors in their

understanding and decision-making.

Specific guidance on segmentation
of greenhouse gas emissions
information is included in Chapter 4.

22 1ASB Exposure Draft on Management
Commentary, June 2009, paragraph 36.

23 IASB Exposure Draft on Management
Commentary, June 2009, paragraph 19.
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Summary of requirements

Summary of requirements under the CDSB Climate Change Reporting Framework

Determination

Preparation

Presentation

An organization shall determine the disclosures to
be made under the CCRF according to the
categories of disclosure content that are of value to
investors and a process that involves a thorough
assessment of how climate change has actually
affected or has the potential to affect the
organization’s strategic objectives. (2.3)

Disclosures shall be made on a consistent basis
and shall include the information that is necessary
to maximize its value to investors. (2.12)

Disclosures shall be presented and communicated
so as to make them useful for investors. (2.26)

All requirements shall be read in conjunction with Chapter 3 which describes the characteristics of decision-useful information that shall be applied in
determining, preparing and presenting disclosures in accordance with the requirements and Chapter 4, which sets out requirements as to the type of
information that is useful to investors.

Content (2.5) Disclosures shall take account of ~ Future Disclosures under the CCRF Form of Disclosures shall be clear and
the content requirements in prospects & shall enable investors to assess presentation straightforward.
Chapter 4 of the CCRF. past the future prospects of the (2.30)
performance organization as well as its past
(2.16) performance.
Investor Disclosures shall focus on Reporting Information shall be provided on Position of Information shall be reported in a
perspective investors as the primary users of period (2.18) an annual basis for the same information place and in such a way as to
(2.6) information. period covered by the (2.32) explain the links between the
mainstream financial report, or organization’s strategy,
for a period of twelve months operations and climate change
ending in that period. impacts.
Management Disclosures shall bring to bear Organizational  Subject to the CCRF Performance Organizations shall disclose
perspective management’s view of the boundary recommendations about measures and performance measures and
(2.8) organization’s strategy and (2.20) organizational boundaries for indicators indicators used by management
objectives. greenhouse gas emissions (2.36) to manage the business and to
reporting (see Chapter 4), track progress against climate
disclosures shall be made for the change-related targets.
group of entities for which
consolidated financial statements
are prepared.
Regulatory Disclosures shall comply with Statement of Disclosures shall include a Comparative Disclosures shall explain
perspective regulatory requirements for conformance statement of conformance with analysis (2.39)  changes in approach and
(2.11) financial reporting or corporate (2.22) the CCRF requirements. In changes in results from year to
disclosure of climate change- cases where full conformity has year.
related information. Where there not been possible because of the
is a conflict between the organization’s particular
requirements of CCRF and the circumstances, the statement of
regulatory requirements, the conformance shall identify those
regulatory requirements shall be requirements with which it has
applied and the nature and effect not been possible to conform, in
of the conflict disclosed. whole or in part, together with an
explanation of the relevant
circumstances, information about
the organization’s stage of
conformance and its plans for full
application of the requirements.
Standards, The statement of conformance Segmentation Disclosures shall be consistent
policies and shall include details of the (2.41) with the associated financial
organizational standards, policies and statements of the organization.
boundary organizational boundary used for Therefore if financial statements
used for preparing information and include segment information,
preparing confirmation that the standards, disclosures about climate change
information policies and organizational shall also reflect that
(2.24) boundary have been used segmentation.

consistently from one reporting
period to the next.
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Chapter 3 — Characteristics of decision-useful
information

Introduction

3.1 The degree to which climate
change-related information is useful
depends on the qualitative
characteristics of the information. In
order to be useful, climate change-
related disclosures should possess
the qualitative characteristics
described in this chapter.

3.2 The characteristics of
decision-useful information (the
“Characteristics”) described in
this chapter shall be applied in
determining, preparing and
presenting disclosures in
accordance with the requirements
of the CCRF.

3.3 The Characteristics should be
applied individually and in
combination to help management
conform to the requirements in such
a way as to produce disclosures that
are decision-useful to investors.

24 http://www.iasb.org/NR/rdonlyres/464C50D6-
00FD-4BE7-A6FF-1BEAD353CD97/0/
conceptual_framework_exposure_draft.pdf

25 Project updates are available at
http://www.fasb.org/project/cf_phase-a.shtml

26 The CCRF’s interpretation of the fundamental
characteristics is based on and uses actual or
paraphrased text from IASB ED 2008,
paragraph QC14.

27 The CCRF'’s interpretation of relevance in the
context of climate change-related disclosure is
based on and uses actual or paraphrased text
from IASB’s ED 2008 paragraphs QC3 — QC6.

Sources that inform the
characteristics

3.4 Many frameworks and standards
specify characteristics or principles
on which reporting outcomes should
be based. The CCRF draws on the
following sources:

« the qualitative characteristics and
constraints of decision-useful
financial reporting information set
out in the IASB’s May 2008
Exposure Draft of An Improved
Conceptual Framework for
Financial Reporting (IASB ED
2008)*. At the time of publishing
edition 1.0 of the CCRF, CDSB
understands that the
recommendations in the IASB ED
2008, although not formally
adopted, are sufficiently
representative of IASB’s thinking®
to be relied upon in the
development of the CCRF. Based
on the experience of its Board
members, CDSB has adapted the
IASB’s qualitative characteristics
of decision-useful information for
application to climate change-
related disclosure;

+ the Greenhouse Gas Protocol:
A Corporate Accounting and
Reporting Standard (Revised
Edition) developed by the World
Resources Institute and World
Business Council for Sustainable
Development and associated
regional program protocols; and

« the International Organization for
Standardization’s ISO 14064-1 —
Specification with guidance at the
organizational level for
quantification and reporting of
greenhouse gas emissions and
removals.

3.5 In the interests of consistency
with the IASB’s 2008 Exposure
Draft, the CCRF distinguishes
between “fundamental” and
“enhancing” characteristics that
affect the usefulness of information
in different ways. The CCRF also
relies on the “constraining”
characteristics of materiality and cost
that limit the amount of information
provided, with the purpose of making
information decision-useful.

The fundamental
characteristics®

3.6 Information must be relevant
and faithfully represented in order to
be useful. Relevance and faithful
representation work together to
contribute to decision-usefulness in
different ways. Relevance helps
preparers to identify the information
that investors are most likely to find
useful for decision-making. Faithful
representation helps to determine
how relevant information should be
depicted and communicated in a
way that most faithfully represents it.

Relevance?

3.7 Information is relevant if it is
capable of making a difference to
the decisions made by users.
Information about climate change is
capable of making a difference
when it has predictive value,
confirmatory value or both. Whether
information about climate change is
capable of making a difference is
not dependent on whether the
information has actually made a
difference in the past or will
definitely make a difference in the
future. Information may be capable
of making a difference in a decision,
and thus be relevant, even if some
users choose not to take advantage
of it or are already aware of it.
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3.8 Information about climate
change has predictive value if it has
value as an input to predictive
processes used by investors to form
their own expectations about the
future. Information itself need not be
predictable to have predictive value.
Information need not be in the form
of an explicit forecast to have
predictive value; it needs only to be
a useful input to predictive
processes used by investors.

3.9 Information about climate
change has confirmatory value if it
confirms or changes past or present
expectations based on previous
evaluations. Information that
confirms past expectations
increases the likelihood that the
outcomes or results will be as
previously expected. If the
information changes expectations, it
also changes the perceived
probabilities of the range of possible
outcomes.

3.10 The predictive and confirmatory
roles of information are interrelated;
information that has predictive value
usually also has a confirmatory
value. For example, information
about the company’s current
expectations regarding its ability to
adapt to/manage/benefit from the
effects of climate change and
achieve its business strategy helps
users to predict the organization’s
ability to take advantage of
opportunities and react to adverse
situations in future. The same
information helps to confirm or
correct users’ past predictions about
that ability.

28 The CCRF'’s interpretation of faithful
representation in the context of climate
change-related disclosure is based on and
uses actual or paraphrased text from IASB’s
ED 2008 paragraphs QC7 — QC11.

29 IASB Discussion Paper on Management
Commentary, 2005, paragraph 80.

3.11 Various factors indicate the
relevance of climate change-related
information to investors including:

* the prevalence of voluntary
reporting;

* investor demand for information
evidenced by statements from
investor coalitions; and

« the rapid development of
legislation requiring disclosure of
the financial and operational
impacts of environmental matters.

3.12 Application of the CCRF
requirements ensures that
disclosures include the categories of
information that are useful to
investors. Application of the
characteristic of relevance helps
management to focus on particular
aspects of climate change-related
content that affect or have the
potential to affect the organization’s
operational or financial performance,
cash flows, customers, brand and
achievement of its strategy, goals
and objectives.

Faithful representation®

3.13 Faithful representation is
attained when the depiction of
relevant information is complete,
neutral and free from material error.
Information about climate change
may be represented in multiple
ways, including qualitatively (e.g. a
narrative description of the nature of
possible effects) and quantitatively
(e.g. greenhouse gas emissions).

3.14 Disclosure is complete if it
includes all information that is
necessary for an understanding of
the matter that it purports to
represent and does not leave out
details that could cause information
to be false or misleading to users.

3.15 Neutrality is the absence of
bias intended to attain a
predetermined result or to induce a
particular behavior. Neutral
information is free from bias so that
it faithfully represents the matter that
it purports to represent. Neutral
information does not color the image
it communicates to influence
behavior in a particular direction.
Climate change-related disclosures
are not neutral if, by the selection or
presentation of information, they
influence the making of a decision
or judgment in order to achieve a
predetermined result or outcome.
However, to say that climate
change-related disclosure should be
neutral does not mean that it should
be without purpose or that it should
not influence behavior. On the
contrary, relevant climate change-
related disclosure is, by definition,
capable of influencing users’
decisions.

3.16 For the purposes of
management commentary,
information is free from bias, or
“balanced” where it does not
unnecessarily overemphasize good
news but deals even-handedly with
both good and bad aspects.”

3.17 Climate change-related
disclosures are generally made
under conditions of uncertainty and
may be based on estimates and
management’s judgment. Therefore,
in the context of climate change-
related disclosure, faithful
representation does not imply total
freedom from error. However, faithful
representation of information may
be achieved by ensuring that
sufficient information is provided
about the nature and degree of
omissions, assumptions and
uncertainty and by basing estimates
on appropriate and neutral inputs
that reflect the best available
information.





Therefore, in order to attain faithful
representation, it may sometimes be
necessary to disclose explicitly the
degree of uncertainty in the reported
information.

3.18 For the purposes of
management commentary,
information is regarded as free from
error and as a faithful representation
if it is ‘supportable’. Information is
supportable if it faithfully represents
factually-based strategies, plans and
risk analysis, for example. Details of
measurement uncertainty represent
important information. “Investors
require sufficient information to
assess the extent of the uncertainty
surrounding the information to
enable them to make a judgment
regarding the extent to which they
will rely on that information.
[Management commentary] should
include a cautionary note to ensure
that users are made are of areas of
uncertainty; this is likely to be
particularly important for forward-
looking information. It is also
important for management to explain
any material assumptions relating to
forward looking information.”

3.19 While climate change-related
disclosure practices and standards
are developing, the CCRF
recognizes that not all relevant
information can be completely
disclosed in such a way that is free
from error. Where information is
incomplete or has been prepared
under conditions of uncertainty,
the nature and degree of
omissions, errors and uncertainty
shall be clearly explained in the
statement of conformance
(paragraph 2.22) in qualitative or
quantitative terms.

The enhancing
characteristics®

3.20 The enhancing characteristics
are comparability, timeliness,
understandability and verifiability.
They enhance and complement the
usefulness of information that is
relevant and faithfully represented.
The application of the enhancing
characteristics does not follow a
prescribed order. Sometimes one or
more enhancing qualitative
characteristic may be sacrificed to
varying degrees to maximize
another characteristic. For example,
a temporary reduction in
comparability may be worthwhile to
improve relevance of faithful
representation in the longer term.
The enhancing characteristics are
described within the CCRF
requirements as follows:

Comparability — paragraph 2.14 —
2.15

» Timeliness — paragraph 2.19

« Understandability — paragraph
2.28

Verifiability 2.29

The constraining
characteristics — Materiality
and cost

3.21 The purpose of the
constraining characteristics is to
avoid irrelevant clutter and
unreasonable cost burdens in
maximizing the decision-usefulness
of disclosures to investors through
diligent application of the
fundamental and enhancing
characteristics.

30 IASB Discussion Paper on Management
Commentary, 2005, paragraphs 75 — 76.

31 The CCREF's interpretation of the enhancing
Disclosure Principles is based on and uses
actual or paraphrased text from IASB ED 2008
paragraph QC15.
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Materiality*?

3.22 In financial reporting,
information is material if its omission,
misstatement or misinterpretation
could influence the decisions that
users make on the basis of an entity’s
financial information. Because
materiality depends on the nature
and amount of the item judged in the
particular circumstances of its
omission or misstatement, it is not
possible to specify a uniform
quantitative threshold at which a
particular type of information becomes
material. When considering whether
financial information is a faithful
representation of what it purports to
represent, it is important to take into
account materiality because material
omissions, misstatements or
misinterpretations will result in
information that is incomplete,
biased or not free from error.

3.23 Materiality is a “pervasive
constraint” because “it pertains to all
the qualitative characteristics of
decision-useful....information.”
Therefore “it should be considered
when determining whether
information has sufficient predictive
or confirmatory value to be relevant
to users and is sufficiently complete,
neutral and free from error to
represent faithfully the [content] that
it purports to represent®.”

3.24 For the purposes of CCREF, the
characteristic of materiality aims to
provide a “workable filter on
information, allowing investors to
see major trends and significant
events™ related to climate change
that affect or have the potential to
affect the company’s financial
condition and/or its ability to achieve
its strategy.

32 The CCRF’s interpretation of the meaning of
materiality is based on and reproduces IASB’s
ED 2008 paragraph QC28.

33 IASB ED 2008 paragraph QC32.

34. Smith, J. A., Morreale, M. & Mariani, M.E.,
Climate change disclosure: Moving towards a
brave new world, Capital Markets Law Journal,
August 2008.
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3.25 The purpose of the materiality
“constraint” is to eliminate from
disclosures “immaterial clutter*” and
unnecessary or duplicative detail
that obscures major trends and
events. However, management’s
decision-making should not be
constrained and the CCRF
requirements and all relevant
information sources should be taken
into account in determining which
information should be disclosed.

3.26 As paragraph QC 28 of IASB’s
ED 2008 states, it is impossible to
specify a uniform quantitative
threshold at which information
becomes material. Similarly, the
CCREF does not prescribe a
quantitative test or standard to
identify what is material in the
context of climate change-related
disclosure. This is partly because
determining whether information is
material is a dynamic process that
depends on the prevailing relevant
conditions at the time of reporting
and also because ‘there is no
consensus amongst institutional
investors about the timing or extent
of climate change impacts.”™ In the
case of climate change, the
prevailing conditions might relate to
developments in the reporting
company’s sector, the country or
countries in which it operates, the
price of energy, scientific findings,
actual or impending regulation and
consumer behavior.

3.27 The technical summary of
International Accounting Standard 1
(IAS 1)* distinguishes between the
size and nature of materiality as
follows:

“Omissions or misstatements of
items are material if they could,
individually or collectively, influence
the economic decisions of users
taken on the basis of the financial
statements. Materiality depends on
the size and nature of the omission
or misstatement judged in the
surrounding circumstances.

The size or nature of the item, or a
combination of both, could be the

”

determining factor....”.

» Materiality by size covers
information such as absolute and
normalized measurements of
greenhouse gas emissions.

» Materiality by nature covers
information such as an
organization’s strategy for dealing
with the possibility of climate
change-related events, risks and
contingent liabilities thereof.

The technical summary explains that

the materiality of a particular matter

should be assessed both individually

and in aggregate.

3.28 In cases where a legislator or
policy maker has issued guidance
on the determination of materiality in
non-financial reporting® or
management commentary, such
guidance takes precedence over the
CCREF although the CCRF aims to
be compatible with all such issued
guidance that addresses materiality.

35 Rising to the Challenge — A review of narrative
reporting by UK listed companies. Accounting
Standards Board http://www.frc.org.uk/images/
uploaded/documents/Rising%20t0%20the %20
challenge%200ctober%202009.pdf

36 CDP Global 500 Report 2008:86.

37 By the International Accounting Standards
Committee see — http://www.iasb.org/NR/
rdonlyres/80B373BF-BB16-45AB-B3F7-
8385CD4979EA/0/IAS1.pdf

38 For example, Securities and Exchange
Commission Guidance Regarding Disclosure
Related to Climate Change [Release Nos.
33-9106; 34-61469; FR-82], hereinafter referred
to as “SEC interpretive guidance” and available
at www.sec.gov/rules/interp/2010/33-9106.pdf
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3.29 In the absence of tests or standards to determine materiality, companies must evaluate their own circumstances
and make disclosure decisions based on the requirements of the CCRF. The following table is designed to assist

management in its decision-making.

Factors indicating that information is material

Factors indicating that information is not material

Information would influence a reasonable investor in
deciding whether to invest or to continue to invest in the

organization.

Information that, whilst not currently affecting the
organization or its strategy, is expected to have an
impact over time, particularly where the disclosing

organization is in an industry with longer operating or
investment cycles or where new technologies might be

required.

Information that promotes understanding of the
disclosing organization’s financial condition, liquidity,

changes in financial condition and results of operation®.

3.30 Where management is unable
to assess the effect of the amount
and timing of uncertain events and
provide an indication of the time
periods in which resolution of the
uncertainties is expected,
management should disclose the
difficulties involved in assessing the
situation.* When in doubt,
management should err on the side
of caution and provide a suitable
disclosure about any uncertainty.

Cost*

3.31 Financial reporting imposes
costs and the benefits of reporting
should justify those costs. Assessing
whether the benefits of providing
information justify the related costs
will usually be more qualitative than
quantitative. In addition, the
qualitative assessment of benefits
and costs will often be incomplete.

39 From the SEC interpretive guidance

40 ibid

41 ibid

42 The CCRF adopts the meaning of cost set out
in IASB’s ED 2008 paragraphs QC29 — 31 & 33

and uses actual or paraphrased text from those
paragraphs.

3.32 The costs of providing
information include costs of
collecting and processing the
information, costs of verifying it and
costs of disseminating it. Users incur
the additional costs of analysis and
interpretation. Omission of decision-
useful information also imposes
costs, including the costs that users
incur to obtain or attempt to
estimate needed information using
incomplete data in the financial
report or data available elsewhere.

3.33 Financial reporting helps
capital providers make better
decisions, which results in more
efficient functioning of capital
markets and a lower cost of capital
for the economy as a whole.
Individual entities also enjoy
benefits, including improved access
to capital markets, favorable effect
on public relations and perhaps
lower costs of capital. The benefits
may also include better
management decisions because
financial information used internally
is often based at least partly on
information prepared for general-
purpose financial reporting.

Management determines that the known trend,
demand, commitment, event or uncertainty is not
reasonably likely to occur®.

A material effect on the financial condition or results of
operations is unlikely.

3.34 Application of the cost
constraint involves assessing
whether the benefits of reporting
information are likely to justify the
costs incurred to provide and use
that information. When making this
assessment, it is necessary to
consider whether one or more
qualitative characteristics might
be sacrificed to some degree to
reduce cost.

3.35 Information that is relevant and
capable of faithful representation is,
by definition, of benefit to investors
and cannot therefore be constrained
based on cost alone. Where access
to information is limited and/or its
collection would give rise to
disproportionate cost, the
organization should explain in the
statement of conformance required
by paragraph 2.22 why it is unable
to provide all relevant information.
Organizations may be able to
provide estimated or qualitative
information that is consistent with
the CCRF requirements without
disproportionate cost. Where this is
the case, the resulting disclosures
must satisfy the Characteristics,
particularly the characteristic of
“faithful representation”.
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Chapter 4 — Requirements for disclosure content

Introduction

4.1 The focus and content of climate

change-related disclosures made
under the CCRF will depend on the
interaction between the application

of judgment by management on how

to conform to the requirements, the
application of the characteristics of
decision-useful information and the
facts and circumstances of the
organization. The CCRF
requirements seek to ensure that
disclosures include information that
is essential to an understanding of
how climate change affects
management’s objectives, the
strategies for meeting those
objectives and the performance of
the organization. The content
requirements set out in this chapter
represent the main types of climate
change-related information
considered to be of value to
investors and the categories of
information that must be provided to
meet the needs of investors and
enable a minimum level of
comparability between organizations.
The content requirements are
therefore related and integral to the
requirements in chapter 2 and
determination of disclosures shall
take account of the content
requirements in this chapter.

Influences

4.2 This chapter draws on the types
of information typically reflected in
regulatory requirements and leading
climate change disclosure initiatives
including:

« the Carbon Disclosure Project’s
annual information request;

 the World Resources Institute
through their development of the
Greenhouse Gas Protocol and
associated national and regional
programs;

+ the International Organization for

Standardization’s guidance on the

quantification and reporting of
greenhouse gas emissions and
removals, 1ISO 14064-1;

« CERES’ October 2006 Global
Framework for Climate Risk
Disclosure;

+ the Global Reporting Initiative’s
G3 Guidelines;

» the US SEC’s 2010 interpretive
guidance on disclosure of climate
risk®.

Disclosure content
requirements — Summary

4.3 Disclosures shall include the
following information:

« Strategic analysis, risk and
governance (see paragraphs
4.4 — 417 below) —
Management’s view of the extent
to which the organization’s
strategy and operational
performance are affected by
climate change-related risks and
opportunities and the governance
processes for addressing those
effects provides vital information
for investors and decision-makers
in assessing the condition of the
organization; and

* Greenhouse gas (GHG)
emissions (see paragraphs 4.18
— 4.33 below) — Investors have
expressed a particular need for
high quality quantitative data on
GHG emissions that may be used
for benchmarking and analyzing
risks associated with future
regulation to restrict or minimize
GHG emissions.

Strategic analysis, risk and
governance

4.4 For the purposes of the CCRF,
strategic analysis covers both:

* the impact of climate change on
the organization’s long-term and
short-term strategic objectives;
and

« the organization’s long term and
short term strategies, including
GHG mitigation and adaptation to
physical risks, to address climate
change.

4.5 Disclosure content about
strategic analysis, risk and
governance falls into six main
categories described below.
Information may be provided in
combination, rather than separately,
where this would avoid repetition.

1. Strategic analysis

4.6 Disclosure about strategic
analysis shall include a statement
about the long-term and short-
term impact climate change
actually and potentially has on
the organization’s strategic
objectives. This may include:

» whether or not management
perceives that the implications of
climate change already, or will in
future, impact the organization’s
business strategy;

* a description of the way in which
management has applied the
requirements on determination
(paragraphs 2.3 — 2.11) to identify
climate change-related issues
that are of most relevance for the
organization and are most useful
for investors;

43 http://www.sec.gov/rules/interp/2010/33-
9106.pdf





 an analysis of the implications of
climate change for
competitiveness, access to
resources, financial performance
and financial condition;

« the strategic implications of
climate change for resources and
innovation, such as the
development of new technologies,
brand value and reputation,
consumer confidence and
employee loyalty; and

+ any significant change in the
organization’s position on climate
change since the last report and
an explanation of the reason for
the change.

4.7 Disclosures should include
details of the current and future
financial implications associated with
climate change strategies, risks and
greenhouse gas emissions,
including those affecting capital and
operating expenses, liquidity,
commitments, liabilities or revenues.
Where it is not possible to quantify
financial impacts, estimates,
together with qualitative information,
may be provided in the form of
ranges based on stated
assumptions or scenarios.

4.8 Disclosure is useful when it
connects the information that
management uses internally for
decision-making purposes about the
company’s strategy, goals and
objectives with what is provided
externally to investors for their
decision-making.* Information is
useful when it tells investors ‘the
story of how managing [climate
change-related issues] helps the
company to increase sales, lower
costs, smooth cash flow, boost
brand value and strengthen risk
management,”® and when it shows
the ‘linkages between corporate
climate change strategies, financial
performance, and GHG emission
reductions.”*

2. Risks

4.9 Disclosure about risks shall
include an explanation and
qualitative assessment of the
organization’s exposure to
current and anticipated (long-
term and short-term) significant
risks associated with climate
change.

3. Opportunities

4.10 Disclosure about
opportunities shall include an
explanation and qualitative
assessment of current and
anticipated (long-term and short-
term) significant opportunities
associated with climate change.

Decision-useful information
on risks and opportunities

4.11 Detail that makes disclosures
about risks and opportunities
decision-useful includes:

* a description or cross reference to
other parts of the mainstream
financial report that describe the
organization’s processes and
systems for identifying risks and
opportunities and for assessing
the degree to which they could
affect the business, including the
financial implications;

* an explanation of how and the
extent to which the organization is
able to influence the effect of risks
and opportunities directly and/or
indirectly through customers,
supply chain, markets etc;

« information about and estimates of
the financial implications of risks
and opportunities on the
organization’s business including
its value chain;

« timeframes over which risks and
opportunities are assessed and
estimates of when they are
expected to materialize;

Climate Disclosure Standards Board (CDSB)

Risks and opportunities

Climate change-related risks
and opportunities are potentially
wide-ranging, direct or indirect
(e.g. affecting markets and
supply chain) and can include:

» Regqulatory risks and
opportunities from current
and/or expected regulatory
requirements including known
or expected effects of:

— GHG emissions limits

— Energy efficiency standards
— Carbon taxation

— Process or product standards

— Participation in GHG trading
schemes

Risks and opportunities from
the physical effects of climate
change including known or
expected effects of:

— Changing weather patterns
— Sea level rise

— Shifts in species distribution
— Changes in water availability
— Changes in temperature

— Variation in agricultural yield
and growing seasons

Reputational risks and
opportunities

Litigation risks and
opportunities

44 American Institute of Certified Public
Accountants, Inc (AICPA) (2008) “Assurance
Services Executive Committee Whitepaper “The
Shifting Paradigm in Business Reporting and
Assurance” by Amy Pawlicki, Director of
Business Reporting, Assurance & Advisory
Services and MBRL, AICPA. On behalf of the
AICPA Assurance Services Executive
Committee.

45 Ethical Corporation February 2009 “Tell a
Strategic Story” J Russell

46 Kolk, A., Levy, D. and Pinkse, J., Corporate
Responses in an Emerging Climate Regime:
The Institutionalization and Commensuration of
Carbon Disclosure — European Accounting
Review, 17:4,719 — 745, 2008
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* identification of the products,
services, markets and
geographical areas that are likely
to be affected.

4. Management actions

4.12 Disclosure shall include a
description of the organization’s
long-term and short-term strategy
or plan to address climate
change-related risks,
opportunities and impacts,
including targets to reduce GHG
emissions and an analysis of
performance against those
targets.

4.13 Detail that makes information
about management’s actions
decision-useful:

« describes the nature of the plans
(e.g.: whether they involve GHG
emissions reductions, energy
efficiency and/or diversification,
managing reliance on fossil fuels
and so on);

+ explains the GHG reduction
target (where one is set)
including:

— the type of target, whether
absolute or intensity-based;

— the timescales over which the
company aims to achieve the
target;

— the target base year and GHG
emissions for the organizational
boundary and targeted GHG
emissions sources or activities
for that year. The base year is
the first or starting year against
which emissions are evaluated
towards the achievement of the
target;
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— an explanation of the
circumstances in which the
target base year emissions have
been or may be re-calculated
retrospectively or where the
target base year has been reset;

» explains other goals and
timescales that have been set
under the plans and the key
performance indicators against
which those goals will be
evaluated;

« specifies the organizational
boundary and the GHG
emissions activities and/or
sources to which the plans apply;

« describes the activities and
investments required to
achieve the plans and any risks
or limiting factors that might affect
achievement of the plans and/or
targets; and

* analyzes progress to date
against previously set plans or
targets.

* analyzes progress against
regional, national, international or
sectoral targets.

5. Future outlook

4.14 Disclosures shall include
information about the future
outlook, long-term and short-
term, including trends and factors
related to climate change that are
likely to affect management’s
view of the organization’s
strategy or the timescales over
which achievement of the
strategy is typically planned.

4.15 Information about the future
outlook is decision-useful where:

* it is based on reasonable
assumptions and any
uncertainties or key dependencies
that might affect it are disclosed;

« there is a direct link between the
future outlook related to climate
change and the organization’s
assessment of its longer term
objectives and strategies;

« it describes, or cross refers to
parts of the mainstream financial
report that describe, long-term
strategic developments that may
enhance opportunities or increase
risk, such as organic growth or
decline, acquisitions or
divestments and operational
changes;

« it includes estimates of investment
in or the cost of GHG abatement
or climate change adaptation that
could materially affect the growth,
future earnings and/or direction of
the organization;

« it includes an estimate (together
with the methodology/rationale
used for the estimate) of future
movements in direct and indirect
GHG emissions, taking account of
expected GHG emissions/energy
efficiency and reduction plans; and

« it estimates any cost savings
associated with GHG
abatement/energy efficiency
expectations.

6. Governance

4.16 Disclosures shall describe
the governance processes and
organizational resources that
have been assigned to the
identification, management and
governing body oversight of
climate change-related issues.





4.17 Detail that makes information
about governance decision-useful
includes:

+ a description of how responsibility
for climate change is delegated
and how executives are held
accountable for and/or rewarded
for implementation of the
organization’s climate change
strategy;

+ the nature and reliability of the
underlying information and control
systems used in tracking GHG
emission information and providing
climate change-related
disclosures;

» whether the organization’s climate
change information is subject to
the same governance processes
and disclosure controls and
procedures as are used for other
financial reporting information.

Greenhouse gas emissions
Introduction

4.18 Investors have expressed a
particular need for high quality
quantitative data on GHG emissions
that may be used for benchmarking
and analyzing risks, including those
associated with future regulation to
restrict or minimize GHG emissions.
Accordingly, many organizations
already measure and/or disclose
their GHG emissions for purposes
other than mainstream financial
reporting. For example, GHG
emissions may be reported to the
Carbon Disclosure Project, The
Climate Registry or in accordance
with regulatory requirements. The
CCRF aims to ensure, as far as
possible, that GHG emissions
measured and/or disclosed for
purposes other than mainstream
financial reporting may be used,
wholly or partially, to satisfy
requirements for the provision of
GHG emissions information under
the CCRF.

GHG Emissions content
requiriements — Summary

4.19 The CCRF sets out two main
requirements for the provision of
information about GHG emissions.
The main requirements are
summarized in this paragraph by
way of introduction and are
elaborated below with more specific
requirements, guidance and
explanatory material.

4.19.1 Gross absolute and
normalized GHG emissions shall
be disclosed for the organization;
and

4.19.2 Movements in GHG
emissions results over time shall
be disclosed, together with a
description of activities that have
given rise to movements and/or
reasons for the movements.

Recognized GHG emissionss
reporting schemes

4.20 In accordance with its aim to
align requirements with existing
standards, practices and regulatory
requirements, the CCRF does not
specify rules for the calculation of
GHG emissions. Rather, the CCRF
relies on GHG emissions calculation
rules specified in “recognized GHG
emissions reporting schemes”, all of
which share certain fundamental
characteristics. For the purposes of
the CCREF, recognized GHG
emissions reporting schemes
include:

Global standards

Global standards are developed
through public consultation and due
process and have been widely
adopted globally. They include
industry or national standards that
are based on and adopt relevant
principles from such global
standards.

Climate Disclosure Standards Board (CDSB)

For the purposes of the CCREF,
global standards include:

The Greenhouse Gas Protocol:

A corporate accounting and
reporting standard (Revised Edition)
(“the GHG Protocol”) developed by
the World Resources Institute (WRI)
and the World Business Council for
Sustainable Development (WBCSD)
— available at www.ghgprotocol.org

The international organization for
standardization’s ISO 14064-1
“Specification with guidance at the
organizational level for quantification
and reporting of Greenhouse Gas
Emissions & Removals — available
at www.iso.org

National and regional programs
based on the GHG Protocol
including the:

* GHG Mexico Program;

* The Philippine GHG Accounting &
Reporting Program (PhilGARP);

» China Corporate Energy
Conservation and GHG
Management Program;

* Brazil GHG Protocol Program;

» The Climate Registry’s Voluntary
Reporting Program*’;

¢ India GHG Inventory Program.

Industry specific guidelines based
on the GHG Protocol including:

* |IPIECA's Petroleum Industry
Guidelines for reporting GHG
emissions (2003);

¢ The Aluminum Sector GHG
Protocol;

* The Cement CO2 Protocol: CO2
Accounting and Reporting
Standard for the Cement Industry.

47 www.theclimateregistry.org
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National legislation requiring
GHG measurement and reporting

Including monitoring and reporting
guidelines accompanying mandatory
trading schemes such as:

* European Union Emissions
Trading Scheme — European
Union Decision 2007/589/EC of
18 July 2007;

* Regional Greenhouse Gas
Initiative (RGGI);

* New Zealand Emissions Trading
Scheme.

» Mandatory reporting rules such as:

— US EPA Mandatory Reporting
Rules;

— Australian National Greenhouse
and Energy Reporting rules;

— Japanese GHG Monitoring and
Reporting rules; and

— UK Carbon Reduction
Commitment Energy Efficiency
Scheme.*®

48 http://www.decc.gov.uk/en/content/cms/
what_we_do/lc_uk/crc/cre.aspx

49 As at August 2010, the World Resources
Institute is working to develop their “Scope 3
Accounting and Reporting Standard.” On
finalization of the Scope 3 Accounting and
Reporting Standard, (expected in late 2010), a
company may choose to report conformance
with the GHG Protocol Corporate Standard, in
which case Scope 3 emissions is optional, or in
conformance with both the GHG Protocol
Corporate Standard and the Scope 3
Accounting and Reporting Standard, in which
case Scope 3 emissions must be reported
according to the requirements and guidance in
the standard.

50 IAS 27, IAS 28 and IAS 31
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National government sponsored
guidance on GHG measurement
and reporting

Including:

UK DEFRA/DECC guidelines —
“Guidance on how to measure and
report your greenhouse gas
emissions”.

Categorization of GHG
emissions

4.21 For the purposes of
categorizing GHG emissions, the
CCRF adopts language from and
the approach used in the GHG
Protocol. This part of the CCRF
should therefore be read in
conjunction with the GHG Protocol.
In particular, the CCRF uses the
GHG Protocol’s categorization of
GHG emissions by “scope” in order
to distinguish between direct
“Scope 1” emissions, indirect
emissions from the generation of
purchased electricity consumed by
the organization, categorized as
“Scope 2” emissions, and other
indirect emissions, “Scope 3”.

The GHG Protocol’s categorization
of GHG emissions in this way
ensures, as far as possible, that
double counting by organizations is
minimized, or where unavoidable, is
identifiable.

4.22 The GHG Protocol provides
that companies reporting in
conformance with it shall report all
Scope 1 and Scope 2 GHG
emissions. However, reporting of
Scope 3 GHG emission is optional.*
In the interests of consistency with
the GHG Protocol and the
organizational boundary setting
recommendations set out below, the
CCREF’s disclosure content
requirements relate only to Scope 1
and 2 GHG emissions, although
paragraph 4.27 sets out the
definition of and circumstances in
which disclosure of Scope 3 GHG
emissions should be considered.

Organizational boundary
setting for GHG emissions
reporting

4.23 Whereas it relies on
recognized GHG emissions
reporting schemes for the
calculation of GHG emissions, the
CCRF’s approach to organizational
boundary setting aligns to
boundaries used for financial
reporting purposes so that GHG
emissions are reported for the same
entities as those for which financial
statements are produced. The
CCREF seeks to limit and define the
approach that a group of companies
takes to setting organizational
boundaries for GHG emissions
reporting purposes in order to
support benchmarking, encourage
consistency and enhance
transparency. Whereas regulatory
requirements specify the facilities or
entities for which emissions results
should be prepared and the GHG
Protocol relies on the management
of a parent company to decide
whether to apply the financial
control, operational control or equity
share approach to consolidation of a
group’s GHG emissions results, the
CCREF prescribes a single approach.
This is based on the requirements of
International Accounting
Standards/International Financial
Reporting Standards (IAS/IFRS) on
consolidation®* and equity
accounting and is consistent with
how information relating to entities
within a group or interests in joint
ventures/associates would be
included in consolidated financial
statements.
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4.24 The CCRF’s recommendation is that GHG emissions should be reported in two parts, first for the following

entities:

Part 1 GHG emissions (Scope 1 and Scope 2)

Entities GHG emissions

Line 1 Parent company and subsidiaries under financial 100% of emissions
control including leased assets treated as assets
of the consolidated group for financial accounting
purposes®'.
Line 2 Joint ventures X % of emissions according to the % interest in
the joint venture
Line 3 Associates X % per equity share
Line 4 Total Part 1 GHG emissions Total

4.25 The approach outlined above
(entitled “part 1 GHG emissions”)
takes account of the fact that the
provision of GHG emissions
information relating to indirect
upstream impacts including
transportation costs and energy use
and indirect downstream impacts
from products after sale would be
inconsistent with other information in
annual financial statements®.
However, the CCRF also recognizes
that confining GHG emissions
disclosures to those from sources
and activities within the boundary
defined for financial reporting
purposes omits GHG emissions
information that might be of interest
to investors. Therefore, in addition
to, but separately from part 1 GHG
emissions as set out above, the
CCREF also recommends disclosure
of “part 2 GHG emissions” as
defined below, in order to distinguish
them from GHG emissions from
sources and activities within the
organizational boundary used for
financial reporting.

51 Assets held under finance leases are treated as
assets of the lessee under IAS 17 — Leases.

Part 2 GHG emissions (Scope 1
and Scope 2)

4.26 Part 2 GHG emissions should
include emissions from operationally
controlled and/or other
entities/activities/facilities that:

a. are not consolidated in Part 1;
and

b. must be reported under regulatory
requirements by the disclosing
organization in its capacity as
operating licensee or in any other
capacity (e.g.: tenant); or

c. due to the nature of the contract
for the operation or use of the
entity/activity/facility:

i. expose the reporting
organization to risk, opportunity
or financial impacts; or

ii. enable the reporting
organization to influence the
extent to which GHGs are
emitted.

52 Turning questions into answers: Environmental
issues and annual financial reporting — ICAEW
and Environment Agency Report — September
2009: page 18.

Other indirect GHG emissions
(Scope 3)

4.27 For the purposes of the CCREF,
the definition of other indirect, or
Scope 3, emissions is based on
paragraph 4.1% of the GHG Protocol
Initiative’s Draft Scope 3 Accounting
and Reporting Standard and this
part of the CCRF should be read in
conjunction with that document.

As noted above, the CCRF does not
require disclosure of indirect Scope
3 GHG emissions. However, where
Scope 3 emissions expose the
reporting organization to risks,
opportunity or financial impacts, the
effect should be disclosed under the
Strategic Analysis, Risk and
Governance content requirements
above.

53 Paragraph 4.1 explains that Scope 3 emissions
include upstream emissions that occur in the life
cycle of inputs (i.e. purchased or acquired
goods, services, materials and fuels), up to the
point of receipt by the reporting company;
downstream emissions that occur in the life
cycle of outputs (i.e. sold goods and services)
subsequent to sale by the reporting company
and other scope 3 emissions which are limited
to employee activities such as commuting and
which are neither purchased nor sold.
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Detailed GHG emissions
content requirements

4.28 This section elaborates on the
GHG emissions content
requirements summarized in
paragraph 4.19 and provides
associated guidance.

4.29 Gross absolute Part 1 and
Part 2 GHG emissions shall be
calculated by reference to one or
more recognized GHG emissions
reporting schemes and disclosed
in CO2 equivalent metric tones.

“Gross absolute GHG emissions”
are the GHG emissions actually
emitted to the atmosphere before
any GHG reduction activities, offsets
or other adjustments for activities in
the reporting period that have
reduced or compensated for GHGs
emitted to the atmosphere.

An organization operating in multiple
jurisdictions might be required or opt
to calculate GHG emissions results
under one or more recognized GHG
emissions reporting schemes. Such
results may be used for the
purposes of disclosure under the
CCRF.

4.30 Normalized GHG emissions
shall be disclosed for the
organization

Whereas absolute GHG emissions
refers to the actual amount of GHGs
produced, normalized GHG
emissions or “emissions intensity”
means the ratio of GHGs produced
to a financial measure or a measure
of activity.

The CCRF recommends disclosure
of normalized GHG emissions/
emissions intensity as follows:

» a measure of direct (Scope 1)
GHG intensity by reference to the
company’s revenue®;

» a measure of direct (Scope 1)
GHG intensity by reference to
non-financial output®;

« a measure of indirect (Scope 2)
GHG intensity by reference to the
company’s revenue;

» a measure of indirect (Scope 2)
GHG intensity by reference to
non-financial output.

4.31 GHG emissions results shall
be accompanied by contextual
disclosures that include:

a. the name or names of the
recognized GHG emissions
reporting scheme(s) used to
calculate GHG emissions;

b. the quantification methodology
used for calculating GHG
emissions.

For example, whether results are:

i. Calculation/estimation based
(e.g.: emission factors applied
to activity data, models or
material/mass balance);

ii. Taken from continuous or
intermittent direct
measurements, or

Normalized GHG emissions = Absolute GHG emissions (per 4.29 above)

output (physical or economic)
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iii. Based on a combination of
measurement and calculation/
estimation methods.

c. key assumptions made in the
preparation of disclosures;

d. emission factors and/or the
source of emission factors
used to calculate GHG
emissions from activity data;

e. the global warming potentials
used and their source;

f. in support of Scope 2 (indirect)
GHG emissions results,
disclose details (in KWh, MWh
or GWh) of the purchased
electricity the organization has
consumed;

g. a description of the main
effects of uncertainty in the
calculation of GHG emissions
e.g.: data gaps, assumptions,
extrapolations,
metering/measurement
inaccuracies efc;

h. a statement on whether and to
what extent GHG emissions
results have been verified or
assured in house or by an
independent third party;

i. confirmation or otherwise that
Scope 1 and 2 GHG emissions
results relate to activities and
sources within the
organizational boundaries
described in paragraphs
4.23 - 4.26.

54 “Revenue” means the gross inflow of economic
benefits (cash, receivables, other assets)
arising from the ordinary operating activities of a
company (such as sales of goods, sales of
services, interest, royalties and dividends). This
definition is based on International Accounting
Standard (IAS) 18. Revenue might be described
in some jurisdictions as “turnover” or “sales”.

55 Non-financial output includes tones or unit of
production (e.g.: GHG emissions per square
centimeter of semiconductor wafer produced),
or in service sector, the number of jobs
completed.





4.32 GHG emissions results shall
be categorized/disaggregated as
appropriate in the circumstances.

Where it is likely to aid
understanding, GHG emissions
results should be broken down by:

a. GHG categorization — i.e.: Scope
1 and Scope 2;

b. The main countries or regions in
which the organization operates;

c. Business units or divisions;

d. Source types (e.g.: stationary
combustion, process emissions,
fugitive emissions);

e. Activity types (e.g.: production of
electricity, transportation,

generation of purchased electricity

sold to end users);

f. Each of the six “Kyoto” GHGs
(CO2, CH4, N20, HFCs, PFCs
and SF6).

The CCRF does not require

reporting at facility level because the

focus of interest is the aggregate
financial position of the company
with respect to climate change.

4.33 Movements in GHG
emissions results over time shall
be disclosed and explained.

The reasons for variations in GHG
emissions between reporting
periods include but are not limited
to:

« organic growth or decline;
« divestments and acquisitions;

» major energy efficiency or process
improvements; and

« alterations to processes for
collecting data and calculating
emissions.

Climate Disclosure Standards Board (CDSB)

26






Climate Disclosure Standards Board (CDSB)

Appendix 1 — Basis for conclusions

1.

CDSB’s draft Reporting
Framework was released for
public consultation in May 2009
and the consultation phase
ended on 31 October 2009.
CDSB has developed the first
edition of its Climate Change
Reporting Framework (CCRF)
based on:

a. responses to the public
consultation;

b. principles of financial reporting;

c. voluntary reporting initiatives
and standards on climate
change;

d. regulatory developments on
climate change-related
disclosure; and

e. research by CDSB and others.

The CCRF has been developed
by CDSB’s Technical Working
Group (TWG) in consultation with
CDSB’s Board and Advisory
Committee'. This basis for
conclusions explains decisions
made by CDSB’s TWG in
developing the CCRF.

The origins of CDSB’s work

3.
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Climate change is increasingly
recognized as a financial and
strategic business risk affecting
corporate value as well as posing
physical and social risk. CDSB
originally undertook the
development of the CCRF in
order to promote the disclosure
of climate change impacts, as
crucial factors in the formulation
and assessment of business
strategy, in mainstream financial
reports’.

4. CDSB’s development of the

CCREF is also a response to the
demand from preparers and
users of information for greater
standardization of climate
change-related disclosures.
The variety of state, national,
regional and international
voluntary and mandatory
schemes designed to reduce
greenhouse gas emissions and
address climate change is
perceived as a “constantly
evolving labyrinth™ of rules that
gives the market “an imperfect
and incomplete picture both in
what is said and in the rules
dictating what should be said"”.
CDSB undertook its work
because the absence of a single
standard for climate change-
related disclosure:

a. is inconsistent with the global
and shared nature of climate
change;

b. produces variation in the
quality, quantity and relevance
of disclosures;

c. prevents the effective use of
information by markets and
stakeholders; and

d. discourages disclosure
because preparers are
uncertain about what they
should report and how to
comply with user needs.

. Some jurisdictions have already

introduced legislation requiring
disclosure of certain climate
change-related information in
mainstream financial reports.
However, there are complex
matters to be addressed before
disclosures can be made
effective. CDSB’s research' and
analyses of compliance with

existing law reveal a number of
issues" that affect the quality
and quantity of disclosures.
Policy makers and others are
considering ways in which
guidance and standards may
be used to improve the quality
of climate change-related
information and CDSB’s work is
designed to contribute to those
regulatory deliberations.

Harmonization not duplication

6.

In response to the demand for
information, companies are
already making climate change-
related disclosures to regulators,
in their annual corporate
reporting”, to the Carbon
Disclosure Project and through
other channels. Standards for
preparing certain types of climate
change-related information
already exist, for example, the
Greenhouse Gas Protocol and
ISO’s specification for the
quantification and reporting of
greenhouse gas emissions and
removals. Although they have
developed against different policy
backgrounds and there are
actual and perceived differences
between them, the various
mandatory and voluntary
schemes and standards involving
climate change-related
disclosure that have emerged
around the world also share
some fundamental
characteristics and widely
applied practices. CDSB’s
approach to developing its draft
Reporting Framework is to
consolidate and complement, but
not to duplicate those shared
characteristics and practices and
to draw on the influences listed
in paragraph 1.9 of the CCRF in
order to promote standardization
of disclosures about climate





change in mainstream financial
reports*’. CDSB’s May 2009
public consultation elicited
unanimous support for this
approach and for the
development of a single global
unified framework for climate
change-related disclosure.

7. As well as voluntary initiatives for

reporting climate change-related
information, regulatory

requirements to disclose some or

all of the information covered in
Chapter 4 of the CCRF are
already in place in certain

jurisdictions™. In order to minimize
reporting burdens and duplication

of effort, CDSB has developed

the CCREF to be consistent, as far

as possible, with common

features of established voluntary

initiatives and regulatory
requirements. However, in the
event of a conflict between the
CCRF and regulatory
requirements, the methodology,
reporting period and boundary
prescribed by the latter takes
priority over the requirements of
the CCRF. The TWG
acknowledges certain practical
difficulties with this approach,
including the fact that the
organizational boundaries and
reporting periods set by
regulators may differ from those
specified by the CCRF.

Inevitably the practical
application of the CCRF in such
cases will need to be tested and
refined over time.

Principles-based accounting
versus requirements

8. Responses to the public
consultation expressed support
for principles-based accounting
and the TWG noted that this
approach is in line with the

development of standards by the

International Accounting

Standards Board*. However, the
need for comparability and
consistency was also recognized
as being crucial to the
achievement of CDSB’s
objectives. The TWG
unanimously agreed that the
balance between principles and
the prescription needed for
comparability and consistency
would be found by specifying
requirements on the
determination, preparation and
presentation of disclosures that
must be satisfied by those
companies that claim
conformance with the CCRF.
Together, the requirements,
guidance, explanatory material,
existing regulatory requirements
and the characteristics of
decision-useful information
provide both prescription and
flexibility by setting parameters
within which management may
exercise judgment as to how to
conform to the requirements of
the CCRF.

Relationship with the
International Accounting
Standards Board and work on
other non-financial
disclosures

9. Respondents to the public
consultation called for an
organization, preferably the
International Accounting
Standards Board (IASB), or a
consortium of bodies leading
work on non-financial
disclosures, to develop further
and implement CDSB’s work in
conjunction with the development
of standards on other areas of
sustainability (e.g.: water and
waste) for the provision of
information to investors and
other user groups.

Climate Disclosure Standards Board (CDSB)

10.The TWG decided that the

1

CDSB’s work should remain
focused on climate change and
that the main user group for
information should remain
investors as explained in Chapter
4 of the Basis for Conclusions
document issued in May 2009.
However, as noted in the CCRF,
CDSB anticipates that
information useful to investors
may also be useful to other users
of financial reporting.

.CDSB works closely with

international organizations

that promote integration of
non-financial information
affecting the performance and
condition of companies into
mainstream financial reports and
the harmonization of approaches
to corporate reporting of
non-financial data. Through
CDSB’s alliance™ with The Prince
of Wales’ Accounting for
Sustainability Project and the
International Integrated
Reporting Committee, the
expectation is that relevant
principles from the CDSB
Framework will be adopted by
and reflected in wider
sustainability reporting
frameworks over time. Although
CDSB has not conducted any
formal work with the IASB,
through its participation in the
work of the International
Integrated Reporting Committee
and informal discussions with the
IASB about their Management
Commentary project, CDSB will
work to ensure that the
development of the CCRF is
consistent with relevant features
of the IASB’s work.
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Continuous improvement

12.As noted in the preface to the

CCREF, edition 1.0 is not intended
to represent the final Framework,
rather it is the latest iteration
based upon the best available
information as at the date of
publication. As part of a process
of continuous improvement,
CDSB will build upon and update
the CCRF over time in the light of
experience of working with it and
in response to developments in
climate change disclosure
practice. Matters on which CDSB
is continuing to work are
described in CDSB’s Work Plan
available at www.cdsb-global.org.

Format
13.The TWG decided that the CCRF

should be published both as a
stand-alone document and, in
due course, as web pages so as
to enable efficient navigation and
linking to definitions, standards
and research.

14.Following comments made in
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response to the May 2009 public
consultation, the TWG focused
on streamlining the CCRF to
avoid duplication and
unnecessary detail.

Sections from the nine chapter
May 2009 Exposure Draft have
therefore been consolidated and
re-ordered where appropriate
with the result that CCRF 1.0
comprises just four chapters as
follows:

1. Introduction
2. Requirements

3. Characteristics of decision-
useful information

4. Requirements for disclosure
content

Implementation guidance
15.The TWG decided that examples

and illustrative disclosures should
be published in a separate
Disclosure Implementation Guide
based on existing public
disclosures, reflecting how
corporations have dealt, in whole
or in part, with information
covered by the CCRF
requirements. The Disclosure
Implementation Guide will be
published after the release of
edition 1.0 of the CCRF.

Assurance
16.The TWG decided that one of

the CCRF’s intended outcomes
should be to elicit disclosures
based on criteria that are suitable
for conducting assurance
activities. Although there is
currently no requirement for
climate change-related
disclosures made under the
CCREF to be audited or assured
(except and to the extent that
International Standards on
Auditing (ISA 720) require the
auditor of financial statements to
read information accompanying
them to identify material
inconsistencies between the
audited financial statements and
accompanying information),
CDSB is aware of the demand
from preparers and users for
climate change-related
disclosures to be assured. CDSB
is following the development by
the International Auditing and
Assurance Standards Board of a
standard for assurance of
greenhouse gas statements™.
Meanwhile, the CCRF has been
drafted, as far as possible, to
include criteria and requirements
that are suitable for conducting
assurance activities.

Relationship between the
CCRF and voluntary reporting

17.Although the CCREF is intended

for the determination, preparation
and presentation of disclosures
made in mainstream financial
reports, the TWG noted that in
the absence of regulation
requiring such disclosures and
based on current practices,
disclosures anticipated by the
CCRF might be made in
voluntary rather than mainstream
reports. TWG members noted
that in certain jurisdictions,
companies issue reports that
include financial statements and
information required by
regulators as well as voluntary
information. The purpose is to
report comprehensive corporate
information to investors beyond
the confines of regulatory
requirements. The TWG decided
that companies should not be
prevented from using the CCRF
for climate change-related
disclosures in voluntary reports
whose intended users are
investors, provided that
companies claiming
conformance with the CCRF
satisfy all of its requirements.

18.Following the above decision, the

TWG debated whether it is
necessary for the CCRF to
define the scope of its
applicability. The text of the May
2009 Exposure Draft stated that,
although specifically designed for
organizations that are required to
prepare audited financial
statements, any organization
could use the CCRF for reporting
on climate change. In the
circumstances, it was agreed
that a statement of applicability
was unnecessary.





19.The TWG debated comments

from respondents to the public
consultation about whether the
management commentary
section of mainstream reports is
the most suitable place for
disclosures under the CCRF
given concerns about the length
and volume of management
commentary. The TWG
acknowledged that methods of
disclosing sustainability and
climate change-related
information are continuing to
evolve, with some large
corporations having developed
interactive web pages for
navigation between mainstream
financial reports and voluntary
information. The TWG decided
that:

reports (paragraph 1.14) that
might be linked to mainstream
reports.

. Given the variety and

continuing evolution of
disclosure practices, the
CCREF should not make any
particular recommendations
on the position of information
and that the following words
should therefore be deleted:
“...in the early years of
adoption, CDSB recommends
that the CCRF is used to
prepare a separate climate
change section in the
management commentary that
covers all climate change-
related disclosures...”.

Climate Disclosure Standards Board (CDSB)

certain global, national and
industry specific schemes/
rules/methodologies as having
been widely adopted by
corporations or required by
legislators. These are
collectively defined in the
CCREF as “recognized GHG
emissions reporting schemes”.
In order to minimize reporting
burdens and duplication of
effort, the CCRF requirements
state that GHG emissions
results should be prepared by
reference to one or more of
the recognized GHG
emissions schemes and
categorized according to the
GHG Protocol’s “scopes”.

. The CCRF’s requirements

20.The TWG’s intentions in making
these decisions were to:

provide that disclosures
should comply with regulatory
requirements for financial
reporting or corporate

a. Guidance on the position of
information (at paragraphs

2.32 — 2.35) should confirm a. Acknowledge and reflect

that disclosures in mainstream
financial reports may, where
appropriate, be cross
referenced to other documents
or locations in order to avoid
duplication, keep the length of
disclosures manageable and
provide contextual information,
provided that disclosures in
the mainstream financial report
satisfy the characteristic of
understandability.

current disclosure practices;
and

b. Allow flexibility concerning the

position of information so as to
keep the volume of
mainstream disclosures
manageable without losing the
rigor and management
responsibility that is
appropriate to statements and
disclosures made in
mainstream financial reports.

disclosure of climate change-
related information and that
regulatory requirements take
priority over the CCRF’s
requirements in the event of a
conflict (paragraph 2.11).
Relying on “recognized GHG
emissions reporting schemes”
(which include regulatory
schemes) is consistent with
that requirement. The CCRF
confirms that GHG emissions
results calculated under one

b. The definitions section
(paragraph 1.3) of the CCRF
should clarify what is meant by
“disclosures made in or linked 21.In so far as the content
to mainstream financial requirements in Chapter 4 relate designed to minimize reporting
reports”. to measurement of GHG burdens and duplication of

emissions, the CCREF relies on effort.

“recognized GHG emissions

reporting schemes” (defined at

paragraph 4.20). There are two
reasons for this:

or more recognized GHG
emissions reporting scheme
may be used for conformance
with the CCREF, this is

Greenhouse gas emisssions
reporting

c. The assurance section
(paragraphs 1.13 — 1.14)
should provide information on
assurance requirements for
disclosures made in
mainstream reports
(paragraph 1.13) and
assurance approaches to
disclosures made in voluntary

22.The CCRF applies to disclosures
made by “organizations”, defined
in paragraph 1.3 as “the group,
company, companies or entities
for which consolidated financial
statements are prepared,
including subsidiaries and jointly
controlled entities for which

a. CDSB seeks to rely on and
enhance, rather than duplicate
existing standards and
practices. CDSB has identified
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equity accounts are prepared”.
Similarly, greenhouse gas
emissions results are intended to
relate to activities and sources
from within the “organization”.
However, the TWG recognized
that differences in the way that
business and corporate
structures are owned and
organized mean that individual
companies within a group might
apply different approaches to
setting organizational boundaries
for GHG emissions reporting. For
example, a parent may apply a
different method to its subsidiary,
or other incorporated and non-
incorporated entities under its
control, and a different method to
that applied by joint ventures and
associates it has an interest in
etc. The CCRF’s
recommendations on
organizational boundary setting
seek to limit and define the
approach that a Group takes to
accounting for its Scope 1 and 2
GHG emissions in order to
support benchmarking, align with
financial accounting practices,
encourage consistency and
enhance transparency.

23.The TWG also recognized that
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confining GHG emissions
disclosures to the “organization”
omits potential GHG emissions
sources and activities that might
be of interest to investors. The
TWG therefore decided that the
CCRF should recommend
disclosure of “Part 2 GHG
emissions” in addition to Part 1
GHG emissions which are for
sources and activities of entities
for which consolidated financial
statements are prepared. This
approach is in line with the draft
CDP Framework, which also
seeks to limit the approach to
organizational boundary setting
in the interests of standardization
and comparability.

The TWG recognizes that this
approach will need to be tested
and refined over time.

24 While Scope 3 GHG emissions

reporting rules are being
developed by the World
Resources Institute and pending
completion of CDSB’s corporate
and investor engagement
programs™, the TWG has
decided that edition 1.0 of the
CCREF should not specify
requirements for the disclosure
of Scope 3 GHG emissions
except in the circumstances
outlined in paragraph 4.27.

Statement of conformance

25.The requirement to provide a

statement of conformance with
the CCRF (paragraph 2.22) was
prompted by various
considerations. International
Accounting Standard 1 (IAS 1)
requires an entity whose financial
statements comply with
International Financial Reporting
Standards to make an explicit
and unreserved statement of
compliance in the notes to the
financial statements. In line with
its general approach of alignment
with the objectives and principles
of financial reporting and in order
to support assurance activities,
the TWG decided that similar
requirements should apply to
organizations that adopt the
CCRF. However, the TWG also
recognized that climate change-
related disclosure is a relatively
new discipline and that
organizations are at various
stages in the development of
their reporting techniques.
Therefore, unlike IAS 1 which
requires compliance with all
requirements of International
Financial Reporting Standards,
the TWG agreed that the
statement of conformance should
allow for disclosures explaining

whether and to what extent
CCREF requirements have not
been satisfied in full together with
details of the organization’s plans
for future conformance.
Therefore, conformance with the
CCRF’s requirements will include
the requirement to identify and
explain those with which it has
not been possible to conform in
whole or in part.

26.The TWG debated the interaction

between the requirement for a
statement of conformance and
the application of the
characteristics of decision-useful
information (Chapter 3) for the
determination and limitation of
information to that which is most
relevant and material. It was
agreed that disclosures that limit
information based on the
application of the characteristics
of decision-useful information
(e.g.: relevance) can claim to be
in conformance with the CCRF
requirements. The TWG agreed
that there is a distinction
between the limitation of
information based on the proper
application of the characteristics
of decision-useful information
within the parameters of the
CCREF requirements and the
failure to satisfy requirements
because of omission or limitation
of information due to
inaccessibility or unavailability of
information, systems or
resources.

Characteristics of decision-
useful information

27.In response to comments made

through the public consultation,
the TWG has elaborated the
characteristics of decision-useful
information to describe in more
detail how they should be
applied to disclosures under the
CCRF.





28.The enhancing characteristics of

comparability, understandability,
verifiability and timeliness have
been incorporated into Chapter 2
to form guidance on the
application of the requirements
where appropriate.

29.The constraining principle of

“cost” has been added in
response to requests through the
public consultation. The TWG
discussed various concerns
about the application of the
constraining principle of cost to
climate change-related
disclosure, including the wording
of the first sentence in paragraph
3.35, which implies that impact
assessment and cost cannot be
taken into account where
information that is relevant and
capable of faithful representation
is identified for disclosure. Some
TWG members were of the view
that any organization choosing to
apply the CCRF, by definition,
also accepted the cost of
conforming to the requirements.
It was noted that studies that
have attempted to identify the
cost of making climate change-
related disclosures have proved
inconclusive as the estimates
provided vary considerably
between organizations. TWG
members concluded that, at this
stage in the development of
climate change-related disclosure
practices, it would be difficult to
agree a generally applicable form
of wording on the application of
the constraining characteristic of
cost. Members agreed that
studies tracking the costs of
climate change-related disclosure
should be kept under review and
that the Disclosure Implementation
Guide to be released after
publication of the CCRF should, as
one of its aims, provide examples
and guidance that might help
organizations to limit the costs of
conformance to the CCRF.

Disclosure content

30.Various changes have been

31.

made to what were known as
“reporting templates” in the May
2009 Exposure Draft. The CCRF
is designed to provide strategies
and principles for applying
professional judgment and to
encourage clear communication
of management’s decisions. In its
deliberations, the TWG decided
that the use of the term
“template” was not sufficiently
indicative of the flexibility,
judgment and interpretation that
the CCRF intends management
to apply to climate change-
related disclosure within the
parameters of the guidance.
The disclosure content section
has been refined to allow for this
flexibility and application of
judgment.

Responses to the public
consultation on the May 2009
draft identified some duplication
between Reporting Templates

1 -3 and a respondent
suggested that they should be
merged. The TWG agreed that
information about physical and
regulatory risks associated with
climate change should be
covered under the general
category of strategic analysis,
risk and governance. The TWG
decided that disclosure content
should be streamlined under two
main categories to minimize
duplication whilst retaining the
sense of what investors find
important.

Climate Disclosure Standards Board (CDSB)

32.The May 2009 Exposure Draft

made recommendations on the
minimum content that
management should provide as
a matter of best practice. In
particular, the draft Framework
recommended that as a matter of
best practice, companies should,
at a minimum, disclose:

a. A statement of the company’s
position on climate change;

b. Actual direct and certain
indirect GHG emissions; and

c. GHG intensity measures.

33.The TWG debated the relative

merits of retaining the minimum
requirements/best practice
recommendations and decided
against because:

1. Minimum requirements are
potentially at variance with the
judgments the CCRF
encourages management to
make;

2. Sophistication of and
familiarity with climate
change-related disclosure is
developing and improving
through corporate social
responsibility, voluntary and
mandatory reporting.
Legislators and regulators
(for example the SEC) and
investors (through CDP) have
communicated the need for
information through various
channels and have expressed
the need for information for
benchmarking etc.
Consequently, management is
increasingly familiar with the
types of information that are of
most relevance and use to its
business strategy and
stakeholders without the need
for third party specification;
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3. The characteristics of
decision-useful information in
Chapter 3 provide clear
guidance on the way in which
they should be applied so as
to identify what types of
information are most relevant
and useful.

CDSB’s members are listed in the Preface to
the CCRF.

For further information about CDSB’s focus on
mainstream financial reporting, see
Copenhagen Update, page 4, December 2009,
available at www.cdsb-global.org.

Reuters Market Intelligence Series —
Sustainable Banking: Risk, Reward and the
Future of Finance.

Smith, J.A., Morreale, M. & Mariani, M.E,
Climate change disclosure: Moving towards a
brave new world, Capital Markets Law Journal,
August 2008, p. 2.

Copenhagen Update, Appendix 2, December
2009.

Copenhagen Update, Figure 3, page 5,
December 2009.

85% of companies that responded to CDP’s
2009 information request declared reporting on
GHG emissions in annual corporate reporting.

Copenhagen Update, page 3, December 2009.

For example, CDSB’s Copenhagen Update,
Appendix 2.

Xi

Xii

xiii

See the IASB’s Conceptual Framework
project — its overall objective is to create a
sound foundation for future accounting
standards that are principles-based, internally
consistent and internationally converged.
http://www.ifrs.org/Current+Projects/IASB+
Projects/Conceptual+ Framework/Conceptual+
Framework.htm

In particular, the International Integrated
Reporting Committee, the OECD and
UNCTAD'’s ISAR committee.

http://www.cdsb-global.org/index.php?mact=
News,cntnt01,detail, 0&cntntO1articleid=16&cnt
nt01origid=15&cntnt01returnid=54

http://www.ifac.org/Guidance/EXD-Details.php?
EDID=0132

xiv CDSB’s Work Plan 2010 (at www.cdsb-

global.org) describes the investor and
corporate engagement programs.
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Law Society Response to the Department for Business, Innovation & Skills (Corporate Law
and Governance) consultation on the Future of Narrative Reporting

This response has been prepared on behalf of the Company Law Committee of the Law Society of
England and Wales.

The Law Society of England and Wales is the representative body of over 120,000 solicitors in
England and Wales. The Society negotiates on behalf of the profession and makes representations
to regulators and Government in both the domestic and European arena. This response has been
prepared on behalf of the Law Society by members of the Company Law Committee. The
committee is made up of senior and specialist corporate lawyers.

This response has been endorsed by the Law Reform Committee of the Bar.

General

We do not consider that questions 1 to 11 and 15 of the consultation are applicable to us, as they
are aimed more at the companies preparing information, or the shareholders or stakeholders who
read the information. As lawyers who advise companies on compliance matters we do not see any
need for further reporting obligations to be imposed on companies. We are also not aware of a
demand for companies to publish more by way of narrative reporting.

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

We do not consider that there should be a shareholder’s advisory vote on the Business Review.
Shareholders already vote on the report and accounts. It is not clear how an additional vote on the
Business Review would be beneficial given the wide range of issues that it will address.

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

We would encourage the adoption of non-regulatory solutions to increasing quality. It is not clear
from the consultation whether it is aimed only at listed companies, or at all companies subject to the
requirement to produce a Business Review. Better guidance may be of particular assistance to
non-listed companies.

Q.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?

It is not the disclosure requirements in respect of the Remuneration Report that pose a problem but
rather the complexity of the arrangements that companies enter into which can make the Report
lengthy and difficult to understand.











Chartered
Management
Institute

19 October 2010

Jane Leavens

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

London SW1H OET

By e-mail to Narrativereporting@bis.gsi.gov.uk

Dear Ms Leavens

The Chartered Management Institute welcomes the opportunity to respond to the consultation on the future
of narrative reporting, and our particular focus is on how businesses would benefit from a practical
framework of appropriate workforce measures that could be readily understood by many stakeholders when
considering future investment and corporate investment decisions.

The overall stated purpose of the statutory reporting framework is to help boards consider material issues
facing the business so they can determine the right strategy for long term company success in the interests
of company members. Social and environmental issues should be central to these discussions where they
are relevant to a company's strategy and long term success. It is within the social issues, that employee
information is reported upon. However, within the consultation document, there is very little discussion on
the broader importance of reporting on human capital. Given that in today's knowledge-intensive economy
as much as 80 per cent of a company's worth is tied to human capital (Grossman, 2005), we believe that
the review of narrative reporting provides a new opportunity to review relevant measures of workforce
capability that matter most to future performance.

We are not seeking a prescriptive approach to human capital management reporting, but believe that in
developing future implementation guidance, there will be an opportunity to include forward-looking
workforce indicators that offer strategic value to business planning.

One of the enduring challenges of understanding human capital, including the investments in skills
development, has been to have consistent and comparable data and metrics. For further background,
please see CMI's research report "Measures of workforce capability for future performance: identifying the
measures that matter most" (July 2006). There is no agreed upon framework for measurement of human
capital (unlike all other forms of ‘capital’), very few consistent practices, and yet everyone recognises the
importance of people, of talent and skills, of motivation and alignment in executing business strategy.
Today more than ever, we need data to better understand the people side of business so that business
leaders can better understand the issues, the needs for investment and the potential business outcomes or
rationale.

To provide the drive to better understand how organisations actually compare on key measures of their
workforces and the resulting performance outcomes is challenging. Previous attempts such as the
Accounting for People initiative led by Denise Kingsmill have highlighted the need, but also the
inconsistencies of practice and difficulties of agreeing on even key high level metrics, and ultimately were
not included within the previous Business Review.



mailto:Narrativereporting@bis.gsi.gov.uk



Since then, the pressure has grown from all stakeholders to get more data and insight on workforces, their
demographics and how they perform, ROI on investments in people, and even attempts to value intangibles
like human capital in a meaningful way. Despite the large volumes of data that are generated in the HR
systems of most organisations, getting consistent measures that provide real insight and being able to
make some links to meaningful outcomes, challenges many businesses. Recent surveys such as by the
Corporate Leadership Council indicate that 60% of HR executives say better aligning metrics to their
corporate strategy is their top priority, and 84% say that spend on HR metrics is going to grow over the next
5 years. More critically, business leaders and external stakeholders such as financial analysts, given the
current financial environment, are pushing for more data and insight on what is typically the largest
business cost — the loaded cost of employment — and arguably the greatest value driver of a business.

The reality is that there is no simplistic causal model or relationship between investments in people and HR
or talent management practices, and the outcomes in terms of business performance. That does not mean
that measurement related to outcomes cannot be done, but it needs to be done in a pragmatic way where
there is a series of measures that are clearly aligned to the strategic business drivers without seeking direct
cause and effect connections between each individual measure.

Employee information within the current Business Review

The development of new implementation guidance could provide a valuable opportunity to build in the
strategic value of HCM. Within the current ASB guidance, the only two examples given are how to measure
employee morale and employee health and safety. Both of these are well-established measures and both
are looking at the respective "risk" factors of high employee turnover and lost time through injury. The
guidance does not share progressive thinking and developments in HCMR that focus on future value
creation through seeking competitive advantage through the deployment and development of employees.
This is a major anomaly given that the stated purpose of the Business Review is to be forward-looking.

There are no references to how investment in employee development, talent management, succession
planning or building workforce capacity can impact on future performance. Indeed, simple statistics such as
hours spent on training and number of courses taken are meaningless unless their impact is evaluated in
the business context. Furthermore, there is no reference to job design, performance-based compensation,
objective appraisal systems, diversity and equal opportunities, employee support (such as healthcare

and health promotion): all aspects of people management that can help engage employees and impact on
long term performance. The focus of the draft implementation guidance is very much in lag indicators
rather lead indicators. This entirely misses the purpose of helping investors assess the future impact of
various people management strategies.

Current developments toward a practical framework for HCM

CMl is currently working with Business in the Community (BITC) to help make progress towards the better
alignment of key workforce metrics and frameworks for measurement. We are working with the CMl's
advisory board of leading employers and organisations represented on the BITC Talent and Skills
leadership team. There is also the opportunity to include some further people measures as part of the
Corporate Responsibility Index process with BITC and this is being evaluated. This work will also be
engaging with key academics and/or benchmarking groups working in this space.

We will also be having further discussions with UKCES, the CBI, and CIPD all of whom have insight and
interest and can help to support this agenda in specific ways. Part of the purpose of these discussions will
be to seek alignment and collective support/investment in proposing metrics and frameworks.

Other ‘stakeholder’ groups such as financial analysts could bring further support at the right time. Ultimately
other forums will need to be considered if any agreed set of measures were to gain the widest level of
support and become more required reporting — e.g. Accounting Standards bodies.





Conclusion

In view of the potential role that a future OFR could play in raising the standard of people management in
companies, the CMI/BITC Working Group would very much welcome the opportunity to contribute to the
future development of narrative reporting in respect to human capital management reporting.

Building on our work to date, we do not subscribe to the view that there should be a single

set of reporting metrics, but we do have evidence of the process by which good HCM reporting
combines narrative and hard data about the aspects of people management that most affect
business performance. We would welcome the opportunity to share with BIS the development of our
progressive thinking on better people management to provide real value to employers, employees,
shareholders and potential investors.

Yours sincerely

l_%ﬁ;u Vu%

Petra Wilton
Director of Policy and Research
Chartered Management Institute
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Value of narrative reporting

Question 1 _: Are compan Yy directors prov iding useful and relevant
information on the company’s:

i) forward-looking strategy and

i) principal risks and opportunities?

Disclosure has improved significantly in the last few years, and overall, we
find that UK reporting is of a reasonable quality with some companies
disclosing excellent information while a number of laggards still remain.

However, we also find that a number of companies disclose too much
information which is insufficiently focused and the use of boiler plate and
corporate spin is a cause for concern. Investors are not seeking to increase
the overall burden of reporting or the volume unless it can be presented in a
way that allows for meaningful analysis and conclusions to be drawn.

As investors we are more interested in targeted and effective reporting which
must be joined up with a clear correlation between principal risk, stated
objectives and strategy, and performance measures and indicators which are
all a result of board level vision and direction. If the reporting of principal risks
was more directly aligned with the company’s strategic objectives and then
linked to its Key Performance Indicators, it would provide greater insight for
investors and increase the possibility of making peer group comparisons,
adding a further dimension for assessing qualitative value creation.

Question 2: What ar e the con straints on compani es providing information
on these issues?

We have no comments to question 2






Question 3: Does the information provided re flect the issues discussed b y
the directors in board meetings?

Unfortunately, we often do not find that information provided appears to reflect
the issues discussed by the board. This is also supported by our findings from
company dialog. As mentioned before, information with regards to strategy
and objectives, principal risk, and performance and measures often appears
disjoined and not a result of board level vision and direction.

We also find that few companies in the directors’ report provide a good quality
overview of issues discussed by the board and that this overview rarely
mentions issues that provides us with sufficient reassurance with regards to
overall oversight by the board.

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

Information disclosed by companies does to some degree help shareholders
to press directors on the most obvious issues. However we still find that
shareholders need to have obtained a significant level of knowledge about the
business and the industry elsewhere in order to indentify whether the
company in its narrative reporting has addressed the most material issues,
and in particular, if any are missing. Again, too much insufficiently focused
information might in fact mislead the investor who might lose sight of what is
material.

Question 5 : Ifacompan y do es not provide sufficient or material
information to you, do you challenge it? Is there anything which could help
you to do so?

If a company does not provide sufficient or material information we will often
challenge it. One way of aiding this process would be a provision requiring the
company to justify: i) why information disclosed is material, ii) how and why
KPIs were chosen and iii) how principal risk, stated objectives and strategy,
and performance measures and indicators are interlinked by an overall vision
and direction by the board.






Question 6: What other sources of compan y information doy ou use and
how valuable are th ey (e.g. information provided on the w ebsite, analysts’
briefings, dialogue w ith the company , corpor ate social responsibilit y
report)?

We use a number of sources of company information including, website,
analysts’ briefings, CSR report and dialog with the company. However we find
that a dialog with the company, by far, is the most valuable source. Websites
tend to be too customer focused as well as have a substantial marketing
aspect to them. CSR reports often try to cover too much and are insufficiently
focused on issues material and/or relevant to the company. Analyst briefings,
unless specifically tailored to so-called responsible investors, only cover a
very small part of the area covered by narrative reporting.

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

We strongly believe information should focus more on materiality and must be
driven by the overall vision and direction in terms of coupling strategy and
objectives, principal risk, and performance and measures. As a result some
information is better suited for separate reporting. This could include
information which is more anecdotal in nature and information which provides
an extra layer of information.

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

We have no comments to question 8






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?

Much has been said with regards to how the Business Review and the OFR
are practically identical, however, we do not agree with this conclusion. While
the business review requires companies to disclose much of the same
information, in our view, the ethos of the OFR is very much on companies
providing information which will enable investors to assess not only the
adopted strategies but also the potential for those to succeed. In that sense
we find the Business Review requirements are too disjointed in requiring
information without actually emphasising the central purpose for doing so.

We believe that a statutory reporting standard might help to improve the
quality of reporting but would welcome also the inclusion the comply or
explain principle and thereby allowing companies the option of explaining any
non-compliance with the statutory reporting standard.

Question 10: The business revie w provisions require quoted companies to
report, to the extent necessary, on:
. main trends and f actors likel y to aff ect 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?

The Business Review can, at its best, provide investors with a clear picture of
how the company is positioned to deal with future challenges well as its ability
to take advantage of the opportunities identified. We use the Business Review
as an indicator of how well a company is governed which we see as the
principal requirement for future success.

However, we often find that Business Reviews lack a coherent analysis that
link the different aspect of the review. This in particular includes insufficient






narrative on a company'’s ability to take advantage of the opportunities
mentioned, lack sufficient analysis of the external environment and
macroeconomic factors, weak strategy discussions, lack of a link to the
operational review, lack of clear KPIs, lack of a resource discussion and the
lack of a description of how to manage the specific risk factors identified
beyond the generic risk management process.

As mentioned before, we believe that a fundamental reporting requirement
would be for companies to report on how principal risk, stated objectives and
strategy, and performance measures and indicators are interlinked by an
overall vision and direction by the board. We believe that a focus on the link
between these factors will force companies to focus their reporting and that
this will improve the quality of disclosure.

We also find that that the Business Review does not require companies to be
sufficiently forward looking in their reporting and would also recommend that a
future reporting standard includes a requirement for companies to explain
what their forward looking time period is as this will dictate the types of issues
we could expect them to cover.

With regards to employees, environmental, social and community matters as
well as CSR matters in general we believe companies should be required to
report on how, and how often, they are dealt with by the board, who
determines the strategy, the line of communication to the board on the
development of these issues and whether an individual at board level has
special responsibility for these issues or why that is not the case. In short, we
would like the company to disclose more on the governance of these issues
by the board which is, after all, directly accountable to shareholders.

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

More guidance would probably be helpful for companies and both best
practice examples and sample Key Performance Indicators would fulfil that
purpose effectively. However, we believe it is paramount that both types of
guidance seek to illustrate how narrative reporting must be joined up with a
clear correlation between principal risk, stated objectives and strategy and
performance measures and indicators. Equally guidance in terms of sample
Key Performance Indicators should illustrate why a specific KPI has been
chosen, why it is material to the future success of the company in terms of
objectives and strategy and should make a point of demonstrating the






usefulness of KPIs of varying time horizons.

Question 12: Shoul d there be a shar  eholder’s advisor y vote on the
Business Review?

We would welcome an advisory vote on the business review as we believe
that a vote would force the board of directors and senior management to take
more direct responsibility for the Business Review. We believe this will help
drive the agenda from the top down in the organisation which appears rarely
to be the case currently.

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

One of the suggestions given in the consultation paper proposes an annual
ranking as a means to drive up reporting standards. While this could work in
principle we fear that this space is already too crowded with several rankings
and indices which benchmark companies against their peers and thus ranking
fatigue could be an issue.






Directors’ Remuneration Report

Question 14: Do the current disclosure re quirements provi de clear and
usable information about:
. the total remuneration paid to directors, and how this is made up;
° the performance criteria for pa yments 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 current disclosure requirements provide clear and usable information
about the total remuneration paid to directors and how this is made up.
Equally, performance criteria for payments to directors are generally disclosed
in a good level of detail and so is the performance against these. However, it
is far from always evident how these relate to the company’s specific strategic
objectives and therefore that there is, in fact, a demonstrable link between pay
and performance. The process by which directors’ remuneration is decided is
generally described in satisfactory detail with some variation in quality. Again,
however, there is very limited narrative on the process by which performance
criteria are determined to be the best suited for a specific company.

Costs

Question 15:
If y ou can provide any information on costs associated either w ith the
existing narrative reporting requireme nts eg preparingy our business
review or y our views on pot ential costs and ben efits in relation to any of
the ideas in this consultation, please give details

We have no comments to question 15.
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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

Not always. The variety and types of information provided can make it
difficult to identify a clear picture. Separate and different reporting
formats (annual accounts, environmental reports, CSR reports, etc) can
fragment the wider picture.

Companies selectively concentrate on elements they are “strong” on
and don’t consider others or if they do it is in passing.

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

Comments

Inconsistent reporting formats, variable standards, misunderstanding,
competitive disadvantage, poorly applied legislation — the need to
consider environment and community is under section 172 (d) of the
Companies Act 2006 and health and safety is not mentioned at all.

If considering the broader agenda for reporting it should at least
incorporate Workplace, environment, community and marketplace as
major topic headings. Within each, definable sub headings could be
used to consider specific topic areas (i.e. carbon, ethical investment,
health and safety etc).

Some standard reporting methods have been adopted, but these are not
always consistent.

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

Comments





Financially - probably yes.

Non financially — Unlikely to any degree other than endorsing or
agreeing the strategyl/initiative. It is not uncommon to find statements
made in environmental or health and safety policies are difficult to prove
or substantiate in the day to day working of an organisation.






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

Comments

Financially — yes

Non financially — difficult to assess. As this aspect of reporting is
relatively new, and with a myriad of standards in place, comparisons are
difficult and the methods use can often confuse.

Careful selection of a measurement method (particularly for carbon
currently) can increase or conversely decrease the result to suit a
particular position or circumstance. This neither promotes honesty or
clarity.

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?

Where working with then —yes.

Clear, concise and standardised means of gathering interpreting and
reporting non-financial performance.

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

All the methods and detailed analysis of policy documents, targets and
objectives.

Use of standardised comparison data (EPC, DEC), HSE statistics etc can
support the work undertaken.






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

Comments

Yes - see previous comments (Question 2).

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

Comments

Yes — see previous comments (Question2).






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?

Yes. A standardised reporting format would aid consistency and
comparability of reporting.

Specific topic headings would also make it simpler to produce and the
reports more easily understood by all stakeholders.

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?

Health and safety directly is missing it is implied through “information
on employees” but that is all.

Environment should be split to cover carbon and other issues
separately (biodiversity etc).

The other elements are well covered. As previously mentioned having a
report format with specific sub-headings would help with consistency
and interpretation.






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

Yes. Standardised terms of reference and performance categories (See
guestion 2 again as an example).

Some markets/ sectors place different weightings on different elements
this too could be reflected in the report. It would make the information
more relevant and more pertinent for stakeholders.

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

Comments

No comment.

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

Comments

Great question. Comparison, transparency, quality and credibility are
the keys, as long as there are numerous ways of achieving an outcome,
there will be numerous solutions and numerous different answers.

A consistent method of reporting would help with consistent standards
of measurement. Balance sheet, P&L and cash flow all started
somewhere!






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

Yes, largely.

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

Sorry. No.
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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?

Church Investors Group (CIG) members have strong concerns regarding
current levels of executive remuneration, particularly in FTSE 100
constituent companies. Several members address this by way of proxy
voting on company remuneration reports. The CIG would thus welcome
any endeavour to better inform shareholders of remuneration levels
from companies as this would allow our members to make better
informed decisions.

CIG members have voiced particular concerns in the following areas:

e The widening gap in levels of remuneration between senior
company executives and the salary of the average employee of
that company. The CIG would thus welcome any moves to
encourage companies to disclose this information.

e That executive remuneration policies are linked to superior long-
term company performance and do not encourage excessive risk
taking. Again the CIG would welcome greater disclosure of
performance criteria and how it links to ESG criteria.

e That shareholders should be informed of, and allowed to vote on,
the highest salary levels of employees below board level.

The CIG released areport on ‘The Ethics of Executive Remuneration’ in
March 2010. A copy of this has been attached to this submission (the
recommendations and opinions contained within the report were those
of the authors rather than that of any CIG member).

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
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The Ethics of Executive Remuneration

Summary

1 Executive remuneration: The current situation
Current levels of executive pay in the UK are strikingly
high: a 2008 survey showed the highest earner as being
paid £23m annually, with 34 receiving packages valued
at more than £5m. The average Chief Executive Officer
(CEO) package in the FTSE 100 was £2.9m. The average
salary of a FTSE 100 employee is £26,000, so the pay of
FTSE CEOs is on average over 100 times that of average
salaries in these companies. In 1970 this differential was
approximately 10:1. The UK is reckoned to be second
only to the US in executive pay.

2 A cause for concern

2.1 General ethical objections

Critics of these levels of executive pay judge them unfair
because they overvalue the contribution made by chief
executives. Defences of high executive pay on the basis
of market rates fail to recognise the ways in which the
market differs from free market conditions. Shareholders
are disadvantaged by competition between companies
on levels of top executive pay and this competition also
risks attracting candidates more strongly motivated by
their own financial interests than the interests of the
company or its shareholders. It is unclear that high pay
is a significant motivator for top executive performance.
Extreme economic inequality may well also have
damaging social consequences.

2.2 Particular crisis-related concerns

The global financial crisis heightened public concern
about excessive executive remuneration, especially in
relation to banking and financial institutions seen as
bearing some responsibility for it. Such institutions seem
to have been cavalier regarding the risk of their strategies
and this approach may well have been encouraged by
remuneration policies. Market mechanisms were not
successful in limiting the adverse effects of remuneration
policies on risk management and executives have often
escaped the consequences of their mistakes.

2.3 Church investment

Church investors have been active in voting against
excessive pay packages, but the theological and ethical
basis for this stance has not yet been made clear.

The full report is available to download from
www.churchinvestorsgroup.org.uk

3 Theological considerations

3.1 Distributive justice

The Bible makes economic justice a central focus of

its moral concern. Biblical accounts of justice include
four elements: impartiality between persons, rendering
to each what is their due, respecting proportionality
between labour and its reward, and recognising the
normativity of judgements rooted in God’s moral law.

3.2 Wealth

The Old Testament sees wealth as a good gift for God’s
people to enjoy, but it is stern concerning the misuse

of wealth and its dangers. The wealthy are expected to
be generous and are warned of the potential for wealth
to make them greedy and turn them from God. The
prophets condemn the rich who oppress the poor, love
luxury and flaunt their wealth. In the New Testament,
Jesus warns against the idolatry of serving Mammon

in place of God, tells the rich young ruler to sell his
possessions and makes clear how hard it is for rich
people to enter the kingdom of God, though some of his
followers and members of the early church are among
the wealthy. Christian attitudes to wealth in the later
history of the church include medieval ideals of monastic
poverty and a Reformation emphasis on the legitimacy
of using God’s gifts in business. 19th century Christian
entrepreneurs who founded successful businesses were
often generous with their wealth and careful to treat their
employees well. The rich in the twenty-first century seem
to be less generous.

4 Investors’ responsibility

Shareholders have a responsibility to exercise proper
stewardship of the companies in which they invest, but
often fail to do so. Even serious long-term institutional
investors suffer from the “agency problem’ of the

gap between shareholders and the board and their
respective interests. Several of Jesus’ parables relate to
the stewardship of resources and picture stewards being
judged on long-term performance, with attention to both
financial and inter-personal behaviour. Recent reports on
remuneration policies emphasise non-financial measures
of performance and advocate that such policies should
promote effective risk management.






A Guide for Christian Investors

5 Conclusions

5.1 Theological values

Four theological values arise from the analysis of
the report:

1. Concern for the poor. Investors should be more
concerned with helping the poor than restraining the
rich, and therefore even more vigilant about levels of
pay at the bottom of an organisation than those at
the top.

2. Just pay. Market arguments for unrestricted pay
policies should be rejected on the grounds of
distributive justice and in recognition that the markets
in question are not sufficiently free to set remuneration
appropriately. Pay differentials are more important
than outright value, and attending to differentials
makes clear that some companies have fairer policies
than others. Investors should examine the ratio
between top executive pay and the average pay of
the lowest 10% of employees, and set an appropriate
rule of thumb for engaging with companies. The
authors suggest 75 times as an upper limit for this
ratio, reduced over time through engagement with
companies. It is also crucial that remuneration
packages be made simpler and more transparent in
order to judge whether they are proportionate.

3. The dangers of wealth. Attracting candidates with
high levels of pay means they are disproportionately
likely to put their own financial interests ahead of
those of the company and its shareholders. Companies
seeking to enhance their prestige through competitive
remuneration policies are operating in clear
opposition to shareholder interests.

4. Good stewardship. Remuneration for those such as
CEOs responsible for stewarding the resources of
others should be based on long-term performance and
appropriate attitudes to risk. Investors should object
to overly generous severance packages and encourage
‘claw back’ mechanisms to recover remuneration that
proves to have been awarded on the basis of mistaken
estimates of performance.

The full report is available to download from
www.churchinvestorsgroup.org.uk

5.2 Recommendations

1.

Investors should be most concerned about pay for
the poor.

. Investors should consider corporate pay differentials

as more important than absolute pay packages. A
maximum multiple of the ratio between the pay of the
top executive and that of the average pay of the lowest
10% of employees should be identified, and over time
the ratio should be set on a downward trajectory. In
the opinion of the authors, it would be difficult to
justify a ratio in excess of 75 times.

. Investors need to hold executives to account over

performance — with an emphasis on sustained
performance.

. Investors should discourage companies from

seeking to compete with one another through

levels of executive remuneration, recognising the
disadvantages of motivating senior executives
primarily through concern for their personal wealth.

. Investors should dissuade companies from offering

pay packages which encourage high-risk behaviour.

. Investors should encourage companies to adopt

simple and transparent packages of executive
remuneration in order to facilitate accountability.

. Where companies operate executive remuneration

policies at strong variance with these
recommendations and investor engagement with
a company does not lead to any change of policy,
disinvestment should be considered.






The Church Investors Group represents many mainstream Church denominations and organisations
in Britain and Ireland. Each member has its own investment policy but members work together on
issues of common concern. It has 37 members with combined assets of around £12 billion.

It has four key aims:

¢ to encourage the formulation of investment policies based on Christian ethical principles;

® to assist each other in putting such policies into practice;

¢ to encourage responsible business practices through engagement with company managements;
¢ to share information and views on ethical matters related to investment.

The re-formed CIG took effect from 1 January 2005, building on an informal ecumenical ethical
investment network that had existed since 1973. It is a collaborative ecumenical venture that

seeks to empower and inform members as they pursue their own independent views and policies.
Membership is open to investment or trustee bodies representing the charitable and pension funds
of denominations, dioceses (or their equivalent), religious orders and Christian-based charities.
Members of the CIG include:

The Dominican Council URC Trust

Congregation of Jesus Charitable Trust USPG

Diocese of Hallam Diocese of Plymouth

Society of Catholic Medical Missionaries BMS World Mission

Diocese of Birmingham Diocese of Southwark

Servite Friars URC Ministers’ Pension Trust

Diocese of Arundel & Brighton Joseph Rowntree Charitable Trust

CIG South Africa Methodist Ministers’ Pension Scheme
Catholic Trust of England & Wales Trustees for Roman Catholic Purposes (S])
Diocese of Salford Church in Wales

Christian Aid The Church of Scotland Investors Trust
Diocese of Middlesbrough The Salvation Army

Methodist Church in Ireland The Baptist Union of Great Britain

The William Leech Foundation Limited CFB Methodist Church

To fulfill its aim of encouraging responsible business practices, the CIG commisions papers
that provide theological insight for the business and investment communities to help them find
practical ways of addressing issues of public concern.

Any opinion and recommendation contained in this report are those of the authors and may
not reflect the views of CIG members. Neither should the conclusions of the report be seen as
representing those of the CIG consensus.

Further information is available on the website
www.churchinvestorsgroup.org.uk
or from the CIG Secretary at: info@churchinvestorsgroup.org.uk
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INTRODUCTION

1.

The ICAEW welcomes the opportunity to comment on the consultation paper The Future of
Narrative Reporting published by the Department for Business, Innovation and Skills.

WHO WE ARE

2.

The ICAEW operates under a Royal Charter, working in the public interest. Its regulation of its
members, in particular its responsibilities in respect of auditors, is overseen by the Financial
Reporting Council. As a world leading professional accountancy body, we provide leadership
and practical support to over 134,000 members in more than 160 countries, working with
governments, regulators and industry in order to ensure the highest standards are maintained.
We are a founding member of the Global Accounting Alliance with over 775,000 members
worldwide.

Our members provide financial knowledge and guidance based on the highest technical and
ethical standards. They are trained to challenge people and organisations to think and act
differently, to provide clarity and rigour, and so help create and sustain prosperity. We ensure
these skills are constantly developed, recognised and valued.

MAJOR POINTS

High quality narrative reporting enhances company financial reports

4.

We support the government’s objective of driving up the quality of and improving coherence in
narrative reporting. The need for contextual and forward-looking narrative reporting has
increased in recent years. The credit crunch and recent market turmoil in particular have been
reminders of providing sufficient insight for shareholders and potential capital providers into
corporate performance and the longer-term sustainability of businesses. Our recent response
to Tomorrow’s Company (ICAEW REP 94/10) on their consultation Tomorrow’s Corporate
Reporting summarises our views on how we believe corporate reporting could best develop. A
copy of this representation is attached as an appendix to this letter.

Significant progress has already been made in improving narrative reporting

5.

We applaud the significant efforts made by many companies to provide high quality narrative
reports, which often go far beyond the requirements of the Companies Act 2006. There are
many examples of outstanding transparency in UK corporate reporting, one example being
those companies celebrated by PwC through their annual Building Public Trust awards.

We are also appreciative of the significant progress made by regulators in recent years
towards this objective and believe that we are starting to see the fruits of these endeavours in
the form of continuing improvement to narrative reporting. Since October 2007 UK quoted
companies have been required to comply with the enhanced narrative reporting requirements
of section 417(5) of the Companies Act 2006. This includes the requirement to disclose
information about environmental, social, community and employee matters to the extent that
these are relevant to meet the objective of the business review, which is to demonstrate how
directors have met their duties under section 172 of the Companies Act 2006, to promote the
long term success of the business for the benefit of shareholders as a whole. More recently the
remit of the Financial Reporting Review Panel (FRRP) was extended to include these
disclosures in its review of company accounts, and the first results of this extended exercise
were seen during its most recent review cycle.

Quality narrative reporting is bespoke to a company’s circumstances

7.

It should be recognised that narrative reports differ from other information in the financial
statements in that their form and content is much more variable based upon the circumstances
of the company and the judgments made by management. Indeed the value of narrative
information is directly derived from its bespoke nature. Whereas financial information may
benefit from being communicated in a standardised format (for example the familiar fixed
assets table), such standardisation in narrative reporting invariably results in ‘boiler-plate’
disclosures of little value for users.





The UK has an effective framework for narrative reporting

8.

In our view, the solution to the improvement of narrative reporting will not be in the form of
increased regulation. Increased prescription, which must necessarily be generic, is very likely
to lead to increasingly generic ‘boiler-plate’ descriptions. This reduces the quality of narrative
reporting. Further, in this judgemental, bespoke context, where companies need to develop
their own communication style, stability is particularly important. Rather we are supportive of
the current position. We believe that the provisions of the Companies Act provide an
appropriate legal framework, based on the section 172 duties, which focuses on the success of
the company for the benefits of the shareholders, while taking account of wider stakeholder
interests when these are relevant to that long term success. This legal framework is helpfully
supplemented by non-mandatory guidance in the form of the Accounting Standards Board’s
Reporting Statement Operating and Financial Review. The work of the FRRP is also important
in providing an external incentive for companies to make effort to improve their reports whilst
not acting as a deterrent against those companies seeking to present information in more
innovative ways. This framework combines statutory, regulatory and non-mandatory guidance
in a well-balanced and effective manner and is fit for purpose. (The requirements in the Listing
Rules are judged to be broadly consistent with the legal requirements, although duplicative for
UK companies.)

While we applaud the generally high standard of narrative reporting by UK companies, we do
accept that the risk disclosures made by banks in the years before the financial crisis could
have been more far reaching in their consideration of systemic risks and their possible effects
on the business. Therefore we would welcome further evaluation of the risk disclosure
requirements to determine whether systemic issues could be more completely addressed.

THE QUALITIES OF GOOD FINANCIAL REPORTING
10. Notwithstanding our view that current requirements provide an adequate framework for

narrative reporting, we acknowledge that there are certain areas in which those requirements
can act as a barrier to effective communication or could be streamlined. The FRRP set out in
their 2010 annual report a number of features that they believe make for good reporting. We
strongly agree with these features and believe that they may be applied to narrative reporting.
We have selected below three of their headings which we believe are particularly illustrative of
how companies can improve the quality of their narrative reports with no changes required to
the existing regulatory framework:

A single story

11.

12.

The FRRP, in its 2010 report, stressed the need for consistent messages within the annual
report, i.e. the same story should be told throughout. We believe that it may be possible to go
further that this: the interests of users are best served where communication is approached
holistically, such that information on a particular topic or item is grouped together in one place.
To achieve this objective, there needs to be clarity about what belongs in the notes to the
financial statements (information that is essential to an understanding of the elements of the
financial statements, as well as the fair presentation of the entity’s financial position,
performance and cash flows) and what represents narrative reporting (information that places
the results and financial position in context). Without resolving this question, there is a risk that
the volume of disclosures may continue to grow with no improvement, or perhaps even
deterioration, in the clarity and coherence of the annual report.

Overlap currently exists between the type of information that is disclosed in the notes to
financial statements and that which is included in narrative reporting. For example, certain
information on financial risk is required to be disclosed by IFRS 7 Financial Instruments:
Disclosures, but is also likely to be included in narrative reporting. In our view, limiting this
overlap is strongly desirable and will greatly assist in the representation of a coherent story
throughout the annual report.





Consistency

13.

Consistency between narrative reporting and the financial statements is also an important
issue. This goes beyond ensuring that where the same numbers appear in each section they
are in agreement, to a consideration of the measurement basis and terminology used. One
example of where inconsistency has the potential to arise is the segmental disclosures of IFRS
8 Operating Segments. IFRS 8 requires the measures of segment profit or loss to be those
amounts that are reported to the chief operating decision maker and used to manage the
business; we would expect those same measures to form the basis for narrative reporting.

Cut the clutter

14.

Good narrative reporting tells the story of the business. It is relevant. As such its volume and
format should be expected to vary with the circumstances of the individual business. Reports
that are padded with generic text, included with a view chiefly to satisfy regulatory
requirements are unattractive and uninformative. Aside from being unwanted, such generic
information detracts from the real story being told. In addition, companies should be
encouraged to focus on what they perceive to be the most significant information; a list of
principal risks should include the few truly important factors of specific relevance to the
company and not extensive lists of generic risks applicable to any company. To facilitate the
necessary focus it is imperative that management is allowed sufficient discretion; guidance
should be built around core principles (already provided in the existing legislation), which gives
a high-level framework to allow management to determine the most useful information to
include in their narrative reporting.

SUPPLEMENTARY REPORTING

15.

16.

17.

We strongly believe that the annual report should form a coherent stand-alone document that
clearly articulates a consistent narrative demonstrating how the business achieves success in
the long term, on behalf of its shareholders, as currently required in the law. Such a narrative
combines both financial and non-financial information in the most effective way to convey its
message. We also believe that the purpose of the annual report is to provide useful information
to shareholders. We are therefore concerned that some of the non-financial information
required or suggested for inclusion in the annual report is ancillary to this process. Squeezing
this information into the annual report reduces its clarity and quite often deprives the
information of the focus and attention it deserves.

Therefore we find much to support in the third bullet point to paragraph 30 of the consultation
document. Limiting the narrative report in the annual report to a summary of the strategic
issues is likely to increase clarity and relevance and therefore improve quality. Additionally, by
allowing the presentation of more detailed information in a separate report, additional
messages could be addressed more coherently and in greater depth.

A separate report could provide a platform for the introduction of additional information that is
inappropriate in an annual report produced to primarily meet the needs of shareholders. For
example, the country-by-country segmental disclosures advocated by the Publish What You
Pay coalition may be considered desirable for public policy reasons, but it is not necessarily
relevant to the direct financial report to shareholders. Similarly, other social, environmental,
community or employee information outside the Section 172 objective of the business review,
could also usefully be reported elsewhere, so as not to detract from the central messages of
the annual report. Given the ubiquity of electronic communication in business today it is now
feasible to publish such a separate document with equal prominence to the annual report, for
example by inclusion on the company website.





RESPONSES TO SPECIFIC QUESTIONS/POINTS
1. Are company directors providing useful and relevant information on the company’s:

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

18. We believe there is much to applaud in the progress that has been made in recent years in

19.

improving the quality of narrative reporting. Underpinned by the Business Review requirements
of the Companies Act 2006 (CA 2006) and then the extension of the FRRP’s remit to its
review, we feel that there has been tangible improvement in recent years and that this is
continuing.

We agree with the second bullet point of paragraph 30 of the consultation document.
Ultimately, meaningful improvement in this area is most likely to be achieved as a result of
market pressure, as those companies providing inadequate information are compared
unfavourably with their peers. To this end, measures that recognise and promote good
reporting, such as PwC’s annual Building Public Trust awards, are likely to yield significant
dividends.

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

20.

We believe that it is important for the annual report to articulate a single, consistent narrative,
which would incorporate management’s view of the risks and uncertainties facing the company
and the strategy they have adopted. The communication of this message is impaired where its
presentation is disjointed through the haphazard distribution of its constituent parts throughout
the annual report; where presentation follows the pattern of the many and various accounting
requirements rather than forming a coherent whole. The picture becomes particularly blurred
when disclosures are duplicated in different sections, for example the financial risks disclosed
by IFRS 7 may, or may not, also feature as section 417 (CA 2006) key risks. Similarly, the
messages can get confused when the same subjects are covered in a chairman's report,
CEOQO's report, sector COO reports and so on.

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

21.

22,

We would prefer to re-phrase this question to a consideration of whether the information
provided is a true reflection of what directors believe to be the principal issues facing the
company. The answer to this question would be, yes; quoted companies do generally make
significant efforts to effectively communicate both their principal risks and strategy through the
Business Review.

Whether these issues are those discussed in Board meetings is a different question. In the
case of risks this is because they can be split into two specific groups. Inherent risks are those
present in the business environment in which the company operates, and over which
management have little control. For an airline, the risk of aircraft failure is an extremely
significant risk, although with a low probability. Stringent external regulations are in place to
guard against this occurring and all airlines must comply with these. The mechanisms in place
to ensure compliance are likely to be largely fixed and to involve little discretion; therefore,
Board scrutiny will be focussed on compliance with external regulation, encompassing
operational reports and updates on best practice. Conversely some items discussed by the
Board may not be seen by some as fundamental business risks, for example risks of failure of
a marketing strategy to achieve its target. Furthermore, it should be noted that the matters
discussed by the Board may be rather more prosaic in reality than popular imagination may
like to suggest — this expectation gap will not be bridged by the production of regulations that
attempt to extract disclosure of discussions that never actually took place. Consequently we
see little value in rigidly relating the contents of the Business Review to the Board agenda,
when in fact what matters is the identification of principal issues facing the company, whether
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discussed by the Board or not. In addition, while there may be lessons from the financial crisis
on how risk disclosures are framed by financial institutions, we would be concerned that
additional onerous requirements result for other corporates.

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

23.

24.

This main aim of corporate reporting is to provide information about financial position at the
balance sheet date and performance over the period under review. This allows investors to
assess management’s stewardship of the resources under its control, and as such ensures the
accountability of Directors for their past actions. The annual report is largely seen as a
confirmatory document that provides information about events that have occurred in the past.
Other information arguably can have a more direct role to play in meeting this need, being
more timely (for example price sensitive disclosures of real-time events and trading updates).,.
It is also important to recognise that, although the annual report provides details of
management’s policies and assessment of risk, it cannot predict the future. That said, the
fulfilment of the objective of the business review according to Section 417 CA 2006 (to
demonstrate fulfilment of the Section 172 duty on the Directors), does partly help the
shareholders to assess how directors are dealing with strategy and risk issues.

The annual report is prepared for an external audience and published some time after the
completion of the events to which it relates. It is not designed to inform the Directors' business
decisions (if that is what is being inferred in the question) and it is unlikely that it would be used
for this purpose given the availability of internal data for management purposes. That said, the
annual report does have an important role in informing shareholder governance decisions and
investment decisions and is effective in fulfilling this.

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?

25.

We are not responding in the capacity of a shareholder and as such do not request this
information from reporting entities. However, we would like to highlight here that quoted
companies do have an obligation under the listing rules to disclose any information they hold
that is ‘likely to have a significant effect on the [share] price’’. In light of this requirement we are
unsure as to what ‘material information’ a company could be perceived as withholding.

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)?

26.

Company websites are being used with increasing effectiveness for the dissemination of
company information to shareholders and potential investors. Indeed some companies are
exceedingly good at this, maintaining well ordered, frequently updated and comprehensive
online resources; award schemes are in operation to recognise company achievement in this
respect. It should be noted however that a major driver of online publication is the deficiencies
in the regulatory mechanism. Frankly, given the ubiquity today of electronic forms of
communication it is unacceptable that the RNS system is unable to accept documents in pdf
format and this is an area where the government could seek to encourage improvements.

' FSA Disclosure and Transparency Rules, Section 2.2





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

27.

28.

We believe that the current requirements work well in practice; the real danger is incremental
regulation obfuscating the principal message relayed by the annual report. Section 417 (CA
2006), as well as including a coherent objective for the business review, contains a sensible
summary of disclosures and is phrased in suitably high-level terms; we therefore would not
seek changes to any of its provisions. However, we have frequently pointed out in the past that
there is substantial overlap between the Companies Act 2006 requirements for the disclosure
of directors’ emoluments, and the requirements of the Listing Rules. Appropriate deregulation
in this area would be welcome, and is overdue.

In addition, we believe that ‘essential’ in section 417(5)(c) (CA 2006) is subject to some
subjectivity in its interpretation. Perhaps additional guidance on this limited point could be
helpful, although this does not require any change in regulatory requirements.

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

29.

30.

Notwithstanding our answer to question 7 above, we would reiterate that coherence and clarity
in corporate reporting is an important issue and one on which we feel some progress could be
made. Currently the various requirements relating to narrative reporting are distributed across
a variety of sources (i.e. accounting standards, the law and the Listing Rules). This inevitably
leads to fragmentary and duplicated disclosures that impair the annual report’s ability to
articulate a coherent message. A greater level of coherence between the various
requirements, and in particular the mitigation of duplication, would be welcome. One example
of duplication between different sets of regulations is the directors’ emoluments disclosures, as
noted in paragraph 27.

Further, we agree with the third bullet point of paragraph 30 in the consultation document
which suggests that narrative reports could be condensed into a summary of strategic issues
with detailed supporting information provided in the form of a separate document. Given the
growth of electronic communication it is now considerably more feasible to publish such
information with the same level of prominence as the annual report, for example by attaching it
alongside on the company website. This may also be suited to the disclosure of environmental,
social, community and employee matters, which can only be imperfectly addressed in
corporate reports produced primarily as an aid to shareholder decision making. We note that
paragraph 21 of the consultation document addresses social and environmental reports. As set
out above, while we are supportive of the publication of this information if public policy
demands it, we do not believe such information belongs in the annual report, which is
published for a specific purpose.

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?

31.

32.

The information disclosed by companies to comply with the requirements of the Business
Review (at least for quoted companies) is effectively equivalent with that which would be
contained in an operating and financial review. Therefore, reintroducing the requirement for a
mandatory OFR is likely to have little impact in practice. There is even a risk that increasing
prescription in this area could be met with generic ‘boiler-plate’ disclosures that add no value
for users of the financial statements.

The only operational difference we see between the two is in the nature of the audit report,
which would have been more extensive for a statutory OFR. This is a separate issue beyond
the scope of the current consultation. However, we do note that were our suggestions in
paragraph 27 for the publication of a supplementary report to be heeded, it may be easier in





33.

34.

35.

the context of this stand-alone document to address a more appropriate form and extent of
assurance for a separate CSR report.

From a financial reporting perspective, increasing the auditor's involvement in narrative
information might potentially have the value of increasing the credibility of the information.

However, we note the challenges that auditors might face if there is a lack of clarity as to what
their responsibility would be in relation to different aspects of narrative information. In some
areas, it may be sufficient to meet the needs of users by checking consistency, but in other
areas, users may expect auditors to carry out more work that would give them positive
assurance. For example, we observe that users are increasingly interested in sustainability
and carbon emission related matters and expect auditors to carry out more work than required
under the current business review. This appears to indicate that specific aspects of narrative
reporting merit further auditor involvement (such as carbon emission) rather than there being a
demand for a general, increased responsibility. We therefore expect more debate over what
work by auditors is required on what aspect of narrative information, and whether it should be
carried out within a statutory audit or should be best dealt with as a separate engagement. It is
possible that auditor involvement in some areas might have the perverse consequence of
inhibiting disclosures given the safe harbour provisions that are available to directors but not to
auditors.

The consultation paper notes in paragraphs 22 and 23 the differences in the audit requirement
between the proposed statutory OFR and the current business review. In practice, this does
not appear to have resulted in much difference between what auditors currently do on the
business review and what they would be expected to do to meet the requirements for the OFR.

10 The Business Review provisions require quoted companies to report, to the extent
necessary, on:

36.

37.

38.

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?

We are not responding to this consultation as a user of financial statements. However, in
general we believe that the information contained in the business review is useful to users.

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

We believe that narrative reporting in the UK currently represents a ‘gold standard’ that is in
fact a source of comparative advantage to the UK. Therefore we feel strongly that changes
should not be made to the current regime that may endanger this. Although we believe that
further improvements could be made, and our views in this regard are set out in paragraphs 9
— 15 above, we do note that the standard of narrative reporting has been continuously
improving in recent years. Peer based incentives such as recognition and award schemes are
in our view the best solution for continuing to promote improvement. Increasing the level of
regulation is likely to be counterproductive.

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

We do not believe that there are currently any issues missing from the Business Review
requirements in the Companies Act. The requirements are far reaching and are articulated in
terms that facilitate disclosure of those issues that are of particular relevance to the entity
reporting. An extension of the requirements to explicitly include items that may not be of





relevance to all entities is likely to result in ‘boiler-plate’ type disclosures that are of little value
to users.

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

39. No; increasing the amount of published guidance is unlikely to be helpful. As set out in our
response to question 8 above, it is the coherence of the published materials that is key. We
are particularly opposed to the publication of sample key performance indicators, which in our
opinion would simply encourage generic ‘boiler-plate’ disclosure.

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

40. No; it is unnecessary for shareholders to vote on the Business Review as they already vote on
the annual report as a whole. It should be noted that although an advisory vote is required on
remuneration strategy, this is an area of unique significance to shareholders as it represents
their opportunity to voice their opinion on the reward that the Directors have recommended for
themselves. This principle should not be extended to other areas.

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

41. We agree that championing excellence in reporting is an effective way of improving quality; a
number of such award schemes are already in existence and we applaud their efforts in this
area.

42. We would find it useful if BIS were to publish a list of the reports and research it reviewed in
preparing this consultation. This would enable us to comment in more detail on these and to
highlight any omissions.

Directors’ Remuneration Report
14. Do the current disclosure requirements provide clear and usable information about:

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

e 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;

e the process by which directors’ remuneration is decided?

If not, please explain including any views on how this might be improved

43. Generally we feel that standards are high in the reporting of Directors’ remuneration. Certainly
each of the points above is commonly adequately addressed by the information provided. The
reports do suffer however from being unduly lengthy. In particular a great deal of information is
required to be included on long-term incentive plans and share options. Although we agree
that all of this information is useful, and would not advocate its omission, the clarity of the
remuneration report could be improved were this detailed information to be contained in a
separate document, leaving an overall summary in the annual report. As discussed in
paragraph 27, electronic publication now makes it much more feasible to present detailed
breakdowns of information in a discrete document. Were this suggestion to be taken forwards,
it would need to be considered whether there were any implications for the shareholders’
advisory vote on remuneration strategy.





Potential 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.

44. Companies invest significant amounts both in complying with the existing narrative reporting
requirements and also in providing additional voluntary information. However, it should also be
noted that there are costs to shareholders too, not only in terms of the use of company money
to fund these reports, but also in the time taken to analyse the annual report. A lack of
coherence and excessive volume in disclosure increases these costs.

45. We have based our comments in this letter on the assumption that the proposals are intended
to apply only to listed companies, although we note that the consultation document does not
make this clear. Private companies, particularly those at the smaller end of the spectrum, are
likely to find any change to the current regime particularly onerous and we would question
whether there is any benefit to be gained by any extension of narrative reporting requirements
for the shareholders in such companies.

E john.boulton@icaew.com
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17 September 2010
Our ref: ICAEW Rep 94/10

Mr Tony Manwaring
CEO

Tomorrow’s Company
4" Floor, Samuel House
6 St Albans Street
London SW1Y 4SQ

By email: evidence@tomorrowscompany.com

Dear Mr Manwaring
Tomorrow’s Corporate Reporting

ICAEW welcomes the opportunity to submit evidence to the Tomorrow’s Company project on
Tomorrow’s Corporate Reporting.

ICAEW operates under a Royal Charter, working in the public interest. Its regulation of its members, in
particular its responsibilities in respect of auditors, is overseen by the Financial Reporting Council. As a
world leading professional accountancy body, we provide leadership and practical support to over
134,000 members in more than 160 countries, working with governments, regulators and industry in
order to ensure the highest standards are maintained. We are a founding member of the Global
Accounting Alliance, which has over 775,000 members worldwide.

Our responses to the eight questions posed in the Tomorrow’s Corporate Reporting call for evidence
are to a large extent based on our report, Developments in New Reporting Models, published in 2009,
of which we attach a copy. This builds on the work in our earlier report, New Reporting Models for
Business (2003).

What are the weaknesses and strengths in the current system?

There is a statement at the start of the call for evidence that ‘Corporate reporting is no longer working’.
We do not believe that this claim is supported by the facts.

No doubt corporate reporting constantly needs to change to respond to changing circumstances, and
no single approach to corporate reporting will be able to meet all the different needs of diverse groups
of users. So it could be said that corporate reporting never has been perfect, is not now, and never will
be. But the premise for Tomorrow’s Corporate Reporting seems to be that the position at the moment is
particularly bad — in a way that was not true, presumably, in the past. We do not see that this is the
case. On the contrary, corporate reporting gives users more information, and major companies are
more open now than at any time in the past. This seems to us to be progress, rather than a failure.

This state of affairs reflects a combination of market and non-market forces that contribute to the
strength of the current system. While we often disagree with governments, regulators and standard
setters on particular issues, we believe that in general the regulatory framework for corporate reporting
is more effective at present than in the past. At the same time, the incentives for company
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managements and third parties (such as investment analysts) to provide information for investors are
stronger than in the past. This in turn reflects growth in the volume and value of global capital markets,
the growing number of sophisticated users, and falling costs of information production, transmission
and analysis.

Some people do indeed portray this growth in information as a defect and say that it has become
impossible to see the wood for the trees. While we accept that companies’ communication of corporate
reporting information could often be improved, we do not regard the growth in the total information
available as a problem per se. Those who only want summary information are always free to restrict
their reading to this. They are not obliged, for example, to read the full annual report if they find it
unhelpful to do so, let alone all the other information that companies disclose. Indeed, the idea that
there was once a golden age when all shareholders would happily read their way through 20, 50 or 100
page annual reports is, we suspect, a complete myth.

What are the barriers obstructing the evolution of corporate reporting?

At the moment we do not believe that there are significant barriers to the evolution of corporate
reporting. It is possible to envisage a situation in which comprehensive and rigid global regulation could
constitute a serious barrier to evolutionary change, but we are still some distance from that.

What solutions would you propose to rectify these weaknesses?

Governments, regulators, standard setters, and all those with a stake in the corporate reporting process
need to maintain their readiness to respond to change. We do not see that any radical institutional
changes are required.

To what extent is there a shared understanding about the purpose of corporate reporting and
the overriding objective of reporting standards?

In our view, the key purpose of corporate reporting and of reporting standards is to provide information
for investors (including creditors), to assist them both in monitoring managers’ stewardship of the
company and in making decisions on their investments. We believe that this priority is widely shared —
for example, among the most important financial reporting standard setters. However, it is certainly not
universally accepted. Some, for example, believe that promoting financial stability should be a priority of
financial reporting — at any rate for banks and other financial institutions. Others believe that social and
environmental reporting should be a priority or at least rank equally with the claims of investors. We do
not think that it can be expected that there will ever be universal agreement on such issues.

We recognise that there may be cost savings in having a single annual report aimed at all kinds of
users and that some users find it convenient to have everything in a single document. But subject to
this, we believe that different information needs are best met by the provision of different reports,
focused on the needs of relevant users. Financial reporting is effective as a means of meeting
investors’ information needs. Financial stability regulators may need rather different information. And
those who are interested in social and environmental issues for their own sake, rather than from an
investor perspective, may also be best catered for in separate reports. However reporting focused on
the needs of different user groups evolves, it may also need to be accompanied by appropriate forms of
assurance reporting, which will add to its value.

To what degree are investors, accountants, standard setters and management incentivised to
engage in any dialogue about changing the reporting model?

As noted earlier, corporate reporting is constantly changing, through the actions of governments,
regulators and standard setters, and as companies adjust their reporting to changing circumstances.
This is an evolutionary process. The number of people who engage in discussion on this process is
relatively small by comparison with the number of those affected by it, who include intermediaries in the
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information chain, such as analysts and journalists. We regard this as inevitable and indeed healthy. It
would not be appropriate for everybody to be incentivised to spend a lot of their time discussing ‘the
reporting model’. However, those who do engage in the debate, such as professional bodies and
industry associations, are often speaking for larger constituencies, and there are usually plenty of
opportunities for those who do have strong views to contribute to the debate.

We would also question how far it is helpful to think in terms of ‘the reporting model’. The language of
‘models’ may be a useful shorthand to refer to how people do things, but it can also be misleading. It
gives the impression that there is a single way in which businesses report information and that this is
designed by someone who is responsible for ‘the model’. The reality of corporate reporting is a lot more
complex. We believe that corporate reporting is best seen as an evolving social institution. It evolves,
as we have indicated, in response to a range of market and non-market forces. At any given time,
certain aspects of it are governed by relevant laws, regulations and standards, which vary according to
jurisdiction and the company’s size, ownership structure, and activities. But the manner in which
companies comply with these requirements differs widely, and it is important to bear in mind that a
significant amount of reporting — both in the annual report and elsewhere — is in effect voluntary. There
is no single template for reporting that all companies follow.

Is the level of technical knowledge and understanding of financial and non-financial information
and metrics a barrier?

Different industries require different types and degrees of skill from the readers of their reporting. For
example, the detailed financial instruments disclosures of a major bank would be a challenge to many
users of corporate reports, as would the extensive non-financial disclosures typically made by a
company developing new pharmaceutical products. This is a reflection of the inherent difficulties in
understanding such businesses, not a failure of the reporting system.

But although users have different levels of expertise, the information provided to them is usually tailored
to reflect this. Tomorrow’s Corporate Reporting is quite rightly not focusing exclusively on the annual
report as for many large listed companies this is only a fraction of their total reporting. But it may be
useful to consider the annual report for a moment to illustrate our point. A relatively unsophisticated
user may have no need to go beyond the highlights page and chairman’s statement and to read the
press coverage. A more sophisticated user may well regard 15 pages of notes on financial instruments
as barely adequate. We do not see that this is a significant barrier to effective reporting. It just means
that different users will look at rather different information within what is reported by the company and in
terms of what is provided by third parties (the media, analysts’ reports and so on). Going beyond the
annual report to the full range of corporate reporting, these differences are likely to be accentuated as
more sophisticated users are more likely to monitor information such as preliminary announcements
and press releases and to explore the more detailed information that many companies provide on their
websites.

Are the transactional, regulatory, technological and other changes as a result of globalisation
creating too much complexity and change for the system to deal with?

Increases in complexity and constant change do impose costs and create difficulties, but we do not
know of any evidence that the corporate reporting system is unable to cope.

Who is best placed to change the system and what is needed to help them do this?
As we noted earlier, the system is constantly changing, partly through numerous incremental
developments in reporting at the level of individual companies, and we expect this to continue. We do

not see that there is a need to provide additional resources or other forms of help to ensure that this
process of change continues.
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Please contact me should you wish to discuss any of the points raised in this submission.

Yours sincerely

Dr Nigel Sleigh-Johnson
Head of Financial Reporting Faculty

14






Department for Business
Innovation & Skills

Consultation response form: The Future of Narrative Reporting

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

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

Organisation (if applicable):

Address: 274 Richmond Road
London
E8 3QW

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
@bis.gsi.gov.

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

X Non governmental organisation (NGO)

Trade Union

Lawyer or accountant

Other (e.g. consultant or private individual)

NB. Our consultation response is supplemented by annexes, found at the end of this document.
These provide detail and evidence to statements and proposals made in our response.



http://www.bis.gov.uk/consultations�

mailto:Narrativereporting@bis.gsi.gov.uk�



¢ ClientEarth

Introduction
The regulatory approach

1. Improved narrative reporting is part of a broader government policy push in corporate
governance, geared towards the empowerment and encouragement of shareholders to
drive and regulate corporate practice, acting as effective corporate owners. If
shareholders are to play this role then information, and indeed the right kind and quality of
information, is an indispensable tool. This tool must be provided.

2. Mr Edward Davey, minister for Corporate Governance, recently stated in a speech to the
Association of British Insurers:

"...open and honest relationships between directors and shareholders, where
investors are willing to speak up when they think the strategy is wrong [are the
bedrock of effective corporate governance). 7he activism that has marked the
recent AGM season is a welcome sign.

Shareholders need to rise to the challenge of effective stewardship - and their
activism needs to be well-informed so it helps shape the right longterm strategy
for the business...

That’s why shareholder empowerment is an important principle underpinning the
Government'’s work. And why it's a key feature in our consultation on narrative
reporting.

Companies need to empower shareholders — big and small — by providing the
information they need to act as effective stewards.”*

3. This policy drive to increase the integrity and sustainability of corporate governance is in
considerable part a response to the major failures of corporate governance that
characterised the second half of the last decade, and have had such major implications for
the UK's economy. As Mr Davey commented in the same speech:

"These issues — 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.”*

4, Strong corporate governance is the bedrock of a stable and sustainable economy. The
integrity of corporate governance is fundamental to creating a model for UK business and
a financial system that can recognise and address risk.

! Edward Davey - ABI Investment Conference 2010 Speech (15 September 2010) at
<http://nds.coi.gov.uk/content/Detail.aspx?NewsArealD=2&ReleaseID=415487>
2 .

Ibid.
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10.

A key question follows: what does the company report that allows shareholders to act as
effective stewards look like? What types of information must it contain, and what
characteristics must that information have? Can that company report, with information of
those types and characteristics, be ensured by a non-regulatory approach?

Reliable and verified information on the right issues, which is accurate, balanced and
comprehensive — identifying and illustrating success and failure, opportunity and risk — is
the essential foundation of prudent, informed and well-directed shareholder activity and
governance. In our view, information of this character can only be achieved by a robust
and effective regulatory framework.

The government has stated that it does not intend to increase the regulatory burden on
companies, as the coalition government is "not in the business of weighing companies and
investors down with more regulation and higher costs”> This broad policy spirit has found
expression in the government’s ‘one-in-one-out’ regulatory policy, and the third stated
objective of the narrative reporting reform process: "to achieve coherence without

74

increasing the regulatory burden on business”.

In our view, too rigid an approach to regulatory burden has the potential to fatally
undermine the project of shareholder empowerment, the development of effective
corporate governance in the UK, and the government’s broader efforts to address
economic short-termism and risk in financial systems. The government risks placing a
burden and responsibility on shareholders that they essentially do not have the prospect of
carrying.

We consider reform of company reporting regulation to be a key part of the broader
programme of government that seeks to address systemic financial risks. As such, in our
view it should not be considered within the ‘One-in, One-out’ framework.>

The government has an opportunity at this juncture to set in place a coherent, clear and
effective legal framework that can provide the foundation for a higher standard of
corporate governance in UK companies, which in turn will provide a stable and reliable
foundation for the UK economy. We urge that it does so.

3 Edward Davey - ABI Investment Conference 2010 Speech (15 September 2010)

4 Department for Business Innovation and Skills, ‘The future of narrative reporting — a consultation’ (August 2010), p. 7
> In the BIS press release that announced the one-in-one-out system, note to editor 4 states that “Regulations in
response to emergencies and to address systemic financial risks will be excluded from the One-in, One-out system.”
(Department for Business, Innovation and Skills Press Release, ' New rules to hand over powers to individuals and
companies by cutting red tape and bureaucracy' (5 August 2010) at
<http://nds.coi.gov.uk/content/Detail.aspx?ReleaseID=414871&NewsArealD=2>)
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Question 1: Are company directors providing useful and relevant information on the
company’s:

i) forward-looking strategy and

i) principal risks and opportunities?

11. In a survey conducted in summer 2010 by the SAS consultancy, only 28% of investors
were found to feel that annual reports clearly articulate the strategy of the business:®

"Only 28% of investors surveyed feel annual reports clearly articulate the strategy
of the business. Investors are demanding a clearer statement of strategy and
greater use of KPIs in the measurement of company performance.”’

12. In a survey conducted by the Institute of Chartered Accountants of Scotland (ICAS),
fielding responses from over 200 professionals across the investment industry,® it was
summarised that:

"A serious discussion of the future risks faced by companies was considered to be
an important aspect of management commentary and one that was often lacking
in annual reports. ”°

13. Our detailed analysis of the annual reports of two of the UK’s largest company groups has
also revealed extremely problematic reporting on strategy, risks and opportunities. The
reporting practices of these two groups, Rio Tinto and BP, have been highlighted by cross-
cutting studies to be among the best of the FTSE 100 in relation to ‘non-financial’
matters.'® Given the issues that we observed in these reports, this is a stark indication of
the likely quality and reliability of information in the annual reports of UK companies, and
the effectiveness of the current legal framework. For detailed illustration of the points
raised below in relation to these company reports, please see Annex 1.

14. Among other things, both analyses highlighted a common problem: a lack of balance and
candour in company reporting, and the selective disclosure of information so as to present
the company, and its development and performance, in a positive light. BP’s annual report
2009 provides a particularly stark illustration of this problem, in which a highly important
strategic issue (long-term outlook for the company’s market) was addressed with an
extreme lack of balance, rendering that information useless and indeed misleading to
investors. Please see Annex 1 for details.

® Victoria Wheelwright, 'Finance Week — Corporate reporting: what investors want' (9 July 2010) at
<http://www.sasdesign.co.uk/2010/7/9/finance-week---corporate-reporting-what-investors-want.aspx>

7 Ibid.

8 Fraser I, Pierpoint J, Collins B, Henry W (Institute of Chartered Accountants of Scotland), 'Meeting the needs? User
views on external assurance and management commentary' (June 2010) at
<http://www.icas.org.uk/site/cms/contentviewarticle.asp?article=6852>. The survey constituted an initial
questionnaire to which ICAS received responses from 206 investors and 82 stakeholders (e.g. credit analysts,
insolvency practitioners), followed up with 26 detailed interviews with participants from across the breadth of
participant groups (fund managers (both general and corporate governance specialists), sell side analysts, buy side
analysts, investment industry trade association representative, private shareholders, regulators, community business
organisation, trade union representatives, insolvency practitioners etc).

% Ibid.

10 Adrian Henriques (CORE Coalition), 'The reporting of non-financial information in annual reports by the FTSE100'
(2010), p. 9 at <http://corporate-responsibility.org/wp/wp-content/uploads/2010/04/Reporting-of-Non-Financial-
Information-by-the-FTSE1003.pdf>
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15. This problem of ‘spin’ in company reporting is a widely acknowledged reality, and
drastically undermines the quality and value of company reporting. The aforementioned
study by ICAS reported that, in terms of factors that have a detrimental effect on the
scope and quality of management commentary:

"The principal complaint was managerial bullishness of the statements made and

the amount of 'spin’.”**

16. In our view, only an effective regulatory framework can address this problem. Voluntary
solutions cannot adequately incentivise balanced and frank disclosure, even where the
news for the company is bad; we consider that only the threat or reality of action in
pursuit of legal compliance can achieve this.

17. Our analysis of the Rio Tinto Group’s report also highlighted a particular problem with
company reporting on strategy and risk: the lack of connection between statements made
about the company’s top-level strategy (or its identified strategy priorities and risks), and
the detailed information provided in reports. Our analysis related to ‘sustainability’
practices and environmental and social matters (identified by the company as key strategic
issues and risks), but we understand the issue to apply equally to other matters of
strategy and risk, in the reports of many companies. We have heard this broader
complaint voiced by investment professionals and other stakeholders.

18. In company reports we have observed a recurring pattern whereby (1) operating in a
sustainable or social and environmentally responsible manner is highlighted as a key
strategic priority by a company; and (2) environmental and social issues or impacts are
identified as relating to significant risks for the company; but (3) there is an absence of
detailed, useful and balanced disclosure of facts or data on those matters.

19. Reporting of this type does not allow shareholders to make an informed judgement about
the company’s performance or position in relation to those issues or risks, and does not
allow assessment of how the company’s directors are performing their duty to promote the
success of the company.

20. A related observation is that in relation to environmental and social matters, reports often
cover policies and processes that the company has in place to address a given matter, but
rarely address outcomes and performance in a useful way. In our view, reports must
explain what impact the policies and processes of the company are having on outcomes
and provide data that allows assessment of performance. Enron had a weighty ‘ethics’
manual. Lehman Brothers had a ‘Quantitative Risk Management Policy Manual’. BP
discussed its policy progress in relation to process safety at length in its 2009 annual
report. Many modern multinational companies have long and detailed policies and
manuals on how to approach a range of environmental or social issues. This does not
mean that they are achieving improved outcomes on those issues — it does not mean that
they are performing well, maximising opportunity for long-term value creation and
minimising risk of value destruction. Information on policies and processes are useful but
outcomes are key.

" Fraser I, Pierpoint J, Collins B, Henry W, 'Meeting the needs? User views on external assurance and management
commentary' (June 2010) p. 73 at <http://www.icas.org.uk/site/cms/contentviewarticle.asp?article=6852>



http://www.icas.org.uk/site/cms/contentviewarticle.asp?article=6852�



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

The role of the regulator

21.

22,

23.

24,

25.

An active and effective regulator is essential to providing incentives for even basic legal
compliance in company reporting. It is particularly central to ensuring that companies
provide balanced information in their reports — ‘warts and all’, as is not necessarily the
intuitive tendency of many institutions or organisations when they are required to describe
their performance to those to whom they are accountable. Unless companies know that
regulatory intervention and sanction will result from non-compliance and the non-
disclosure of negative aspects of their practices and performance, then we do not consider
that there be adequate incentive to do so.

The current approach of the Financial Reporting Review Panel (FRRP) is concerning in this
regard. The FRRP's activity report for 2008/09 states that the FRRP judged the legal
compliance of a number of narrative reports in that year to be doubtful.!* It went on to
state that where the FRRP identified a doubt as to legal compliance, '/t/he Panel did not
ask for a substantive response to the matters raised but asked that they be considered
when the directors prepare the companies’ next financial statements if they were relevant
or material to the company’s reporting”*> There is nothing in the FRRP’s Annual Report
2010 to suggest that it has adopted a different approach to compliance action since. The
FRRP’s website also states that it has never made an application to court regarding
company nhon-compliance with accounting or reporting requirements. **

This is far from the robust approach that is necessary to ensure compliance with a legal
framework, and to ensure that companies understand that it is not an option to fail to
comply with legal requirements.

We consider that the quality of company reporting could have been driven up considerably
further under existing legislative requirements, had a proactive and robust approach been
taken by the FRRP. This is particularly the case in relation to the central business review
requirements that reports constitute a fair review of the business, and a balanced and
comprehensive analysis of the development, performance and position of the company’s
business. This is not to say that changes to the legislative and regulatory framework are
not necessary (see below, and further in Q10 and Annex 4), but simply to emphasise the
importance of implementation.

Legal requirements, and their adequate implementation, are one of the only ways in which
the incentives can be provided for companies to overcome practical or other barriers to the
frank disclosure of necessary information on these issues, whether painful or otherwise —
‘warts and all’. It is essential that both law and regulator be fit to task.

12 Financial Reporting Review Panel, 'Review Findings and Recommendations - 2009' (2009), p. 4 at
<http://www.frc.org.uk/images/uploaded/documents/Annual%20Activity%20Report%202009%?20-
%20%20FINAL.pdf>

B3 Financial Reporting Review Panel, 'Review Findings and Recommendations - 2009' (2009), p. 4

1 FRRP website, ‘About the Panel’ at <http://www.frc.org.uk/frrp/about/>
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The need for clear legal standards, a statutory reporting standard, and clear direction on
materiality judgements

26. The absence of clarity and detail in the business review requirements, particularly in
relation to environmental and social matters, and a lack of clarity as to how companies are
required to approach materiality judgements in order to be compliant with the law, are a
key constraint on companies providing meaningful and adequate information on these
issues.

27. Requirements to report on environmental and social issues were introduced because these
issues are recognised as fundamental to companies’ long-term value generation.”® The
need for company reports to adequately allow an assessment of how directors have
considered and managed environmental and social issues is also central to the
government’s manifesto commitment to reinstate the OFR. In our view, reporting on
these key long-term issues for business has been impeded by the absence of detail in legal
requirements, and the absence of detailed guidance to directors as to what issues must be
reported, and how materiality judgements are to be made in relation to them.

28. Please see our comments in Q10, and Annex 4, for detailed discussion of the steps that we
consider necessary to provide clear legal requirements, a statutory reporting standard
covering the necessary issues, and guidance to directors on how to establish the processes
necessary to prepare an OFR and achieve legal compliance.

15 These reporting requirements were introduced as part of the legislative package to place ‘enlightened shareholder
value’ at the heart of company law. The legislative purpose of the business review is to inform members of the
company and help them assess how the directors have performed their duty to promote the success of the company,
including their duty to have regard to the impact of the company’s operations on the community and the environment
(Companies Act 2006 s172). The Department of Trade and Industry’s introduction to the Ministerial statements relating
to directors' duties under the Companies Act 2006 stated that "There was a time when business success in the interests
of shareholders was thought to be in conflict with society’s aspirations for people who work in the company or in supply
chain companies, for the long-term well-being of the community and for the protection of the environment. The law is
now based on a new approach. Pursuing the interests of shareholders and embracing wider responsibilities are
complementary purposes, not contradictory ones... The new expression of the duties is part of the wider recognition
and encouragement of change in the Act. The enhanced business review, which for quoted companies must now
include information on environmental, employee, social and community issues, is another key example that builds on
the growing consensus that it is good business sense for companies to embrace wider social responsibilities."
(Department of Trade and Industry, 'Companies Act 2006, Duties of company directors: Ministerial statements' (June
2007) at <http://www.berr.gov.uk/files/file40139.pdf>).
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Question 3: Does the information provided reflect the issues discussed by the
directors in board meetings?

29. We have no comment as to whether the information provided in company reports reflects
the discussions had in company board meetings through the year.

30. We agree that reports should provide a reflection of how the directors have managed the
business of the company during the past year, and should contain frank discussion of the
issues that were within the scope of board discussions through the year.

31. However, in our view the reporting process can and should also drive management
practice, rather than simply serving to reflect it. A major policy goal of the Companies Act
2006 was to cultivate a long-term mindset in business. A major stated goal of this
government is to tackle economic short-termism. The reporting process is a point for
reflection by management, and the right regulatory framework can push directors to
consider issues associated with their business that they have not necessarily done so
through the year, but which will have bearing on the long-term success of the business.

32. Under the previous OFR framework, guidance was developed and published to help
directors to establish the processes necessary to write their OFRs, to make materiality
judgements, and to comply with the law.’® The guidance was developed by an esteemed
multi-stakeholder working group®’ and following extensive consultation. That guidance
placed strong emphasis on the need for directors to look well beyond their board agendas
from the past year in considering what is to be included in company reports. It also
emphasised the role of company reporting in driving improved strategic decision-making
and practice. Please see Annex 2 for relevant excerpts.

33. Inour view, this is the approach that should be adopted when developing a new reporting
framework. The reporting process should stretch directors and companies to consider
matters that they may not have previously considered, and to assess their significance to
the long-term success of the business, taking the nuanced view of success — ‘enlightened
shareholder value’ — that was intended by the Companies Act 2006, and that remains the
priority of the current government.

16 Department of Trade and Industry, 'The Operating and Financial Review: Practical Guidance for Directors' (May 2004)
p. 11 at <http://webarchive.nationalarchives.gov.uk/tna/+/http://www.dti.gov.uk/cld/pdfs/ofr_guide.pdf/>

17 Rosemary Radcliffe CBE, Economist and member of the Company Law Review Steering Group; Gerry Acher CBE LVO,
Chairman, Company Reporting Working Party, Advisory Committee for Business and the Environment; Deborah Doane,
Chair, Corporate Responsibility Coalition; Mark Goyder, Director, Tomorrow’s Company; Phil Hodkinson, Chief Executive,
Insurance & Investment Division, HBOS PIc; Mary Keegan, Chairman, Accounting Standards Board; Rob Lake, Head of
SRI Engagement and Corporate Governance, Henderson Global Investors; Graham Ward, Senior Partner, Global
Energies & Utilities Group, PricewaterhouseCoopers and Deputy President of The International Federation of
Accountants.
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Question 4: Does the information help shareholders to press directors on key issues
relating to strategy and risk, or inform their business decisions?

i. Informing business decisions

34. We do not believe the quality of information currently found in company annual reports on
many issues that relate to strategy and risk to be adequate to inform the business
decisions of shareholders. This is particularly the case in relation to environmental or
social issues. We cannot see how it could be confidently relied upon for these purposes.

35. This is a view apparently shared by others seeking reliable information on risk, particularly
as relating to environmental and social matters. RepRisk is a Yeading provider of dynamic
data on environmental and social risks for...companies and projects’*®, whose clients
include Credit Suisse, Deutsche Bank, Goldman Sachs, J.P.Morgan and UBS, among
others.!® Karen Reiner, senior analyst at RepRisk, recently wrote (with reference to the BP
Deepwater Horizon disaster) that:

"with hindsight most people agree that for investment decision-making purposes
investment managers cannot only rely on the information provided by the
company itself, but rather should primarily use independent assessments of the
company’s associated ESG risks...

...we believe that an essential part of ESG risk analysis is screening third-party
sources such as print media, NGO websites, newsletters, news sites,
governmental agencies, etc. to assess the environmental and social performance
of a company based on its activities in the field.”

36. This is a reflection of the quality of information currently provided by company annual
reports on key business risks associated with environmental and social matters.

Reliability: third party scrutiny and verification

37. First, we perceive a problem in the reliability of the information in company annual reports.
The information in narrative reports is not currently meaningfully scrutinised or verified by
an independent third party:

e The mandatory audit under the Companies Act 2006 does not allow for meaningful
review or verification of company reports, requiring only a broad consistency check
with the accompanying accounts. This can catch only the most flagrant and
egregious misstatements or exaggerations.

e The FRRP is not adopting an approach to compliance that can allow the information
in company reports to be trusted. As highlighted under Q2, even where the FRRP
considers a report to be non-compliant with the law, they will currently only go so far
as to highlight their concern and request that the company considers that concern in

18 RepRisk website, Homepage at <http://www.reprisk.com/>
19 RepRisk website, ‘Clients’ at <http://www.reprisk.com/repriskclients/>
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38.

the next reporting cycle. It is hard to see how a shareholder is to rely on the
information in company reports in this context.

Without independent scrutiny and verification we do not consider that reports can be
trusted for accuracy and relied upon with confidence in investment decision-making.

Balance and detail

39.

40.

41.

42.

Second, in a number of company reports we have observed a lack of detailed information
on performance and outcomes, in relation to matters identified as key strategic issues or
risks. Again, this is particularly the case as regards information relating to environmental
and social matters. Company reports will include headline *boilerplate’ descriptions of
risks, but balanced detail will not be provided in the report to allow shareholders to assess
how those risks are being managed, or how they are manifesting themselves. Please see
Q1 and Annex 1 for illustration in relation to the Rio Tinto Group’s Annual Report 2008. It
is difficult to understand how business decisions can adequately be made without
information on performance, as opposed to only processes or policies.

Company reports are rarely if ever self-critical, other than where a problem has manifested
itself publicly or in the company accounts, in a way that cannot possibly be ignored. Even
in these circumstances the degree of candour with which reports will address the matter is
to be questioned. In our view, this situation could be significantly improved by an active
regulator, willing to intervene where this is the case. Unless company reports provide a
balanced picture of a given issue, with due emphasis on both the negative and positive,
we do not see that shareholders and investors can confidently rely on the information for
the purposes of decision-making.

ii. Allowing shareholders to press directors on key issues

Detailed information is the foundation of effective engagement. If adequate information is
not provided in company reports, shareholders are forced to expend their limited time and
resources seeking adequate disclosure, before a conversation can be had about the
judgements of directors on key issues. For example, it required the lodging of a
shareholder resolution at the AGMs of BP and Shell for those companies to disclose the
carbon price that they are basing long-term strategy on. Without even such basic
information on such a key long-term issue for an energy company, can shareholders
effectively press directors on strategy relating to those issues?

Further, shareholders and investors cannot be expected to be in a position to ‘know what
they do not know'. If a regulatory framework does not ensure candid, balanced,
comprehensive and accurate reporting on issues such as this, it cannot be expected that
shareholders and investors will necessarily be expertly placed to look behind the reporting,
recognise what they are not being told, and challenge the company’s strategy on that
issue.





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?

43.

We have challenged company reports where we consider that sufficient or material
information on environmental or social matters has not been included, by making a referral
to the Financial Reporting Review Panel. The outcome of this process remains to be seen.
We intend to continue to challenge companies on their reporting of these issues, where we
consider that the treatment of environmental and social matters is not compliant with legal
requirements.

Shareholder challenges

44,

45.

46.

47.

As discussed in their consultation response, FairPensions were another civil society group
involved in challenges made to BP and Shell by shareholders regarding inadequate
disclosure, made through the shareholder resolution process. Their experiences suggested
that it is an imperfect and costly mechanism. They found the procedures for filing
shareholder resolutions onerous and complex.

We have also heard investment professionals remark in strong terms that the rules relating
to the cost of circulating shareholder resolutions and shareholder statements create a
major deterrent to the use of those tools to challenge disclosure by companies (or their
use for any other purpose). Currently shareholders cannot be sure that they will avoid the
costs of circulation unless they lodge the request before the end of the financial year.?°
This means that if shareholders wish to be sure of avoiding major costs, they must lodge
their request and statement before the annual reports are published: leaving them
guessing as to whether the issue they seek to raise will be addressed in the company
reports, and without the prospect of the resolution being used in response to inadequate
disclosure in annual reports. We recently heard a representative of a global asset
management firm remark that the costs of circulation were viewed as material, even for a
large firm such as his.?

It is also notable that in the UK, as compared with other jurisdictions such as the United
States, there is a cultural reluctance to utilise these tools of engagement, for apparent fear
to be seen to be ‘going against’ management. We understand shareholder resolutions to
be viewed by many shareholders and fund managers as a ‘nuclear option’, or the territory
of ‘activists’. This cultural tendency is problematic, particularly if the propensity of
shareholders to challenge companies on inadequate disclosure is being relied upon by
government as a robust alternative to a regulatory framework that can ensure adequate
disclosure in the first place.

This also runs to the question of openness, and where these conversations on company
strategy, practice and performance should be taking place. These conversations should
not be left to private briefings and individual engagement. In that circumstance, major
investment houses benefit from better access, while smaller shareholders are left
disadvantaged. This acts against the interests of high quality corporate governance.

2 Companies Act 2006 s 340
2 'The Future of Narrative Reporting Workshop’ hosted by BIS, 27 September 2010.
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Enabling shareholder challenge and engagement

48.

49.

50.

In the context of the above, the introduction of an advisory vote on the OFR would be
welcome — any mechanisms which encourage shareholders to question whether they have
been provided with satisfactory information and to engage with the company on that
matter, and particularly where that engagement is public, is welcome. However, in order
for such a reform to be meaningful, a collateral shift of culture in shareholding will be
necessary, in order to move past a situation where the majority of shareholders simply
vote with management without a thought.

It is also interesting to note that at a recent roundtable of investment professionals, we
observed overwhelming support for an advisory vote on the company’s sustainability
report (more than that for a vote on the OFR). This again appears to be a way in which
shareholders could be helped to challenge inadequate company reporting.

Additionally, the procedures for filing shareholder resolutions should be reviewed to see
whether there is space for greater clarity and simplicity.?* The rules relating to cost
burden should also be re-examined, if the shareholder resolution is to be a realistic option
for the challenge of disclosure in OFRs.

The adeqguacy of the FRRP's current role

51.

52.

53.

We also do not consider that it should be necessary for a civil society organisation such as
ourselves to play the roles discussed above, and nor do we think that it should be left to
shareholders to recognise and challenge omissions in company reporting — shareholders
cannot be expected to have expertise or resources that allow them to identify gaps or
omissions in company reports (please see Q4). Further, if shareholders have to first
identify that there is an omission in company reports, then challenge the company to
provide further information, before they can begin substantive engagement with
management regarding their approach to that issue, we are unlikely to see the
engagement between shareholders and businesses that is the hope and intention of the
government.

The regulator has and must have the central role in ensuring adequate disclosure by
companies. Problems we perceive with the FRRP’s current role and practice in this regard:

e The FRRP does not appear to be adopting the approach and action necessary to
ensure the compliance of company reports with legal requirements.

e The FRRP does not appear to be adequately resourced so as to play a proactive role
in ensuring that companies comply with legal requirements for narrative reporting.

Further, as regards the role of the FRRP in relation to enabling shareholders and others to
challenge the disclosures of companies:

e The FRRP acts as ‘gatekeeper’ to enforcement of the law — anyone who wishes to
challenge the compliance of company reports must do so via the FRRP, and is
therefore reliant on its capacity and inclination to enforce.

22 We understand that FairPensions have already given comments on their experiences and recommendations to BIS.
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Our experience suggests that the FRRP’s enforcement role, and its complaints
mechanism, is not widely known among shareholders, investment professionals or
civil society.
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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)?

54.

55.

Information from unregulated company sources cannot be a substitute for information that
has been adequately audited and scrutinised. While we do not consider that the
information in company reports is currently adequately audited and scrutinised, we hope
that it will be following the government’s review.

If other reporting mediums are being considered as places where some of the information
currently swamping annual reports could be re-located (so as to simplify and shorten
company annual reports), the question of how that information is regulated and verified
must be examined carefully — reliability remains key if this information is going to be relied
on for the purposes of decision-making.

Third-party sources

56.

57.

58.

In our experience, in order to get a complete and balanced picture of a company’s
environmental and social practices and impacts, and how those practices and impacts
relate to the company’s business and financial performance, reference to third party
sources and analysis is necessary.

In terms of trying to get an accurate and balanced picture of the company’s performance
as relating to environmental and social issues, we have found company annual reports to
be of limited value.

This is a view apparently shared by others seeking reliable information on risk, particularly
as relating to environmental and social matters (please see Q4 for illustration).
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Question 7: Is there scope to reduce or simplify the requirements on which
companies report?

59.

60.

61.

62.

63.

We strongly oppose any further reduction in the already minimal requirements on which
companies report.

In our view, the vague and sparing nature of the current requirements on which
companies prepare their business reviews is a major obstacle to high quality reporting.

We consider that the absence of specific and detailed regulation as relating to reporting
has been central to the proliferation of company reports that are lengthy and lacking
focus, that omit material information, and that are of little use to shareholders, investors
or stakeholders. Certainly as regards reporting on environmental and social matters, we
consider the absence of detailed requirements has allowed the proliferation of *CSR’
reporting that is of that nature.

Clearly, there is desire among many stakeholders for space to be left for companies to ‘tell
their own stories’. There is the perceived risk in more detailed regulation that it will strip
reports of their individual character, resulting in bland and ‘boilerplate’ reporting. In our
view, there is no reason that mandatory disclosures on specific, prescribed issues or
indicators cannot sit alongside a narrative that is the company’s own. There is no reason
that a well crafted reporting standard on aims, considerations, materiality judgements and
other matters will stop directors from telling a story in the OFR that is individual and
engaging. A reporting standard could also emphasise that boilerplate and meaningless
reporting is not acceptable, as could the regulator in its engagement with companies.

There is no reason that space cannot be left for companies to ‘tell their own story’ in their
reports if a more detailed legal and regulatory framework is introduced.
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Question 8: Is there scope to arrange the information in a more useful way?

64. Please see Q9 and Annex 4 for our comments in relation to Key Performance Indicators
('KPIs"). We consider the proper contextualisation and explanation of KPIs to be essential
to their usefulness in company reporting.
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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?

65.

66.

67.

The statutory reporting standard
We strongly support the introduction of a reporting standard against which narrative
reports must be developed, that gives detailed expansion on legislative requirements, and

can assist directors in understanding how they are expected and required to report.

RS1 provides a good starting point for the development of a new statutory reporting
standard. However, in our view RS1 needs to be reassessed in certain regards.

Please see Annex 3 for further discussion of the points set out below.

RS1: objective standards

68.

69.

Any statutory reporting standard should stress the objective standards of care, skill and
diligence required of directors when preparing company reports, and against which the
compliance of reports will be judged. Any statutory reporting standard should make it
clear that when company reports are being assessed for compliance with legal
requirements, that the assessment will be that of what the reasonable director would have
considered necessary to satisfy compliance with legal requirements.

Further, while we agree that company reports should to an extent reflect the way that the
directors view the business, the reporting process should also push management to think
beyond their existing view of the business and what is relevant to it (see comments in Q3
above).

RS1: forward-looking orientation, environmental and social matters

70.

71.

72.

73.

We strongly support the forward-looking and long-term emphasis of RS1. Under the
Companies Act 2006 regime, there is little in law or guidance that adequately conveys the
long-term nature of the reporting requirements, and the need for reports to address
business success through the prism of ‘enlightened shareholder value’.

However, we consider that RS1 should have placed greater emphasis on the connection
between the obligations on companies to report on environmental and social matters, and
the long-term outlook of the OFR. We consider that any statutory reporting standard
should explicitly address the ways in which environmental and social matters are to be
considered relevant to the business: that they must be considered beyond the short-term
context and their quantifiable short-term materiality, looking primarily to the long-term
role that such matters play in shaping a company’s business and its success.

We also consider that a statutory reporting standard should place greater emphasis on the
specific environmental and social matters that may need to be discussed in company
reports in order for them to achieve compliance with legal requirements.

Emphasis should also be placed on the way in which environmental and social issues must
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be reported: discussion of the issues in a broad sense and how they relate to the business;
the policies the company has in place to manage or address the issues; and information
(both good and bad) that allows an informed assessment of the development,
performance and position of the company in those regards.

RS1: materiality judgements

74.

75.

In our view a new reporting standard should explicitly address the issue of materiality,
stressing the way in which the principles and rules of a reporting standard, and the
statutory purpose of the business review / OFR, define the way in which companies should
be approaching materiality judgements.

Many of the principles of RS1 have clear bearing on the way that judgements should be
made about whether information should or should not be considered material and included
in reports. The statutory purpose of the business review, with its link to the directors’
duties to promote the success of the company and enlightened shareholder value, also has
major implications for how materiality judgements must be made in order for reports to be
compliant with the law. These implications should be set out in any reporting standard.

RS1: joined up reporting between strategy and performance

76.

We also consider that any new statutory reporting standard should emphasise the need for
company reports to follow through on statements regarding strategic priorities, risks and
opportunities with detailed information that allows for an informed assessment of the
company'’s performance specifically in relation to those matters. As discussed under Q1,
we consider this to be a problem in current reporting practice. RS1 did not emphasise this
matter, and in our view a new statutory reporting standard should do so.

RS1: Key Performance Indicators

77.

RS1 included a number of provisions relating to the use of KPIs in company reports. We
strongly support the original OFR framework’s emphasis on the need for quantitative
indicators to be clearly explained and understandable, and to be used consistently across
reporting cycles. In our view the provisions of RS1 relating to KPIs should be introduced
as legislative requirements. Please see Annex 4 for further discussion.

RS1: evidencing claims

78.

79.

We also strongly support the emphasis placed in RS1 on the need for reports to explain
and contextualise any assertions made or information provided, in terms of the need to
discuss the evidence underpinning any claim and the degree to which the assertions or
information in company reports are objectively supportable.?®

The mandatory audit

We strongly support the higher standard of mandatory audit that was required under the

2 Accounting Standards Board Reporting Standard 1: Operating and Financial Review para 20 at
<http://www.frc.org.uk/images/uploaded/documents/Web%?200ptimized%200FR%20REPORTING%20STANDARD.pdf>
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previous OFR framework. We consider the reliability of information in company reports to
be of the upmost importance to effective corporate governance. The audit is one of the
few ways in which company reports can be scrutinised and verified by independent and
impartial persons with the access to information and explanations from the company
necessary for this task to be carried out effectively.

80. The reliability of information in company reports is central to the question of whether the
government will succeed in the creation of a robust and effective framework for corporate
governance that can recognise and address risk, and that can therefore more broadly act
against systemic financial risk.

81. We have heard it suggested by some stakeholders®* that a higher standard of audit is
undesirable on the basis that it will discourage transparency — that it will ‘make directors
think twice’ before putting something in the annual reports, discouraging directors from
including some statements or information for fear of challenge from the auditors. Our
response is straightforwardly to question the value of statements or claims being put into
company reports that the company’s directors cannot back up, and that they do not think
will stand up to scrutiny. This surely cannot be the type of ‘transparency’ that is desirable
or useful. In our view this is in fact a positive feature of an enhanced audit — that
directors should be thinking twice about including any given statement or information in a
company report, and assessing whether it can stand up to scrutiny.

82. Stakeholders have pointed to broader problems with the effectiveness and suitability of the
audit, and the existing audit profession, in verifying company information. First, steps can
be taken, and are already being taken, to improve the effectiveness of the audit
profession. Second, the fact remains that the information in company reports must be
reliable, and that the audit is one of the few ways in which the reliability of information
can be driven up (the other key way in our view being the proactive role of the regulator).
To put the point simply, just because there are challenges involved, it does not change the
fact that the job needs to be done.

83. Please see Annex 4 for further detailed discussion of the above.
iii. Guidance for directors

84. We consider that introducing practically-oriented guidance for directors on how to
establish the processes necessary to prepare an OFR and achieve legal compliance would
be valuable. This could be drawn from the ‘Practical guidance for directors’, prepared for
the original OFR,?* although we consider that it could be improved by a greater degree of
cohesion with and cross-referencing to the statutory reporting standard and legislative
requirements.

85. However, we stress that we do not view guidance alone as adequate to addressing the
problems currently seen in company reporting, and to driving up reporting practice.
Please see our comments under Q2 and 10 for further discussion.

24'The Future of Narrative Reporting Workshop’ hosted by BIS, 27 September 2010.
%5 Department of Trade and Industry, 'The Operating and Financial Review: Practical Guidance for Directors' (May 2004)
p. 11 at <http://webarchive.nationalarchives.gov.uk/tna/+/http://www.dti.gov.uk/cld/pdfs/ofr_guide.pdf/>
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Question 10: The business review provisions require quoted companies to report, to
the extent necessary, on:

86.

87.

88.

89.

90.

91.

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?

For our purposes of seeking to drive better corporate practice in relation to environmental
and social matters, among other ways by understanding and highlighting the relationship
between environmental and social matters and business performance, we have not
generally found the information in company reports on these matters to be of use to us
(please see our comments under Q1, 4 and 6 for further detail).

However, we consider that a legal framework that does ensure that company reports
contain high quality information on these matters is essential to the achievement of the
government'’s objective of integrating enlightened shareholder value into corporate
governance, and its stated manifesto commitment to ensure that directors' social and
environmental duties have to be covered in company reporting.

Could disclosure be improved? If so, how?

Please see Annex 4 for detailed expansion on each of the points below.

We consider that if the government is to:

- adequately improve disclosure on the matters identified in question 10(ii), with
particular reference to information on environmental matters, employees and social
and community matters (‘environmental and social matters’); and

- fulfil its manifesto commitment to ensuring that directors' social and environmental
duties have to be covered in company reporting;

that the government should take the following steps.
As a top priority, the government must ensure:

e A powerful, transparent and accountable regulator that monitors
compliance with legal requirements and is willing and able to take
enforcement action where company reports do not comply with the law

The government should also introduce:

e Statutory requirements to govern the way that KPIs are to be used in
company reports

e A statutory reporting standard, based on RS1 but which addresses a
number of specific issues with RS1
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e Detailed guidance for directors on the reporting process

e Statutory requirements for an enhanced mandatory audit of company
reports, supplemented by support for initiatives geared to the
improvement of the audit and audit profession

e Statutory requirements that oblige companies to set out the framework
within which materiality judgements have been made for their reports

92. The government should also give strong consideration to:
¢ Introducing specific statutory requirements setting out a central group of

environmental and social matters that must be covered in company
reports, whether across the entire economy or within sectors

93. Again, we emphasise our introductory comments that we do not consider that the one-in
one-out system should apply to OFR reform, and further that effectiveness should be the
determinative consideration in policy design, rather than burden.

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

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

95. We consider that introducing practically-oriented guidance for directors on how to
establish the processes necessary to prepare an OFR and achieve legal compliance would
be valuable. This could be drawn from the ‘Practical guidance for directors’, prepared for
the original OFR,?® although we consider that it could be improved by a greater degree of
cohesion with and cross-referencing to the statutory reporting standard and legislative
requirements.

96. With regard to best practice guidance or sample KPIs, in relation to environmental, social
and possibly also economic matters, we consider that reference could be made to the
Global Reporting Initiative’s Sustainability Framework.?’

97. To reiterate, we do not view guidance alone as adequate to addressing the problems
currently seen in company reporting, and to driving up reporting practice. Please see our
comments under Q2, 9 and 10 for further discussion.

% Department of Trade and Industry, 'The Operating and Financial Review: Practical Guidance for Directors' (May 2004)
p. 11 at <http://webarchive.nationalarchives.gov.uk/tna/+/http://www.dti.gov.uk/cld/pdfs/ofr_guide.pdf/>

% The GRI Sustainability Reporting Guidelines can be found at
<http://www.globalreporting.org/NR/rdonlyres/B52921DA-D802-406B-B067-
4EA11CFED835/3882/G3_GuidelinesENU.pdf>. This provides the overarching framework, which is supplemented by
'Indicator Protocols', setting out the indicators that should be used, and how they should be used, in relation to a range
of environmental and social matters. These can be found at
<http://www.globalreporting.org/ReportingFramework/ReportingFrameworkDownloads/G3GuidelinesIndividualDownloa
ds.htm>. The GRI has also published a 'Boundary Protocol’, for companies to draw appropriate lines around what can
be considered their impacts or performance, rather than those of another company or entity. This can be found at
<http://www.globalreporting.org/NR/rdonlyres/CE510A00-5F3D-41EA-BE3F-BD89C8425EFF/0/BoundaryProtocol.pdf>.
GRI have also published sector supplements, which provide specialised guidance to secotrs that face particular
challenges in relation to sustainability. These can be found at
<http://www.globalreporting.org/ReportingFramework/SectorSupplements/>
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Question 12: Should there be a shareholder’s advisory vote on the Business Review?

98. Please see Q5 for our comments relating to the shareholders’ advisory vote, noting in
particular the emphasis placed in our comments on the need for broader and
supplementary measures to be taken to enhance opportunities for public shareholder
engagement.
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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?

99.

100.

101.

102.

103.

We are keen to see the development of non-regulatory approaches to driving up reporting
practice. For example, we strongly support the introduction of guidance relating to the
way that the reporting process should be established (please see our comments under
Q11 for further detail).

We would also welcome the introduction of initiatives such as official ranking systems or
league tables, or any other such efforts, provided that they were good value for the
necessary resource allocation.

However, we stress that in our view non-regulatory approaches are not and cannot be
alternatives; in our view they serve different purposes and are able to achieve different
ends.

In particular, non-regulatory initiatives that serve to drive up quality at the top-end of
reporting practice must be underpinned by a regulatory framework that can ensure a
certain minimum standard of reporting at the bottom. Regulatory and non-regulatory
approaches are complementary rather than alternative options.

Key characteristics for useful information are accuracy, balance, completeness and
reliability. Without these characteristics the value of information for shareholders,
investors or others is very limited. These characteristics can only be ensured by a
regulatory framework, implemented by a regulatory body adequate to the task.
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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?

104. No comment.
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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

105. We have no comment in relation to specific costs. Our only point in relation to this matter,
other than those made in our introduction, is that when government is assessing the
potential cost impact of various regulatory approaches, we consider that it should seek to
take into account the financial performance enhancement and cost savings that can result

from improved reporting and the higher standard of corporate stewardship that it can
allow.
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Annex 1:
Analysis of the annual reports of the BP and Rio Tinto groups

In analysing the annual reports of a number of major UK based extractives companies, we have
found forward-looking reporting to be lacking, and problematic. Case studies illustrate the
problems observed.

BP’s annual report

A clear and serious example can be drawn from the BP Group’s Annual Reports and Accounts
2009. BP plc is the UK-registered parent company of the BP Group, one of the world’s largest
businesses. It reports under UK requirements, and its disclosures are regulated in UK
jurisdiction.

When considering the discussion below, it is noteworthy that in a recent survey of the reporting
of ‘non-financial’ matters by the FTSE100 companies, BP were identified as one of the ‘best
performing’ companies.?® Also of note is the often repeated view that the biggest companies
provide the best reporting, and that the accuracy of their reporting is reliable on the basis of the
scrutiny that they are subject to.

BP’s long-term market outlook is of course a major issue for the long-term success of the
business. Demand for its products and services will determine the company’s future success. In
describing the company’s market outlook, the BP Report sets out the projections of the
International Energy Agency’s (IEA) ‘reference scenario’, drawn from the World Energy Outlook
2009. The BP Report then discusses the future of the company’s business in the world projected
by the reference scenario:

"Long-term outlook

Recent economic conditions have weakened global demand for primary energy, but a
number of forecasts predict a return to growth in the medium term. This is underpinned
by continuing population growth and by generally rising living standards in the
developing world, including the expansion of urban populations.

Under the International Energy Agency’s (IEA) reference scenario, global energy demand
Is projected to increase by around 40% between 2007 and 2030. That scenarfo also
projects that fossil fuels will still be satisfying as much as 80% of the world’s energy
needs in 2030. At current rates of consumption, the world has enough proved reserves of
fossil fuels to meet these requirements if investment is permitted to turn those reserves
Into production capacity. However, to meet the potential growth in demand, continued
investment in new technology will be required in order to boost recovery from declining
fields and commercialize currently inaccessible resources. For example, in oil alone,
where we believe there are reserves in place to satisfy approximately 40 years’ demand
at current rates of consumption, we estimate that our industry will need to bring nearly
50 million barrels per day of new capacity onstream by 2030 if it is to meet the increased
demand. To play their part in achieving this, energy companies such as BP will need
secure and reliable access to as-yet undeveloped resources. We estimate that more than

28 pdrian Henriques, 'The reporting of non-financial information in annual reports by the FTSE100' (2010), p. 9 at
<http://corporate-responsibility.org/wp/wp-content/uploads/2010/04/Reporting-of-Non-Financial-Information-by-the-
FTSE1003.pdf>
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80% of the world’s oil resources are held by Russia, Mexico and members of OPEC —
areas where international oil companies are frequently limited or prohibited from applying
their technology and expertise to produce additional supply. New partnerships will be
required to transform latent resources into much-needed proved reserves.

A more diverse mix of energy will also be required to meet this increased demand. Such
a mix is likely to include both unconventional fossil fuel resources — such as oil sands,
coalbed methane and natural gas produced from shale formations — and renewable
energy sources such as wind, biofuels and solar power. Beyond simply meeting growth in
overall demand, a diverse mix would also help to provide enhanced national and global
energy security while supporting the transition to a lower-carbon economy. Improving
the efficiency of energy use will also play a key role in maintaining energy market
balance in the future,”*

The BP Report’s narrative discussion of long-term outlook is headed with a graphical
representation of energy demand outlook to 2030, again containing projections drawn solely
from the IEA reference scenario, titled ‘Global energy demand by type”:

W Other renswables 20
Biomass and waste
Coal
Hydroelectricity
Nuclear snergy —_—

B Natural gas 16

m Qi

1920 2007 2015 2030

Source: World Energy Outlook 2009. ®*OECD/IEA 2009, page 622: ‘Reference
Scenario, World’

The IEA’s World Energy Outlook 2009 sets out two energy ‘scenarios’ — the ‘reference scenario’,
and the '450 scenario’. The reference scenario sets out "a baseline picture of how global energy
markets would evolve if governments make no changes to their existing policies and
measures”>® while the 450 Scenario "depicts a world in which collective policy action is taken to
limit the long-term concentration of greenhouse gases in the atmosphere to 450 parts per million

of -equivalent (ppm -eq), an objective that is gaining widespread support around the world”**

29 BP Annual Report and Accounts 2009, p. 13 at
<http://www.bp.com/assets/bp_internet/globalbp/globalbp_uk_english/set_branch/STAGING/common_assets/downloa
ds/pdf/BP_Annual_Report_and_Accounts_2009.pdf>

% International Energy Agency, ‘World Energy Outlook 2009: Executive Summary’, p. 3 at
<http://www.worldenergyoutlook.org/docs/we02009/WEQ2009_es_english.pdf>

3! Ibid.
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To emphasise the point, the IEA reference scenario is calculated on the assumption that
governments make no changes to any policy that has bearing on the energy sector as of mid-
20009.

The IEA reference scenario was never intended to be a likely or even plausible projection of
future energy demand and supply, and the IEA World Energy Outlook 2009 highlights this point
clearly, prominently, and several times [emphasis added]:

"Importantly, the Reference Scenario does not include possible, potential or even likely
future policy initiatives, thus it cannot be considered a forecast of what is likely
to happen. Rather, it is a baseline picture of how global energy markets would evolve
If the underlying trends in energy demand and supply are not changed. This allows us
to test quantitatively the possible effects of new government policies, as in the 450
Scenario. "

"Part A of this WEQ presents a comprehensive update of the energy projections in the
Reference Scenario, which shows how the future might look on the basis of the
policies so far adopted by governments. These projections — which form the
basis of all the discussion in Part A — are not a forecast: there is no
implication that policy making has been brought to a sudden halt. But
examination of future trends on the basis of today's policies is a necessary starting

point for deciding in what way and by what measures the future might be changed.”
33

The IEA World Energy Outlook 2009 was also strongly framed in terms of the need for
governments to take action to combat climate change — to avoid the reference scenario and its
catastrophic consequences coming to pass:

"The rate of growth of fossil-energy consumption projected in the Reference Scenario
takes us inexorably towards a long-term concentration of greenhouse gases in the
atmosphere in excess of 1 000 ppm -eq. The concentration implied by the Reference
Scenario would result in the global average temperature rising by up to 6°C. This would
lead almost certainly to massive climatic change and irreparable damage to the planet...

The Reference Scenario trends also heighten concerns about the security of energy
supplies.”>*

"Continuing on today's energy path, without any change in government policy, would
mean rapidly increasing dependence on fossil fuels, with alarming consequences for
dlimate change and energy security.”>

"The scale and breadth of the energy challenge is enormous... But it can and must
be met. "¢

32 International Energy Agency, 'World Energy Outlook 2009' (2009) p. 55 [not accessible free of charge, and published

with restrictions on sharing and distribution]

33 International Energy Agency, 'World Energy Outlook 2009' (2009) p. 79

3 International Energy Agency, ‘World Energy Outlook 2009: Executive Summary’, p. 6.
% International Energy Agency, ‘World Energy Outlook 2009: Executive Summary’, p. 6.
% International Energy Agency, ‘World Energy Outlook 2009: Executive Summary’, p. 3.
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The IEA reference scenario is a Aypothetical baseline, calculated on the basis of an assumption
that is completely unrealistic, so as to provide a reference from which the government action can
be designed. It is not, and was not intended to be, a realistic projection of future energy
demand.

Yet the BP Report used figures drawn solely from this scenario to describe the future of its
market to shareholders, and to provide the basis of which they must make an assessment of the
future of the company.

The future of energy markets is a major issue not only for the planet, but for BP’s business. The
future of the company’s market is essential context against which the company’s strategy can be
assessed, and will define the company’s risks and opportunities in the future. The BP Report’s
treatment of the issue lacks balance and usefulness in the extreme. The fact that the BP Report
dealt with this matter in such a way is an extremely concerning indictment of the effectiveness
of the existing legal framework for company reporting.

Rio Tinto’s annual report

Rio Tinto plc is one of the two parent holding companies of the Rio Tinto Group, a major
multinational mining group. It is a UK-registered company.

As with BP, when considering the discussion below, it is noteworthy that in a recent survey of
the reporting of ‘non-financial” matters by the FTSE100 companies, Rio Tinto were identified as
one of the ‘best performing’ companies.®’

Our analysis of Rio Tinto’s Annual Report 2008 highlighted a problem that we see recurring in
company reporting, and that we have heard voiced as a major complaint by fund managers,
other investment professionals and report users — the lack of linkage between the company’s
top-level strategy and identified strategic priorities and risks, and balanced detail in reports.

In company reports we have observed a recurring pattern whereby (1) operating in a sustainable
or social and environmentally responsible manner is highlighted as a key strategic priority by a
company; and (2) environmental and social issues or impacts are identified as relating to
significant risks for the company; but (3) there is an absence of detailed, useful disclosure of
facts or data on those matters.

For example, Rio Tinto’s Annual Report 2008 (the ‘Rio Tinto Report’) identified the Group’s core
objective as:

"[TJo maximise the long term return to shareholders by finding, mining and
processing metal and mineral resources across the globe.”*

It went on to identify four key areas of focus for achieving that core objective [emphasis added]:

"To deliver this objective the Group follows a long term strategy that concentrates on.

37 Adrian Henriques, 'The reporting of non-financial information in annual reports by the FTSE100' (2010), p. 9 at
<http://corporate-responsibility.org/wp/wp-content/uploads/2010/04/Reporting-of-Non-Financial-Information-by-the-
FTSE1003.pdf>

3 Rio Tinto Annual Report 2008, p. 21 at <http://www.riotinto.com/documents/Rio_Tinto_2008_Annual_report.pdf>
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- The discovery of Tier 1, (large, low cost) orebodies that will safeguard our future
cash flow.

- The development of Group assets into safe and efficient large scale, long life and
low cost operations to ensure the Group can operate profitably at every stage of
the commodity cycle.

- Operating in an ethical and socially responsible manner that maintains Rio Tinto’s
reputation and ensures ongoing access to people, capital and mineral resources.

- Putting long term sustainable development at the heart of everything the Group
does.”®

The Rio Tinto Report went on to repeatedly emphasise the fundamental importance of these
commitments to the ongoing success of the business. To take an example:

"Rio Tinto has a strong commitment to all aspects of sustainable development. This
Is an integral part of the way Rio Tinto conducts its business activities. By focusing
on déelivering economic prosperity, social wellbeing and environmental stewardship,
within strong governance systems, we ensure sustainable development remains at
the forefront. While this approach helps us to manage risk, our strong reputation as
a socially responsible miner also continues to win us customer preference, giving us
improved access to land, people and capital — the three critical resources upon which
our business success Is built,” *°

Such issues were also identified as relating to key ‘risk factors’. For example, with regard to
community disputes and opposition, and the company’s approach to community concerns:

Despite this recognition and emphasis, there was a lack of balanced information available in the

"Political, legal and commercial instability or community disputes in the countries and
territories in which the Group operates could affect the viability of its operations...
Some of the Group’s current and potential operations are located in or near
communities that may regard such an operation as having a detrimental effect on
their environmental, economic or social circumstances. The consequences of
community reaction could also have a material adverse impact on the cost,
profitability, ability to finance or even the viability of an operation. Such events could
lead to disputes with national or local governments or with local communities and
give rise to material reputational damage. If the Group’s operations are delayed or
shut down as a result of political and community instability, its revenue growth may

be constrained and the long term value of its business could be adversely impacted.”
41

Rio Tinto Report to allow shareholders to make an assessment of the company’s performance in

relation to these issues, or to understand how these risks were manifest during the financial

year.

% Rio Tinto Annual Report 2008, p. 21
0 Rio Tinto Annual Report 2008, p. 21
“1 Rio Tinto Annual Report 2008, p. 26
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The Rio Tinto Report outlined a humber of policies and programmes that it had initiated relating
to community engagement and regional economic development.* It also provided a key
performance indicator regarding 'community contributions'.”* However, there was no
information provided regarding actual community opposition to Rio Tinto operations, or the
impact that that was having on the business.

For example, the La Granja reserve in Peru is estimated to be one of the largest copper reserves
in Latin America.** In 2008, Rio Tinto was forced, as verified by Rio Tinto officials in print media,
to suspend major aspects of its evaluation work, essentially grinding the development of the
project to a halt, on account of large community protests.* Concerns around the environmental
impacts of the development were cited.*® The Rio Tinto Report did not detail these events, and
indeed attributed its decision to scale back evaluation work to current economic conditions.*

At another of Rio Tinto's major investments, the Grasberg mine in West Papua, the mine was the
target of a series of bombing attacks,® carried out by a Papuan independence group. These
attacks were accompanied by a written statement from the independence group to the press
calling for the closure of the mine.*® Social conflict resulting from the mine, and environmental
damage were cited explicitly as the motivation for these actions.® These events were not
mentioned in the Rio Tinto Report.

Company reports need to provide detail on the negative as well as the positive if the information
is to provide an accurate picture of the company’s business, and to be useful to shareholders.
Company reports that recognise at a general level that certain environmental or social matters
are fundamental to the long-term success of the business, and the company’s strategy, yet
systematically fail to provide balanced detail in their reports as to how these matters are playing
out in practice cannot be considered adequate.

2 Rio Tinto Annual Report 2008 p 85-86

* Rio Tinto Annual Report 2008 p 86

** Rio Tinto website, ‘Inferred Mineral Resource at La Granja, Peru’ (May 2008) at
<http://www.riotinto.com/whatweproduce/17056_inferred_mineral_resource_la_granja_peru.asp>

5 Bloomberg, ‘Rio Tinto Suspends Peru Copper-Plant Construction on Protests’ (20 October 2008) [no longer accessible
on line]; Reuters, ‘Rio Tinto suspends Peru construction after protest’ (20 October 2008) at
<http://www.reuters.com/article/idUSTRE49]7LE20081020>

* Ibid.

* Rio Tinto Annual Report 2008, p. 30 at <http://www.riotinto.com/documents/Rio_Tinto_2008_Annual_report.pdf>
“8 Blair Price, ‘Papuan independence group behind Grasberg bomb blasts’ MiningNews.net (16 September 2008) at
<http://www.miningnewspremium.net/StoryView.asp?StoryID=269686>

9 Reuters, ‘Indonesia's Papua rebels seek closure of Freeport mine’ (15 September 2008) at
<http://in.reuters.com/article/idINIndia-35482220080915>

50 Reuters, ‘Indonesia's Papua rebels seek closure of Freeport mine’ (15 September 2008)
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Annex 2:

Relevant excerpts from: Department of Trade and Industry, 'The Operating and
Financial Review: Practical Guidance for Directors'

Under the previous OFR framework, guidance was developed and published to help directors to
establish the processes necessary to write their OFRs, to make materiality judgements, and to
comply with the law. The guidance was developed by an esteemed multi-stakeholder working
group®! and following extensive consultation. That guidance placed strong emphasis on the
need for directors to look beyond their board agendas from the past year in considering what is
to be included in company reports. It also emphasised the role of company reporting in driving
improved strategic decision-making and practice.

The second section of the guidance was headed ‘The starting point for directors’ (in the
reporting process), and it set out some considerations that directors should take into account
when assessing what should be included in their OFR. It is instructive of the role that reporting
can and, in our view, should play in driving corporate decision-making [emphasis added]:

"The knowledge and experience of the board as a whole has to be such as to ensure
that sound judgements can be made about the OFR. This knowledge and experience,
however, can be equated to what is anyway needed to run the company in the best
Interests of its members.

Example 1.3

The fact that the knowledge and experience required to make sound judgements
about the OFR are the same as the knowledge and experience needed to run the
company in the best interests of its members means that, potentially, the OFR should
reflect the strategic issues that are in any case on the board’s agenda. If the
directors find that additional issues not hitherto regarded as significant do
in fact merit inclusion in the OFR then they will want to examine why they
have not featured on the board’s agenda previously and ensure that they
are subject to a greater degree of review in the future. In this way
preparation of the OFR can act as a catalyst for improved strategic decision-
taking.

The balance of skills and competencies available to the board, both from amongst the
directors themselves and from advisers and others, will also need to be adeqguate in
relation to all the issues that, potentially, may need to be covered in the OFR.
Because of the necessarily broad coverage of the OFR, some issues may
require access to additional skills and competencies in areas not previously
recognised as being needed.

51 Rosemary Radcliffe CBE, Economist and member of the Company Law Review Steering Group; Gerry Acher CBE LVO,

Chairman, Company Reporting Working Party, Advisory Committee for Business and the Environment; Deborah Doane
Chair, Corporate Responsibility Coalition; Mark Goyder, Director, Tomorrow’s Company; Phil Hodkinson, Chief Executiv
Insurance & Investment Division, HBOS PIc; Mary Keegan, Chairman, Accounting Standards Board; Rob Lake, Head of
SRI Engagement and Corporate Governance, Henderson Global Investors; Graham Ward, Senior Partner, Global
Energies & Utilities Group, PricewaterhouseCoopers and Deputy President of The International Federation of
Accountants.
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Example 1.4

It has been stressed to us that this is a live issue for many boards. Assessing the
significance of some of the issues mentioned in the Regulations as possible candidates
for inclusion in the OFR, such as environmental matters or social and community
[ssues, may require access to additional skills and competencies: this is well
established in some companies but by no means in all. Appointing non-executive
directors from a range of backgrounds, including non-corporate backgrounds, or the
use of special independent Advisory Panels, for example for Social Responsibility, are
examples of strategies that businesses are using to address the issue.” >

The guidance also directly addressed the role that the board’s agenda from the past year should
play in information-gathering during the reporting process, stressing the importance of a whole
range of other sources [emphasis added]:

"What do other sources suggest might be important and should be considered for
inclusion? [beyond the matters outlined in legislative requirements]

Information already available within the business constitutes a key source. For
businesses who are already preparing OFRs, reviews prepared in earlier years will be
very important. The current year’s OFR should follow up statements made in earfier
OFRs, reporting progress or explaining divergences. Important for all businesses will
be all the financial and operating statements made in the year, and any public
statements or press releases. A further very important source will be the board’s own
agenda: the matters that have occupied the board in the past year will be a good,
though not always a perfect, guide to what have, in practice, been key issues affecting
performance and prospects.

External sources will also be important. Relevant here will be the OFRs of
other companies, particularly those operating in similar business areas, but
also industry guidance and models of best practice in each of the broad
topic areas potentially covered by the OFR.

Businesses with significant groups of key stakeholders are also likely to
benefit from the results of consultation with these groups to ascertain
what, in their view, are the key issues. This may take the form of feedback
on earlier OFRs (which can usefully be obtained each year — see Q.10
below) but also from surveys or workshops with groups of key
stakeholders. Boards are increasingly seeking to go beyond conventional
information sources and seek out new approaches by which, for example,
they may be able to engage affected stakeholders in a more formal
manner.”>

In our view, this guidance adopted a proper and sensible approach to the role of reporting in
corporate practice, striking the correct balance for a report both to reflect management’s existing
view of the company and to drive management practice.

52 Department of Trade and Industry, 'The Operating and Financial Review: Practical Guidance for Directors' (May 2004)
p. 11 at <http://webarchive.nationalarchives.gov.uk/tna/+/http://www.dti.gov.uk/cld/pdfs/ofr_guide.pdf/>

53 Department of Trade and Industry, 'The Operating and Financial Review: Practical Guidance for Directors' (May 2004)
p. 22
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The reporting process should stretch directors and companies to consider matters that they may
not have previously considered, and to assess their significance to the long-term success of the
business, taking the nuanced view of success — ‘enlightened shareholder value’ — that was
intended by the Companies Act 2006, and that remains the priority of the current government.
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Annex 3:
Detailed discussion of comments in Q9 re RS1

As stated in our consultation response under Q9, we strongly support the introduction of a
reporting standard against which narrative reports must be developed, that gives detailed
expansion on legislative requirements, and can assist directors in understanding how they are
expected and required to report.

RS1 provides a good starting point for the development of a new statutory reporting standard.
However, in our view it requires reassessment in certain regards.

RS1: objective standards

The first principle set out by RS1 is that 'The OFR shall set out an analysis of the business
through the eyes of the board of directors”> Later, in explaining the ‘Disclosure framework, RS1
states that ‘It s for directors to consider how best to use the framework to structure the OFR
and the precise content, including the level of detail to be disclosed, relating to the key
elements, given the particular circumstances of the entity >

It should be made clear to directors that when company reports are being assessed for
compliance with legal requirements, that the assessment will be that of what the reasonable
director would have considered necessary to satisfy compliance with legal requirements. The
provisions of RS1 highlighted above could be taken to suggest that directors are at liberty to
exclude issues or information even where any reasonable director would consider their inclusion
necessary to satisfy the legal requirements that reports constitute a fair review of the company’s
business, and a balanced and comprehensive analysis of the development, performance and
position of the company’s business.

Any statutory reporting standard should stress the objective standards of care, skill and diligence
required of directors when preparing company reports, and against which the compliance of
reports will be judged.

To take an example: an oil and gas company’s directors do not consider climate change to be a
relevant issue to the future of their business, despite indisputable evidence to the contrary, and
so ignore it completely in their company reports, or paint a picture of the issue to shareholders
that is superficial or misleading. It should be clear from any statutory reporting standard that
such reports will not be compliant with the law — regardless of whether it constitutes an analysis
of the business through the eyes of the board of directors, or whether the directors considered
the report to adequately disclose information on environmental matters as relevant and material
to the business.

Further, while we agree that company reports should to an extent reflect the way that the
directors view the business, the reporting process should also push management to think beyond
their existing view of the business and what is relevant to it (see comments in Q3 above).

% Accounting Standards Board Reporting Standard 1: Operating and Financial Review para 5 at
<http://www.frc.org.uk/images/uploaded/documents/Web%200optimized%200FR%20REPORTING%20STANDARD.pdf>
% Accounting Standards Board Reporting Standard 1: Operating and Financial Review para 27
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RS1: forward-looking orientation; environmental and social matters

We strongly support the forward-looking and long-term emphasis of RS1. Under the Companies
Act 2006 regime, there is little in law or guidance that adequately conveys the long-term nature
of the reporting requirements, and the need for reports to address business success through the
prism of ‘enlightened shareholder value’'.

However, in our view RS1 did not sufficiently emphasise the connection between the obligations
on companies to report on environmental and social matters, and the long-term outlook of the
OFR. We consider that any statutory reporting standard should explicitly address the ways in
which environmental and social matters are to be considered relevant to the business: that they
must be considered beyond the short-term context, and their quantifiable short-term materiality,
looking primarily to the long-term role that such matters play in shaping a company’s business
and its success.

The non-binding ‘implementation guidance’ that accompanied RS1 addressed this point to a
degree:

"...where the management of a particular matter [e.g. employees or the environment]
could significantly affect the entity’s ability to successfully implement its strategies or

the entity’s short or long-term value, that matter shall be addressed within the OFR.”
56

In our view statements to this effect should be included in a new binding statutory reporting
standard, so as to give appropriate emphasis to this point.

We also consider that a statutory reporting standard should place greater emphasis on the
specific environmental and social matters that may need to be discussed in company reports in
order for them to achieve compliance with legal requirements.

Emphasis should also be placed on the way in which environmental and social issues must be
reported: discussion of the issues in a broad sense and how they relate to the business; the
policies the company has in place to manage or address the issues; and information (both good
and bad) that allows an informed assessment of the development, performance and position of
the company in those regards (please see comments in Q1).

RS1: materiality judgements

In our view a new reporting standard should explicitly address the issue of materiality, stressing
the way in which the principles and rules of a reporting standard, and the purpose of the
business review / OFR, define the way in which companies should be approaching materiality
judgements.

For example, the following principles of RS1 have clear bearing on the way that judgements
should be made about whether information should or should not be considered material and
included in reports as such:

% Accounting Standards Board Reporting Standard 1: Operating and Financial Review Implementation Guidance para
IG9 at
<http://www.frc.org.uk/images/uploaded/documents/Web%?200ptimized%200FR%20REPORTING%20STANDARD.pdf >
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"The OFR shall have a forward-looking orientation, identifying those trends and factors
relevant to the members’ assessment of the current and future performance of the

business and the progress towards the achievement of long-term business objectives.”
57

"The OFR shall be balanced and neutral, dealing even-handedly with both good and
bad aspects.”>®

The statutory purpose of the business review, with its link to the directors’ duties to promote the
success of the company and enlightened shareholder value, also has major implications for how
materiality judgements must be made in order for reports to be compliant with the law. These
implications should be set out in any reporting standard.

RS1: joined up reporting between strategy and performance

We also consider that any new statutory reporting standard should emphasise the need for
company reports to follow through on statements regarding strategic priorities, risks and
opportunities with detailed information that allows for an informed assessment of the company’s
performance specifically in relation to those matters. As discussed under Q1, we consider this to
be a problem in current reporting practice. RS1 did not emphasise this matter, and in our view a
new statutory reporting standard should do so.

RS1: Key Performance Indicators

RS1 included a number of provisions relating to the use of KPIs in company reports. We
strongly support the original OFR framework’s emphasis on the need for quantitative indicators
to be clearly explained and understandable, and to be used consistently across reporting cycles.

In our view the provisions of RS1 relating to KPIs should be introduced as legislative
requirements. As part of RS1, if companies did not report according to these provisions, they
had to state as much and explain why. This is greatly preferable to the existing legal position,
but we consider that companies should be required to use KPIs in accordance with these
requirements unless a clear and reasonable justification can be given as to why they could not
do so.

Please see Annex 4 for further discussion.

RS1: evidencing claims

We also strongly support the emphasis placed in RS1 on the need for reports to explain and
contextualise any assertions made or information provided, in terms of the need to discuss the

evidence underpinning any claim and the degree to which the assertions or information in
company reports are objectively supportable.>®

%7 Accounting Standards Board Reporting Standard 1: Operating and Financial Review para 9
%8 Accounting Standards Board Reporting Standard 1: Operating and Financial Review para 23
% Accounting Standards Board Reporting Standard 1: Operating and Financial Review para 20
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Annex 4:
Detailed discussion of comments in question 10(ii)

We consider that if the government is to:

- adequately improve disclosure on the matters identified in question 10(ii) of the
consultation on the Future of Narrative Reporting, with particular reference to
information on environmental matters, employees and social and community matters
(‘environmental and social matters’); and

- fulfil its manifesto commitment to ensuring that directors' social and environmental
duties have to be covered in company reporting;

that it should take the following steps.

i. To ensure, as a top priority:

¢ A powerful, transparent and accountable regulator that monitors compliance
with legal requirements and is willing and able to take enforcement action
where company reports do not comply with the law

In order for the law to be effective, it must be enforced. If the law cannot be or is not
enforced, in practical terms the legal requirements as to what company reports must
include are rendered little more than guidance. An effective legal framework must include
structures and procedures that can monitor compliance with the law and enforce it where
necessary.

In our view considerably more could have been achieved in driving up the quality of
company reports under existing business review requirements,*® had an active and robust
approach been taken by the FRRP. This is by no means to say that improvements to that
legislative framework are not needed, but it is to emphasise the vital role that enforcement
plays in this regulatory framework.

The FRRP’s role is particularly crucial on account of the fact that under the current legal
framework, the FRRP is the only person or body, other than the Secretary of State, that
has the legal powers and resources necessary to investigate, pursue and secure
compliance by companies with reporting requirements.

We understand that the government is currently considering the merger of the UK Listings
Authority with the Financial Reporting Council (under which the FRRP operates). We have
no comment on this matter, other than to say that we strongly support the establishment
of a powerful, adequately resourced, active and transparent regulator that can effectively
regulate corporate disclosure in annual reports and ensure compliance with legal
requirements.

Please see our comments under Q2 and 5 of our consultation response for further
discussion of the vital importance of this role.

8 Specifically in relation to the central business review requirements that reports constitute a fair review of the
business, and a balanced and comprehensive analysis of the development, performance and position of the company’s
business, as these requirements would have been seen by the ‘reasonable director’.
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ii. To introduce:

e Statutory requirements to govern the way that Key Performance Indicators
(KPIs) are to be used in company reports

We consider KPIs to be an essential part of ‘non-financial’ reporting, alongside the
narrative. They should provide concise and solid data on which company performance can
be judged on non-financial issues. However, the way that KPIs are used and explained is
essential to their value. Other than in the case of the simplest of indices, unless KPIs are
properly contextualised and explained, and are used consistently, their usefulness to
shareholders and other report users is highly limited, and they may even present a
misleading picture to those users.

RS1 included a number of specific non-mandatory ‘comply or explain’ provisions relating to
the use of KPIs. RS1 provided® that where a KPI was used:

- the definition and its calculation method shall be explained;
- its purpose shall be explained;

- the source of underlying data shall be disclosed and, where relevant, assumptions
explained;

- quantification or commentary on future targets shall be provided;

- where information from the financial statements has been adjusted for inclusion in the
OFR, that fact shall be highlighted and a reconciliation provided;

- where available, corresponding amount for the financial year immediately preceding
the current year shall be disclosed; and

- any changes to KPIs shall be disclosed and the calculation method used compared to
previous financial years, including significant changes in the underlying accounting
policies adopted in the financial statements, shall be identified and explained.

In our view these provisions should be introduced as statutory requirements, to be applied
in all circumstances unless justification can be given as to why they could not be.

e A statutory reporting standard, based on RS1 but which addresses a number of
specific issues

We strongly support the introduction of a statutory reporting standard, developed from
RS1. However, as discussed in Annex 3, we consider it crucial that a new reporting
standard should stress:

- the objective nature of the central business review requirements, and the objective
standards of care, skill and diligence required of directors when preparing company
reports, and against which the compliance of reports will be judged;

- the connection between environmental and social disclosures and the OFR's forward-
looking orientation;

& Accounting Standards Board Reporting Standard 1: Operating and Financial Review para 20 at
<http://www.frc.org.uk/images/uploaded/documents/Web%?200optimized%200FR%20REPORTING%20STANDARD. pdf >
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- the environmental and social issues that may need to be reported on in order to be
compliant with legislative requirements, and how they must be reported;

- key factors that will define the way that materiality judgements are to be made;
- the need for joined up reporting between strategy and performance.

In the case that the government introduced disclosure requirements regarding specific
environmental or social issues (as discussed below under iii.), we consider that it would
also be necessary for the statutory reporting standard to make clear that beyond whatever
specific environmental and social matters have been mandated as per above, that
directors must carefully consider what other environmental and social matters must be
reported on, on account of the company’s specific business.

e Detailed guidance for directors on the reporting process

We consider that introducing practically-oriented guidance for directors on how to
establish the processes necessary to prepare an OFR and achieve legal compliance would
be valuable. This could be based loosely on the ‘Practical Guidance for Directors’ prepared
for the original OFR®? (including its emphasis on the reporting process driving improved
strategic decision-making), but we consider that that guidance could be improved by a
greater degree of cohesion with and cross-referencing to the statutory reporting standard
and legislative requirements.

With regard to best practice guidance or sample KPIs, in relation to environmental, social
and possibly also economic matters, we consider that reference could be made to the
Global Reporting Initiative’s Sustainability Framework.

e Statutory requirements for an enhanced mandatory audit of company reports,
supplemented by support for initiatives geared to the improvement of the audit
and audit profession

We view the reliability of information in company reports as of the upmost importance to
effective corporate governance, and as such consider that an enhanced mandatory audit is
necessary (please see our comments under Q9 of our consultation response for further
discussion).

Auditors can and should assess the narrative reports of companies. Subjective views and
judgements can be audited in shades of grey — it is clear that no binary of truth / falsity
can be found in relation to many matters dealt with in company narrative reports, relating
as they do to the judgements of directors. Forward-looking information also presents
particular challenges. However, auditors can and should examine and report on whether
the assumptions underpinning directors’ judgements are sound and transparent, and
exercise professional judgement to qualify directors’ statements and views, and identify
points of caution for shareholders. In the study conducted by ICAS referred to in our
consultation response,®® interviewees expressed a clear frustration with boilerplate or
‘tickbox” audit reports, and a desire for audit reports that operate in these areas of grey,

82 Department of Trade and Industry, 'The Operating and Financial Review: Practical Guidance for Directors' (May 2004)
p. 11 at <http://webarchive.nationalarchives.gov.uk/tna/+/http://www.dti.gov.uk/cld/pdfs/ofr_guide.pdf/>

8 Fraser I, Pierpoint J, Collins B, Henry W, 'Meeting the needs? User views on external assurance and management
commentary' (June 2010) at <http://www.icas.org.uk/site/cms/contentviewarticle.asp?article=6852>
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and provide this level of nuance. Audit reports of this type would also help to act against
managerial bullishness and spin, one of the key perceived problems with company reports
identified by the ICAS study.

Non-financial Key Performance Indicators can and should be audited. KPIs are constituted
of quantitative information, based on data and fact. Auditors can examine the data on
which the KPI is based, in the context of the assumptions by which that KPI is calculated,
and make an assessment of whether that KPI is accurate. Auditors can also offer a view,
based on professional judgement, as to whether that KPI has been defined in such a way
that it adequately reflects the issue that the company has sought to illustrate, and can
identify any aspects of that KPI's design and definition that might undermine its relevance
in illustrating the given point.

We see little value in an audit of process alone. We support an outcome-oriented,
judgement-based audit report — audit of systems and processes are useful, but in our view
the audit should also be focused on the substance of reports, whether quantitative or
qualitative. We understand this to be a view increasingly shared by investors and other
report users.

Regarding the adequacy of the audit profession to play this role in company reporting,
there are a number of initiatives already underway geared towards strengthening the role
that the audit plays in the financial system. For example:

- The European Commission's consultation and green paper, 'Audit Policy: Lessons from
the Crisis' (published October 2010);%*

- The Auditing Practices Board's discussion process, based on its paper 'Auditor
scepticism: Raising the bar' (published August 2010);

- The Financial Services Authority & Financial Reporting Council's discussion process,
based on their paper 'Enhancing the auditor’s contribution to prudential regulation'
(June 2010).%

The government can give support to and draw from these processes to enhance the role
that audit can play in strong corporate governance and the provision of reliable
information in company reports.

The profession can also develop, and is already developing, the specific skills and
understanding necessary to audit disclosures on environmental and social matters, and to
exercise professional judgement and professional scepticism in relation to environmental
and social matters. UK audit firms are already playing major roles in the development of
the frameworks that measure company performance in relation to these issues, and the
impact that they have on businesses.®” We consider that if a greater market is created for

5 European Commission, 'Audit Policy: Lessons from the Crisis' COM(2010) 561 final at
<http://ec.europa.eu/internal_market/consultations/docs/2010/audit/green_paper_audit_en.pdf>

85 Auditing Practices Board, 'Auditor scepticism: Raising the bar' (published August 2010) at
<http://www.frc.org.uk/images/uploaded/documents/Discussion%?20paper%20Auditor%20Scepticism%?20-
%20raising%20the%?20bar21.pdf>

% Financial Services Authority & Financial Reporting Council, ‘Enhancing the auditor’s contribution to prudential
regulation' (June 2010) at
<http://www.frc.org.uk/images/uploaded/documents/FSA%20FRC%20Discussion%20paperl.pdf>

%7 For example, see PWC’s involvement in the development of ‘TEEB (The Economics of Ecosystems and Biodiversity) for
Business’, TEEB — The Economics of Ecosystems and Biodiversity Report for Business at
<http://www.teebweb.org/ForBusiness/tabid/1021/Default.aspx>
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such work, the profession will develop further skills and understanding. This can also be
supported through formal professional training and education initiatives.

Statutory requirements that oblige companies to set out the framework within
which materiality judgements have been made for their reports

A disclosure that sets out the process by which a board has arrived at what is or is not
material, including details of the assumptions on which materiality judgements have been
made (e.g. timeframe of reference), would be extremely valuable information. It would
allow shareholders far better context for the information being presented, would provide a
strong insight into the outlook of the company directors and how they are approaching
their duty to promote the success of the company, and would allow more effective
challenge by shareholders where they consider that a matter has not been adequately or
appropriately addressed in reports. We have heard strong support for transparency on
this matter from investors.

As such, in our view a statutory requirement on companies to disclose this information
should be introduced.

To give strong consideration to:

Introducing specific statutory requirements setting out environmental and
social matters that must be covered in company reports, whether across the
entire economy or within sectors

If the OFR is to achieve the government’s stated goal of ensuring that directors' social and
environmental duties have to be covered in company reporting, we consider there to be a
strong case for requirements that the environmental and social matters most broadly and
fundamentally relevant to UK business and the UK economy — for example climate
change,®® biodiversity, water use, employee and labour issues, health and safety,
community impacts — be reported on by all listed companies.

Such mandatory requirements would indeed create ‘box-ticking’, but strategically
significant box-ticking that is comparable between companies and across years. As
discussed in our consultation response under Q7, there is no reason that such mandatory
disclosures could not sit alongside a company’s ‘individual’ narrative, or that such
requirements would threaten to turn the entire reporting process into a box-ticking
exercise.

Consideration should be given to which environmental and social matters are so
fundamental to the future of the UK and global economy, and of such broad relevance to
UK business that all companies should report on them. Tools have been developed to aid
coherent assessment of which sustainability issues are of such relevance across a given
group of companies, for instance ‘From Transparency to Performance: Industry-Based
Sustainability Reporting on Key Issues’, Steve Lydenberg et al, Harvard University, June
2010.%°

58 Noting the government’s current consideration of specific requirements relating to climate change-related disclosures,
as a result of obligations under the Climate Change Act 2008.

8 |ydenberg S, Rogers J, Wood D, 'From Transparency to Performance: Industry-Based Sustainability Reporting on Key
Issues' (2010) at <http://hausercenter.org/iri/wp-content/uploads/2010/05/IRI_Transparency-to-Performance.pdf>
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There are also a number of sophisticated frameworks already in existence that define and
delineate how specific disclosures relating to environmental and social issues can and
should be made. The Global Reporting Initiative’s ‘Sustainability Reporting Framework’”
appears to be the most detailed, widely recognised and respected of these.

A great deal of work as to how these issues can be measured and reported, and how
policy-makers can identify the most relevant and material disclosures for a given group of
companies, has already been done: many of the tools are there for this task.

These requirements could be introduced as ‘enhanced’ comply or explain requirements,
whereby companies are required to report on those matters unless they provide
explanation as to why they have not been considered relevant to the business. In this
regard it is noteworthy that if companies have established the appropriate processes for
reporting, and deciding what issues are material and to be included in reports (as
described, for example, in the guidance to directors under the OFR),”* a great deal of the
information and explanation will already exist internally as to why and how it was decided
that a given issue was not material. A ‘comply or explain’ disclosure requirement to this
effect would therefore not necessarily create a major burden on companies.

Were such requirements to be introduced, it would be necessary for a statutory reporting
standard to stress that these environmental and social disclosures are the minimum
required, that directors must carefully consider what other environmental and social
matters must be reported on, given the specific nature of the company’s business and the
broader statutory reporting requirements.

7% The GRI Sustainability Reporting Guidelines can be found at
<http://www.globalreporting.org/NR/rdonlyres/B52921DA-D802-406B-B067-
4EA11CFED835/3882/G3_GuidelinesENU.pdf>. This provides the overarching framework, which is supplemented by
'Indicator Protocols', setting out the indicators that should be used, and how they should be used, in relation to a range
of environmental and social matters. These can be found at
<http://www.globalreporting.org/ReportingFramework/ReportingFrameworkDownloads/G3GuidelinesIndividualDownloa
ds.htm>. The GRI has also published a 'Boundary Protocol’, for companies to draw appropriate lines around what can
be considered their impacts or performance, rather than those of another company or entity. This can be found at
<http://www.globalreporting.org/NR/rdonlyres/CE510A00-5F3D-41EA-BE3F-BD89C8425EFF/0/BoundaryProtocol.pdf>.
GRI have also published sector supplements, which provide specialised guidance to secotrs that face particular
challenges in relation to sustainability. These can be found at
<http://www.globalreporting.org/ReportingFramework/SectorSupplements/>.

7! Department of Trade and Industry, 'The Operating and Financial Review: Practical Guidance for Directors' (May 2004)
at <http://webarchive.nationalarchives.gov.uk/tna/+/http://www.dti.gov.uk/cld/pdfs/ofr_guide.pdf/>

44



http://www.globalreporting.org/NR/rdonlyres/B52921DA-D802-406B-B067-4EA11CFED835/3882/G3_GuidelinesENU.pdf�

http://www.globalreporting.org/NR/rdonlyres/B52921DA-D802-406B-B067-4EA11CFED835/3882/G3_GuidelinesENU.pdf�

http://www.globalreporting.org/ReportingFramework/ReportingFrameworkDownloads/G3GuidelinesIndividualDownloads.htm�

http://www.globalreporting.org/ReportingFramework/ReportingFrameworkDownloads/G3GuidelinesIndividualDownloads.htm�

http://www.globalreporting.org/NR/rdonlyres/CE510A00-5F3D-41EA-BE3F-BD89C8425EFF/0/BoundaryProtocol.pdf�

http://www.globalreporting.org/ReportingFramework/SectorSupplements/�

http://webarchive.nationalarchives.gov.uk/tna/+/http:/www.dti.gov.uk/cld/pdfs/ofr_guide.pdf/�



URN 10/1057RF

45





		Consultation response cover sheet

		OFR consultation response VII RS1 edit hyperhyperlinks delined

		Analysis of the annual reports of the BP and Rio Tinto groups

		Relevant excerpts from: Department of Trade and Industry, 'The Operating and Financial Review: Practical Guidance for Directors'

		Detailed discussion of comments in Q9 re RS1

		Detailed discussion of comments in question 10(ii)






= a5 @

DR

BIS
The Future of Narrative Reporting: a Consultation

Response by British Standards Institution

As the UK’s National Standards Body, BSI welcomes this opportunity to comment on this
consultation. Questions 1-12, 14 -15 are not applicable for BSI to respond to instead this
submission will focus on addressing Question 13.

BSI Response

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

Standards

With regard to non-regulatory solutions, BSI is in a unique position to provide support to
increase the quality of business reports. We carry out national standards activities and as
such produce standards that:

- are prepared under a full consensus building process with balanced stakeholder
participation and involvement of all interested parties

- have no commercial bias

- are subject to public consultation

- are prepared and presented in a transparent way (BS 0 — A Standard for standards,
describes the principles of standardization, committee procedures and drafting rules
for standards)

- are subject to periodic review

- can be used as the basis for international (ISO) Standards.

Our portfolio
Currently there are various standards in our portfolio that can improve the quality and
relevance of reporting on social and environmental matters.

BS 8900:2006 — Guidance for managing sustainable development

It is the first standard to take an integrated approach to managing social, environmental and
economic issues. It is a principle-based approach for any organization (large multinational,
SME, public or third sector) to embedding sustainability across its practices. The principles
relate to issues such as human and labour rights, environment and governance. Guidance is
provided on reporting the on the sustainability performance of the organization in a
meaningful and transparent manner.

BS ISO 26000: 2010 — Guidance on social responsibility (to be published 1 November
2010)

This International Standard provides guidance to all types of organizations, regardless of
their size or location, on the core subjects of social responsibility (organizational governance,
human rights, labour practices, the environment, fair operating practices, consumer issues,
community involvement and development).
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It provides practical advice on integrating, implementing and promoting socially responsible
behaviour throughout the organization and, through its policies and practices, within its
sphere of influence; identifying and engaging with stakeholders; and communicating
commitments, performance and other information related to social responsibility.

It includes clear information on reporting on social and environmental performance and how
to enhance the credibility of these reports.

Other standards that will assist organisations in providing material and relevant information in
reports on social or environmental issues include:
e BS EN ISO 14001: 2004 — Environmental management systems. Requirements with
guidance for use
e OHSAS 18001: 2007 — Occupational health and safety management systems.
Requirements
e BS EN ISO 14063: 2010 — Environmental management —Environmental
communication — Guidelines and examples

Future activities

New committee on Governance

A new standards committee will be established to develop standards on governance, ie
concerned with the internal controls and processes of how organizations should be run and
the responsibilities they have to their stakeholders. Certain organizations, such as non listed
companies, are not necessarily covered or governed using any of the established Codes
(such as the FRC Corporate Governance Code). Any new development BSI undertakes in
this area will consider and cross reference the many Codes of Practice that exist.

Another area that the new committee will be addressing is a standard providing specification
on how to ensure that anti bribery practices are embedded in an organization.

Work on sustainability reporting
BSI has begun to look at standards for sustainability reporting. Key findings from these
discussions are as follows:
e Currently, many sustainability reports are unwieldy and include information that is not
relevant.
e Many organizations are still not clear on how to report on social and environmental
matters.
e There would be significant value in sector-based reporting standards that would
enable organizations to report in a material and consistent manner.
e Standards provide comparability.
e Voluntary standards can be used by any company who would see value in the
approach, especially through a sector scheme, without the burden of increased
legislation.

Summary

British Standards are developed by bringing together the key interested parties in a
transparent process that has no commercial bias. Representatives from small businesses,
government, NGOs, consumers, labour organizations, academic institutions, labour and
industry sectors sit on committees to develop consensus-based documents. The result is
standards that are voluntary to use, while being supported by all stakeholders. Although
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standards are voluntary, they often become industry norm and drive up performance across
a sector (eg BS EN ISO 14001 and BE EN ISO 9001).

Therefore BSI is perfectly positioned to support government to provide non-regulatory
solutions to improved reporting, whatever the scope of the project may be.

Question 14-15
NA

BSI Background

BSI is the UK’s National Standards Body, incorporated by Royal Charter and responsible
independently for preparing British Standards and related publications. BSI has 109 years of
experience in serving the interest of a wide range of stakeholders including government,
business and society.

BSI presents the UK view on standards in Europe (to CEN and CENELEC) and
internationally (to 1ISO and IEC). BSI has a globally recognized reputation for independence,
integrity and innovation ensuring standards are useful, relevant and authoritative.

A BSI (as well as CEN/CENELEC, ISO/IEC) standard is a document defining best practice,
established by consensus. Each standard is kept current through a process of maintenance
and reviewed whereby it is updated, revised or withdrawn as necessary.

Standards are designed to set out clear and unambiguous provisions and objectives.
Although standards are voluntary and separate from legal and regulatory systems, they can
be used to support or complement legislation.

Standards are developed when there is a defined market need through consultation with
stakeholders and a rigorous development process. National committee members represent
their communities in order to develop standards and related documents by consensus. They
include representatives from a range of bodies, including government, business, consumers,
academic institutions, social interests, regulators and trade unions.

British Standards Institution
19 October 2010
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BPF

The future of narrative reporting - a consultation roon

Introduction

The British Property Federation (BPF) represents companies owning, managing and investing in
property. This includes a broad range of businesses comprising commercial property owners,
financial institutions and pension funds, corporate landlords, residential landlords, as well as all
those professions that support the industry.

We welcome the opportunity to respond to the consultation document regarding the future of
narrative reporting and we set out our views below, based on the comments we have received from
members.

Executive summary

The principal UK property companies take their reporting obligations very seriously and many
approach the preparation of their annual reports bearing in mind the principles espoused by the
former OFR rather than viewing it simply as a compliance exercise.

Generally, UK property companies do not compile their annual reports in isolation but instead
involve shareholders and other users of financial statements such as analysts and professional
advisors in the preparation process in order that the annual report is as useful and relevant as
possible.

In addition, industry specific best practice guidelines have been set by the European Public Real
Estate Association (EPRA) and all of the major UK property companies have committed to following
their advice. As a result, the quality of narrative reporting among UK property companies is very high
and comparability between companies’ performance is easy to assess.

Notwithstanding that UK property companies are ‘ahead of the curve’ in relation to reporting, the
UK real estate industry continues to strive for improvement in the way that it reports to users of
financial statements. In particular, recent industry efforts have focused on achieving consistency and
transparency in the way in which the environmental and social implications of their activities are
reported.

The UK real estate industry is an example of how businesses and the users of financial statements
can work together to develop and support a consistent approach to reporting (including narrative
reporting) that provides users with the information they need to evaluate and compare business
performance.





Response to consultation questions

Question 7

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

The obligation of companies to make varying disclosures stems from a number of different and
completely independent sources including company law, accounting standards and
Government/industry best practice guidance.

While satisfying the requirements and recommendations of these many sources clearly involves a
good deal of work it is felt by our members that inasmuch as narrative reporting is concerned it is
principally the corporate governance disclosures that are of least interest and value to users of
financial statements. Accordingly, an assessment of the ways in which these could be shortened or
simplified would be welcome.

There are a number of other ways in which companies’ annual reports could be made more user
friendly and less lengthy, but these involve cutting back on the accounting disclosures in the notes to
the financial statements and are therefore not within the scope of this consultation.

Question 9

Looking at an Operating and Financial Review and the existing business review, do you see any 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?

When the previous OFR was introduced many property companies began upgrading their systems
and processes to comply with its requirements. By the time it was later withdrawn these companies
had either already changed their narrative reporting process accordingly, or were so far on the way
to doing so, that they embraced the principles espoused by the OFR. As a result, property companies
have some of the best narrative reporting available, and our members have been nominated for
industry awards to reflect this.

Given the high standard of narrative reporting that exists among property companies, we believe
that reinstating elements of an OFR by way of a statutory reporting standard is unlikely to change
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

e Information on environmental matters

e Information on employees

e Information on social and community matters

e 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?

Our response to this question will focus mainly on sub-question (ii), and specifically explore whether
regulation requiring additional disclosure of environmental matters would improve such reporting
among UK property companies.

Many of our leading members have recognised the value of sustainable measurement and reporting,
but the vast array of tools on the market creates confusion. Especially desirable would be a low cost
means to prioritise which buildings should be targeted for more detailed assessment of their
environmental performance. The Green Property Alliance (GPA) published in October 2010 a report®
which set out a set of common sustainability metrics for energy, carbon, water and waste around
which owners, occupiers, agents and advisors could coalesce, with a view to their being embedded
into company reporting.

The European Public Real Estate Association (EPRA) will be examining the findings of the GPA with a
view to perhaps including these recommendations in its best practice guidance for reporting for
listed companies across Europe.

In addition, the BPF has joined the working group compiling a Construction and Real Estate Sector
Supplement (CRESS) with the Global Reporting Initiative. The CRESS will provide a globally agreed,
free-to-use methodology for constructing organisational reports which include consideration of
economic, social and environmental factors which are material to the organisation (both qualitative
and quantitative).

As noted above significant efforts are being made by property companies and the ancillary
businesses which support them to determine ways to meaningfully report upon economic,
environmental and social performance that are easy to understand and can be consistently applied.
There is a genuine desire on behalf of the real estate industry to improve the way in which
environmental and social issues are reported by companies and we do not believe that additional
regulation is required to achieve that objective.

Question 11

Would more guidance be helpful? If so, what form should this take? For example: best practice
example, sample KPIs etc?

There are various industry initiatives seeking to add further refinement to existing frameworks. For
example, the Greenprint Foundation® is seeking to expand upon the World Resources Institute’s
Greenhouse Gas Protocol and to adapt its expression of emissions in ‘scopes’ to rented non-
domestic buildings. Government could helpfully signpost such guidance which is produced by the
industry so that it reaches a wider audience than it might otherwise.

! http://www.bpf.org.uk/en/files/bpf_documents/Common_Metrics Paper FINAL.pdf
2 www.globalreporting.org
® http://greenprintfoundation.org/Public_GCl.aspx
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Government might also help to foster guidance for small and medium sized enterprises to help them
to begin to measure and report. Larger property market players, whom we largely represent, find
sustainability reporting increasingly unavoidable but take-up among smaller enterprises is scant.

Question 12

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

While we understand the rationale for suggesting this measure we do not believe that it would in
practice make much of a difference for either shareholders or companies. Shareholders already have
the opportunity to raise any questions or objections they may have during the annual general
meeting at which companies’ accounts are approved. In addition, companies will often meet with
major shareholders in advance of the AGM to discuss their performance during the year and allow
shareholders to ask questions. Accordingly, there is a danger that an advisory vote would become a
mere formality.

Question 13

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

All major property companies in the UK subscribe to real estate specific reporting standards and best
practice guidance set out by EPRA. For nearly ten years EPRA has held yearly awards where the
annual reports of property companies from across Europe are independently judged and the best
receiving due recognition.

The majority of previous ‘best annual report’ winners have been UK companies, which shows that
the standard of reporting among UK property companies is high by European standards. This also
demonstrates that industry self-regulation can be an effective way to improve the quality of
reporting.

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.

As noted above, the standard of reporting among large UK property companies is very high, and this
is reflective of the amount of time and effort that these companies put into preparing their annual
reports. The annual report is seen by many as an opportunity for the company to market itself to
shareholders and potential investors, so there is added incentive to ensure that the annual report is
clear, descriptive and easy to use.

Accordingly, the preparation of large UK property companies’ annual reports often takes place over
two or three months and in some cases involves the use of external professional writers to ensure
the report is easy to understand. UK property companies also make use of external benchmarking
services to compare their annual report against those of other UK property companies in order to
determine whether more could be done to improve their reporting.






In compiling their annual reports, UK property companies consult with major shareholders and other
users of financial statements such as equity analysts as to what information and disclosures could be
usefully included in the annual report.

UK property companies go to great lengths to produce excellent annual reports, but this clearly
comes at a significant cost in terms of both time and money. However, given the high quality of
reporting in the property industry it is unlikely that additional reporting requirements would
significantly increase these costs, as there is a possibility that the way in which UK property
companies currently report would satisfy these requirements.
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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?

The October 2009 study published by the CORE Coalition on “The
Reporting of Non-Financial Information in Annual Reports by the
FTSE100” provides evidence of low overall levels of reporting of social
and environmental issues. According to this study “the area of human
rights was least well served”. It gave the example of extractive
companies that did not report on human rights issues relating to their
security arrangements, despite the fact that many of the oil and gas
sector companies in the FTSE100 are participants in initiatives that are
designed to enable them to address human rights issues more
effectively, such as the UN Global Compact and the Voluntary Principles
on Security and Human Rights.

This deficit is particularly incongruous for several reasons:

1) Some UK companies have suffered material losses because of their
failure to address their human rights impacts; e.g. Vedanta Resources
failing to gain a licence to operate a mine and expand their refinery in
Orissa (India).

2) Companies are increasingly likely to operate in contexts where their
activities might contribute to infringements of human rights; e.g.
through their utilisation of scarce resources, such as land, water and
forestation. Issues such as global warming, soil erosion, reduced water
tables and internal displacement elevate the risk for companies with
regard to their human rights impacts.

3) The UN Special Representative on Business and Human Rights,
Professor Ruggie, has emphasised in his 2010 report to the UN Human
Rights Council that “Encouraging or requiring companies to report on
human rights policies and impacts is a...key policy tool. It enables
shareholders and other stakeholders to better engage with businesses,
assess risk and compare performance within and across industries.
Moreover, it helps companies to integrate human rights as core
business concerns, supporting their responsibility to respect human
rights.” (para 36)






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

The idea that companies are constrained from providing information on
these issues is misleading. The reality is that there is a lack of
incentives for companies to do so. This is partly because markets don’t
reward companies for providing such information. It also because the
Government does not requires companies to do so.

If suitable incentives were in place, then companies would report on
their social and environmental impacts.

The UN Special Representative on Business and Human Rights set out
the problem very clearly in his 2010 report to the UN Human Rights
Council:

“Worldwide, companies’ financial reporting is their most tightly
regulated and legally consequential reporting requirement. ...However,
the Special Representative’s corporate law project documents that none
of the 40-plus jurisdictions studied specifically identify human rights-
related risks as a factor in determining “materiality”, therefore few
companies report them. This is despite the growing number of lawsuits
against companies on human rights grounds, coupled with emerging
evidence of significant costs triggered by human rights-based
grievances”. (para 39)

The UN Special Representative urges regulators to “clarify that human
rights impacts may be material and indicate when they should be
disclosed under current financial reporting requirements” (para 39)

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

Not in a position to comment.






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

Amnesty International has had many meetings with investors over the
last year to share with them our concerns about specific company
operations that have contributed to human rights abuses. In not a single
case did an investor cite company reports as a source of useful
information on a company’s human rights impacts.

Information provided by non-governmental organisations and by the
media is likely to be of much greater use to shareholders in deciding
when to press directors and around what issues.

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 our experience of examining company reports, the likelihood of a
company drawing attention to a particular human rights issue is often
inversely proportionally to the company’s actual impacts on human
rights. In other words, companies are more likely in their Business
Reviews and CSR/Sustainability reports to draw attention to issues of
relatively minor consequence for human rights (such as their CSR
activities) than they are to draw attention to issues of major
consequence that are linked to the company’s business model and core
business operations.

The kind of hooks that would be useful for non-governmental
organisations would include:

a) separate vote on the Business Review at the AGM;

b) legislation requiring appropriate disclosure of environmental and
social impacts and risk;

c) monitoring and enforcement role of a regulator in overseeing
reporting requirements

There should also be an explicit requirement on companies to report on
human rights issues. These should not be subsumed under other
issues as they are at present under s417.






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)?

Amnesty International has many avenues of information on the human
rights impacts of companies. Perhaps the most significant is the
Business and Human Rights Resource Centre (www.business-
humanrights.org).

However, there is no substitute for having a single reliable source of
information emanating from the company itself that serves as a basis of
comparison. The idea that shareholders and others should rely on
multiple sources of information, including third party sources,
obfuscates the issue.

Companies are very selective in deciding what information to provide to
which constituencies. Just as they segment the market with regard to
promoting their products, so they segment the market with regard to
provision of information. Companies decide what information to provide
to whom on the basis of expediency. This defeats the purpose of
reliability, consistency and comprehensiveness of information, even
with regard to ‘materiality’.

Markets rely on quality and availability of information to operate
effectively. Why should markets be fobbed off with inadequate
information relating to a company’s social and environmental impacts?
It is the responsibility of Government to correct such market failure.

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

With regard to non-financial reporting, there is the need to clarify
requirements with regard to international standards and norms on the
responsibilities of business. There are various sources from which
human rights reporting requirements could be derived, including the
Global Reporting Initiative, the UN Global Compact, and the due
diligence framework that is being developed by the UN Special
Representative on Business and Human Rights, Professor Ruggie.
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Question 8: Is there scope to arrange the information in a more useful way?

Comments

The information should be arranged in a way that eases comparability
and that reflects the principles of effective non-financial reporting that
have been developed by institutions such as Accountability and that are
embodied in 1ISO 26000.

Two of the main areas of guidance in ISO 26000 concern labour
practices and human rights. These include issues of complicity,
discrimination, the position of vulnerable groups, and civil and political
rights as well as economic, social and cultural rights. For all such
issues, ISO 26000 addresses the expectations of companies in
confronting them. The human rights sections have also been written to
be consistent with the Ruggie framework for human rights and the due
diligence-based approach for companies which he recommends.






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?

Some elements of the OFR could be usefully reinstated, in particular
with regard to the enhanced audit, an articulation of long-term risks and
developments, and a framework for reporting on social and
environmental issues that facilitates comparability.

A statutory reporting standard would not only help improve the quality
of reporting, but is a pre-condition for this to happen.

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?

There should be an explicit requirement to report on human rights
issues. These should not be subsumed under other issues as they are
at the moment. The assumption that human rights can be fitted into
other categories is at odds with all key developments in the field of
business and human rights, including the revision of the OECD
Guidelines which is almost certain to have a separate human rights
chapter, and the proposals that have been developed by the UN Special
Representative on Business and Human Rights.

A key element of reporting that would be useful to investors in
identifying human rights risk is information on outstanding regulatory
action and court cases against companies.






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

A statutory reporting requirement should be introduced, with guidance
to accompany it. Non-financial KPIs should be introduced to ensure that
reporting is meaningful and useful. This should cover the human rights
issues identified in ISO 26000 and in the framework developed by the UN
Special Representative on Business and Human Rights.

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

Comments

This might provide a useful hook for shareholders to flag up concerns.

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

Comments

Such initiatives will not provide sufficient incentives for companies to
report on their non-financial impacts. The problem is not fundamentally
one of lack of knowledge, but lack of will. Companies could report on
their human rights impacts if they wanted to, but they choose not to.
Deficiencies in the current framework will not be addressed by non-
regulatory initiatives.






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

Not in a position to comment

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

An improved reporting framework will enable companies to rationalise
their reporting, thereby potentially reducing the overall cost of social
and environmental reporting. It provides less incentive for companies to
use reporting for PR purposes, providing material that is of little
relevance to their shareholders or stakeholders.

URN 10/1057RF
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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 uncertainties?

The quality of information provided across the FTSE350 in respect of strategy and
risks and uncertainties is variable.

In 2009 FutureValue's analysis of declared strategic goals revealed that more than a
quarter of FTSE350 companies stated their only goal was a generic ‘increase in
shareholder value'. This offers little insight to anyone, fails to indicate strategic
direction and frequently renders the underlying strategy questionable. UK companies
are generally weak at presenting strategy. This is particularly notable at Group level
where the majority of groups of companies seem unable to show how the 'group’ is
worth more than the mere sum of its parts, the underlying divisions or business units.

All too often the reporting of risks and uncertainties concentrates on the risks of
simply being in business rather than factors that might be prejudicial to achieving
strategic objectives. The worst reporting of risks and uncertainties is among dual-
listed companies reporting to SEC 20-F rules in a dual-purpose corporate report
embracing UK and US reporting. These typically include nothing on risk mitigation,
specific management or strategic context.

There are some exemplars in reporting strategy and risks and uncertainties, usually as
elements of a cohesive discussion of strategic added value. These exemplars typically
achieve good first quartile scores in the FutureValue Strategic Value Ranking.
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FutureValue assesses the quality of strategic value added by listed companies in their
Annual Reports on a comparative basis as an effective indicator of future potential.
The Strategic Planning Society also uses the FutureValue research to recognise the
companies with very best reporting strategy in its annual 'Strategic Value in Corporate
Reporting' Awards.

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

There are two principal constraints in our opinion.

Many companies attach limited value to their Annual Reports citing that virtually no-
one reads them. If this is to some extent true and there is a more limited interest in
Annual Reports, it has become to some extent a self-fulfilling prophecy. Layers of
regulation, standards and guidance from disparate standard setters, regulators and
professional bodies have contributed to fragmentary documents of unnecessary
complexity. This 'no-one reads them' attitude has to contrast with the more positive
attitude of those companies that consider their Annual Report specifically to be a
valuable resource from which they benefit.

Evaluation of Annual Reports of UK listed companies over several years has confirmed
to FutureValue that another principal constraint is a weakness in rigorous strategic
thinking by Boards and their managers. It is important to remember that strategy as a
management science and business technique is only thirty years old. Many UK
Directors will only have learned of strategy in the last two decades, if that, and for
many this may well have come in the latter stages of their careers. Strategy remains
for the time being an emergent management science that has yet to mature into a
progressive and dynamic professional discipline. This does not understate the vital
importance of strategy as the key to future potential, and its importance in narrative
reporting. It lacks yet perhaps the universal standards and precision of other
professional disciplines. This may conceivably erode its perceived value to the more
recalcitrant Boards. Many seem equally unable to take a strategic approach to risk and
uncertainties.

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

We cannot say with complete certainty but ‘probably not' is the answer. Companies
appear even less inclined to report in their reporting narratives about the processes by
which their Boards engage in the formulation, review and implementation of strategy
and the consequent measurement of strategic performance. Coverage of Board
engagement in the strategy processes is all too often little more than a compliance
comment in the corporate governance statement to say that these things [strategy et
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al] are reserved for the Board. Generally, this narrative shortcoming represents an
omission in the layers of regulation and best practice guidance. Best practice and
regulation both focus on content leaving key Board processes to corporate governance
and the combined code. But, corporate governance (even in the new UK Code) does
not ask for the Board's strategic thinking and involvement in management processes —
just the business model. Typically, there is more on risk management governance and
processes and the Board's involvement in narrative reports. More often than not, this
is also to be found in the corporate governance statement.

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

There is a broad correlation between the quality of strategic value added in narrative
reporting and market performance relative to a company's sector. This indicates that
really good, well-articulated narrative is able to project clearly a company's future
potential and informs business decisions. In the view of one of our clients it reduces
stock market volatility at the very least.

FutureValue knows that asset managers and owners use FutureValue's analysis of
strategic value added by companies in their Annual Reports as an aid to their
engagement with those companies. It should be possible for any company with clear
strategic thinking to articulate that effectively such that even the least expert retail
investor can understand and feel able to question the Company on its direction. Only a
very few companies currently match up to this standard. Many people are misled into
thinking that narrative in Annual Reports is audited and that only corporate social
responsibility sections are not. Auditors are not qualified to audit the finer strategic
points of narrative, they are only qualified to confirm that the information given is
consistent with the accounts.

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?

A number of companies purchase FutureValue's analysis of their Annual Reports —
Strategic Value Profiles — to be able to assess the quality of their own narrative
reporting with a view to improving it. Some asset managers and owners also use
these Strategic Value Profiles — generally considered to be authoritative, independent
and objective — to help them in their engagement process with their investee.
FutureValue's analysis is unique. Narrative reporting remains for the time being
undervalued generally. It is not FutureValue's business to challenge companies on the
quality of their narrative, unless our clients ask us to do so.
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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)?

FutureValue uses only the Annual Report. As this is produced in every case to the
minimal requirement of the Companies Act 2006 or to the best practice standard of
Reporting Statement 1, the content is comparable between companies, in the same
way as the numbers in P&L Accounts and Balance Sheets that constitute historical
performance are comparable. No other corporate reporting document is comparable in
the same way. We refer to PDF versions of the print reports.

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

There is considerable opportunity to simplify the requirements from a narrative
perspective. There needs to be clarity and agreement among regulators and standard
setters as to the purpose and scope of narrative reporting first. Imposed regulation
will not be the answer. This needs to be freed up from the hands of accounting firms
and accounting bodies if it is to be simplified.

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

There is a groundswell of thinking around integrated reporting, bringing together
sustainability, governance and strategy elements. An integrated format should help
companies to differentiate more clearly the quality of their respective strategic
thinking, enabling the most effective to project a more integral strategic focus that
demonstrates the added strategic value analysts and investors are looking for in
making their decisions. We collectively need to restore the perceived value of the
Annual Report narrative so that investors, stakeholders and companies value it as the
incontrovertible primary source of information on the future direction and potential of
a company.
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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?

There is merit in introducing a more compulsory requirement for companies to:

e present and discuss their strategic thinking or at least to present their vision,
business objectives and strategies for the Group and separately for its reportable
segments

e comment on how performance and KPIs in the period under report indicate
effective strategic management, i.e. show strategy in action

e provide a better indication of a company's sensitivity to its future beyond the next
trading period so as to indicate the achievability of its goals and effectiveness of its
strategies - this includes risks and uncertainties

¢ indicate clearly how integral social, ethical and environmental matters are to the
strategy of a company.

The current Best Practice OFR requires most but not all of the above. It is important
not to sacrifice the comparative advantage of the principles-based framework
approach inherent in UK corporate 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?

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

1ii) Are there key issues which are missing? If so, please explain?

This information is very useful. It comprises the closest there is to the elements of a
strategy discussion in the rather vague, non-specific wording of the Enhanced
Business Review. We have explained earlier how FutureValue uses this information in
strategic value analysis and in question 9 how this should be upgraded.
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Question 11: Would more guidance be helpful? If so, what form should this
take? For example: best practice example, sample Key Performance
Indicators, etc?

One or two examples of an integrated report narrative would be useful. Ideally, there
should be one per sector. Companies are too hidebound by conventional [and
fragmentary] reporting formats to feel they can be more creative in this.

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

No. Analysts and investors have the opportunity to make up their own minds
individually on the quality of what a company presents. The prospect of an advisory
vote may well dumb down the content a company is prepared to include. It almost
certainly will not act as carrot to enhance the quality of 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?

Rating and ranking annual report narrative in an independent, authoritative and
objective manner, as FutureValue does, can have a powerful effect. We are making
good progress in establishing what we do as a standard, a measure and a valued
rating of recognised standing. But, it is taking time.

Recognising and making awards to the very best narratives as The Strategic Planning
Society does in its 'Strategic Value in Corporate Reporting Awards', or as PWC does
with its 'Building Public Trust' awards, are initiatives that encourage higher standards.

The best non-regulatory solution is to validate the FutureValue finding that better
narrative reporting leads to better market performance and value creation. If Directors
think their stock options will be worth more due to better reporting, then most will
surely make the effort to improve the quality of their reporting narratives.
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DIRECTORS’ REMUNERATION REPORT

Question 14: Do the current disclosure requirements provide clear and

usable information about:

e 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;

e the process by which directors’ remuneration is decided?

If not, please explain including any views on how this might be improved

The information is fairly clear in most Remuneration Reports on total remuneration
paid and on the process by which Directors' remuneration is decided. Few companies
elaborate on the performance criteria for short-term bonuses or long-term incentives
and how these relate to strategic objectives. Quite often it seems this is because many
companies do not publish strategic objectives other than purely financial ones.
Benchmarked Total Shareholder Return is the closest most get to a strategic measure
and this is an outcome not a business objective.

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

The benefits to companies of enhancing their narrative and getting the underlying
content right are incalculable. FutureValue observes first hand how companies that
want to improve their narrative reporting also realise that this has implications for
positive change in the business — FutureValue can provide a case study on this if
required. Better narrative reporting that adds strategic value should lead to positive
short-term stock market performance or at least to medium-term value creation. The
benefits will far outweigh the costs of enhancing narrative reporting.

FutureValue would be pleased to make available its Strategic Value Analysis technique
more widely as a positive measure of what Companies can achieve. Our FTSE100
clients consider what we do to be authoritative, independent and objective. As a small
research firm it may take too long for this service to become the de facto standard.
The cost of helping to develop this would be quite low. In the same vein the Strategic
Planning Society, an educational charity whose mission is to champion the
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development of strategy as a management science, would be pleased to stage its
annual 'Strategic Value in Corporate Reporting’' on a bigger stage and to a larger
fanfare for the winners. Again, the cost of supporting this will be relatively low. This is
something the major accounting firms cannot do due to a conflict of interest vis a vis
their audit clients.
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Thank you for the opportunity to respond to your consultation on narrative reporting.

Radley Yeldar is a corporate communications agency committed to developing the effectiveness of
corporate reporting and regularly undertakes research and analysis in this area. Our annual How
does it stack up? research, for example, assesses the reporting of the entire FTSE 100, establishing
best practice trends and drivers. Report Leadership, meanwhile, is a joint initiative with PwC and
CIMA that aims to challenge established thinking on corporate reporting.

The last five years have seen massive changes in how and why companies communicate. The growth
of electronic communications, the complexity of business models, the changing audiences, the
changing approach to risk by investors, the growing diversity of the regulatory burden and not least,
the economic downturn have all created pressures on the ways in which companies engage with
investors.

At Radley Yeldar, we believe that the key to meeting this engagement challenge is through
disclosure. As we see it, disclosure creates the opportunity for communication, which is a first step
towards transparency. This in its turn generates stakeholder confidence and trust, as well as building
on the company'’s reputation. So we support the need for a review of narrative reporting as part of
the thinking around stewardship and investor engagement.

“Disclosure” takes many forms. Whether through ad hoc market updates of inside information,
through the financial calendar, IMS, half and full year reporting, or through investor presentations
used at investor conferences and one on one meetings, a consistent flow of information is reaching
stakeholders. The annual report is one part of this flow of information; indeed we argue that it is a
crucial part. It interprets, in an audited framework, the complete equity story of the company.

And yet the approach by companies to the annual report is very diverse. Since 2006, Radley Yeldar
has charted the evolution of the annual report. Our How does it stack up? initiative highlights
companies that have embraced best practice reporting. Here are some of the things which these
companies do well:

e Tellastory, presenting key content - strategy, marketplace, KPIs, risk - in a joined-up way
e Explain their business model






* Support strategic discussion with information about the key resources and relationships
necessary to successfully deliver their objectives

» Discuss key trends across their markets, backed up with relevant data

¢ Update their risk disclosures to reflect developments in 2009, and discussed risk
management frameworks and processes

» Give equal billing to financial and non-financial KPls and integrate both through the business
review

¢ Explain the business case for sustainability and link it to strategy

However the gap between those who regard the annual report as a communications opportunity,
embracing the approaches and techniques above, and those who simply seek to comply has grown
wider. This leads to an asymmetric information flow. Investors and the market generally have patchy
access to the story that companies tell. Far too many companies fail to provide insight into their
business objectives, strategies, performance, governance or risk.

Barriers for preparers

In hosting a recent event, we contacted in advance the attendees — all of whom were responsible for
preparing their annual reports at their (FTSE 100) companies. We wanted to know their concerns,
and what gets in the way of preparing the annual report. These were some of our findings:

Content

1. One document; many audiences. A starting point is to whom is the report directed? Creating
language and data that allows an institutional investor to model future performance and the
sell side the sector market data they need, while giving retail investors an overview, and the
governance/environmental/employee groups the detail they want, is complex. Where do
you focus? Who are you writing for? What is the role of an Annual Review?

2. How do you discuss the keys to the company’s success, while maintaining company
confidentiality?

3. Compliance AND communication. Mapping disclosure obligations, best practice guidance,
and external awards criteria, with what is internally possible.

4. “Integrated reporting”. Telling the company’s financial and non-financial story in a joined-up
way throughout the report.

Compilation

1. Acompany network is key. The preparer is a journalist, detective, compliance officer and
diplomat, meshing fact gathering, variable internal opinions and perceptions, different
writing styles, and the need for consistency with key company messaging.

2. Keeping control. The annual report is a mass of moving parts, which suddenly stops. Data
validation, version control, deadlines, ‘true and fair view’ are just some of the challenges.

3. Senior management buy in. From winning recognition that the report is a flagship
communications tool, to getting board/management consensus and subsequent sign off, all
at a time when the financial team's focus is on the half-year results.





Communication

1. More content in fewer pages. There is clearly a desire among companies to achieve a better
understanding of the company, its business model and strategies, but doing so crisply is a
true skill. Does detail have precedence over storytelling?

2. Making it accessible. How do you make the text engaging, interesting, flowing, transparent
and cliche-free, keeping it fresh and different but evolutionary? And how do you use design
and visual assets to bring the narrative to life?

3. Balancing hard copy reporting against an online strategy. Ensuring that the content stays
consistent, but that each adds distinct value.

Regulatory barriers

Regulation surrounding corporate reporting, and the preparation of the annual report has changed
in content and intent since the origins of the annual report in the late 1880s. Regulation and
guidance has become dispersed across various rule sets and regulators. IR and company secretarial
teams, corporate communications and others preparing narrative reports have to bear in mind the
Companies Act, the FSA Disclosure and Transparency Rules, the ASB’s OFR Reporting Statement and
their guidance on narrative reporting, and the DEFRA rules. Different regulators also oversee
compliance with corporate reporting. Proxy voting agencies also have their own templates that
present challenges, and the ‘awards’ process creates further best practice standards.

Layer in the distinct implementations of the Transparency Obligations Directive across the European
Union, international standards such as the Global Reporting Initiative, the IASB standards on
reporting, and the International Integrated Reporting Committee, and preparers face a complex task
- long before they get to thinking about communication.

What we think should happen
Regulators can help in a number of ways:

First, simplify the regulatory/ guidance burden. Put all the regulatory obligations in one place under
a single regulatory oversight.

Compliance 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 perversely encourages 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, a repository of information mostly already in the public domain. Rather, it should
act as a means of adding to the coherence through which all of the disclosures come together.
Guidance should encourage companies to make sure that their equity story is consistent.

Second, we believe that regulators should clarify how technology can help. With many companies
already struggling to make the annual report a coherent, holistic story, we believe that moving
content out of the annual report and onto the corporate website would simply exacerbate this
problem. Companies already use their corporate websites to deliver more detailed information
about their businesses. That said, allowing companies the freedom to link from the audited annual





report to other complementary sources of information would enable preparers to direct stakeholder
groups to further detail elsewhere and encourage them to achieve consistency across these different
sources,

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

Fourth, we do not believe that adding to an already crowded AGM agenda by adding 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.

Thank you again for the opportunity to respond.

Head of Corporate Reporting.





Value of narrative reporting
Question 1: Are company directors providing useful and relevant information on the company’s:

i) forward-looking strategy?
i) principal risks and uncertainties?

In our annual review of narrative reporting across the FTSE 100 How does it stack up? we highlight
several examples of companies who have done excellent work on both these areas. Common
shortfails, however, are the absence of measurable targets in forward-looking statements. More
generally, few companies currently work hard enough to articulate their business models and explain
why they are sustainable. Many companies continue to struggle with outfining their plans and
priorities for the coming year(s) or setting out the market factors likely to influence the business’
plans in the future, Risk information is similarly patchy. While the level of risk management
information has improved in recent years, some companies still simply list what they see as key risks,
without stating why those are ‘key’ risks, quantifying them or explaining mitigation of those risks.
Others provide a boilerplate list of risks which could apply to any company or copy and paste the list
from one year to the next. As such, many of the risks are too broad to be of use in modelling future
petformance,

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

In our view there are three challenges for companies. First, corporate policy on ‘guidance’ issued to
the market. Companies that choose not to guide formally are reluctant to do so in their annual
reports. Second, many companies are unwilling to commit themselves by providing information
about future plans and market outlook, when there are no guarantees that those plans will prove
successful or that markets will evolve as predicted. Thirdly, companies are often concerned that
articulating key risks and forward-looking strategy provides competitors with too much information.

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

While corporate governance statements have traditionally been filled with boilerplate content, the
new Corporate Governance Code should encourage preparers to discuss what the board has actually
focussed on during the year and show how the board has added value to the company. This should
ensure that the governance statement and the business review link up, setting out the business’
performance, plans and prospects and the board’s contribution to these.

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 compa ny, corporate
social responsibility report)?

From the preparer’s perspective, the key is to achieve consistency of messaging across these different
sources. Consistency of guidance and regulatory approach would be helpful.

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

Yes. Annual reports are important because they gather together the information disclosed by the
company throughout the year and offer the opportunity to tell the company’s story in a coherent,
contextualised way. Recognising that many of the mandatory disclosure obligations covering annual
reports cover issues that are already in the public domain and simplifying the rules/quidance that
companies need to comply with would alfow companies the freedom to communicate their equity
story more effectively.

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

Yes. If regulator(s) recognise the range of means used by investors to access information, companies
will find it easier to communicate quality information, rather than comply. We believe that it is
important that the annual report continues to represent an integrated story, consolidating and
interpreting key information. Other media such as corporate brochures, data books and the
corporate website are used to complement this, providing additional detail for specific stakeholder
groups. Affowing companies to link more freely from the annual report to other sources of
information would therefore enhance communication and might encourage preparers to ensure
consistency across their communications.

Simitarly, in terms of how the information in the annual report is arranged and delivered, then there
are always opportunities to make the annual report more communicative by improving the quality of
the narrative, structure and design.

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 guality of reporting?

We do not believe that the distinctions between the OFR and Enhanced Business Review merit any
rule changes. Nonetheless, the guidance around the OFR is helpful,

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

From our How does it stack up? research, the last four of these issues are those with which
companies struggle. Other than those with a significant impact on, for example, the environment, or
those with large numbers of employees, few provide true insights which add value, and many would
appear to be compliance oriented, or simple PR add-ons. We believe that this is because many
companies are failing to identify and discuss the issues that are material to them, rather than not
having material issues to discuss. Creating guidance around the phrase “To the extent necessary”
such that companies would not feel obliged to add immaterial information simply for compliance,
would help.

We also believe the relevance of disclosures might increase if more companies were equipped with
consistent guidance on the identification of {and subsequently, reporting on) non-financiaf
materiality. Existing publications that may be consufted for guidance include AccountAbility’s 2006
publication “The Materiality Report” or Accounting for Sustainability’s 2009 “Connected Reporting”
publication. Similarly, the timeframe used to determine materiality will need to be revisited. For
investors to be able to judge how sustainable a business is, companies need to report on material
social and environmental issues within a medium to long-term timeframe {3+ years).

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

We feel that there is already a wealth of guidance available to companies, from the guidance around
the ASB's OFR Statement and regulators’ reviews, to awards such as PwC’s Building Public Trust
Awaords and the various best practice analyses and examples from third parties such as Radley
Yeldar. We believe that any further guidance should therefore be sector specific.

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

We do not believe that adding to an already crowded AGM agenda by adding an advisory vote on the
Business Review would enhance 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?

See question 11.
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 hy which directors’ remuneration is decided?

If not, please explain including any views on how this might be improved.

Radley Yeldar is one of the partners in the Report Leadership initiative. In our brochure “Executive
Remuneration: Simple, practical proposals for better practice in reporting executive reward” we offer
our views on how this should be communicated.

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.

The costs of preparation are an obvious concern for afl companies. Simplifying the quidance on what
should be included in the annual report would encourage companies to invest more in those areas
that matter to them and their stakeholders,
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Ms Jane Leavens

Corporate Law & Governance Directorate

Department for Business, Innovation & Skills

1 Victoria Street

London

SW1H OET

Dear Jane

We write in response to the consultation on the future of narrative reporting and your request
to provide comments on the current narrative reporting framework and areas for
improvement. This letter highlights our key views.

About Black Sun Plc

Black Sun is one of Europe’s leading strategic corporate reporting consultancies. We have
established our reputation through our strategic research and analysis and helping large UK
and international organisations produce effective communications, which help to build
greater trust and confidence with their stakeholders. Our clients include a range of
organisations that operate on a global basis such as BAE Systems, Burberry, Rio Tinto,
Temasek, Tullow Oil and Xstrata.

We bring together corporate reporting, corporate responsibility communications and digital
communications and we have tailored our response to this consultation with this focus,
highlighting particular challenges in these areas of disclosure which form a significant aspect
of the corporate reporting framework.

Redefining the role of the annual report

We believe the Annual Report should be a company’s most important strategic
communications document. It should set out a company’s vision, values and governance
philosophy, as well as demonstrate the sustainability of the strategy for the past, present and
future development of the business, including business model and associated risks. In short, it
should evidence the quality of decision-making and provide meaningful and reliable
information to its primary users — the investors in the company.

Over time the content of narrative reporting, like that of the financial statements, has been
largely driven by legal and regulatory requirements rather than the needs of its main
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audiences. In addition, the role of the Annual Report has been changed by innovations in
technology, which have broadened and quickened access to information. Not only do we have
more distribution channels for this information, but additional reporting of key information
through various channels (news organisations, analysts reports, competitors) has exploded
the sources of financial data and business information. The result; the Annual Report has lost
its voice, its purpose and its impact.

There has never been a more critical period for redefining the role and evaluating the
importance of the Annual Report in providing decision-useful information. More than ever
before, people are demanding greater transparency in the way that companies, institutions
and government are run. We are living in an age of accountability, and the pressures on
companies in particular to ‘manage their accountability challenge’ are growing day by day.
We believe that the key to meeting the accountability challenge is through disclosure. As we
see it, disclosure creates the right conditions for transparency; transparency leads to
accountability, which in turn generates confidence and trust and enhances a company’s
reputation. This is referred to as ‘the disclosure continuum’ — a process that requires a solid,
strategic approach to disclosure, and a process that is dependent on accessible, clear and
credible corporate reporting.

We believe that the Annual Report offers the ‘once a year’ opportunity to unify strategic
messages across a company and the significance of this must not be underestimated. Without
a strategic communications approach, the result will be a disparate set of messages that are
worthless to companies, investors and stakeholders alike. We believe that the Annual Report
should put a stake in the ground against which multiple communications strategies can flow
throughout the year across all areas of a company’s external and internal communications
activities.

Current state of narrative reporting

Over the last five years we have observed an overall trend towards improvement in the
quality of narrative reporting. Certain companies have raised the bar in terms of the level of
information provided and the accessibility of their reported material, showing a real appetite
to explain their business to investors and articulate what the drivers of value are. In that
time, there has been an increasing number of companies providing greater insight into their
business strategy and objectives, with the best companies describing both what the company
is aiming for and how it will be achieved.

Leading reporters continue to evolve and refine their narrative reporting, developing their
disclosure and providing value to investors through key performance indicators (KPIs) (93% up
from 19% in 2004), details of strategy, principal risks, market trends and, increasingly,
information about the character and personality of the company. There are also some efforts
being made to integrate corporate responsibility (CR) information into the body of reports,
36% explaining how CR is integrated into business strategy and how it is a central part of a
successful and profitable business.

For these companies, good communication is a sign of strong leadership, and reporting is
rightly regarded as an opportunity for enhanced engagement and dialogue with stakeholders.
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Unfortunately, the approach described above does not seem to be representative of the
majority of companies with many getting the balance wrong when reporting, providing too
much generic information and data, with not nearly enough insight into their business
objectives, strategies, performance, governance or risk. Furthermore, this information is all
too often presented in an inaccessible manner, both in print and online.

Our latest research shows that the majority of companies are unable to communicate any
connective link between business and CR activities and more than half of company annual
reports present CR information as disconnected from their overall business strategy, and over
40% of companies still fail to identify any non-financial KPIs. This suggests a begrudging,
‘bare-minimum’ mindset out of step with a post-financial crisis world. But above all, our
research reveals that far too many companies produce reports which are drowning in
technical information, disconnected data and impersonal, boilerplate copy which obscures
the vital, unifying message. In short, they're killing the story.

As is stated in the UK Corporate Governance Code, “There should be a dialogue with
shareholders based on mutual understanding of objectives.” Yet this dialogue is unlikely to be
able to take place if an increasing number of investors are not being equipped by companies
with the information which is necessary to understand the business. Increasingly companies
seem to struggle to ‘tell the story’ of their business within the Annual Report - particularly in
terms of a layman’s description of what the company does and how it makes money. Yet in
presentations to investors and conversations with senior management the message is much
clearer. The slightly more informal nature of these communication channels and the absence
of a regulatory obligation seems to release the shackles in terms of disclosure and allows the
company to communicate the key features of the business without obscuring the message in
amongst a raft of ‘box ticking’ information.

So what do we suggest?

Clarifying and simplifying

The absence of an ‘annual report act’ leaves preparers checking several pieces of individual
legislation or guidance to ensure that they have covered all the requirements. This layered
legislative regime is also not helped by the existence of a range of different regulators
responsible for overseeing different aspects of corporate reporting depending on what the
content is and who it is targeted at. Despite the commonalities which may exist between
these organisations in terms of where they derive their mandate from, it is incredibly difficult
for companies, and indeed stakeholders, to understand who is responsible for the overall
quality of corporate reporting and ensuring high standards of disclosure.

At an international level, there is a distinct lack of one overarching voluntary or mandatory
standard, which sets the framework for narrative reporting globally. Instead we have a
number of different standards and guidance notes, particularly in relation to ESG reporting,
all of which leaves companies slightly bewildered as to which set of guidelines they should be
following. While we recognise the IASB’s forthcoming Management Commentary as helping in
part to fill this void, it arguably does not go far enough in encouraging the integration of
material non-financial and governance issues to present a complete picture of company
strategy and performance — prospective as well as retrospective.
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Resolving this situation is far from straightforward; removing or reducing the obligation on
companies to report would no doubt lead some companies to not disclose anything at all, yet
for those companies who do embrace voluntary disclosure, the regulated information often
serves to inhibit investors’ ability to extract anything useful from the narrative. However, we
believe that rather than new regulation or standards, what we need is principle based
guidance that provides an overarching framework for companies to work with — that is
descriptive yet not prescriptive and gives companies the control and flexibility to
communicate what makes them distinctive. It is companies themselves who best understand
what is happening in their business and therefore they are in the best position to determine
what should be communicated.

This guidance should by owned by the Financial Reporting Council and encapsulate all of the
legislative and regulatory demands on a company report, focusing on ‘outputs’ rather than
‘inputs’. For example, understanding of the business strategy and how it will be delivered,
what risks might be encountered, what worries the board and changes that have taken place
during the year. All of this should be delivered in a clear, simple, consistent cohesive story
which embraces high-level principles and the ‘spirit’ of the guidance rather than the letter.

Rethinking the basics

Companies need to rethink and see their Annual Report as the best opportunity to provide a
consistent and clear story about their direction. Because investors love a good story, they
want to hear a convincing account of a company’s activities and objectives. They need to see
the logic in what a company is trying to do, and understand how it will achieve its goals. They
want to know what a company stands for, what it cares about and strives towards. Ultimately
they want a story they can believe in. To this end, companies need to stop hiding behind
complexity and simply ‘tell it how it is’. Clear, accessible storytelling will engender faith and
confidence in a company and its future. It will answer the most crucial question: ‘why would
someone want to invest in this organisation’.

Thinking about audience needs

The Annual Report has, in essence, been trying to be ‘all things to all people’ and at times a
repository for all types of information. However, it must be recognised that corporate
reporting is evolving and that companies are giving more information to a wider group of
stakeholders and the main purpose of the narrative is ‘to inform members of the company
and help them assess how the directors have performed their duty to promote the success of
the company’. Therefore directors need to consider carefully the issues that are relevant to
their wider stakeholder groups. Companies need to define who the Annual Report is targeted
at before preparing, as meeting the needs of all audiences in one document creates an
unwieldy and confusing repository of information rather than a communications opportunity.
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We believe that companies should be encouraged to take advantage of all communications
channels, including; meetings with management, presentations, investor meetings, other
reports and the corporate website. However, we view the Annual Report as the opportunity to
unify strategic messages once a year across a company and this disclosure should provide real
value to investors. It is an opportunity for an enhanced engagement process and should be
used as a basis to drive multiple communications strategies, which flow throughout the year
across all areas of a company’s external and internal disclosures.

The idea of introducing some form of ‘principles based’ short form report in which companies
could provide a succinct and powerful summary of their story, which relates their equity story
and explains the business, is one we feel should be explored further. This could be in addition
to a more ‘compliance focused’ Annual Report containing all of the regulated disclosures
currently required, thereby reducing the burden on companies to try and put all the
information about their business into one document.

Embracing technology

We believe that regulators should embrace the use of technology. With a multiplicity of
channels and the evolution of web functionality, corporate communications have been
revolutionised in recent years and there is certainly scope for this evolution to continue over
the coming years. In particular, we see the use of the corporate website in helping companies
to fulfil their regulatory obligations as a crucial step in ‘de-cluttering’ the Annual Report,
specifically in relation to the information which is static year-on-year. Naturally this process
should be carefully orchestrated to avoid devaluing the disclosures in the audited report
though we would certainly view this as an option which should be evaluated.

We have set our response to the individual questions set on the following pages and have
used statistics from our own research of FTSE 100 corporate reporting (‘Rethinking Reporting’,
June 2010, www.blacksunplc.com) to support some of the statements made. Please do not

hesitate to contact us if you would like to discuss any of our comments further.
Yours sincerely,

Sallie Pilot
Director of Research & Strategy
Black Sun Plc
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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?

1) Forward looking strategy

Strategic discussion has long been an area where the companies who do it well, do it
well consistently year-on-year, with those at the other end of the spectrum who make
no attempt to discuss strategy also continuing to do so. This being said, on the whole
we have seen some excellent examples of disclosure in this area with many
companies giving good detail around overall vision, long term objectives and specific
short-term priorities.

Linkage is one area which could be improved, with strategy often discussed in a silo
and not reviewed in conjunction with KPIs, risks, resources and remuneration.
Forward-looking disclosures are also usually dependent on the industry in question —
those dealing with long term contracts who have visibility of revenue are usually a lot
stronger in this area. In addition, the economic climate has had a slight impact on the
level of forward-looking information with many companies reticent to provide any
specific details about long term prospects due to external market volatility.

Related statistics from Black Sun analysis of FTSE 100 corporate reporting:
0 95% of companies discuss strategy in some form
0 32% are providing good detail on strategy and linking to other areas such as
KPIs, risks and remuneration
0 86% of companies discuss business objectives (40% in 2005).
0 57% link KPIs to strategy (41% in 2007).
0 42% mention ‘business model’, however, only 12% describe in detail

ii) Principal risks and opportunities

Risk reporting in general is still often very boiler-plate, driven by an extremely
‘liability conscience’ corporate world concerned with providing a disclaimer for any
forward-looking statements or thoughts about strategic direction and operational
execution. This has led to a situation whereby risk discussions tend to be a ‘copy and
paste’ section year-on-year, in spite of inevitable changes in risk profile and appetite.

In addition, disclosures in this area are almost always focused on what the threats
are, with companies covering themselves rather than using the Report as a chance to
outline where opportunities exist due to uncertainties within the marketplace.

Our research has also shown that risk discussions tend to be disconnected from

overall group strategy (under 50% provide any kind of link to strategy) with no
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indication of which risks could have a direct impact on the achievement of specific
objectives or delivery against KPIs (some companies are however, beginning to
address this area).

More context needs to be provided about the risks and uncertainties mean in practice
- often they are just left as ‘conceptual’ descriptions about things which could go
wrong, unsupported by practical examples.

Related statistics from Black Sun analysis of FTSE 100 corporate reporting:

0 42% describe the link between risks and strategy

0 91% provide some details about risk management processes (54% in 2006)

0 73% provide information about risk identification processes (39% in 2006) and
32% give detailed or very detailed description of the process.

o Average number of risks disclosed is 13 (31 max), 70% report between 6 and 15
risk factors

0 56% provide mitigation details for all risk factors (37% in 2008)

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

Internal barriers
Many companies are in a situation whereby they have several different contributors
and ‘owners’ of sections for their annual report. While this is understandable given
the often devolved nature of global businesses, it can lead to the narrative appearing
disconnected and fragmented as each section is produced within a silo. This problem
of ‘siloed reporting’ is usually a consequence of corporate structure, leadership
direction on strategy or the lack of one owner for the content of the report. Or there
may be an issue in terms of resourcing whereby those involved with the annual report
simply do not have the time to be able to write every single section and therefore it is
left to individual teams to compile sections separately without sufficient inter-
departmental communication to ensure that they are all articulating the same
message.

In addition, the annual report is seldom someone’s only job; it is just one of many
things they are trying to produce during what is usually an extremely busy time in the
corporate calendar. This can lead to a situation whereby the preparers of the report
take the path of least resistance internally, favouring ‘safe’ uncontroversial disclosure
which is likely to be approved by senior management, rather than producing a report
which is much more useful to investors and stakeholders but which will be
significantly more challenging in terms of internal approval. The consequence of this
is that reports become boilerplate, with copy often recycled year-on-year and a
mentality that if it was approved and signed off last year then in all likelihood it will
face minimal opposition for the current reporting year. This situation can often be
compounded if the directors do not buy-in to the concept of enhanced reporting and

fail to see the value in developing the narrative because ‘nobody reads the annual
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report’.

Competitive barriers
Issues of competitive sensitivity are increasingly being reduced due to the plethora
of information about companies which exists in the market place and the fact that
seldom is a particular organisation’s strategy or market positioning not understood
by its major competitors. Even so, there are still some of the more important
elements of a company’s equity story which do not feature in the annual report —
particularly in terms of nuances around business model and specific growth
priorities — widening the gap with messages being conveyed in investor
presentations and by management at shareholder meetings. This is perhaps one
area where we will see some development over the coming years with the
requirement within the UK Corporate Governance Code for companies to report on
their business model, outlining how the firm generates and preserves value. This
will challenge companies to think about, and be more accountable for, the long-
term positioning of the business and drivers of business success.

Issuer liability
Issuer liability is a problem with risks and uncertainties/forward-looking
information, despite the safe harbour put in place by 5.463 of CA 2006. Many
companies are reluctant to provide too much detail on future plans/prospects,
particularly in a post crisis operating environment. In addition, risk sections are
often seen as a ‘disclaimer’ reviewing everything which could go wrong rather than
just those issues which are material. Those companies listed in the US tend to be
influenced by their SEC requirements and will often copy the full disclosure
required for the Form 20-F, straight into their Annual Report.

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

We are not in a position to answer this question fully. However, anecdotally, we can
say that there are some company boards who buy into the value of reporting and
look to ensure that the narrative represents a ‘through the eyes of management’
perspective. Conversely, there are also those who are happy just to let
communications departments, IR teams and secretariats write the report while the
board merely signs the document off at the end of the process.

We have also seen many instances where companies who have faced particular
issues or challenges within their business, improve their reporting as a result in
order to reduce reputational risk and communicate ‘their side of the story’.
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Question 4: Does the information help shareholders to press directors on
key issues relating to strategy and risk, or inform their business decisions?

As we are not shareholders, we are not in a position to answer 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?

As we are not shareholders, we are not in a position to answer 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)?

Comments

In 2009 we conducted a survey of 40 buy-side and sell-side investment professionals
to gain insights into their attitudes and perceptions towards corporate reporting,
particularly regarding the Annual Report.

Participants were asked how credible they viewed the following corporate reporting
tools to be. The figures reflect the percentage of respondents who answered
‘credible’ or ‘very credible’:

Annual Report: 88%

Preliminary results announcement: 82%

Analyst presentations: 76%

Corporate website: 53%

In addition, we also asked participants how often they used the Annual Report:
Only for initial research into a company: 21%

Quarterly: 29%

Often monthly: 29%

Very often — weekly: 21%
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Question 7: Is there scope to reduce or simplify the requirements on which
companies report?

Comments
The point is made frequently among commentators that the regulatory burden on UK

companies is significant - some would argue necessary - and this has indeed been
acknowledged by the Coalition Government in their pledge to avoid increasing ‘net’
regulation. The consequence of this regulatory burden is that companies have a lot
which they need to be mindful of in fulfilling their statutory obligations; therefore
reporting can often get shifted to the bottom of the pile, particularly if it is only a small
facet of an individual’s role.

Legislation and regulation pertaining to reporting also suffers from being extremely
fragmented and piecemeal in its composition. There is no ‘Annual Report Act’ and
therefore preparers are left checking several pieces of individual legislation or guidance
to ensure that they have covered all the requirements and then literally going through
and ‘ticking the box’. In addition, the requirements of the Listing Rules and Disclosure
and Transparency Rules have resulted in a layered legislative regime with some overlap
and duplication and some discrepancies with what is filed under the Companies Act
and what is disseminated to market through an RIS.

The depth and breadth of legal requirements is also not helped by the existence of a
range of different regulators responsible for overseeing different aspects of corporate
reporting depending on what the content is and who it is targeted at. Despite the
commonalities which may exist between these organisations in terms of where they
derive their mandate from, it is incredibly difficult for companies, and indeed
stakeholders, to understand who is responsible for the overall quality of corporate
reporting and ensuring high standards of disclosure. Any moves to consolidate
regulation for Annual Reports, and indeed the responsibility for overseeing compliance,
would therefore certainly be welcome.

We also see that there is a real opportunity to use the corporate website as a place to
store the more static information and subsequently de-clutter the Annual Report. While
care must be taken to ensure that the corporate site does not become a ‘dumping
ground’ for regulated information, if used correctly it could serve as a useful repository
for content which seldom changes year-on-year or that which could be communicated
more effectively through the use of enhanced functionality available online. We
welcome the Financial Reporting Council’s acknowledgement of this approach in the
Review of the Combined Code and would certainly support any further moves to
evaluate the use of the online environment in assisting companies to manage their
reporting obligations.
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Question 8: Is there scope to arrange the information in a more useful way?

Comments

Narrative reporting is something which is very unique and individual to each business,
what may be a correct approach for a UK focused retailer is unlikely to be suitable for a
global financial institution in terms of the way the Report is structured. We would say
that a ‘one size fits all’ approach or any efforts to try to coerce companies to structure
their reports in a certain way are likely to be counterproductive. Part of the value of the
current UK principles based regime is that each organisation is free to interpret the
requirements and apply them how they see fit — as opposed to a US approach whereby
the ‘form’ structure for reporting is widely used.

This being said, as highlighted in our opening introduction, should it be deemed
appropriate by the legislature to encourage two different annual reports — one for
regulated information and a short form document for telling the equity story — then we
would certainly see some value in more uniform structure for the regulatory document
in order to aid comparability and streamline the preparation for companies themselves.
This approach would however, only be appropriate if there was also an additional
document which looked to communicate the business model and strategy of the
company. Any efforts to mandate in terms of structure for a ‘communications led’
document, beyond the current OFR guidance, would be a mistake in our opinion.
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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?

In our view, the introduction of a statutory framework beyond a set guiding principles
(as the Business Review is at the moment) would encourage a box-ticking approach to
reporting and would not allow companies to report in a way which best reflects their
organisation and culture. The voluntary principles contained in the ASB’s Reporting
Statement serve as a useful set of recommendations for companies to apply as they see
fit, providing them with a ‘model to shoot for’ rather than a list of requirements to
ensure compliance with. A full mandatory standard is likely to put companies off
communicating their story rather than encouraging it. Often what companies need is
the freedom to be able to communicate how they see fit rather than feeling like they
have to cover certain points purely for the purpose of satisfying a regulatory obligation.

This being said, we could see some value in a greater focus within the existing business
review on encouraging companies to report on their objectives and the strategies in
place to achieve those objectives. Principles 33, 36 and 38 of the ASB’s Reporting
Statement all merit re-emphasis in our opinion:

33 The [business review] should discuss the objectives of the business to
generate or preserve value over the longer term.

36 The [business review] should set out the directors’ strategies for achieving
the objectives of the business.

38 The [business review] should include the key performance indicators, both
financial and, where appropriate, non-financial, used by directors to
assess progress against their stated objectives.

We see the focus on these provisions as critical to ensuring that directors explain what
the objectives for the company are, and how they measure progress against these
objectives. This in turn allows shareholders to better perform their role as stewards
through the ability to assess performance based on the objectives that are outlined by
the company.
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Question 10: The business review provisions require guoted companies to

report, to the extent necessary, on:

o 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

relationships
1) Is this information useful to you? How do you use it?
i) Could disclosure be improved? If so, how?
1) Are there key issues which are missing? If so, please explain?

Trends and factors

Companies have become much more adept at explaining their markets and the factors
which are driving their business or indeed hindering performance. The financial crisis
has been a significant catalyst of reporting in this area as many companies have been
quick to highlight the prevalence of factors outside their control which have had a
substantial impact on operational and financial performance over the last 2-3 years. We
now feel that high quality, useful discussions of market conditions are part and parcel
of many reports with a large number of companies taking the opportunity to
communicate context for chosen strategies and management thoughts about the
development of their industry and the wider economy moving forward. Therefore it
would seem that this aspect of the business review has had the desired effect, to the
extent that useful contextual information is embedded within the UK reporting regime.

Related statistics from Black Sun analysis of FTSE 100 corporate reporting:
0 45% of companies used their discussion of the market to justify performance
0 51% talk about their competition with 17% specifically naming competitors
0 60% provide an outlook for their industry
0 67% explain the impact of industry trends on the company

Corporate responsibility reporting

A significant number of companies acknowledge that they need to report on CR issues
and the policies which they have in place, but find themselves getting bogged down in
the detail of individual incidents or failing to cut through a plethora of data to actually
explain whether these issues are core to business strategy and if so how they are
managed throughout day-to-day operations. One of the major barriers to integration is
the uncertainty as to whether shareholders or stakeholders are actually interested in CR
issues. Traditionally, perhaps, a company’s environmental impact or philanthropic
projects would have been of little concern to investors, though we would expect there to
be a gradual sea change in this area as carbon trading begins to have a more significant
impact on cash flow which should in turn raise investor interest with company
reporting responding to the increase in demand for information. In terms of the
development of this area going forward, we would like to see some cohesion from

persons with whom the company has essential contractual and other
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standard setters, regulatory bodies and 3" parties in terms of the guidance or
regulation, which is issued. At present, there seems to be a very disparate approach to
setting a framework for CR reporting with the consequence being that companies are
slightly bewildered in terms of what standard they should adhere to. We would hope
that the International Integrated Reporting Committee will help to resolve this issue
slightly by getting formal agreement from the G20 as to what the approach should be to
better report on environmental, social and governance issue and their relevance to a
company'’s strategy and success in reporting in the future.

In addition, the current requirements of the business review for companies to provide
information on environmental matters, employees, and social and community issues
presents quite a rigid framework which we have seen many companies apply a box-
ticking approach to. Instead, we would favour a requirement for companies to report on
those non-financial issues which are material to the business. This would hopefully
lead to disclosure which provided more useful information about the impacts of a
business and the relationship which these impacts had to overall business strategy or

performance.

Related statistics from Black Sun analysis of FTSE 100 corporate reporting:
0 59% provide a link between CR and strategy
59% provide a description of the rationale for CR

o Environmental reporting: 78% outline the issues, 77% report on performance
o Social & community: 65% outline the issues, 66% report on performance
o People: 81% outline the issues, 74% report on performance.

Essential contracts

We have found that a large number of companies do not seem to have explicitly
addressed this requirement within their annual report and have instead left it to the
reader to adjudge whether there are any such agreements or relationships. Others have
ticked the box by simply stating that they have no such contracts — perhaps unwilling to
disclose whether or not their business is reliant on one particular customer or supplier.
Further guidance in this area would certainly be helpful to ensure that companies
observe the requirement and provide the desired information.
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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

The ASB’s Reporting Statement provides a useful ‘go to framework’ for preparing a
business review and other than perhaps refreshing this document we do not feel that
any additional guidance is necessary.

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

Comments

The AGM provides shareholders with an opportunity to ask management questions
about the annual report and accounts and to voice any concerns they may have about
its content. For this reason, and given the extensive content often included in a business
review, we feel that an advisory vote is both unnecessary and impractical.

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

Comments

There are a number of market forces which drive quality in reporting, particularly
amongst competitors, where there tends to be a ‘ratcheting’ effect in terms of the level
of detail and the innovation in disclosure year-on-year. In addition, there are a number
of awards for disclosure as well as independent rankings which are also helping to drive
quality and if these initiatives gain traction we would see their impact in the future as
positive.
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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

Results from our annual research into FTSE 100 corporate reporting reveal that 31% of
companies make some kind of link between key performance indicators and
remuneration with only 12% providing a specific link between individual KPIs and
compensation for executives.

Clearly then, this is an area which still requires attention, particularly due to the fact
that there is often a disconnect between the information provided in the ‘front end’ of
the report and that which is disclosed in the remuneration report. This disconnect
usually stems from a different set of KPIs being disclosed within the business review
relative to those measures which the company indicates as being used to determine
pay.

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, Elease iive details

Currently companies spend a significant amount of time managing the regulatory
burden of reporting and if this were simplified they would be in a position to spend
more time providing meaningful, decision useful information to shareholders.

URN 10/1057RF
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Appendix: Black Sun survey results

Each year Black Sun hosts an annual corporate reporting seminar bringing together
over 100 people from a variety of different fields including: company secretarial,
investor relations, corporate communications, regulators, NGOs, 3rd party
organisations and investors. This event included representatives from
approximately 30 FTSE 100 companies. We conducted a survey of delegates views
on different areas of reporting, the results of which are published on the following

pages.
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Corporate reporting overview

Commentary

There has not been any major advancement in best practice in the last 12 months, and
clearly there is room for improvement in the overall quality of corporate reporting in the
UK. However, more companies are looking to report on risk and governance disclosure
in the year ahead. Taking the lead from ‘risk’ and “poor performnance’ from the previous
year, it locks as though ‘strategic direction’ will be the most challenging reporting area

in 2010/2011.

Do you think your annual report
currently meets best practice
standards?

Mothing in our report
iz bast practice

Yas, our report
is bast practica

Our repart is only
bast practice
in 20ma areas

Wa are fast followers,
but not quite bast practica

Do you anticipate disclosing more
detail around your risk reporting
moving forward?

Yes, across
all areas

-

Yes, we are looking
spacifically at risk
identification and

management

Ma, we
will not ba
providing

any mare
detail

Yos, wa aro assassing
our risk factors and
disclosure around them

In terms of reporting, what will be
the most challenging areas over the
next 12 months?

Will you be going further in your
governance disclosure now that
guidelines have been given?

Disclosing | Reporting poor
remuneration B0 performance
Reporting on - 15%

govemance D80,

Reporting
stratagic

Reporting
on KPls

Mio, we are going to Yas, we are aiming

leave our govemancs to produce an
report as it is award-winning
governance
saction

28%
Yoz, wa will
Yas, wa will amand some ba focusing on
aspects but it will remain providing clear
largaly tha same company-specific

reporting
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Disclosure in the UK

Commentary

Perhaps somewhat predictably, few people want to see any more reporting legislation in
the UK, while it's believed that reforms will improve transparency marginally and

incrementally. Change in governance disclosure, it seems, will be driven by a mixture of
cormnpetitive and legislative pressures, and overall the UK could cearly leamn a thing or two

from other reporting regimes.

Is more legislation required to
improve reporting standards in
2010/2011?

What will be the main driver for
change in governance disclosure?

Significanthy

Mo, not
at all

Only minor
amendmaents

Other prossures

Internal
pressura

46%

—

Regulatory pressure

Competitive
pressure

Will recent reporting reforms
encourage greater transparency
and disclosure?

How do you rate the quality of the
reporting in the UK?

Mo, not at all Significantly

Marginally

Mot nearly as
good as people
think it is
60%
Bast reporting
im the world
We could leam n e

from other regimes
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Corporate responsibility reporting

Commentary

The good news is that a large majority of companies — 72% —say that CR is on their
reporting agenda for 2010/2011. Work etill needs to be done, though, to integrate CR into
the business strategy, and to integrate non-financial reporting into the decision-making
procese. Only through fully integrated reporting will companies be able to demonstrate
that CR iz at the heart of their organisation’s vision and ethos.

Is CR and sustainability reporting

on your corporate agenda for 2010
and 20117

Mot particularly |

Somewhat Very much so

How well is non-financial reporting
integrated into the group reporting
and decision-making process?

Not at all 1% Very much so

54%

I

Somewhat

Mot particularty

Is CR and sustainability integrated

at the core of your business strategy?

Mot at all Very much so
| 32%

Mot particularly

Somewhat

Which audience groups do you
write for when compiling your
annual report?

Instituticnal All imvestors,
imvastors only ratail and
institutional

159%

Investors and
other stakeholdears Investors and

amployees
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Digital reporting

Commentary

Based on these figures, it would seem there iz still a future for the printed corporate
report, despite the myriad of cormmunications platformes that are opening up all around
us. Business folk =till like the palpable materiality of a printed document, with all the
security and integrity that this mediim guarmntees. Many clearly believe we need to
proceed cautiously when it comes to technology, with 37% saying that social media
should onlty be used sparingly in corporate communications, and 39% that it shouldn't
be used at all given the associated rigks.

For how long do you think the Do you think social media such as
printed annual report will survive? Twitter and Facebook should be
used in corporate communications?

3 years es, it plays an
important role
36%
37%
Indefinitely Mo, there is
10 years too much risk It =hould be
used sparingly and
thera should be

no engagement

How ready your company is for
Inline XBRL (iXBRL)?

Already implemanted 4% Very ready

5

Cluite ready

Mot at all ready
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Dear Jane,
Consultation response to BIS: The future of narrative reporting

Hermes is one of the largest pension fund managers in the City of London
and is owned by the UK’s largest pension fund, the BT Pension Scheme. As
Hermes’ governance and responsible investment overlay arm, Hermes Equity
Ownership Services (HEOS) responds to consultations such as this one on
behalf of many clients, including the BT Pension Scheme, the Environment
Agency, the Lothian Pension Fund, all of the UK, Australia’s VicSuper,
Canada’s Public Sector Pension Investment Board, the National Pension
Reserve Fund of Ireland, PNO Media Stichting Pensioenfonds of the
Netherlands (only those clients which have expressly given their support to
this response are listed here).

HEOS welcomes this consultation on the future of narrative reporting. In our
view, the narrative content of a company’s annual report represents a great
opportunity for it to communicate to investors what is unique about the
company. Too many fail to take advantage of this opportunity. Instead,
narrative reporting has become the antithesis of good communication. It is
usually dry and uninteresting and provides the reader with little real insight
into how the company is run. Often, reports lack cohesiveness. To put this
another way, there is no guiding hand or continuous thread holding together
the various elements of the report. One has the impression that each section
is written by a different individual, but no one takes the time to read the
document as a whole and ensure it tells a coherent story.

The fact that there are a small number of UK companies producing extremely
high quality reports, however, suggests to us that the constraints to doing so
are more behavioural and perceived than real, regulatory barriers. We do not
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believe that there is anything in the regulation as it stands that prevents
boards taking a decision to produce more relevant and readable reports.
Indeed, the safe harbour regulations constitute a regulatory lack of constraint
on disclosure. Unless the safe harbour is used as was intended, that is to
enable directors to more freely make forward-looking statements without fear
of legal liability then we increasingly believe it should be removed.

To encourage more to follow the example of the few outstanding examples in
this area, Hermes EOS last year established the ICSA Hermes Transparency
in governance awards, alongside the Institute of Chartered Secretaries and
Administrators (ICSA). These awards recognise high quality reporting in areas
such as strategy, risk, board and remuneration. We believe that this initiative
should have a significant positive impact.

We would urge the BIS to seek to improve reporting standards through
acknowledging high standards or censuring poor disclosure, rather than
seeking a legislative response. In particular, we would not wish to see the
reintroduction of more stringent reporting requirements in this area as we fear
these would only drive adherence to the letter of the law. Rather than seeking
to compel companies to report within a predetermined framework, directors
need to be empowered and encouraged to deliver to company owners the
reporting that they expect and deserve.

Please find below our answers to the specific questions in the consultation. |
would be delighted to discuss these with you in more detail.

Yours sincerely,

O

Jennifer Walmsley
Director





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

i) forward-looking strategy and
i) principal risks and uncertainties?

While we at Hermes EOS feel that there have been some improvements in
the quality of narrative reporting since the introduction of the business review
requirements, these have tended to be more form than substance. On the
whole, the standard of company reporting at the companies in which our
clients invest still leaves a great deal to be desired. The vast majority of
annual reports are compiled in legalistic, compliance-led language with
boilerplate-style reporting which gives the reader very little insight into how
strategy is formulated. Boards seem patrticularly reluctant to include any
forward-looking information; it is almost as if use of the future tense has been
outlawed in annual reports. Discussions of strategy tend to be couched in
vague, unhelpful terms and be backward-looking.

Reporting of principal risks and uncertainties is somewhat more
comprehensive but here, we sometimes find ourselves wishing that boards
would be rather less fulsome. There is a great tendency to “kitchen sink” risk
reporting and include every risk that could possibly have a bearing on the
company with no sense of priority. This makes it extremely difficult for
investors to determine the significant risks faced by the company and which
are the less significant. We would much prefer to see a shorter, more
thoughtful report describing the risk appetite of the company, how this is
factored into the strategic discussions and a list of risks arising out of the
company’s specific strategy and operations rather than a much fuller generic
list. We also want to know about the steps the company is taking to manage
these but often read only incredibly bland information in this regard. Risk
management should be a dynamic process and to this end we would also find
it helpful to understand more about the risk identification process and its
frequency. To aid our analysis, some sense of which risks are regarded as
more or less important each year would be helpful to reflect changes in the
environment or risk mitigation programme and to demonstrate that risk
management is a living process. We rarely find risk reports that include
comprehensive information of this kind.

Directors' failure to show additional discrimination and intelligence in the
disclosures that they make raises concerns in our minds about the overall
guality of focus and debate within the boardroom. Directors who wish to give
investors a positive impression as to their quality would be well advised to
ensure that their companies produce reporting which evidences the
intelligence within the boardroom, not a tendency to be beholden to
constraining legal advice.





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

To our knowledge, there are no regulatory constraints on companies providing
more relevant information on these issues. In fact, there is a regulatory lack of
constraint in the shape of the safe harbour requirements. This safe harbour
was agreed by investors in the expectation that it would lead to higher quality
disclosure which was less constrained by legal advice that directors should
not make forward-looking disclosures for fear of opening themselves to
liability. Given the quality of reporting and disclosure so far evidenced in
business reviews and directors' reports more generally we are not at all
convinced that this safe harbour is serving its purpose. Hermes EOS is
increasingly of the view that unless the protection provided by the safe
harbour does in fact lead to less constrained and better reporting it should be
removed. We would welcome the corporate community considering what
approach they would prefer, but a safe harbour which does not lead to more
forward-looking communication does not seem to us to serve an effective
purpose.

In our view it should be perfectly possible for boards to disclose the
fundamental strategic issues for their business and the major risks it faces
without going further and disclosing detailed information which might be
commercially damaging. As shareholders, we clearly do not want boards to
harm their company's interests with excessive disclosure. So boards should
not feel obliged to disclose, for example, the exact percentage of the
company's dependence on a key supplier or customer as part of their strategy
section. But we do find it unhelpful that, for example, major retailers often talk
about strategy as if their competitors do not exist, neglecting to mention
market share data that is publicly known and outlining how this is factored into
strategy setting.

We believe that there is currently a lack of will on the part of boards to break
the mould and go beyond what other companies are providing. We have
heard from some companies that the fear of being held to account prevents
them from making more fulsome disclosures about potential future strategies.
We would counter, however, that investors are sufficiently intelligent to be
able to distinguish between fully-fledged strategic decisions and discussions
of future ways forward. And any confident management team should be able
to explain to investors face to face and in subsequent annual reports why
some contemplated strategies were pursued while others were not.

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

It is difficult to imagine how companies could manage to take important
strategic decisions if board discussions were conducted in terms as vague
and non-committal as the vast majority of annual reports are written. We
therefore conclude that most annual reports are not an accurate reflection of
the issues discussed by directors in board meetings. Our view is that the





narrative section of the annual report should be a living document which
reflects the content of discussions at board-level and between companies and
their shareholders over the course of the year. That does not mean that every
detail seen by the board must be shared in the annual report; far from it. But if
an issue is important enough to fall to the board for consideration, it is likely to
merit some reference. Similarly, if a matter does not fall to the board for
consideration and decision, it is unlikely to merit inclusion. Shareholders
should not seek to micromanage the companies in which they invest and so
should not seek disclosure of information which is at the micro level of those
companies. In our view, however, company owners are poorly served by
current reports if they expect to find in these guidance as to how their
company is being managed and how the board is exercising its oversight
duties.

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

As stated above, we have seen improvements in some company reporting.
We do feel, however, that while there are some outstanding examples of
companies making real strides forward in this area there are very, very many
that have yet to engage fully with their shareholders via their written
communications. As long-term, interested owners, we look to have board-
level discussions about a wide range of issues from strategy, capital structure
and governance through to social and environmental risks. We try to fulfil the
role of a critical friend to companies and to ask probing and challenging
guestions. We hope that boards find our input helpful and have been given
feedback to that effect by many. It is extremely difficult to be able properly to
fulfil our responsibilities as an active owner in the absence of good and full
information on which to base our questions, however. Good information at
board-level is a prerequisite of good board discussion; good quality
information to shareholders is necessary for high quality engagement.

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, as an active owner of companies on our clients’ behalf, we engage with
those companies where we feel that information on strategy and risk is either
insufficient or unsatisfactory. In the UK, we feel that we have all of the rights
and tools that we need as owners to be able effectively to hold companies to
account. We have taken voting action at companies where standards of
reporting are low. This is something we consider doing where we feel that
other methods, primarily dialogue, have failed. It would be helpful if there was
a broad acceptance among boards that shareholders expect disclosures on
strategy and risk to be meaningful and company-specific rather than full of
boilerplate.

We also feel that awards and other recognition of high quality reporting serve
a useful function in encouraging others. Two years ago we launched, together





with the Institute of Chartered Secretaries and Administrators (ICSA), the
ICSA Hermes Transparency in Governance Awards to reward excellence in
reporting. We feel that this has been an extremely useful exercise in raising
awareness of what is possible within the current reporting guidelines.

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 part of its role as a responsible owner on behalf of its clients, Hermes
votes at all shareholder meetings of companies in which its clients hold
shares and undertakes engagement where it has concerns about any aspect
of the way in which a company is being managed. Ahead of voting or meeting
with a company, we undertake extensive research looking at all of a
company’s publicly available information. The vast majority of our research is
undertaken internally, however we also subscribe to a number of specialist
external providers to inform our view of company performance in different
areas, for example the environment. The most valuable source of information,
in our view, is the discussion that we have with executives and non-executive
directors.

7. Is there scope to reduce or simplify the requirements on which companies
report?
8. Is there scope to arrange the information in a more useful way?

Reporting requirements have been subject to significant change in recent
years and we do not believe that introducing new requirements, albeit ones
designed to simplify corporate reporting, would be welcomed by either
companies or their owners. In our view, as discussed above, the impediments
to more meaningful corporate reporting do not come in the form of regulatory
requirements but in perceptions and attitudes.

Certainly we believe that there is significant scope for companies to arrange
their reports in a more user-friendly way. For example some companies still
do not include an index in their annual reports. Others go further and not only
have a comprehensive index but also colour-code different sections to ease
navigation. More important, in our view, is cross-referencing between the
various areas of the report so, for example, risks are discussed in the context
of strategy and not in a silo.

We would also like to include here a note on length. There is sometimes a
misapprehension that when investors ask for better reporting they want more
or longer reporting. Nothing could be further from the truth. Our concern is to
promote quality and usability. The consultation suggests that the narrative
report could be limited to a summary of the strategic issues with more detailed
supporting information presented separately. Hermes EOS believes that even
the largest companies should be able to describe their strategy
comprehensively but succinctly within the narrative section of their annual





report. By succinct we mean within 20 pages or so. There should not be a
need for a section this length to be summarised. If a board is not able to do
this then perhaps there are valid questions to be asked about the coherence
of that strategy.

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?

We are comfortable with the provisions of the business review and do not see
any advantage to reintroducing elements of the OFR.

Hermes has long been a proponent of a light-touch approach to regulation in
this area. We therefore do not believe that a statutory reporting standard
would help to improve the quality of reporting. In fact, our view is that the
opposite is true. If there is a statutory obligation to report in a specific way
then companies will tend, in our experience to comply with the letter of that
obligation rather than the spirit. In our view, the most valuable types of
reporting capture and elucidate the unique nature of that company. Any
attempt to introduce prescriptive reporting requirements, whether by
regulation or by practice, runs the risk of driving companies towards formulaic
disclosures, defensive reporting and reporting to prescribed standards rather
than reporting what is important.

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

As we have stated above in the answer to question 1, we believe that the
guality of company reporting could be significantly improved. This view
extends to the business review as a key part of the annual report. This
information, were it to be provided in a thoughtful, meaningful way would be
extremely useful to us as a representative of long-term investors. We use the
information that companies provide in their annual reports, among other
information sources as discussed previously, to enable us take a view on





behalf of our clients as to those companies’ strategy and prospects. The
quality of reporting also serves, in our view, as a proxy for quality of
management.

Disclosure could be substantially improved not by the introduction of new
requirements but, as we have stated in our answers to questions 7 and 8, by
a change in attitude and perceptions.

EOS does not believe that there are key issues which are missing across all
companies. We do feel, however, that there are likely to be specific issues
missing at specific companies. Business Reviews are most likely to achieve
their overarching aim if they are written genuinely to reflect the unique
attributes of each company. This will avoid the boilerplate which is rightly seen
by boards as a waste of their time and similarly seen by shareholders as
worthless. It is best controlled by market-based mechanisms whereby
disclosure can be developed over time through discussion between boards
and long-term shareholders, rather than by detailed legislation or formulaic
rules.

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

As is suggested by our answer above, we would not welcome more detailed
guidance on how to complete the business review. Each company is unique
and it is precisely the business review’s capacity to capture this uniqueness
which will add value for writers and users of these documents. We would
therefore strongly oppose any development of prescriptive reporting
requirements, whether these are introduced by regulation or by practice. The
business review should not be allowed to become a box-ticking exercise,
because this will add no value and be a waste of writers’ and users’ time. The
pursuit of spurious comparability therefore should not drive us towards
prescription.

It is vital that directors when they are writing the business review do not feel
so constrained by detailed guidance and the regulatory and enforcement
framework that they seek legal and other professional advice which will
necessarily limit the bespoke nature of the document. We would prefer
directors to feel able themselves to draft business reviews without a detailed
prescriptive list of rules to follow, and we would prefer that owners themselves
should be left to monitor and oversee the quality of reporting.

Even identifying KPIs that are appropriate for all the varied companies within
an individual sector is impossible, let alone KPIs appropriate across the whole
universe of companies. In our view it is for the directors of a company to
determine the types of and the appropriate number of KPIs to include. These
must vary from firm to firm in order for the directors to be able to fulfil their
obligations under the regulations.

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





While the introduction of a vote on the business review might appear to be a
helpful way to increase the accountability of companies to their owners, we
are not sure that this is the best way forward. Engaged, long-term owners will
wish to communicate with companies about the content and quality of their
business review. We believe that seeking a vote on such specific matters
implies a failure of stewardship where investors are only willing

to communicate with companies in such a formal, blunt basis. We believe that
the legal and regulatory framework should facilitate nuanced and intelligent
dialogue between companies and their shareholders - such as we believe is
intended by the Stewardship Code - rather than the poor articulation of views
implied in a resolution.

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

In EOS’ view there are multiple private organisations that provide data and
assistance to companies wishing to improve the quality of their reporting.
Consultants and others frequently publish best practice examples in publicly
available reports.

Hermes has for the past two years worked closely with ICSA on a set of
awards that reward transparency in reporting on a range of areas including
strategy, risk, remuneration and governance more broadly. In the longer term,
we believe that this initiative, along with others mentioned above, should help
to raise awareness for companies of what is possible. We also believe that
the call for greater engagement by shareholders will lead to more investors
requesting better information of companies.

As well as congratulating the best companies by this means we are also in the
process of collecting examples of the worst and are considering how we might
best use this information for the purposes of encouraging improvements.

Directors’ Remuneration Report

14. Do the current disclosure requirements provide clear and usable
information about:
e the total remuneration paid to directors, and how this is made up;
e 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;
e the process by which directors’ remuneration is decided?
If not, please explain including any views on how this might be improved

The clarity and comprehensiveness of remuneration reports varies
enormously, as with other aspects of company reporting. As a general
comment, while there is often a great deal of information contained within
remuneration reports about amounts paid and financial performance criteria
this is not always presented in an easily digestible way. Nor is it common to
find clear explanations of how performance criteria relate to strategic





objectives and risk management. The vast majority of companies in the FTSE
All-share, for example, use earnings per share or total shareholder return or a
combination of these as performance targets for their long-term incentive
schemes. It is difficult for us to believe that these types of hurdles are
appropriate in all cases. There is also often a marked disconnect between
company performance and pay-outs to executives under short and long-term
schemes. We have seen over the last year examples of companies that have
performed poorly and made substantial redundancies and yet executives
have continued to receive bonuses. As long-term owners of these companies,
we need more convincing that such payments are merited.

Information on the process by which remuneration structures and outcomes
are decided is extremely rare.

As will be clear by now, we are not keen on the introduction of new disclosure
requirements to remedy the shortfalls that we perceive in company reporting.
We would therefore state, once again, that we believe improvements need to
come through a combination of greater awareness of best practice in this area
and a willingness on the part of remuneration committees and boards to break
the mould. There is nothing in the current requirements, to our knowledge,
that prevents more fulsome integrated reporting in this area. Indeed the new
UK Corporate Governance Code is unequivocal in its encouragement to
companies to say something meaningful in their reporting in particular in
narrative sections such as the chairman’s statement and committee reports.
We welcome and echo this exhortation.

Potential 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.

As an investor rather than a report preparer, we do not have any insights on
the costs of current or future potential reporting requirements. We would
reiterate our view that narrative sections of annual reports need not run to
many, many pages. Indeed we would much prefer that they did not.

A company’s annual report is an opportunity for it to communicate openly and
directly with shareholders, and thereby to win additional investment and lower
their cost of capital. It should not, in our view, be seen as a cost burden,
particularly if companies seize it as an opportunity to set out their stall for
current and prospective shareholders rather than feeling obliged to comply
with rigid guidelines.






19 October 2010

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

Dear Jane,

BIS CONSULTATION "THE FUTURE OF NARRATIVE COMPANY REPORTING" - CWU RESPONSE:

Here is the response of the Communication Workers Union to Department for Business,
Innovation and Skills consultation on 'the future of narrative reporting'.

The CWU represents 250,000 worker in the Communications industry across a number of
companies in the public and private sector.

Our response critically concentrates on one particular area, that being Health and Safety at
Work and Corporate accountability in that respect.

The Consultation Document states that UK companies are considered to rank among the best in
the world in their standards of corporate governance and reporting. However, the Health and
Safety Record of UK Companies is not good when you consider that there are annually:-

e 1.2 million people were suffering from an illness they believed was caused or made
worse by work.

551 000 of these were new cases.

246 000 RIDDOR-reportable injuries occurred. (Injuries leading to 3 days or more away
from normal work).

29.3 million days were lost overall due to work-related Accidents and Il health.

24.6 million due to work-related ill health and

4.7 million due to workplace injury.

None of this is required to appear in Companies Reports.

When you consider that the lack of resources available to the Health and Safety Executive
(HSE) has led to:-

e  HSE Inspections of workplaces fell by 69% in 10 years. UK Workplaces can expect to be
visited, on average, once every 38 years by a Health and Safety Executive (HSE)
Inspector.

e  The HSE now only investigates a third of safety offences it did 10 years ago.

o Health and Safety Prosecution have fallen by 48 per cent in the last 10 years.

e Two thirds of all amputations, a quarter of all major burns and two thirds of all major
poisonings and gassings reported to HSE are not investigated by the HSE.

Then clearly it is time for the government to think of a range of new ways to hold companies
and their directors to account and maximise pressure on those companies and their directors to
strive to improve their record and maintain it.





Recent economic crisis has put a spotlight on all aspects of the UKs regulatory framework
including corporate accountability. At the same time it is likely that both the HSE and Local
Authorities will have less resources available to them to Police Health and Safety following the
imminent government 'spending review'. Companies faced with economic and financial
constraints themselves may see this as an opportunity to reduce resources targeted towards
health and safety risk management and governance.

Even if the broad consensus is that, while the UK model of Health and Safety at work is not
essentially flawed, there are serious areas of concern in respect of legal compliance, policing,
enforcement and remedial action by companies. Companies need to consider where things have
gone wrong, why things have gone wrong and ultimately put it right. In that respect even the
companies with good records always need to do better and good companies who maintain good
standards should not be forced to compete with those that ignore their health and safety
responsibilities because it's all hidden away.

The goal must be to ensure that UK companies are clear-sighted and focused on the Health and
Safety of their staff and the public who may be affected by their actions and the government
should ensure that this matters to the companies long term success and therefore to their staff
and shareholders. Disclosing good quality and relevant information on the company's Health
and Safety record in company narrative reporting should be compulsory so shareholders can
make well informed decisions in their role as company owners and customers can decide if they
are prepared to trade with the company or need to seek contractual guarantees regarding
Health and Safety standard and health and safety co-operation and co-ordination if the
companies are to work in partnership on various projects.

There is a very important clear link between the company’s strategic objectives and health and
safety at work and the Government must do more to ensure companies cease putting profit
before safety. Companies should know that Health and Safety prosecutions and convictions plus
the serving of health and safety 'Improvement Notices' and 'Prohibition Notices' will routinely
have to appear in the companies Report along with the actions taken to rectify what lead to
the enforcement action and with a note from the HSE confirming that satisfactory action has
been taken.

The coalition’s government have made a commitment to reinstating an Operating and Financial
Review to ensure that social and environmental duties have to be covered in company
reporting and to investigate further ways of improving corporate accountability and
transparency which is central to achieving these aims. However, a similar commitment to
ensure health and safety at work act duties are covered is absent. Lord Young in his recent
report stated that he recognises the value of the Health and Safety at Work Act, and the
importance of the HSE and Local Authorities in enforcing the Act. Therefore if the Department
for Business, Innovation and Skills is to be 'joined up' this should be reflected in ensuring this
matter is covered in company reporting.

The Minister states that he wishes to drive up the quality of narrative reporting to the level of
the best, including on social and environmental issues, empower shareholders so they can step
up and act as effective owners in the long term interests of the companies they invest in and
achieve coherence without increasing the regulatory burden on business. The workforce isn't
mentioned! However there is an opportunity to achieve improvement toward these goals
without additional regulatory burden by adding the health and safety record requirements to
company reporting.

The HSE's current "enforcement"” philosophy, policy and practice is highly inadequate due to
lack of resources and this leads to thousands of companies and directors escaping prosecution
for crimes involving serious injury and death. This high level of corporate impunity has a
number of very serious implications.





e it brings into question the integrity of the criminal justice system built upon principles
of due process and equality before the law;
e it fails to respond to the needs of families and victims - considered legitimate in
relation to other offences - for moral justice and accountability;
e it fails to establish a system of deterrence in which companies are deterred from
placing the lives of workers at risk.
Good narrative reporting should tell the company’s story effectively and in a balanced way,
putting financial information into context and ensuring they are not putting profit before
safety. The statutory reporting framework should help boards consider material issues facing
the business so they can determine the right strategy for long term company success in the
interests of company members as well as employees and the public. Social, environmental and
health and safety issues should be central to these discussions as they are all relevant to the
company’s strategy and long term success, as should discussion about pay and reward.
Companies should then use the narrative in their reports to provide material information on
these issues to their shareholders, employees and the public. If companies are required to
include their health and safety record in their report then this will serve as part of a system of
deterrence in which companies are deterred from placing the lives of workers at risk. Apart
from issues of moral justice and accountability, presently Companies know that they can cause
the most serious injuries with the highest degree of recklessness, and in most cases remain
immune any form transparency and public accountability. Naming and Shaming will help rectify
that as well as preventing accidents and protecting workers.

The results of a poll of the executives of some top FTSE 500 companies, conducted by the
British Safety Council in 2002, revealed that many company bosses believed that profits are
more important than the safety if their workers, despite the prospect of the strengthened
legislation for corporate killing. Shareholder profits and customer satisfaction were ranked
above worker safety, although some companies had made a commitment to health and safety.
Directors are responsible for how companies operate. It is directors who set a company's policy
on health and safety, and it is they who decide how high health and safety is on the agenda in
comparison with other matters. It is they who determine the resources, including management
resources, which a company allocates to health and safety. It is they who decide how health
and safety is monitored in the company, whether accidents are properly investigated and what
preventive action is taken for the future.

Although many good companies take health and safety matters seriously, and place their safety
policy at the heart of company practice, anecdotal evidence and research suggests that a good
many still do not place the well being of employees and those affected by their activities above
profits. There is no obligation to publish safety information in the Company annual report,
although the HSE guidance suggests the minimum information that should appear in a report.
Willingness to publish information on the company’s safety record demonstrates a commitment
to the issue.

A company Board needs to accept its collective role in providing health and safety leadership in
their organisation, make sure all decisions reflect the intentions in the organisation's health
and safety policy, keep up to date with relevant health and safety risk management issues and
review its health and safety performance regularly, plus encourage workers at all levels to
become actively involved in health and safety. Those who are at the top have a key role to play
in overseeing health and safety management and being accountable. Imposing legal safety
duties upon directors would both make companies safer as well as assisting in ensuring that
directors can be held personally to account when they have acted negligently or recklessly.
Until and if that ever happens, then the Company directors should be required to publish in
their report details of enforcement notices and convictions of any breaches of HASW Act and
details of any Directors disqualified, from being the director of a company, under s2 (1) of the
Company Directors Disqualification Act 1986. Companies which are prosecuted for
environmental misdemeanours and health and safety infringements should no longer have





anywhere to hide. They should be made to publish enforcement reports, detailing every notice
and conviction. Companies, organisations and individuals must be held accountable for their
health and safety performance. Their professional reputation should depend on it. The
Company record should be there for all to see, including would-be customers, contractors,
investors, employees and insurers. They all have a right to be aware of an organisation's health
and safety record before they decide whether to invest their capital and labour.

Yours Sincerely

Dave Joyce

Communication Workers Union

National Health, Safety & Environment Officer
150 The Broadway

Wimbledon

London SW19 1RX






@ Association of British Insurers

BIS Consultation — The Future of Narrative Reporting

Introduction

The ABI is the voice of the insurance and investment industry. Its members
constitute over 90 per cent of the insurance market in the UK and 20 per cent
across the EU. They control assets equivalent to a quarter of the UK’s
capital. They are the risk managers of the UK’s economy and society.
Through the ABI their voice is heard in Government and in public debate on
insurance, savings, and investment matters. As a representative of major
institutional investors we welcome the opportunity to respond to this
consultation.

Executive Summary

ABI members are supportive of high quality narrative reporting with a focus
on strategy and significant risks and uncertainties, underpinned by the
principle of materiality.

Narrative reporting has a key role in helping investors understand the
businesses concerned and its long-term future. The value of a good
narrative report can be seen in many areas. Its beneficial impacts include:
helping create constructive relations between shareholders and the
companies they own; imposing a discipline that contributes to management’s
clarity of thought when developing a company’s strategy and business
model; focusing attention on non-financial aspects on corporate reporting,
including social and environmental factors; helping to bring a forward looking
aspect to the annual report; and having an underpinning role to the share
price that encourages long-term investment in the interests of the economy
as a whole.

ABI members are both significant institutional investors and major issuers of
reports in their capacity as publicly listed companies. Narrative reporting is a
tool for communication between companies and shareholders. And it these
two parties that should be primarily considered when seeking to determine
what steps should be taken to improve narrative reporting or reform its
framework.

It should be recognised that in terms of current standards the level of
reporting in the UK is world-class. Although we recognise that there are
issue around boilerplating, and some companies not providing meaningful
reporting, we do not believe that there is a need for a radical overhaul of the
current framework. We consider that any move to increase the volume or





prescription in reporting, will merely lead to more boilerplating and a box-
ticking approach.

The ABI supported the concept of Operating and Financial Review before it
was repealed and do not object to its reintroduction in principle. However,
we have some concerns in relation to the role of the statutory auditor. There
are a variety of views on the role of the auditor in relation to assurance of
narrative reporting and considerable concerns that this will merely increase
the fees paid to auditors with no corresponding benefits. We believe that
more thought needs to be given to how an appropriate framework can be
constructed.

We do not favour an advisory vote on the Business Review. Although we are
in favour of proper accountability to shareholders, we consider that the
current general meeting structures provides opportunities for this, and that
there is considerable potential for confusion in relation to what the exact role
and meaning of an advisory vote would be.

We believe that there is value in various non-regulatory initiatives to improve
narrative reporting, including awards recognising market best practice and
improvements in reporting. We welcome the Government's existing
recognition and support of these efforts.

In relation to remuneration reporting, we consider that companies should set
out a clear remuneration policy that is linked to its business strategy and is
not focused on the boilerplate statement of “attract, retain and motivate”. We
also believe that the policy should take sufficient account of risk and that
reporting should also have more of an outcome focus.

ANNEX

Consultation Questions

Value of Narrative Reporting

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

)] forward-looking strategy and
i) principal risks and uncertainties?

It should be recognised that the standard of corporate reporting in the
UK is generally world-class, reflecting a long-standing commitment by
companies, regulators and investors to promoting transparency in this





area. However, it is also true that the standard of reporting can vary
considerably amongst companies. At its best, UK corporate reporting
provides clear insights into strategy and the principal risks and
uncertainties. At its worst, reporting is boilerplate and barely meets
the legal requirements. The reasons for this are also varied. The
quality of reporting may be affected by issues such as the nature of
the business, the complexities of the activities and organisation, the
resources that the company is able to devote to producing the report
and the level of interest by investors and others in the reporting.
These differences create difficulties when considering how the
standards of reports can be raised. In particular, we do not believe
that extra requirements, more prescription or standardisation would
lead those companies that do not currently report meaningful
information to do so. Rather, there would be more boilerplating and
an increased tick-box mentality.

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

There remains concern within the corporate community regarding
issues around commercial sensitive and liability. However, we do not
consider that these concerns should unduly restrict meaningful
disclosure. Over time, as market best practice continues to develop
we believe that there should be improvements in relation to these
concerns.

There should be recognition of other constraints, particularly relating to
costs and resources, particularly for smaller companies. However, we
believe that the current requirements appropriately balance the cost-
benefit issue in relation to the cost of producing reports against the
value they add.

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

A variety of issues may be discussed at the board meeting and they
may not all be covered in the narrative reporting. However, we
consider that the current requirements should lead companies to
report on the issues the board has considered in relation to the
relevant topics. We also consider that the work of the board
committees should also be covered within the narrative reporting
framework more thoroughly. In our experience, it is the area of
committee work that some of the most frequent boilerplating occurs.

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





8.

Narrative reporting can be an essential tool in enabling investors to
understand the issues facing the business and its long-term strategy.
Therefore, the information provided can be of immense value. It may
also be the case, that where a company does not cover an issue
investors may raise its absence when engaging. In all such areas, it is
the materiality issue that is the key. There is a significant danger that
any move away from the principle of materiality will merely increase
the volume of reporting and decrease its relevance to investors. If this
were to happen, it would actually may it harder for investors to engage
with companies.

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?

Institutional investors do challenge companies where appropriate on
iIssues relating to the content of narrative reporting. The degree of this
challenge will vary according to the nature and interests of a particular
shareholder. The nature of this challenge may also vary, with some
investors engaging privately, whilst others may seek to be public with
their concerns. Again, these differences reflect the aims, interests and
styles of the investors concerned.

We consider that the new UK Investor Stewardship Code may be
helpful in this area as it will help clarify the aims and activities of
various fund managers. It may also, through its encouragement of
collective engagement, enable investors to work together on
appropriate issues, including those covered in the narrative reporting.

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)?

Institutional investors use a wide variety of sources of information,
including those mentioned above. The value they contribute will very
much depend on the reason that the investment manager is seeking
information, their aims and investment styles.

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

We believe that the current requirements are adequate and that they
provide companies with the appropriate flexibility in relation to the
nature and scope of disclosures, whilst retaining the focus on the need
to disclosure relevant and material information.

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





Narrative Reporting will continue to develop in both substance and
form over time. We do not consider that presently there is a major
need for a substantial overhaul of how it is arranged. However, we
believe that a combination of best practice standards and market
pressures will lead to it continuing to develop. We would caution
against any moves to fragment the core elements of narrative
reporting, such as by producing various documents in addition to the
annual reporting. The key to effective reporting is that it does have a
clear narrative that allows for a description of the key areas. This can
be undermined by fragmentation, which can also create complexity
and harm understanding.

Business Review

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?

The ABI and its members supported the introduction of the OFR and
therefore we do not object in principal to its reintroduction. However,
much of what was covered in the OFR was enshrined in law in the
2006 Companies Act under the requirement to produce an Enhanced
Business Review (‘EBR’).

The substantive difference between the OFR and the EBR was in
relation to the role of the statutory auditor. There are various views
regarding increasing the role of the auditor in relation to assurance
under the OFR and considerable concerns that this will merely
increase the fees paid to auditors with no corresponding benefits.
Verification and assurance can be important, particularly at high
impact companies, however we believe that more thought needs to be
given to how an appropriate framework can be constructed that
reflects the need for assurance, but ensures a proportionate approach
reflecting the wide varieties of companies that are covered under the
narrative reporting framework.

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





11.

12.

) 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 currently provided can be of use, although as noted
previously there is scope for improvement. The way in which it is used
will vary according to the nature of the interest of the investor involved.
The major improvement that could be made would be to encourage
companies to focus on the core issues facing the business and clearly
explaining its strategy. Materiality remains the core to making
narrative reporting truly useful. We would have significant concerns
over any moves to increase the volume of the current reporting or
widen its scope.

It should also be remembered, that reporting is to shareholders, for the
purpose of keeping them informed about the companies’ strategy and
principal risks and uncertainties, so as to gain a better understanding
of the prospects for the long-term success of the company. Should
the company wish to expand the reporting, for example to include
information for broader stakeholders, it should be able to do so but the
reporting requirements should not require this.

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

It is unclear from the question what form this guidance might take, who
would issue it or who would determine best practice examples. Given
this, we have concerns that any moves to set such standards would
lead to a more tick box approach with little regard to the individual
circumstances of the company. The sheer number of UK companies
reporting, in a wide variety of sectors, would make it near impossible
to produce meaningful or helpful all encompassing guidance or “best
practice”. We consider therefore that standards are best improved
through dialogue between companies and investors, private sector
initiatives and a gradual evolution of understanding of the value of
reporting.

Should there be a shareholder’s advisory vote on the Business
review?

We do not believe on balance that this would be the correct way
forward. It is unclear what the purpose of an advisory vote would be,
given that UK investors already have votes on the report and
accounts, auditors, directors and remuneration. We also believe that,
were such a vote introduced, the meanings of negative votes would be
unclear. For example, would the vote be on the quality of disclosure





overall, or one specific issue, or indeed one event that the company
suffered during the year, such as a significant incident damaging the
environment. It would be better for investors to engage directly with
the company if they feel disclosure is poor or there are specific
concerns.

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

We support non-regulatory solutions to improve reporting, such as
awards or other recognitions. We are also not against individual
sectors or groups seeking to develop helpful and relevant voluntary
guidance on reporting.

Directors’ Remuneration Report

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

e The total remuneration paid to directors, and how this is made
up;

e The performance criteria for payments to directors, and how
these relate to strategic objectives;

e Company performance against these criteria, so that there is a
demonstrate link between pay and performance;

e The process by which directors’ remuneration is decided?

If not, please explain any views on how this might be improved

We believe that there is scope for many companies to improve the
quality of the remuneration report in two key respects. We
consider that there is often little recognition in the report of the
need to set out a meaningful remuneration policy which is clearly
linked to the overall strategy of the company and takes into
account sound risk management. We also consider that
remuneration reporting should seek to be more “outcome focused”.
This means not only describing the performance metrics used to
measure performance, but also being clear on what the
participants received during the year in respect of the performance
achieved. Under both the annual bonus and long-term incentive
plans too often awards vest with little description of what levels of
performance was achieved. It would also be useful if companies
perhaps disclosed the potential benefits available under current
and proposed plans.

Potential Costs





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 the potential costs and benefits in relation to
any of the ideas in this consultation, please give detalils.

We are not in a position to comment on this.
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Response to BIS consultation on the future of
narrative reporting

The City of London Law Society (“CLLS”) represents approximately 13,000 City
lawyers through individual and corporate membership including some of the largest
international law firms in the world. These law firms advise a variety of clients from
multinational companies and financial institutions to Government departments, often
in relation to complex, multi jurisdictional legal issues.

The CLLS responds to a variety of consultations on issues of importance to its
members through its 17 specialist committees. This response in respect of the BIS
consultation on the future of narrative reporting and has been prepared by the CLLS
Company Law Committee. The Committee’s purpose is to represent the interests of
those members of the CLLS involved in company law and related regulation.

Overview

We believe that the quality of narrative reporting has improved significantly in recent
years. While this has resulted partly from changes to the requirements to which
companies are subject it has also, possibly to a greater extent, been driven by the
demands of investors and other stakeholders. We strongly believe that further
improvements can be facilitated by appropriate regulation such as the liability regime
in section 463 of the Companies Act 2006 (a good example of regulation that has
facilitated better reporting) and through softer measures, namely pressure from
investors and others and clearer guidance.

We respond to the consultation questions as follows (and on the basis that the
questions refer to listed companies):

Value of narrative reporting

1. Are company directors providing useful and relevant information on the
company's:

(i) forward-looking strategy?

We believe that directors generally recognise and take seriously the need to
comment on strategy, although we note that this has not until recently been a
formal requirement (see below). It is not for us to comment on whether
investors find the information useful or relevant. We do however, note that in
the Accounting Standards Board's 2009 publication Rising to the challenge —
A review of narrative reporting by UK listed companies (which contains a very
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useful assessment of the quality of narrative reporting by listed companies),
they say (page 3):

"Most companies are providing a good standard of information in their
financial reviews, the description of objectives and strategies, and the
provision of financial key performance indicators."

We would also note that the annual report may not be the most important
statement of strategy made by a company. Many larger listed companies
provide separate updates on strategy during the financial year, at a time when
investors have the opportunity to concentrate on the messages being
conveyed. Any assessment of companies' communication in this area should
therefore look at the whole range of communications made by listed
companies.

As noted above there is no specific requirement for companies to report on
strategy in the business review required by Section 417 of the Companies
Act. The Disclosure and Transparency Rules (DTRs) require the annual
management report of a listed company to comment on its “likely future
development”.

The June 2010 version of the UK Corporate Governance Code, which applies
to premium listed companies with accounting periods beginning on or after 29
June 2010, contains a new Code Provision C.1.2 which requires directors to
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”. The
Listing Rules require premium listed companies either to comply with such a
provision, or to explain why they do not. There is no equivalent provision in
the earlier Combined Code which applies to accounting periods beginning
before 29 June 2010.

(i) principal risks and uncertainties?

Section 417(3)(b) of the Companies Act 2006 requires the business review to
include "a description of the principal risks and uncertainties facing the
company".

It is not for us to comment on whether investors find this information useful or
relevant. However, the ASB's 2009 review Rising to the challenge (referred
to above) again provides an assessment of the standard of reporting in this
area. It notes that:

"there are significant opportunities for improvement in the reporting of
principal risks, trends and factors, contractual and other arrangements and
non-financial KPIs."

The ASB said that it expected greater discussion of liquidity risk, given the
current economic environment, and also reported finding "immaterial clutter"
in the risk reporting sections of the narrative.

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

We would identify the following constraints:
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Time and cost: the ASB review Rising to the challenge says (page 1):

"Preparing a good quality annual report that communicates effectively all the
important information is a major intellectual and logistical challenge."

It must be recognised that, while the very largest companies may have the
resources to devote to this exercise, smaller and medium sized companies
may not. Additional regulation in this area will not help those companies to
comply.

Complex regulation: the ASB also comments (on page 3)

"where companies are struggling to report, it could be due to a lack of clarity
of the requirements.”

The Financial Reporting Council's 2009 report Louder than words — Principles
and actions for making corporate reports less complex and more relevant also
commented that:

"corporate report preparers almost unanimously said the process of compiling
a report is too complex, and so are the reports themselves."

There are often multiple sources for regulations which are repetitive or over-
lap. For example, in the area of risk and internal controls:

. the Business Review has to contain a description of the principal risks
and uncertainties facing the company (s.417(3)(b), Companies Act
2006).

. the DTRs require a description of the main features of the internal

control system as it relates to financial reporting (DTR 7.2.5R).

. International Financial Reporting Standard 7 requires companies to
set out in their audited accounts how they manage financial risks and
a summary of the information that key operating decision makers use
to manage those risks.

Confidentiality: it should be recognised that questions of strategy can be
confidential and premature disclosure can create an advantage for a
company's competitors. As a result, companies often resort to more general
descriptions of strategy while plans remain confidential.

Liability: it is recognised that section 463 of the Companies Act 2006 limits
as well as prescribes the extent of the liability of directors for false or
misleading statements in the directors' report including the business review.

It does not seem to us that the potential for personal liability on the part of
directors constrains reporting by companies on these issues. In our
experience directors are more concerned about the (hindsight) judgments that
the market may make, which may incline them to caution in their statements
about strategy.

Rules on profit forecasts: listed companies are materially constrained in

their willingness to provide meaningful forward-looking financial information
by the requirements in the Prospectus Rules, the Listing Rules and the
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Takeover Code that in certain circumstances will require profit forecasts
published as part of regular reporting to be repeated (in circumstances where
the directors face personal liability without the benefit of the protections
provided by section 463 of the Companies Act 2006) and reported on by
independent accountants. As a result many companies take care to avoid
express forecasts but instead rely on coded comments. It may be time to
review the pressures that led to this result and consider whether a regulatory
environment more conducive to useful and carefully prepared forward-looking
statements might not provide better information to shareholders and other
stakeholders.

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

In our experience the information provided on strategy reflects the board’s
internal conclusions. It is nonetheless important that directors should feel free
to engage in frank discussions on strategy in the boardroom without a
consequent need to reproduce those discussions in the annual report.  Itis
sometimes the case that the information given on risks may identify many
risks that are not central to the directors’ assessments of the main risks faced
by their companies.

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

The UK Corporate Governance Code and the new Stewardship Code
encourage effective engagement between directors and shareholders on
matters of concern to each. Code Provision E.1.1 says the company
chairman should discuss strategy with major shareholders. The Supporting
Principle to Main Principle E.1 says that all directors should be aware of their
major shareholders' issues and concerns. If these terms of the Code and the
Stewardship Code are complied with, we believe there should be sufficient
dialogue on these issues between directors and shareholders.

It is our understanding that major institutional shareholders of listed
companies are more likely to base their investment decisions on direct
dialogue with key members of the board combined with analyst's reports,
rather than as a result of the content of the business review. This is perhaps
unsurprising given that the financial statements of listed companies only
appear once a year and can quickly become out of date in light of subsequent
market and economic developments. The DTRs are designed to ensure that
all market participants have access to appropriate information to make
investment decisions about a listed company (and that the dialogue referred
to above does not provide any more information than is available in the
market).

We do not comment further on what might motivate shareholders' business
decisions.

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?

This question is aimed at investors and we do not comment on it.

Page 4





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)?

This question is aimed at investors and we do not comment on it.

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

Please see the comment on complex regulation in answer to question 2
above. We believe that such complexity discourages clear and informative
narrative reporting. The imperative for a company to ensure compliance with
all disclosure requirements can easily obscure the overall aim of good
narrative reporting. A company's first obligation will inevitably be to comply
with each statutory or regulatory requirement (for fear of sanctions for failure
to do so); the wish for clarity and informative narrative may, as a result, be a
secondary concern. A simpler and more coherent approach to regulation
may allow for more emphasis on good narrative reporting and less on “box-
ticking” compliance.

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

Legislation and regulation in this area should not be over-prescriptive. How
required information is set out in a report should be left to the good sense of
companies themselves, assisted by available guidance. The guidance
provided by the ASB review Rising to the challenge, the FRC's Louder than
words and the ASB's 2006 Reporting Statement: Operating and Financial
Review is very useful. Unlike legislation, it is flexible and capable of
developing to meet changes in practice and shareholder requirements.

We do not see introducing a requirement for companies to publish a summary
of the information contained in the business review as an appropriate
response to counteract its growing complexity. Producing such a summary is
a material additional burden and is likely to lead to over-simplification of
issues that are complex.

Business Review

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?

Paragraph 23 of the consultation document notes that "the business review
requires companies to provide broadly the same information on non-financial
matters as the earlier OFR." We do not see any value in reinstating elements
of the OFR. (We assume that, as in 2005, this would only apply to quoted
companies.) Any move to do so would, we believe, need very clear
justification and evidence that it is required by shareholders and/or regulators.
In that context, we note the following comments in the reports already
referred to:

"As we began [investigating the complexity and relevance of corporate
reporting], the unfolding credit crisis raised an additional issue: the risk of
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10.

11.

further complexity arising from uncoordinated responses to the crisis by
regulators and standard setters." FRC's Louder than words (page 2)

"Our research has convinced us that the best route to better reporting — and
regulation of reporting — emphasises principles rather than rules.”" FRC's
Louder than words (page 5)

"We must consider whether further [carbon reporting] requirements in the
business review will succeed in changing company behaviour or just in
adding clutter to an already heavy annual report.” ASB's Rising to the
challenge (page 12)

Companies are currently getting to grips with the revised UK Corporate
Governance Code and the new Stewardship Code. Some of the provisions in
the Companies Act 2006 which impact on company reporting remain
relatively new and have not applied for more than one or two accounting
periods. And the guidance referred to above dates from 2009 and is still
being digested and applied. These various influences on the contents of
company reports should be allowed to settle down and be properly assessed
before any new regulation is imposed.

Nor do we believe that there is any evidence that a statutory reporting
standard would improve the quality of reporting. In our view improved
narrative reporting can be achieved through guidance, example and
shareholder pressure. A statutory standard implies an OFR that has to be
subject to a costly review by the company's auditors, the requirement for
which is likely to discourage the openness and transparency of reporting.

The business review provisions require quoted companies to report, to
the extent necessary, on [the matters set out in section 417(5) of the
Companies Act 2006]:

(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?

These questions are aimed at investors and we do not comment on them
beyond reiterating our views in answer to question 7.

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

The guidance referred to in answer to question 8 is very useful. The ASB and
the FRC should be allowed to develop and enhance that guidance over time.
We do not see a particular need for an additional source of guidance, and
there is danger in possible conflict between different sources of guidance.

Investors will also provide their own direct and indirect feedback to
companies. If a company's strategy is not clear, if it fails to explain the risks it
faces and how it manages them, or if its corporate social responsibility
policies are thought deficient, shareholders can either bring pressure to bear
on the company through contact with directors and at the AGM, or they can
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12.

13.

decide to reallocate their resources to companies which they think deal better
with these issues. If these reporting requirements are largely for the benefit
of shareholders, the company's owners have a role to play in encouraging
best practice and taking action where that is not provided.

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

We do not see any benefit in a shareholders' advisory vote on the business
review. There is already a vote on the report and accounts which include the
business review.

What would be the consequences of a vote against? If there are no set
consequences, what is the point? Shareholder dissatisfaction can be made
clear in other ways, either informally or by a vote against the resolution to
receive the accounts or a vote not to re-elect a director. Adding to the
number of votes at an AGM which have no real consequence risks
downgrading the power and effect of a shareholder vote.

We would also point out that, with the advisory resolution on the directors'
remuneration report, the need to grant the right to call general meetings on
not less than 14 clear days' notice and the requirement for all directors to
seek annual re-election, the number of resolutions at an AGM often
approaches 20. Further crowding of the AGM agenda does not assist clarity
with shareholders. For the reasons identified above we believe investors will
engage with companies where they consider the business review is deficient
and the shareholder vote is not required as an extra lever for this purpose.

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

See our comments in answer to question 11 on the provision of guidance.

The ICSA Hermes Transparency in Governance Awards play a valuable and
developing role in promoting best practice. If there is an appetite amongst
companies and their shareholders for other such awards, they will no doubt
appear.

We would not favour any government sponsored award or ranking, as seems
to be suggested in paragraph 30 of the consultation document.

We also see a slight risk in awards and similar proposals placing too much
emphasis on what the report says, rather than on what a company actually
does and then reports on.

Directors' Remuneration Report

14.

Do the current disclosure requirements provide clear and usable
information? If not, please explain including any views on how this
might be improved?

We do not believe there is a requirement for any more information on
directors' remuneration. Instead, it would be desirable for the disparate
sources of legislation and regulation in this area - the Large and Medium-
sized Companies and Groups (Accounts and Reports) Regulations 2008, the
UK Corporate Governance Code, the Listing Rules and the FSA
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Remuneration Code, itself under review, with further rules announced by the
Committee of European Banking Supervisors - to be brought together in one
readily accessible code.

As a consequence of these many rules, remuneration reports have grown in
length. Guidance, of the type discussed above, can play a role in the better
ordering of information in the report to aid clarity and understanding. An
exercise similar to that carried out by the ASB in Rising to the challenge
would be of help in highlighting good examples of clear and usable
information.

Potential 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.

We do not have information on such costs, beyond pointing out that further
legislation or prescription in reporting is likely to add to the costs of
compliance for companies.

If you wish to discuss any of the above points, please contact Martin Webster of
Pinsent Masons LLP, on 0207 418 9598 or martin.webster@pinsentmasons.com.

20 October 2010

© CITY OF LONDON LAW SOCIETY 2010.

All rights reserved. This paper has been prepared as part of a consultation process.
Its contents should not be taken as legal advice in relation to a particular situation or

transaction.
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The co-operative
asset management

This submission is made on behalf of The Co-operative Asset Management
(TCAM), which carries out the fund management activities of The Co-operative
Financial Services (CFS).

The Co-operative Financial Services (CFS) is part of The Co-operative Group,
the UK’s largest mutual retail business with around five million members, more
than £14 billion turnover and core business interests in food, financial services,
travel, pharmacy and funeral care. The Co-operative Group has more than 5,000
trading outlets across the UK.

CFS’ merger with Britannia, in August 2009, created a strong diversified financial
services business with £70 billion of assets, 13000 colleagues and nearly nine
million customers.

The Co-operative Group’s Governance department was recently shortlisted in the
Institute of Chartered Secretaries and Administrators Company Secretary
Awards 2010 in the category of Company Secretarial Team of the Year. The
team was previously shortlisted in this category in 2008 and won the award for
effective shareholder communication in 2007.

About The Co-operative Asset Management (TCAM)

TCAM offers a distinctive responsible investment approach which fully integrates
consideration of financial and ESG (environmental, social and governance)
issues throughout the investment process.

We consider that sound corporate governance in the companies in which we
invest is of central importance to create and sustain long-term shareholder value.
We also consider that it is the responsibility of institutional investors to act as
owners of the companies in which they invest and we will seek to maximise value
from our investments by using our influence as a shareholder, through
engagement and the use of our voting rights, to further good corporate
governance in investee companies.

We welcome the opportunity to respond to the Future of Narrative Reporting
consultation and would be pleased to discuss further the issues raised in our
response.

Before turning to our answers to the consultation’s specific questions, we would
like to make some observations regarding the strategic context in which
companies are operating in light of the evolving challenges of sustainability
development. Our recent Good Companies Guide analysed the FTSE350 to
determine which companies would be positively or negatively affected by





sustainability considerations defined as climate change, resource depletion,
pollution, demographics and resource distribution. Our findings included, that the
first three ecological factors would have a significant and detrimental impact on
over half of the index by weight while only around 10% of current companies
were well positioned to benefit from providing solutions.

As an indication of the significance of these issues, in the UK alone, the Green
Investment Bank Commission estimated that the financing requirement would be
of the order of £550bn to 2020 to meet the UK’s commitments under the Climate
Change Act 2008. This will imply a radical restructuring of industries including
energy, construction and transport and the financial services industry will have a
significant role to play, given that government balance sheets have been
weakened following the banking system collapse.

Most boards should be considering such issues in their strategic planning now. In
our experience the majority of boards are not alive to the challenges and while
there are limitations to the Annual Report as a tool for presenting boards’
strategic views, the general lack of discussion of short, medium and long-term
consideration of sustainability issues presents a mounting concern for the stable
functioning of the UK economy and society as well as any potential impact on the
ecological system.

Our key recommendations include that there should be far greater emphasis on
explanation of the boards strategy and far greater transparency on board training
to enable planning around such issues to be undertaken with confidence.

Our response to the specific questions raised in the consultation is outlined
below.

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?

In our experience, most narrative reporting focuses on the strategy in the year under review
or even a re-telling of events rather than a focus on future risks and opportunities. In many
cases, the company’s forward looking strategy is not clear. On balance, the principal or
material risks to the business are more likely to be identified than a forward looking strategy.

There are some good examples of companies who are in the vanguard of providing forward
looking strategy and identifying the principal risks and opportunities under the guise of their
voluntary OFR-type narrative reporting.

In our view, corporate social responsibility (CSR) reporting, for example, can tend to focus
disproportionately on non-material community investment or boilerplate environmental






initiatives (whether material or not) as opposed to risks and opportunities presented by the
sustainability of the company’s operations. There is usually insufficient provision of
performance data on material non-financial issues. For example, in the case of sectors where
carbon emissions are a material issue, such as the oil and gas industry, relatively few
companies are disclosing their future strategy on how they will manage the impact of carbon
pricing or highlighting the potential risks related to these emissions.

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

We have identified a number of areas where we believe that the provision of information can
be improved:

a) Length of Report

We are conscious of the need for quality over quantity in environmental and social reporting
and there may be unintended consequences of the demand for more disclosure and the
incentives around sustainability reporting. The recent ‘Trends in FTSE 100 sustainability
reports’ white paper by Spada Research, suggested that companies that write longer
sustainability reports are more likely to win environmental awards. In our view, disclosure
should focus on the principal and material risks and opportunities to the company. If the OFR
is to go ahead, it should focus on a requirement to achieve the right outcomes for the reader
of the OFR giving latitude to the companies to lengthen or shorten, rather than prescribe
disclosure in detail.

b) Guidance

The market’s corporate governance expectations are underpinned by the UK Corporate
Governance Code which is explicit in its requirements and applicable to and accepted by all
main market listed UK companies (there is an expectation that those who do not comply are
expected to explain why not). However, OFR style reporting is by necessity more open
ended. The Business Review has not been helped by the lack of sector specific guidance.

Also, the profusion of competing reporting standards in key areas such as greenhouse gas
(GHG) emissions can make it harder to report consistently and appropriately. Mandatory
regulations for reporting of GHG emissions would provide the certainty in this area that
businesses and investors need and we would welcome moves to mandatory reporting by
2012 as outlined in the Climate Change Act 2008. This could form the basis of guidance on
the disclosure of risks related to future emissions.

¢) Opening themselves up to criticism

We believe that companies may feel that, by including a forward looking statement, they are
making themselves a hostage to fortune if their predictions do not materialise, with a
consequential impact on the volatility of their share price. However, it is important to make the
distinction between a forward-looking projection of issues likely to be important and a profits
forecast.

d) Governance Systems

In some companies, a lack of appropriate governance systems can result in an inability to
develop appropriate strategy. This includes such factors as senior level oversight and
responsibility, appropriate policy, measurement and mitigation approaches.






€) Momentum

For some companies, sustainability issues present genuine challenges to business as usual.
Drax is a notable counter-example, where the company is seeking approval to switch from
coal to biomass, in recognition of the unsustainable nature of unabated coal use.

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

In our experience, listed companies to not typically report on the agenda, content and minutes
of board meetings (save for attendance rates of directors). The limited reporting of board
proceedings in annual reports and accounts is unlikely to give an authentic impression of the
board meetings.

For this reason we are not in a position to say whether the information provided reflects the
issues discussed in board meetings.

Although there is no ideal solution to this, we believe that independent board evaluations
being reported to investors would help close the gap between reporting and reality.






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

If the right, material, information is properly presented it can help shareholders such as TCAM
to press directors on key issues relating to strategy and risk. However it does greatly depend
on the appetite of investors to read the information and use it to question and evaluate
companies. We also appreciate that different companies may select different approaches to
present their strategies. For example, some companies may chose to present their strategy
at a set-piece event (often as a webcast and then archived).

At TCAM, we assess disclosure when considering whether to vote in favour of the resolution
adopting the Annual Report and Accounts of the companies under review. Our engagement
with companies on this subject has so far focused on disclosure, as poor disclosure frequently
indicates lack of sensitivity to an issue. We use all available channels of communication —
Annual report, CSR/Sustainability report, website, Carbon Disclosure Project etc — when
assessing disclosure. We engage where disclosure is poor, which generally indicates an
issue is not being managed, and increasingly on performance.

Although we remain firm in our commitment to an OFR we caution that those who are asking
or responsible for its implementation — principally the Environmental, Social and Governance
(ESG) personnel as a subset of the asset management community, the third sector and
companies who tend to lead on reporting anyway — place excessive and possibly naive
emphasis on the utility of the Report and Accounts (especially the Report) in everyday
investment decision-making.

Our own experience and anecdotal evidence suggests the Report is not the prime tool used
by investment analysts and fund managers. This is because of two main factors: Firstly, in
our opinion, many reports are of poor quality and contain large amounts of non-material and
irrelevant information, but secondly and more importantly, because the Report as currently
written is not timely. An investment analyst is more interested in following company news flow
in real time, through statements to the stock exchange, sell-side research and on-going
engagement including meetings with the companies. In our view, the Report and Accounts
should provide quality information and strategy, in a forward-looking fashion focused on
longer term strategy as well as historic information in order to redeem its status.

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?

TCAM is a signatory to the Principles of Responsible Investment (PRI), which is an investor
initiative of the UNEP Finance Initiative and the UN Global Compact. The third principle of
the Principles states, ‘We will seek appropriate disclosure on ESG issues by the entities in

which we invest’ and, as a signatory, this is a driver for our engagement and challenge with
investee companies.

Requests for improved disclosure on ESG issues feature heavily in our voting activities;
typically in relation to executive pay (performance conditions, contractual obligations etc) and
how a company is managing its material social, ethical and environmental (SEE) issues.

We have paid particular attention, when voting on the Annual Report and Accounts of UK
companies (where the bulk of our equity holdings are focused), to climate change and
diversity disclosure since 2009, abstaining or voting against where disclosure was inadequate
and explaining our concerns via letters, emails, phone calls and meetings, along with making






suggestions for improvement.

TCAM'’s Corporate Governance team is in regular consultation with our larger shareholdings
about sufficient disclosure (and the acceptability of that disclosed) so as to reach a solution
beforehand and reduce the number of occasions where we feel compelled to withhold support
from management.

We also collaborate with other like-minded investors. We will very occasionally resort to
tabling a shareholder resolution where we believe a matter of serious concern is not being
adequately addressed by the company and where earlier private engagement has failed, as
we did at Royal Dutch Shell and BP this year on oil sands.

The provision of an advisory vote on the OFR, which has been mooted to help challenge
companies, is discussed further in our response to Q12.

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)?

Our analysis of our shareholdings encompasses the entire spectrum of sources of
information. However, as noted earlier investment analysts do not rely heavily on the Report
and Accounts or sustainability reports for on-going sources of information on the company.
Nevertheless, we believe that the act of committing ESG strategy to the public domain is
useful to encourage a company to ‘nail their colours to the mast’ on certain material reporting
areas.

As previously mentioned, our experience of CSR reporting, is that it tends to focus
disproportionately on non-material community investment as opposed to material risks and
opportunities presented by the sustainability of the company’s operations.

We consider ongoing dialogue with our investee companies to be of paramount importance
and the non-financial information gleaned from them feeds into our stock analysis. We
produce quarterly and annual reviews of our engagement with investee companies, which are
available here:

http://www.cooperativeassetmanagement.co.uk/advisers/responsible-investment.php






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

We do believe there is scope to reduce and simplify the requirements on which companies
report. When engaging with investee companies, investors look for evidence of high-quality
decision making and risk management. In our view, all narrative reporting should be focused
on material disclosure of information and particularly material risks and opportunities. In our
experience, companies often feel compelled to include information requested from different
Codes or stakeholders without being convinced that it brings a clear benefit.

A consultation which involves a range of different sized companies from a range of sectors
and investors could help identify what requirements could be reduced or simplified.

In our view, It would be useful for a company to consider at all stages what they want to
achieve by publishing its annual report and what matters to their company and their sector
whilst taking into account the wider context. The guidance available should be more robust,
with accompanying good practice examples, than that made available for the Business
Review. But it should be just that: guidance, meant to help rather than constrain.

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

From an investor point of view, we believe that there needs to be more consistency in the
style and structure of reporting which will aid comparison between businesses within sectors.

‘The Future of Corporate Reporting - State of Play’ report which was published by the
Tomorrows Company in February 2007, provides some useful pointers as to how reporting
can be arranged in a useful way. For instance, it explores financial and non-financial key
performance indicators and the holding back of certain elements of Director’s performance
pay until after the end of the business cycle when the true impact of their leadership became
clear.

We believe that there is a tendency for CSR reports to focus on the easily reportable and
miss the difficult matters which are very obvious but are not discussed or addressed. Any
narrative reporting should encourage critical thinking on bigger issues facing the company,
the sector and the wider environment. The pitfall of box-ticking is a distraction from providing
meaningful information to stakeholders.

Finally, the Board should disclose what time horizons they are using when discussing strategy
and the disclosure of goals/KPIs.






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 there is a consensus amongst the investment community that a considerable
amount of useful information has been generated on the back of the Business Review.
However, it is apparent that we are not yet in a position where the Business Review provides,
sufficiently, the kind of data, reassurance or forward looking strategic sustainability
information that investors want and need.

We regard the OFR as a more thorough-going, strategically oriented standard than its ‘lite’
version: The Business Review. In our view, it is highly significant that the original OFR, while
not perfect, had some support from the companies whom it would have affected as well as
from progressive investors, and its abrupt shelving caused dismay. Given the broad
consensus that the OFR was sensible, we believe that it should be reinstated on a statutory
basis, which would help improve the quality of reporting, particularly amongst reporting
laggards rather than placing an unwanted burden on those companies who have led the way
in reporting.

The International Integrated Reporting Framework is relevant to this debate and is another
way in which ESG reporting can be integrated throughout both the narrative reporting and the
day to day workings of companies. Essentially, we would like to see ESG considerations
woven into the report in a pragmatic way be it the Chairman’s statement, Directors
Remuneration Report, Internal controls etc.

In addition, there is a growing expectation for companies by investors and broader
stakeholders in the 3" sector, to produce credible and verifiable reporting. We place a great
deal of value of independent, third party assurance of sustainability and carbon reporting as
well as the publishing of assurance statements alongside the report in question.

The Carbon Smart report ‘Just off the starting blocks — benchmarking of sustainability and
carbon assurance in the FTSE350’ found that only 75 of the FTSE 350 companies published
an assurance statement in 2009 with the most popular standard of assurance using either
AA100AS or ISAE3000.

We strongly believe that independent verification, not just on the process involved in
compiling the content within the OFR, but whether the contents are a true and fair reflection of
reality at the company, should be an outcome of this consultation process.

Finally, we believe that the Financial Reporting Council (FRC) has either not been resourced
or not emboldened to take action against the many companies who do not even live up to the
Business Review (to our knowledge no action has been taken against any company for
failing to meet it requirements).

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?

We do believe that the information provided in the business review is useful but that
this utility does vary from company to company. The operative words here are “to the
extent necessary.” If information is material it will be germane and consequently,
materiality should always influence the level of disclosure. We have outlined how we
use the information in our response to Q2.

We do believe that disclosure could be improved. For example we strongly support
financial and non-financial KPIs. However, companies should focus on the most
strategic and material KPIs. The abundance of non-effective KPIs demonstrates that
it is neither necessary nor possible to measure everything. There is evidence that,
following the introduction of the Business Review the number of companies reporting
KPIs has increased with the media sector being particularly strong.

The Association of British Insurers offers guidance to its members in relation to voting
at General Meetings. One of its assessment areas is what training has been received
by directors on environmental and social issues and what the governance
arrangements are for managing ESG issues. In our experience, the extent to which
ESG issues material to a company'’s future are understood by board directors varies
hugely; even at companies where ESG reporting, such as through Sustainability
Reports, is extensive. It follows that directors, particularly executives and
Chairpersons who have a thorough understanding of ESG issues are more likely to
drive management of the attendant risks and capitalise on the opportunities
throughout the company.

There are some key issues which are not currently reported in the business review.
We have outlined three areas where we believe disclosure could be improved:

= Directors training on ESG matters — it would be both instructive and an incentive
for improvement, if companies were required to disclose whether directors
received training on ESG matters (for example whether the CEO sits on the HSE
or Risk Committee) and crucially whether any element of executive of sub-
executive pay is subject to performance on environmental, social, health and
safety issues and how this operates.

=  Biodiversity — we believe that many companies are failing to report on their
impacts and dependencies on ecosystems.

= Conflicts of interest — it would be insightful to understand how companies deal
with certain conflicts of interests: for example where directors’ duties to
shareholders may be at variance with the requirement on companies under The
Companies Act 2006 to consider their impacts on other stakeholders. Again, this
touches on having good governance and whistle blowing arrangements.






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 previously outlined we would welcome more guidance which centres on best practice in action.
We consider the following links to reports to be very helpful in respect of sector specific KPIs:
http://www.sd-m.de/files/SD-KPI_Standard 2010-2014 V12e.pdf

http://hausercenter.org/iri/wp-content/uploads/2010/05/IRIl_Transparency-to-Performance.pdf

http://www.dvfa.de/files/die dvfa/kommissionen/non_financials/application/pdf/KPIls for ESG Exposure Draft.pdf

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

We do believe that the directors’ remuneration report has undoubtedly increased the quality
and depth of dialogue as well as transparency of remuneration disclosure. However it falls
down in respect of having specific redress. We believe, therefore, that the key question to ask
when considering an additional resolution covering the Business Review is what
consequences arise from it being voted down? Furthermore, unless shareholders write to the
company to say they have abstained or voted against the discussion cannot be opened and
the company cannot know the cause of the shareholder concerns. This would be
compounded in the case of a vote on the OFR, as it would be an imprecise signal - the OFR
covering so many issues. Any voting activity should be complemented with engagement as
voting as a stand alone activity is too blunt an instrument. Being realistic, shareholders will not
always communicate the rationale behind their voting decisions.

Consideration could however be given to a shareholder’s advisory vote on the company’s
reporting of ESG matters which would be applicable to some degree to all companies and be
a reasonably precise signal in the absence of being able to require all investors to vote and
communicate their reasons why (which incidentally, would bring its own unintended
consequences).

In conclusion, we are not in favour of an advisory vote on the Business Review or the OFR,
not because we are against shareholder democracy and transparency but because this
particular measure is likely to fall short of its goal as currently constructed. An advisory vote
on the reporting of environmental, social and governance matters would be a superior
alternative. For those investors who are unhappy with narrative reporting other than ESG
matters, they may still withhold support from or vote against the Annual Report and Accounts.

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




http://www.sd-m.de/files/SD-KPI_Standard_2010-2014_V12e.pdf

http://hausercenter.org/iri/wp-content/uploads/2010/05/IRI_Transparency-to-Performance.pdf

http://www.dvfa.de/files/die_dvfa/kommissionen/non_financials/application/pdf/KPIs_for_ESG_Exposure_Draft.pdf



We do not believe that there is a non-regulatory solution to increasing quality in business
reports. Our experience is that a voluntary approach results in ‘best in class’ reporting by the
companies who are already in the vanguard but the majority will not rise to the challenge. A
mandatory and regulated OFR will likely help drive up standards of the ‘average’ while there
will always, by definition, be laggards.

For example, considering carbon reporting for example, while the majority of FTSE 350
companies report Greenhouse Gas emissions (GHG), there are still a number do not, even
though there is ample evidence that investments in monitoring are generally repaid multiple-
fold in cost savings through enhanced efficiency. In such circumstances mandatory
approaches that force director attention and understanding are in the companies’ best
interest.






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?

= Total remuneration paid and how this is made up

On the whole the level of disclosure relating to total remuneration paid is sufficient with the
exception of various event driven payments and pensions.

Event driven examples can relate to such things as change in control and termination
provisions for directors. Each is deemed of importance due to the implication of perverse
incentives in both. Large payments on a change of control can effectively indemnify directors
for poor M&A strategy or at worse, incentivise decision making that is entirely incongruous to
the long-term interests of shareholders. Disclosure here is typically lost between events, as
the provisions are only invoked when a Company is acquired and therefore no longer required
to report such information.

A similar theme relates to termination payments. The levels of discretion non-executive
directors have in determining whether an executive is a good-leaver or otherwise is
problematic. Given the uncertainty regarding the nature of the circumstances prevailing when
a director leaves a company there is tremendous potential for significant reward for failure as
things stand. This again gives rise to perverse incentives as having such significant indemnity
may alter the psychology / decision making of management. For example, there is arguably
an insurance policy (in some cases) for directors to take on disproportionate levels of risks to
meet highly charged bonus targets, all the while knowing that if things go wrong their personal
wealth is insured. Further disclosure relating to the nature of departure and how this equates
to the payments made on departure would certainly help. Additionally, further information on
how discretion has been applied in relation to mid performance-cycle share awards when pro-
rating is applied for time and performance would aid transparency.

Disclosure relating to pension arrangements is typically the most opaque element of
executive pay and is currently not effectively captured under the Directors Remuneration
Reporting Regulations (DRRR). This lack of clarity is problematic given the huge potential for
reward for failure with enhanced or preferential treatment for directors. We believe there is
need for greater clarity in the following areas:

- Disclosure of accrual rates to be standardised and to explain any divergence from the
employee-wide scheme

- Explanations in respect of preferential treatment in respect of contributions to defined
contribution schemes. Again explanations to be required where this is a significant
divergence from the employee-wide scheme

- The normal retirement age for directors under all pension schemes

- To what extent the remuneration committee can exercise discretion to provide early
unreduced pension benefits






= The performance criteria for payments to directors, and how these relate to the
company'’s strategic objectives

Disclosure relating to performance conditions for payment to directors is of fundamental
importance to the veracity of pay-for-performance policies espoused by Companies. While it
is clearly important to have confidence in the information provided on performance conditions,
those chosen can be significantly undermined if they bear no resemblance or alignment with
the strategic imperatives identified in the Business Review. It is a common phenomenon to
find ‘off the shelf performance share plans with conditions entirely dislocated from a strong
range of Key Performance Indicators (KPIs) in a Company’s Business Review.

We believe that there should be a much greater link between a Company’s strategic
considerations that lead to the identification of KPIs and those considerations that lead to
identifying targets under management incentives. Proponents of the abolished OFR like
ourselves had seen it as a framework to link objectives, strategy and KPIs with executive
remuneration. Much in the same way as the Business Review ought to describe effectively
both the operational developments during the year as well as the financial, we believe that
performance targets should be relevant to a company’s financial and non-financial
performance. It is logical therefore for consideration to be given to the inclusion of companies’
sustainability objectives among the performance targets for the vesting of shares under long-
term share schemes. Director leadership on such issues is crucial so that the importance of
the various objectives filters through an organisation; alignment with management incentives
underlines the importance of their leadership on long-term sustainability goals.

A recent development that is increasingly problematic is the use of adjusted calculations for
the purpose of reflecting ‘underlying’ performance. This is most frequently applied to Earning
per Share (EPS) targets. In any one annual report one can be confronted with a multitude of
different EPS figures, whether the basic accounting standard ‘base’ EPS figure, an EPS figure
to be presented in the Business Review or an entirely different EPS figure for the purposes of
determining variable rewards. The use of adjusted EPS for remuneration is problematic
unless the disclosure is able to sufficiently describe and justify the specific accounting items
over which discretion has been applied. This is just as problematic under capital efficiency
measures such Return on Capital Employed (ROCE) which arguably has a greater and more
opaque margin for discretion to be applied. At a FTSE100 retailer we recently identified a
significant differential between Business Review ROCE and remuneration report ROCE. The
problem is no explanation or specific accounting calculation information was provided. For
shareholders to have confidence in the veracity of information provided for performance
targets we advocate stronger disclosure requirements concerning the calculations applied for
the purpose of determining awards and where there is material divergence from other
calculations across the annual report, for explanations to be provided.

= Company performance against these criteria, so that there is a demonstrable link
between pay and performance

A positive step witnessed across the FTSE has been for slightly more Companies to describe
how strategy objectives chime with and justify the structure of variable pay components.
Despite this the majority of Companies still make no genuine reference to how different
strategy objectives will be incentivised by different remuneration components. In this spirit we
would advocate the formalisation of a section under the DRRR detailing these important
considerations.

It is logical that such strategic grounding could form the foundation for disclosure that details
how the performance provided during the year justifies the variable award that vested during
the year. There is need for significant improvement in the level of retrospective disclosure of
performance under annual bonus schemes that led to awards being granted for the year
under review. It is still the case that some Companies provide no information to justify large
annual bonus awards.






In our view, past targets are no longer commercially sensitive; therefore, given the magnitude
of award and importance to overall incentives, shareholders should be provided with
guantitative information of performance that triggered any award next to the target set.

®= The process by which directors’ remuneration is decided?

The process toward developing and implementing remuneration policy has to start by
populating the remuneration committee with a majority of independent non-executive
directors. As things stand investors are able to determine the level of independence on the
Committee. So where would further clarity augment shareholders ability to determine the
suitability of award decisions?

We believe this relates to a) applications of discretion in the decision making process and b)
much more detailed explanations of consultation processes undertaken during the year when
launching new shares schemes or material amendments to performance targets.

a) Applications of discretion: it is a common occurrence that remuneration committees’
apply discretion in determining vesting levels under share schemes or bonus awards
to more effectively reflect ‘underlying’ performance. It is common that this is used in
instances where the specific targets had not quite been met but that there were
exceptional circumstances or reasons why certain amounts should vest. However, in
these cases, it is common for very little supporting information to be provided to
shareholders to justify the decision. We would therefore advocate that in cases where
targets are not hit and discretion is applied that an explanation of the specific
circumstances should be mandated.

b) Explanations of consultation processes: often the fundamental changes and decision
making occurs during consultation processes. However, it is often that shareholders
are involved at the final stage once plans having been significantly written up. To
simplify, the process largely goes:

1) what do we want to achieve and how will we incentivise with pay;

2) speak to employees, what would help keep you incentivised, feedback into
process;

3) draw up proposal and;

4) present to major shareholders via consultation with only minor margins available
for change.

We believe that the ex-post nature of this process ought to be replaced with initial input from
shareholders on an ex-ante basis within stage one. This will help align shareholders with the
underlying premise of changes and help them to feedback on proposals more effectively. In
terms of disclosure of consultation processes Companies currently provide little information
other than that top shareholders had been consulted and they are ‘broadly supportive’. This is
problematic as there is no means of collating responses for shareholders to know if there is a
genuine accord on the proposals. We advocate moving away from a divide and collate
system and suggest Companies disclose more detail about the different stages involved, the
amount of shareholders consulted, how many responses they received, how many were
positive or negative, changes that were implemented as a result of the process etc. We would
support naming the institutions involved and their level of satisfaction with the proposals as
this would increase accountability on investors to be effective stewards and feed into
proposals for the disclosure of voting decisions.

Finally, we strongly support annual re-election for all directors of listed companies to improve
accountability.






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

We appreciate that there is a cost of compliance. However if the OFR is based primarily
around ensuring the right reporting outcomes are achieved and less with prescribing in detail
how this must be achieved i.e. erring towards a principles-based approach then the cost of
reporting should in most cases be proportionate to either the size of the company, or the risks
and opportunities it faces or both; all of which are acceptable outcomes. The Company
Secretary is well placed to coordinate and invaluable in the preparation of narrative reporting.
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