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1 The non financial reporting regulations — what do they mean in practice?
http://www.pwc.co.uk/services/audit-assurance/insights/non-financial-
reporting-regulations.html
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Welcome to our review of narrative reporting
practices in the FTSE 350 for year ends from
1 April 2016 to 31 March 2017.

It’s been a year of relatively little regulatory change and

our review suggests most companies have used this as an
opportunity to consolidate. We've seen continued improvements
in the quality of risk and business model reporting but in most
areas that we focus on there’s been roughly the same slow but
steady progress this year that we’ve seen for some time: it’s very
much a case of evolution not revolution.

However it’s clear that this quiet period is fast coming to an
end. With the new non-financial regulations® and the recent
consultation from the Financial Reporting Council (FRC) on
proposed amendments to their Guidance on the Strategic Report,
as well as the UK Government’s response to last year’s Green
Paper on corporate governance reform, change is in the air.

The ongoing debate on governance reform has been focused
on whether boards have been properly accountable to the
whole range of a company’s stakeholders, and whether they’ve
considered the long-term consequences of their decisions.
Leading reporters have been responding to related questions
about their purpose and impact on society for some time and
we’re already seeing signs of the ‘stakeholder agenda’ being
more widely taken up in the reporting of the early 2017 year
ends. But it would be fair to say that many find it difficult to
know how to do justice to this dynamic in their reporting.

Although we’re seeing more forward-looking information in
reports, giving the long-term view that many are looking for still
seems to be a particular challenge.

Stepping back from the specifics, when I look at the major
findings of this year’s review, I am left with a dilemma. The
dilemma is that I recognise the hard work that many companies
continue to put into their reporting and if I was to compare most
reports with their equivalent from 10 years back they would be
chalk and cheese, particularly in the areas that we look at on
pages 6 to 13. But, after so many years of this slow but steady
progress, I have to ask myself whether the net effect is enough.
Of course the annual report is primarily a technical document
for a specific audience. But surely it also has to reflect the
impact on businesses of a society with a new attitude towards
accountability and the communication tools to back it up? We
look in more detail at these issues from page 16 onwards and I'd
be really interested to hear your views on our analysis — I think
we’ve got some challenging thoughts!

I DN Where you see this symbol in our report we've set out the
——| findings of a survey that we carried out in August 2017

>l among over 100 corporates and investors. These provide
some interesting insights into what the market thinks of annual
reports today and how they should change in the future, and we'd
like to thank everyone who took the trouble to participate. What’s
clear is that in a number of areas there is a divergence of views
between corporates (including directors) and investors, with the
latter generally less comfortable with today’s reporting and more
convinced about the need for change.
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‘Why are we focusing on
the annual report?

The message we hear all too often from companies is that they ¢ Evidence from our research confirms that the quality of
don’t see the value in the annual report: a company’s annual report is indicative of the quality of
reporting across other channels®. We have always seen the
* Why invest in the annual report? Companies say they don’t ability to produce a good annual report as a sign of good
get any reaction to their reporting so they don’t make the reporting discipline within a company generally, and our
effort, whilst investors say reports are boilerplate and research bears that out.
lacking in information value. It is this lack of insight in
reporting that creates a vicious and downward spiral. Is it about resources?

We are often told that bigger companies have more resource
to use when producing an annual report and therefore their
disclosures will be better, but our experience suggests that this
isn’t necessarily the case. Our leading reporters in the FTSE
350 come from both the 100 and 250, from big teams working

* Why risk moving first? There can be pressures from boards
to stay within the pack and not differentiate the company’s
reporting, or to keep reporting minimalist as part of the
corporate image/culture.

Our answer is that: on the report to just one or two people writing the whole
thing. What really seems to matter is that those involved have
* The annual report remains an important source of the support of the board in putting transparency first, that they
information for investors. In their May 2017 Long Term look beyond the numbers, and that they take the opportunity
Reporting Guidance the Investment Association stated that ~ to communicate their story with both the highs and the lows,
“A company’s annual report is an important source of making it both engaging and useful to all their stakeholders.

information for investors, and the primary means of
communication to the market”. See page 23 for more on
the Investment Association Guidance.

2 https://www.ivis.co.uk/media/12519/Long-Term-Reporting-Guidance.pdf

3 http://pwc.blogs.com/corporatereporting/2017/05/cant-live-with-it-cant-live-without-it-the-continuing-role-of-the-annual-report.html
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Forward-looking
perspective

° Moreforward- o . . Example 1: Segro AR 2016
looking language By deﬁnlthTl, strateglc reports ShOUZd lnCllee e 2 8 O/
but use of specific forward-looking information and the FRC is clear Structural ch anges 0
timeframes is about this in its Guidance on the Strategic Report. : bahAv of companies make
still limited Ja D This is always a source of tension, however. Comments left IN consumer behaviour reference to strategic
=——| by those responding to our survey indicated that companies timelines
° Quantlﬁed ——1 and directors worry about the uncertainties attached to
information is long-term information and also about the risk that they will be held " cii g -
f I d to account if events turn out differently — understandable, perhaps, Non-store safles;aklng_jl lmireaﬂng share
generatty f ocuse in the current economic and political circumstances. of UK retail sales 3 0/
on market trends 0
as opposed to the We found that reports often use more forward-looking language . )
PP when talking about strategic goals than they did in the past. o o - - Of companies prowde
company . . quantitative market
Jdp D [noursurvey, investors seemed to recognise the efforts
=—=| companies have been making, with 50% agreeing or data beyond the next
=& strongly agreeing that reports generally include appropriate year
forward-looking information. Corporates and directors rated
themselves slightly more conservatively, with only 45% agreeing or )
strongly agreeing. % 0/
However, the evidence shows that companies feel more ,% !9 0
comfortable giving quantified forward-looking information . id
when it’s about the market as a whole. Our review showed Of COTTL.p ar'ues proviae
that 34% provide quantitative data in their market disclosures o o — - quantitative KPI targets
beyond the next year, like Segro [Example 1], but only 9% @St ® Noratore
id titative KPI targets for th itself.
provice quantitative argets fot The company tise Source: Colliers International, based on Experian forecasts (November 2016)
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@.0 Forward-looking perspective continued

The advent of the viability statement has focused attention on
the period over which companies plan, and highlighted the fact
that many disclosures around strategy are either unclear about
the timeline they address, or address only the next year.

Our findings showed that whilst 28% of companies make
reference to strategic timelines only 10% are specific about a
strategic time period beyond the next year. SSE [Example 2]
attached a specific time period to their strategic goals,
allowing focus on the medium to long-term as well as the
immediate future.

Risk reporting shows a similar picture. Only 25% of companies
discussed emerging risks [Example 3, from Great Portland
Estates] or future plans for mitigating activities, and these tend
to be focused on the upcoming period.

In our survey there was a major difference between
companies and investors on whether annual reports should
look out further in time than they generally do today.

70% of investors agreed or strongly agreed that they should,
compared to only 26% of companies and directors. 45% of
companies and directors disagreed or strongly disagreed with
providing longer time horizons.

7 PwC Accountability in changing times

Example 2: SSE AR 2016

Outlook to 2020

Nt

Emerging risks

The risks identified on pages 68 to 75 are risks that impact
us as of today. However, we are also mindful that we need to
consider other potential emerging principal risks in advance
of them affecting us, including:

— in designing our buildings, taking into account that how
people use offices may change over time together with
the impact of climate change. We are considering both
of these through our Disruption Project outlined more on
page 38; and

— tenants becoming more ‘fleet of foot’ and willing to move
to new areas within central London where they perceive
they will obtain greater value or where the buildings and/
or the area appeal more to their employees. With good
transport being a big deciding factor in occupiers’
decisions, in addition to the work we are doing looking
at building design within the Disruption Project, we are
well positioned with 85% of our buildings within walking
distance of a Crossrail station.
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‘Risk disclosures

* Increased

discussion of The combination of the strategic report

risks and risk requirements, the 2014 UK Corporate Governance
management Code and Guidance on risk management has led
processes and more companies to explain their risk management

how they change  Processes, including risk appetite, and to explore
ways to present a more dynamic picture of their

* But the risk profile.

descriptions
h p. I 19% of companies provided a risk heat map, compared to

Of therisks 13% last year and 61% indicated risk movement, up from 55%
themselves in 2016.
anq 'T":tlgatlng However whilst these elements improve the overall risk
activities lack disclosure, their value is limited by the quality of the description
specificity of the risks themselves — and too many of these remain

boilerplate. Our review showed that around 70% of companies
use generic language when describing mitigating activities in
particular.

8 PwC Accountability in changing times
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A Risk disclosures continued

Risk dynamics also need to be put in context. Some companies,
such as Pearson [Example 4], have introduced risk case studies
to bring more depth to certain key risks.

Whilst 61% of companies indicated risk movement, only

30% of the FTSE 350 gave any commentary as to why the
movement had occurred. Fresnillo [Example 5] provided a clear
explanation of the reasoning for changes in their heatmap.

Jdn D Oursurvey showed that companies and directors have a
—— | sense of improvement in risk reporting: 72% of them agreed
=&| o strongly agreed that annual reports provide useful
insights into companies’ principal risks and how they are managed.
Investors were far less convinced — only 36% agreed or strongly
agreed.

Further information

Example 4: Pearson AR 2016

Example 5: Fresnillo AR 2016

Following recent rapid growth of
PTE, one of our successful global
products, further work was needed
to prevent any risks associated with
future delivery, in order to ensure
that quality was maintained and

to avoid reputational risk.

Risk governance

Risk in action case study - Pearson Test of English (PTE)
Hoio risk management adds value lo strategic and day-lo-day business decision making

Risk treatment

Identifed risks were rated in terms of their
impact on the business in arder to support
their priaritisation and recommended courses
of action were divided into two categories:
‘Compliance’ risks - potential areas that needed

be beed in arcl nRoing secure
delivery. These are risks for which we typically
have a low risk tite and gl

Change in heat map:

Ahigh- yof the risks and mi
jplans farmed part of a strategic paper for the
Pearson executive to make better informed
decisions on the future strategic direction of
{and related investment in} PTE.

Risk monitoring

Tracking the full set of recommendations
will be part of business-as-usual in 2017,

priority to resalve,

bya ional governance
board who will also continue to identify

for

“Risks tend to be boilerplate
and not really those that keep
company executives awake at
night and/or relevant to key

stakeholders.” risk movement

Investor comment in our survey
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the reason for risk
movement

a risk heat map

A Cross-Company progromme was set up ‘Opp ; L ,'rislc.s—.‘hg,._ v oppar P
in 2016, with workstreams based around quiring further
identiled risks and recommending actions idertithed as areas we needed to tackle to
in time for strategy decisionsmaking in accelerate future growthof the product.
September. Each workstream owner was We typically have a higher risk appetite for
tasked with setting up their cwn working ‘opportunity’risks.
group o identify risks relating to their area,
presenting these back for debate by the wider
group, along with proposed recommendations
for resolving them,
of companies indicate of companies explain of companies provide

: Key risk indicators
@ « Gross profit
sensitivity to

: Description of risk change % change in
metals price

¢ During 2016 all and to MXP/USS

i macroeconomic

: variables favoured our

i financial results, however
¢ volatility and uncertainty
i were constants in the

i same period (and are

i expected to remain as

¢ such in 2017); therefore
we still consider the
impact of global
macroeconomic
developments our
principal risk driver; in
addition, most industry
and financial analysts
who follow metal prices
continue to foresee
volatility in silver and
gold prices for 2017, with
: anotable spread among
i forecasts, meaning
continued volatility.

exchange rate.

+ EBITDA sensitivity
to % change in
metals price and
to MXP/US$
exchange rate.
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Integration

* Improvement
in quality of
individual
disclosures in
report

* More work to
do to link them
together to tell a
coherent story

. Example 6: Aggreko AR 2016
Those respondlng tO our survey Often Commented ........................................................................................................................................................................................
1 Primary strategic

on the difficulty of addressing the many regulatory

Risk

| area affected

requirements in a joined-up way — a situation
which they saw worsening as the requirements
expand. Our review backed this up. And even
where the quality of individual disclosures has

Market conditions -
: Rental Solutions

Challenging market
conditions reduce
volurme and profitability
in our Rental Solutions
business,

STRATEGIC RISK
RISKS RELATED TO THE COMPANY'S ABILITY TO DELIVER O

oR@®

N OUR STRATEGIC PRIORITIES

.

Revenue growth
Margins
Returns
Capital efficiency

AN

NS

improved, their relevance can be lost where they
are not part of a cohesive overall narrative.

Strategy should sit at the heart of reporting and be the core that
underpins and demonstrates the relevance of other disclosures.
But our review shows that only around 40% of companies link,
for instance, strategy to KPIs or risks, as in the case of Aggreko
[Example 6].

: Market dynamics -
: Power Solutions

Changes in market
dynamics result in major
contracts maturing without
equivalent replacement.

0RO

.

Fleet size
and composition
Capital efficiency

Change management Failure to deliver the ) * Revenue growth ’
: relating to our expected benefits - e @ « Margins @ \
! strategic priorities from our strategic priorities. o i
iTalent management Failure to attract, retain and * Employee satisfaction @ e
H develop key emplayees, v R,
iTechnology - Ineffective new product a'; * Fleetsize and composition | 0y e @
: market introduction market introduction i - Capital efficiency o o/
3 hinders growth,

* Revenue growth

10 PwC Accountability in changing times
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Integration continued

o]
=
= N

But how integrated is the information in reality? Often it is Example 7: Cair Energy AR 2016
integrated in a report through the use of simple design or 20000000t o
cross-referencing techniques. However, look more closely, and i R e T D 0
it often remains unclear how various content elements relate to
each other - for instance how a KPI could measure the strategic Bches S e 0 f companies link KPIs
objective it is aligned to, or the impact a risk might have on its ] to strategy
related strategic priority. Our recent report “KPIs and the link to
strategic objectives” looks at this in more detail.*
The element of reporting that most commonly sits in isolation 0
continues to be the business model disclosure, with only 25% of  : O
FTSE 100 companies linking it clearly to the rest of the strategic i  strategy To ke o for sperier by e s g . Eplemien Pa— ;

. . . . halanced portiolo of evploration development and product i wplrste i e g .
report. Cairn Energy [Example 7] provides a good overview of : ! e i e tacen e rcin 50 Of FTSE 100 companies
the Conpection between their core reporting elements, including - show the relation Ship
the business model. .

© strategic e - L e between business model
The introduction of the viability statement has created a new 3 o e A o and strategy
challenge for integration. 97% of companies state that the == LT TR | Iy

period they choose is based on their strategic plan. But in most
cases, it is not clear how the discussion of strategy (or risk)
reflects the same timeframe.

of companies link risks
to strategic objectives

b rntDJrIDlrr‘L.:vrrl'!\ubu.z\a =t

4 http://www.pwc.co.uk/audit-assurance/assets/pdf/kpis-and-the-link-to-
strategic-objectives.pdf
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'The business model

* Business model
disclosures
continue to
develop and now
often recognise
the importance
of resources &
relationships

* They could still
explain better
what makes the
business unique

Business model disclosures are responding to the
focus on business’s impact on society. More now
identify the relationships, resources and other
dependencies that are necessary for business
success, and show how they create value for more
than just shareholders.

We particularly focused our review on FTSE 100 business models
and found that almost 60% explained the company’s key inputs
and outputs. Whilst many of the outputs remain financial some,

like Berendsen [Example 8], also highlight the wider benefits of
the business.

29% 40%

of FTSE 100 companies  of FTSE 100 companies

outline the inputsinto  provide some

their business model insight into their
differentiating factors

12 PwC Accountability in changing times

Example 8: Berendsen AR 2016

¢ Efficiency and cost-saving

4 Our differentiated production sites

7 allow us to be very competitive without
{ compromising on quality.

¢ Environmental credentials

3 Lower washing temperature,
introduction of telematics in our

1 wehicles, lower use of chemicals
and many more initiatives are being
4 progressed to reduce our carbon
footprint; this allows our customers
3§ toimprove their environmental

1 credentials, as we work together

{ for a sustainable business.

: New ideas and solutions

4 We are always working to improve

i our customers experierice,

3 introducing new products or services
i toalleviate our customers' effort

¥ inthe managernent of the textiles

§ they need for their business.

: Low capital expenditure

Our customers can rely on us to rent

¢ the best products and service to fit

heir needs, greatly reducing the capital
1 expenditure needed

¢ Service level

4 'We work with our customers to

i determine what service levels they

§ need to support their operations and
i we put in place operations to meet or
¢ exceed that service level,

The results
of what we do

Our business madel not only provides our customers with
a differentiated service to suit their needs, but creates value
which can take many different forms.

£1110.0m

Operating profit

£140.7m

Career prospects
We amploy 15,700 employess in ovaer 140+ sites across Europe,

Cleaner environment

3% reduction

We demonstrate our environmental efficiency through the
reduction of our €0; emissions in kg of CO; per tonne of
laundry shipped

Shareholder return

33.0p

33.0p dividend per share (+5% from 31.50 in 2015)
demonstrates the value we create for sharehalders as
a result of the imorovernents we make to the business.
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The business model continued

Business models could still be more distinctive, however.

Our review showed that only 40% focused on the factors that
differentiated their business model, as Anglo American did
[Example 9]. The result is that business model disclosures
end up blurring into one homogeneous picture characterised
by generic descriptions of inputs/outputs and shapes/arrows.
Without more specificity, it can be difficult to understand
what makes companies in the same industry distinctive from
each other.

In our survey 48% of companies and directors agreed or
strongly agreed that business model disclosures generally
capture what is distinctive about a company. However only
20% of investors agreed or strongly agreed, making this one of the
major areas of difference in the survey — it’s clear that investors feel
there is more to do.

Example 9: Anglo American AR 2016

Across De Beers, PGMs and Copper, our assets are characterised

by having world class orebodies, competitive industry cost positions,
long reserve lives and significant resource potential, offering
considerable organic growth opportunities, thereby representing three
businesses in which we have leading competitive positions. These are
complemented bya of other high quality, individual assets
across iron ore, coal and nickel. Underpinning our uniquely diversified

WHAT MAKES US DIFFERENT: BUILDING STRATEGIC ADVANTAGE

across a number of core pro exploration, ir project
development and sustainability - while our Marketing business
optimises value from our resources and market positions. The benefits
of a systematically embedded Operating Mode! and the functional
governance structure of the Organisation Model combine to create
optimal and sustainable value,

on our

“The coherence of annual reporting has improved but most
are still internally inconsistent at worst, disconnected at best.
Making discussions of business models truly distinctive
would help.”

Investor comment in our survey

13 PwC Accountability in changing times

De Beers

De Beers has a global leadership
position in diamonds, producing
and selling around one-third of
the world's rough diamonds by
value. Qur major diamond mining
assels have large, long lifeand
scalable resource basesand

we have well-established
partnershipsin South Africa

and with the governments of
Botswanaand Mamibia.

De Beers' leading positionis
further enhanced by its rough
diamond sales operation selling
toterm customers, accredited
buyers and auction sales
customners. ltalso hasa presence
inthe downstream through
Forevermark™ and De Beers
Diamond Jewellers.

portfolio of differentiated assetsis Anglo American's expertise

PGMs

We are the world's leading

PGMs producer, with positions
inthe world's two largest PGM
deposits - the Bushveld Complex
in South Africa and the Great Dyke
in Zimbabwe. We operate the
waorld's highest margin platinum
mine at Mogalakwena - a long life,
scalable open pit operation that
has the potential to lift production
significantly as market demand
requires,

© e to

Copper

Anglo American has aworld
class position in copper, with

the potential to establish a global
leadership position built around
itsinterests in two of the world's
largestcopper mines - Los Bronces
and Collahuasi - and its feasibility
phase Quellaveco projectin
southern Peru, The mineral
endowments of these assets
underpin our organic copper
growth opportunities, in

addition to a number of future
potential projects.

Bulk commodities

and other minerals

Anglo American also benefits
from a number of other high
quality assets across the bulk
commodities of iron ore and coal,
aswellas nickel.

These assets are optimised
operationally to continue to
contribute cash and returns,
while being allocated capital to
preserve and enhance value,
asappropriate.

The value from our mineral resources and market positions is optimised by our dedicated Marketing
business, Built on direct customer relationships, Marketing creates value across the entire value chain from
mine to market through appropriate commercial decisions aligned to our customers' specific requirements
—including product specification, volume and timing. In addition, Marketing proactively develops new
markets for our products through, for example, investing in new technologies that are expected to drive new
sources of demand for PGMs - such as fuel cell electric vehicles - and building consumer awareness in
emerging platinum jewellery markets, such as India.

of FTSE 100 companies
explain to some extent

how value is created in

their business model

of FTSE 100 companies

outline the outputs of
their business model
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‘Summing up - it’s time for a change

We applaud those companies taking risks and
innovating in their annual reports but our
findings show that even in the areas that have
improved there is still a lot of work to do. After
15 years of our Building Public Trust Awards® we
really do have to ask whether the progress we see
across the FTSE 350 is enough.

B Notwithstanding some of the more positive responses that
——| we had to our survey, it was interesting to see that only
——v1 33% of companies and directors agreed or strongly agreed
that annual reports today generally build trust in the relevant
business. It would be convenient to argue that this is because
building trust is not their purpose. To us, that’s disingenuous: we
see it as a sign of opportunities that are being missed.

So what will encourage companies away from their reporting
comfort zone, push them beyond boilerplate reporting, and help
them to tell their unique story? Is now the time to really shake
things up? We believe so.

5 https://www.pwc.co.uk/build-public-trust/the-building-public-trust-in-
corporate-reporting-awards.html

14 PwC Accountability in changing times


https://www.pwc.co.uk/build-public-trust/the-building-public-trust-in-corporate-reporting-awards.html
https://www.pwc.co.uk/build-public-trust/the-building-public-trust-in-corporate-reporting-awards.html
https://www.pwc.co.uk/build-public-trust/the-building-public-trust-in-corporate-reporting-awards.html

Our findings




Welcome Our findings

Reporting in an age
of accountability

Issues to consider

Further information

|
A more accountable annual report
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Business in the UK has been in the spotlight since the financial
crisis and the level of attention has been ratcheted up further by
the events at a small number of companies that have led to the
current governance debate.

Alongside this, there can be little doubt that society is in a new
age of accountability. Regulation has played a major role in
this, as too have changes in the way we communicate with each
other, most notably through social media. We routinely expect
the organisations we deal with to have, for example, customer
charters or service level agreements, and we expect them to

be held to account against them. And we certainly expect to

be able to make our views known when they do not meet our
expectations.

But there is little sign of this revolution in most annual reports.
In fact, far from being committed to accountability, annual
reports can often feel as though their main aim is to avoid it.

Risk reporting illustrates the point well. The lists of ‘risk factors’
that we see in US market filings are examined line-by-line by
lawyers to make sure that potential investors are made aware of
every possible downside, and we have much the same approach
in the UK when it comes to the risk disclosures in prospectuses.
The problem with these lists is that they pass across the
responsibility for identifying the really important information
to the potential investor, allowing directors to minimise their
accountability by avoiding having to make judgements.

This is built into the regulatory framework for US filings and
prospectuses, and there is perhaps not much that directors

can do differently in those cases. But many of the principal

risk (and risk management) disclosures in UK annual reports
take a similar approach, giving a long list of boilerplate ‘risks’
that could apply to almost any company. As we noted in the
findings of our review, even with heat-maps and indicators of
whether they have increased or decreased in the year, if the risks
themselves don’t give sufficient insight into the real issue they
are of limited value. Users of the annual report simply cannot get
to what it is that ‘keeps the directors awake at night’.

The stock argument is always commercial sensitivity, but this
does not alter the feeling that these disclosures are for the
benefit of the company alone, rather than shareholders and
other stakeholders.

There are, however, some areas where reporting has moved

on. Regulatory intervention has resulted in many bank annual
reports including considerable detail about the ‘treating
customers fairly’ agenda, complete with targets and performance
indicators. Similarly, the response of many food companies to
food safety scandals has resulted in some of the best reporting
on the quality of their products and the positive impact this has
on society.
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A more accountable annual report continued

Example 10: Lloyds Banking Group AR 2016

The Lloyds 2016 Annual Report is notable for its greater focus on the role of the bank in society and its clear emphasis of what it means by doing
business responsibly. It is interesting to see that it has acknowledged the role of its stakeholders in its approach, demonstrating that its actions
come as a response to listening to those that it considers important in ensuring the bank’s long-term sustainability.
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PwC Accountability in changing times

Catalyst for change

So change is possible, but it seems that companies still need a
trigger such as a major issue to make it happen. We would argue
that this is an increasingly dangerous line to take: companies
that wait until change is forced upon them by an impatient
society are likely to find it a much more painful process.

What is clear from most of the conversations we have with
companies and boards is that they without question recognise
the need to be accountable. No organisation can afford to
ignore the interests of, for example, its customers, suppliers or
employees without risking losing its ‘licence to trade’.

Equally, we do not believe that many companies are now driven
only by the goal of maximising short-term profits, despite a

few high-profile exceptions. ‘Enlightened shareholder value’ is
very much the culture in most of the boardrooms, with a good
measure of ‘purposeful company’ underpinning it®.

The problem remains that too many annual reports do not
reflect this. The approach that many companies still take comes
from a time when, as long as profits were being delivered, very
few questions were asked, so very little real information was
required or given. Non-executive directors were the agents of
shareholders in the boardroom and they were largely trusted

to carry out their role. But times have and continue to change.
Deference and trust for a traditional class of ex-CEO and
ex-CFO non-executives is coming to an end and shareholders
and other stakeholders want proper information on the key
issues and judgements that are made on their behalf. The call for
much greater diversity in the boardroom is a very clear signal of
this shift.

6 ‘Enlightened shareholder value’ is the model primarily reflected by section
172 of the Companies Act (2006) — see page 19 for more discussion of
this. For a discussion of the concept of a ‘purposeful company’ see for
example, the Policy Report of the Purposeful Company taskforce here: http://
biginnovationcentre.com/media/uploads/pdf/TPC_Policy%20Report.pdf


http://biginnovationcentre.com/media/uploads/pdf/TPC_Policy%20Report.pdf
http://biginnovationcentre.com/media/uploads/pdf/TPC_Policy%20Report.pdf
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A more accountable annual report continued

To keep up with and respond to changing demands, the evidence
we see is that many companies and boards will need to make a
step-change in how they approach their reporting. Some have
already started down this path, but much of the rest of the
market still lags behind and will need more motivation to follow.

As we’ve already noted, a regulatory push often helps. And that’s
exactly what we’re now seeing.

More accountability, less management
of the reporting risk

To test our proposition that annual reports need to shift
from being led by risk management to focus more on accountability
we asked whether reports today generally strike the right balance
between being accountable to their shareholders and managing
reporting risks such as commercial sensitivity. A relatively high
53% of companies and directors agreed or strongly agreed that
they do, as against only 29% of investors. 36% of investors also
disagreed or strongly disagreed that this was the case. There is
clearly a lack of consensus on this question — and evidence that the
change of mindset we’ve called for in companies and boards

is needed.
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Example 11: Marks and Spencer Group AR 2017

As part of its 2017 Corporate Governance report, Marks and Spencer provide a comprehensive overview of its different stakeholder relationships
focusing on the different ways it has of engaging with them on the various different activities of the Group. Its disclosure is particularly notable
because it emphasises the two-way relationship that exists with these key groups.
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'The regulatory push

It’s no coincidence that the regulatory agenda should be

taking this direction. The governance reform debate has been
focused on whether boards have been properly accountable
under section 172 of the Companies Act to the whole range of a
company’s stakeholders, and whether they have considered the
long-term consequences of their decisions.

Proposed Guidance on the Strategic Report
We’re now seeing this focus coming through very clearly in

the FRC’s recent consultation on updating its Guidance on the
Strategic Report. Although the regulations have always been
clear that the purpose of the strategic report is “...to inform
members of the company and help them assess how the directors
have performed their duty under section 172”, this has rarely
been addressed directly — users of reports are expected to form
their own view on this from the overall content of the report.

19 PwC Accountability in changing times

The FRC’s proposals would change this by encouraging a
number of specific new content elements for strategic reports.
In particular they propose:

“An entity could set out who it considers its major stakeholders
to be, how an entity engages with those stakeholders and how
the interests of major stakeholder groups and the matters set out
in section 172 were taken into account when making significant
strategic decisions in the period.” [Draft Guidance on the
Strategic Report, paragraph 7.10]

“An entity could describe how it develops and maintains its
relationships with its key stakeholders. This could include the
regular interactions it has with them, how it communicates with
them and how regard is had to their interests in key decisions.”
[Draft Guidance on the Strategic Report, paragraph 7.18]

These are only proposals for now and may change before
the revised Guidance is finalised, but the direction from the
regulators is clear and has been strongly reinforced in the
Government’s recent response to last year’s Green Paper on
governance reform.

Duty to promote the success of the company

(1) A director of a company must act in the way he
considers, in good faith, would be most likely to
promote the success of the company for the benefit of
its members as a whole, and in doing so have regard
(amongst other matters) to —

(a) the likely consequences of any decision in the long
term;

(b) the interests of the company’s employees;

(c) the need to foster the company’s business
relationships with suppliers, customers and others;

(d) the impact of the company’s operations on the
community and the environment;

(e) the desirability of the company maintaining a
reputation for high standards of business conduct; and

(f) the need to act fairly as between members of the
company.

[Companies Act 2006 section 172 (1)]
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The regulatory push continued

Stakeholder reporting

Our survey showed that, as we expected, both companies
and directors and investors were happy that annual reports
show boards to be fully aware of their business’s key stakeholders
(70% of both groups agreeing or strongly agreeing with this).

= NV

There was less confidence in whether reports show that stakeholders
are taken into account in decision-making or that they are
appropriately engaged with — only between 40% and 50% across
all respondents agreed or strongly agreed.

We also asked whether reports should focus more in future on

the impact of businesses on stakeholders, and vice versa.
Responses were very split on both of these questions among both
companies and directors and investors, although 30% of investors
strongly agreed.

A focus on all “stakeholders” generally makes a report less useful
to the shareholder unless it tells us something about the value
driving metrics — customer / supplier engagement, regulation,
staff retention / motivation etc. Getting the balance right when
communicating with shareholders is key.”

Investor comment in our survey
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Non-financial reporting regulations

The Guidance on the Strategic Report is also being updated to
reflect the introduction of the new non-financial reporting
regulations, and we also see these as an important driver of a
new level of accountability.

The new regulations have a lot in common with the strategic
report requirements, but they also contain a notable shift of
emphasis. The strategic report is, first and foremost, about a
company’s commercial strategy and how it plans to deliver on
it, but the non-financial reporting regulations are primarily
about how the business affects its most relevant stakeholders .
While they both require information on environmental matters,
employees, social matters and respect for human rights, only
the non-financial reporting regulations specifically focus on the
impact of a company’s activities, including a description of its
business relationships, products and services which are likely
to cause adverse impacts for its principal risks — something not
present in the strategic report requirements for risk reporting.

We believe this will drive reporting change because of the
choices that boards will need to make if they are to implement
the new regulations in a way that’s consistent with their duties
to stakeholders under section 172.

As companies have begun to consider the new regulations, there
has been considerable discussion about whether a company
should report on its activities in relation to all its stakeholders,
or whether the requirements should be seen through an
‘enlightened shareholder value’ lens. This would mean that only
information on stakeholder issues of material relevance to the
delivery of the company’s strategy needs to be included in the
annual report.

The new regulations state that information need only be
included in the non-financial reporting statement “to the extent
necessary for an understanding of the company’s development,
performance and position and the impact of its activity”. It is our
view that there is clearly a judgement to be made — this is not a
case of a blanket requirement.

However, even accepting this in principle, boards could still take
two different approaches to the new reporting:

* Boards could take a ‘risk factor’ style approach and give high-
level information about every area that could conceivably be
of relevance to stakeholders — it is always possible to argue
that these will be necessary for someone.

* Or boards could choose to exercise judgement as to which
stakeholder groups and issues really are material to the
delivery of the company’s strategy, using an enlightened
shareholder value approach.

In the past, we would have expected many boards to take the
first option, playing it safe, and treating the new regulations as
a ‘checklist’ of areas to cover. But this is not real accountability.
In the context of society’s shifting expectations, the governance
debate and the direction that the regulators are setting, we
believe that more boards will want to look seriously at how best
to address these issues in practice, rather than instinctively take
the easy option.
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Judgement at the heart of
accountability

The first step, if the new regulations are to drive meaningful
reporting with real information value, is for boards to identify
the stakeholders whose interests need to be addressed, including
how they could affect the company’s risks and delivery of its
strategy.

To put this in accountability terms, a company’s non-financial
reporting should reflect how its strategy and/or activities

create accountability to stakeholders in a way that also affects
the interest of the shareholders (to whom the directors are
primarily accountable). Of course, companies can decide to
disclose more about their activities but, if they do, that reporting
would properly be a matter for a separate corporate social
responsibility or sustainability report rather than the non-
financial information in the annual report.
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The desired outcome, far from being a list of policies relating

to every possible stakeholder, is considered and responsible
reporting that gives real insight into the opportunities and risks
associated with the most important strategic decisions that
boards make.

Boards should already be asking of themselves some potentially
difficult questions about the impact on stakeholders and on

the long-term success of the company. Of course, they will
sometimes make decisions that have negative consequences

for some stakeholders because there are often many different
sets of interests to balance. That does not change. But what
does change is the need to address these decisions in the
annual report in a way that reflects the new expectations of
accountability. This will involve for many boards a shift of
mindset, but it needs to be done and now is the time.

Board decisions that could be relevant to
reporting under the new regulations include:

Mergers & acquisitions

Outsourcing arrangements

Doing business (e.g. entering into contracts) in countries
with lower standards of governance

Restructuring

Rationalisation of product ranges

IT and personal data handling arrangements

Disclosures boards will need to consider in
relation to their decisions:

Impacts on relevant stakeholders

Policies in the relevant areas, their impacts and any due
diligence carried out

The business relationships, products and services which
are likely to cause adverse impacts in relation to the
relevant principal risks
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'Risk management and the
stakeholder agenda

A new context

The governance reform debate and particularly the renewed focus on directors’ responsibilities
under section 172 of the Companies Act to take into account a whole range of stakeholders
could have a significant effect on many boards’ analysis of risk.

Add to this the new non-financial reporting regulations, with their requirement to disclose
more about the risks across a range of areas relevant to stakeholders, from the environment to
human rights, and it’s clear that boards would do well to look again at how they are handling
these issues.

Impact on risk
Depending on the circumstances, this new focus could change a board’s perspective on existing
risks or generate new risks.

Risks connected with the most obvious stakeholder groups, such as loss of customers, suppliers,
or employees are likely to have been identified and managed already. But there are likely to

be new angles on some existing risks too. For instance many boards identify the risk of M&A
activity not being as successful as planned but how many consider the risk around the impact
on a community that previously relied on the acquired business?
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It’s precisely these risks to a company’s reputation that could change most as a result of the
focus on stakeholders. In the past the community affected by M&A activity might have hit

the local headlines but often not much more. As several organisations have found recently,
the reach and speed of today’s communications — particularly on social media — mean that
what would in the past have been a relatively manageable issue can quickly lead to significant
financial implications as well as sustained reputational damage.

Addressing the challenge

So what can boards do to address these issues?

First, re-assess risks in the new context — as we’ve seen, it’s important to think both about what
changes in relation to existing risks and about what new ones might be created. This could
mean gathering views from a wider group than is currently involved, and potentially getting
perspectives from outside the business. It could also mean revisiting the board’s view on risk
appetite.

Second, and equally important, recognise where new mitigating actions and plans are needed
to reflect the changed circumstances. Emerging issues that drive reputational risks certainly
need solid contingency planning, but when the risk has already crystallised much of the
damage has already been done. Demonstrating a business’s positive culture and values day

in day out through its actions and its communications before a crisis happens can be the best
protection when trouble strikes.
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' Reporting on the longer-term

Why it matters

The need to consider the likely consequences of board decisions in the long-term is an intrinsic
part of the ‘enlightened shareholder value’ model set out in section 172 of the Companies

Act. This reflects the fact that many stakeholders have a long-term interest in the success of
companies, and contrasts with the focus on short-term profitability which has traditionally
been seen as the priority for many investors.

Employees, for example, are looking for long-term job satisfaction and security, pensioners
need to be confident that employers will be able to meet their obligations when they retire, and
many civil society groups want to know that companies are taking issues like climate change
and the depletion of fossil fuels into account appropriately.

These aren’t simply issues for special-interest groups. Many investors also want to know
whether companies are sustainable businesses and good long-term investment propositions,
and they are increasingly taking steps to encourage companies to go beyond the relatively
short-term time horizons that are addressed in most annual reports.

The ‘viability statement’ has helped to pull this into focus. If a company explains in its viability

disclosures that it has a strategic plan looking three or five years ahead, how does this compare
with the time horizons discussed elsewhere in the annual report? In reality, as we discussed on
pages 6 and 7 our review found that disclosures around strategy and risk rarely go beyond two
years and many don’t even extend that far.

Investment Association Guidance

Against this background, the Investment Association (‘IA’) recently issued its Long Term Reporting
Guidance, developing one of the principles outlined in its Productivity Action Plan back in 2016.
The IA’s overall purpose is to consider how the investment industry can support companies and
boards better in making decisions for the longer-term (including for instance investing in plant
and equipment, training and research and development activities) and it undertakes in the Action
Plan to look at how aspects of the investment chain can change to help with this.

The Long Term Reporting Guidance focuses on how companies can help themselves get support
for their decisions by giving better information on their long-term prospects. It specifically

calls for companies to “strive to provide insight into the significant strategic issues, as well as
the principal risks ... over the next three to five years — although [the IA’s] members would
prefer longer time horizons where possible”. It also sets out specific disclosures in a number of
the areas that are important to a company’s longer-term prospects, including the drivers of its
productivity, capital management, and ESG and human capital matters, and suggests a number
of metrics that companies should consider providing.

We think that the IA’s Guidance has the potential to help companies make the shift in their
reporting mindset that we called for earlier if they focus on showing how the areas that the
IA suggests are relevant to the (long-term) delivery of their strategy. As always, a tick-box
approach is likely to be much less useful.

The IA will begin to monitor and report on how companies are responding to the new Guidance
through its proxy adviser service IVIS from September 2017 year-ends onwards.

7 Investment Association Long Term Reporting Guidance paragraph 9.
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