[ []

pwc

Navigating
the stakeholder
agenda

Reporting on Section 172




Contents

Introduction ...,

A reminder of the reqQUIrEMENTS ... .

What we’ve seen so far

Emerging issues with reporting on Section 172 ...

Further information ...

Appendix — Examples of emerging reporting practiCe ...

Contacts ........




The rise of the ‘stakeholder agenda’ (see
below) has focused attention on Section
172 (*s.172’) of the Companies Act to an
extent that has not been seen since it,
along with the concept of ‘enlightened
shareholder value’, was introduced to the
Act in 2006. You can find a reminder of the
responsibilities of directors under s.172 (1)
on page 2, along with the new reporting
requirements that are now connected with
it under the Companies Act and the UK
Corporate Governance Code.

Given the profile of the debate around
the stakeholder agenda we were not
surprised to find in our annual review of
FTSE 350 corporate reporting: The_
reporting dilemma - balancing the
needs of shareholders and other
stakeholders that 82% of companies
reported on aspects of it in the last
round of annual reports (2018/19), prior
to the new requirements becoming
mandatory. A significant number (22%)
referred explicitly to s.172, though many
will have felt they were addressing
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s.172 concepts in their wider stakeholder
reporting. Some disclosures also
explained how s.172 is built into board
processes or how directors have been
given training on this area. More details
of our findings are set out on page 3.

It’s too early to draw firm conclusions
about how practice will develop when
the new requirements start to apply and,
as usual, reporting should be tailored to
each company’s individual
circumstances. We did, however, identify
a number of emerging issues in our
review that we felt it was important to
address now rather than wait for the first
full reporting season. Some of these are
technical, so it will be important to make
sure that these are taken into account
next year in order to be properly
compliant. Others are primarily about
how the new reporting can be made as
meaningful and valuable as possible.
You can find our thoughts on these
emerging issues on pages 4-5.

The ‘stakeholder agenda’ refers to the
debate over the past two to three years
around whether companies and boards
have had proper regard to their key
stakeholders (including employees,
pension scheme members, customers,
suppliers and more) in the way that
businesses are run.

This debate has given rise to a number
of changes to reporting requirements
most notably in the 2018 UK Corporate
Governance Code and the ‘The
Companies (Miscellaneous
Reporting) Regulations 2018’.

Two themes run through many of
our observations:

First, that the response to s.172 needs to
be rooted in, and driven by, a company’s
strategy. We believe that effective
reporting on s.172 needs to address
how the issues that are important to a
company’s long-term success have
been considered.

And second, that s.172 is about more
than stakeholders and stakeholder
engagement. Where they are important
to a company’s strategy and long-term
success, the other aspects of s.172 may
also need to be addressed.

We hope that this initial paper will be
useful to companies as they prepare for
the next reporting season — and look out
for ongoing updates. We have also
prepared a brief guide for boards on
how they can tackle s.172 to complement
this paper.

We have been following this agenda
closely and have developed a number of
insights which can be found on our
‘Navigating the stakeholder agenda
series’ website. This will be kept up to
date over the next reporting season to
create a resource that we hope many
companies and boards will find useful.
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Companies will now need to report on how the directors have carried out their s.172

Section 172 of the Companies duties under both the Companies Act and the UK Corporate Governance Code:
Act 2006

A director of a company must act in

the way he considers, in good faith, Section 172 (1) statement’ Provision 5, UK Corporate
would be most likely to promote the A statement in the strategic report Governance Code 2018
success of the company for the which describes how the directors have (the ‘Code’)
benefit of its members as a whole, had regard to the matters set out in The board should understand the
and in doing so have regard (amongst section 172 (1) (a) to (f) when performing views of the company’s other key
other matters) to- their duty under section 172. stakeholders and describe in the
annual report how their interests and
a. the likely consequences of any Applicable to: a company that is ‘large’ the matters set out in section 172 of
decision in the long term, under the Companies Act 2006.? the Companies Act 2006 have been

considered in board discussions and

. the interests of the company's
decision-making.

employees,

. the need to foster the company's
business relationships with
suppliers, customers and others,

Applicable to: Premium listed companies
and those who adopt the Code on a

voluntary basis.
. the impact of the company's

operations on the community and Both effective for periods beginning on or after 1 January 2019.
the environment,

. the desirability of the company
maintaining a reputation for high

" This is distinct from the directors’ report requirements on reporting of engagement with employees
. and other stakeholders. Refer to our insights on this area at:
standards of business conduct, and https://www.pwc.co.uk/audit-assurance/assets/pdf/stakeholder-engagement-research.pdf

the need to act fairly as between 2 Includes private and AIM companies. Because the Regulations refer to section 467 of the Companies Act it
members of the company. appears that AIM and other public companies will be caught even if they are small or medium sized. For
Groups, the thresholds are two or more of the following: aggregate turnover — more than £36 million net (or
£43.2 million gross); aggregate balance sheet total — more than £18 million net (or £21.6 million gross); and
aggregate number of employees — more than 250.
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In our most recent annual review of reporting practices in the FTSE 350 we found that:

22%

of FTSE 350 companies referred to
stakeholder engagement in their reporting

and

Format and placement:

13%

37/ %

made a formal statement of
some kind

Content:

37%

included the reference in the
governance report

5%

of FTSE 350 companies referred to
s.172 in their reporting

17%

provided more than just a
reference to the regulations and
gave insight into the
preparations

31%

referenced the impact on
community and environment

referenced stakeholders and/or
stakeholder engagement in
connection with s.172

referenced the long term
consequences of decisions
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Emerging issues with reporting on Section 172

Only information that is
material in the context
of the strategic report
should be included
within it.

(Paragraph 5.1. of the FRC Guidance on
the strategic report).

When making an
assessment of materiality
for the strategic report, the
directors should consider
the significance of the
matter relative to the
entity’s business model
and strategy.

(Paragraph 5.5. of the FRC Guidance on
the strategic report).

4 | Navigating the stakeholder agenda series | PwC

-—h

. How should companies choose
what areas need to be
addressed in their Section 172 (1)
statement?

S.172 states that a director should act so
as ‘to promote the success of the
business’. This suggests that the strategy
and strategic priorities of a company -
which are designed to help the business
succeed - should be the initial driver of
the content of the statement. In other
words, companies should consider the
matters set out in s.172 in light of their
relevance to the strategy of the business.

The need for this strategic lens is further
supported by the placement of the s.172
statement - it is a strategic report
requirement. As the FRC notes in its
Guidance on the strategic report ‘when
making an assessment of materiality for
the strategic report, the directors should
consider the significance of the matter
relative to the entity’s business model and
strategy’. A good strategic report will
therefore already contain a lot of relevant
content, and the corporate governance
and remuneration reports might do so
too. The addition of the s.172 statement is
an opportunity to draw this content
together and explain its importance for
the delivery of strategy.

This will also help with the 2018 UK
Corporate Governance Code, which is
now focused on how governance has
been applied to deliver the company’s
strategy and requires reporting similar to
the Companies Act on how s.172 has
been considered.

2. Are companies expected to
cover each of the elements of
section 172 from a) to f) equally?

Not necessarily. The statement should
disclose matters to the extent that they
are relevant and appropriate, using the
strategic lens discussed above.

Also, under s.172, in promoting the
success of the business directors should
‘have regard to’ the matters set out a) to
f). Having ‘regard to’ therefore implies a

degree of flexibility and it is not expected
that companies cover all matters
comprehensively if they are not applicable
or relevant.

However, this does not mean that
companies should only deal with parts (b)
and (c) — those relating to employees,
customers and suppliers — and ignore the
other matters. From our review of
emerging practice, it was clear that (a) the
likely consequences of any decision in the
long term, and (d) the impact of the
company’s operations on the community
and the environment, were not discussed
as much as parts (b) and (c) by some
margin. These are both important areas
that we would expect to be relevant to a
number of companies’ strategies.

3. What form should the statement
take? What should it look like?

There is a variety of emerging practice
and we include some examples of what
we found from our review in the next
section of this paper.

In some cases, companies are creating a
‘standalone’ statement that relies on
other content to a very limited extent. In
others, the statement itself is principally a
confirmation that s.172 has been
considered, with the evidence being
provided through references to other
disclosures.

Both of these approaches are potentially
appropriate, depending of course on the
content included. The experience of the
non-financial information statement has
been that a cross-referencing approach
can appear the most straightforward and
the least likely to involve duplication. But
it also requires special care to ensure that
all the precise requirements of the
relevant regulations are met by the
content being referred to.

It is particularly important to remember
that the requirement is to report on how
the directors have had regard to the
matters in s.172. This means that a simple
confirmation that they have considered
s.172 will not be sufficient.



There is no one-size-fits-all answer to
this. Using strategic relevance as the
guiding principle, it may be that a
particular company has relatively few
matters to disclose while another has
many, and the matters themselves may or
may not need lengthy disclosures to
explain them effectively.

Case studies can be used as an effective
way to bring to life how the board has had
regard to the matters set out in s.172.
Again using the principle of strategic
relevance, a case study showing how the
most strategically significant aspect of
stakeholder engagement has been
addressed (including, for instance, how it
has been considered in decision making)
could be a powerful way to illustrate the
culture of the organisation. The key is to
explain why the matter being discussed is
the most significant one.

It is unlikely that companies will look to
rely exclusively on case studies, however.
Most will want to explain the relevance of
the s.172 matters to their long-term
strategic success and use specific case
studies to show how the appropriate
actions have been taken.

It needs to be made clear in the strategic
report what content represents the

s.172 (1) statement, but this content does
not all need to be in the strategic report
itself. We strongly advise companies to
include a clear ‘Section 172 (1) statement’
heading within the strategic report to
make it easy to access the

relevant information.

It was clear from our review of emerging
practice that many companies were
addressing s.172 in the corporate
governance report. This is not surprising
considering that s.172 relates to directors
duties, and it may also help with
compliance with Provision 5 of the 2018
UK Corporate Governance Code.

However, if taking this approach,
companies should be mindful of the
following:

e |t should be made sufficiently clear in
the strategic report where the
statement can be found by way of a
clear cross reference.

e Where a cross-referencing approach
is adopted it is important that all
relevant aspects of the Companies
Act requirements are addressed,
either in the information that is
cross-referred to, or in the statement
itself.

Most importantly of all, as discussed
previously, the statement should be
focused on how matters that are
strategically significant have been dealt
with. A disclosure that addresses only
general governance procedures relating
to s.172 is unlikely to be fully compliant.

As with a number of existing disclosures
required under the Companies Act,
including principal risk reporting, it may
be possible for subsidiaries to cross-refer
to the parent company’s annual report in
relation to the s.172 statement — but only
where the parent company statement
genuinely covers the relevance of s.172
for the subsidiary.

Many groups are currently considering
how processes at the subsidiary level
may need to be adapted to ensure that
the directors on each board adequately
address their responsibilities.

Again it is important to bear in mind
that the reporting requirement is not
just a confirmation but a description of
how the directors (including those of
large subsidiaries) have carried out
their duties.

The recommendations set out in this
paper are applicable to subsidiaries but
we recognise that this is a challenging
area and we will be issuing more
guidance on this area on our website.
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Further information

Tackling s.172 reporting — A brief guide for boards

Section 172 (‘'s.172’) was one of the most debated aspects of the major revision
to the Companies Act in 2006. It has subsequently slipped down the order of
priority for many boards, but the concept of ‘enlightened shareholder value’ that
s.172 introduced is now once again a high-profile issue.

This brief guide is primarily intended to provide boards of FTSE 350 companies
with a starting point for tackling s.172 under both the Companies Act and the
X 2018 Code, and includes a number of specific tips for boards to consider.

A review of how reporting on stakeholder engagement in the FTSE
350 is developing

 Nevgatin hesakcholderasenda We look at the readiness of FTSE 350 companies for reporting on the stakeholder
agenda and stakeholder engagement in particular. As well as being directly
relevant to the new stakeholder engagement requirements it will also be important
for the non-financial reporting regulations and section 172 statement.

The reporting dilemma - balancing the needs of shareholders and
The reporting dilemma other stakeholders

S Learn about the current and emerging FTSE 350 reporting practices in 2019, top
tips to improve the quality of reporting and good practice examples to inspire
action and change. We also provide some thoughts on how companies and boards
can make the necessary shift in mindset, drawing on the work of those who are

already leading the way.

The shape of things to come - Tackling the corporate governance
report under the 2018 Code

One of the main goals of the 2018 UK Corporate Governance Code (the 2018 Code)
The shape of is to move companies away from boilerplate lists of roles and responsibilities,

¥ things to come : rehashing the content of the Code, towards a more meaningful form of reporting

__._:.,f'::,:‘:":;.f%;"::"“; on corporate governance. This paper provides some suggestions for what this new

- style of reporting might look like in practice, with the aim of helping companies and

boards with reporting against the new Code in their own circumstances.
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Appendix — Examples of emerging reporting practice

With the new reporting requirements yet to come into effect, the examples that follow illustrate some of the ways that
companies approached s172 in the last reporting season.

United Utilities — Governance, directors’ report

Statement by the directors in performance '
of their statutory duties in accordance with
5172(1) Companies Act 2006

The board of directors of United Utilities Group PLC consider, both
individually and together, that they have acted in the way they

Qur duty, in accordance with the Water Industry Act 1991, is to
provide 3 safe and secure supply of water and return wastewater
safely to the environment. Our plan was informed by extensive
engagement with customers, enabling us to gain an understanding
of their views and priorities, communicating and listening through

in good faith, would be most likely to promote the success of the
company for the benefit of its members as a whole (having regard to
the stakeholders and matters sat out in s172(1)(a-f) of the Act) in the
decisions taken during the year ended 31 March 2019 (see pages 83
to 89). In particular, by reference to the approval of our business plan
{"our plan’) for the period 2020-25, supported by the board assurance
statement accompanying our plan:

»  Our plan was designed to have a long-term beneficial impact on
the company and to contribute to its success in delivering a better
quality, more reliable water and wastewater service for customers
in the North West of England to 2025 and beyond. We will continue
to operate our business within tight budgetary controls and in line
with our regulatory targets. Our plan was awarded ‘fast-track” status
and commended in relation to- customer engagement, affordability
and vulnerability, resilience and innovation (see pages 19 to 21).

»  Qur employees are fundamental to the delivery of gur plan. We
aim to be a responsible employer in our approach to the pay and
benefits our employees receive. The health, safety and well-being of
our employees is one of our primary considerations in the way we
do business (sae page 6).

new ch Is and P by working with the independent
customer challenge group YourVoice (see page 40). We have made a
commitment to share the gains of out-performance with customers.
We also aim to act responsibly and fairly in how we engage with:
our suppliers (see page 42); our credit investors (see page 100);

and co-operate with our regulators (see page 44); all of whom are,
integral to the successful delivery of our plan.

Our plan took into account the impact of the company’s operations
on the community and environment and our wider societal
responsibilities, and in particular how we impact the regions

we serve in the North West of England (see page 40). Several

of the proposed performance measures in our plan will deliver
environmental impravements.

As the Board of Directors, our intention is to behave responsibly
and ensure that management operate the business in a responsible
manner, operating within the high standards of business conduct
and good governance expected for a business such as ours (see
pages 84 to 143) and in doing so, will contribute to the delivery

of our plan. The intentien is to nurture our reputation, through
both the construction and delivery of our plan, that reflects our
responsible behaviour.

As the Board of Directors, our intention is to behave responsibly
toward our shareholders and treat them fairly and equally, so they
too may benefit from the successful delivery of our plan.

Strategic report reference:

@ Read about how the board considers
stakeholders in its decision-making in
our section 172 statement on page 152

Great Portland Estates - Introduction from the chairman (extracts), governance report
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Equiniti -

Governance, directors’ report

DIRECTORS' DUTIES

The Directors of the Company, 23 those of all UK companies,
MUzt act in accordance wath a 26t of general dutiez. These duties
are detailed in section 172 of the UK Companies Act 2006 which
is summarised as follows:

‘A director of a company must act in the way they consider, in
goed {aith, would be most likely 1o promote the success of the
company for the benefit of its sharsholders as a whole and, in
doing so have regard (amongst other matters) to:

the likely ¢ o of any d in the long-term;

the interests of the company’s employees;

the need 10 forter the company's buziness relationships with
zuppliers, customers and others;

the impact of the company’s operations on the community
and snvironment;

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

the need to act fairly az between shareholders of the
Company.”

As part of their induction, a Director iz brisfed on their duties
and they can access professional advice on theze, either from
the Company Secretary or, if they judge it necessary, from an
independent adlvizer. lt is important to recognize that in a large
organisation such a3 ours, the Directors fulfil ther duties partly
through & governance framework that delegates day-to-day
decision-making 1o employees of the C y and details of
thiz can be found in our Governance Report on pages &6 to 67.

-

" fulfil

haw the Di

The following paragraphs
their duties:

Risk Management

We prowvide business-critical services to our dlients, often in
highly regulated environments. Az we grow, our business and
wur risk environment also b more plex. It is theref
vital that we effectively identify, evaluate, manage and mitigate
the rizks we face, and that we continue to evolve our approach
1o risk management.

For details of our principal risks and uncemainties, and how we
manage our rick environment, please see pages 48 1o 51 and our
Risk Committee report on pages 80 to 85.

Our People

The Company is committed to being a responsible business. Our
behaviour is aligned with the expectations of our people, clients,
investors, communities and society 85 8 whole. People are atthe
heart of our specialist services. For our business to succeed we
need to manage our people’s performance and develop and
bring through talent while ensuring we operate as efficiently as
possible. We must also ensure we share common values that
inform and guide cur behaviour so we achieve our goals in the
right way.

For further detailz on our people, pleaze cee psges 38ta 41

Business Relationships

Qur strategy prioritizes organic growth, driven by cross-selling
and up-selling services to existing clients and bringing new
clients into the Group. To do thiz, we need to develop and
maintain strong client relstionships. We value all of our suppliers
and have multi-ysar contracts with our key suppliers.

For further details on how we work with our clients and suppliers,
please see pages 4210 43

Community and Environment

The Company’s approach is 1o use our position of strength to
create paositive change for the people and communities with
which we intaract. We want to leverage our expeartize and enable
colleagues 1o support the communities sround us

Far further details on how with interactvith communities and the
environment, pleaze see pages 44 to 45,

Shareholders

The Board iz committed 1o openly engaging with our
sharehalders, as we recognise the impertance of a continuing
effective dialogue, whether with major institutional investors,
private or employee sharsholders. it is important to us that
shareholders understand our strategy and objectives, so these
must be explained clearly, feedback heard and any issues or
questions raized properly considered.

For further details on how we engage with our shareholders,
please see page 43,

BAE systems - Directors’ duties, governance report

Directors’ Thisis on overview of how the directors have
e performed ther duty to promote the success
duties of the Compony.
The directors of BAE Systerns — Decision-rmoking | Governance and
Moo b s il guh"‘e“"df“: St Ecxw" performance oversight | Risk o e
— must octin accordance with o pphers munity fronment Hoarts of arge arably Giegate ooy = o wwmmma&m
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Actond include o duty to promote Vi sness i y The cistuse, va s ok vk B3 ek o : oy
the success of the Company, L npher o] Dhste A board  Cortan ratiers, m,. cectors, empioy ors
which is summarised below. 10 Take stakeholder decsions. Intheir  for s arectly ansocated wan it
Aol e o T Tl s S L e m———
briefed on thelr duties and they can access T T e s TeSds
professional advice on these — either through ‘Overview of how the Board performed its duties Ry v Lt e lorg Tommhmmwmm
the Company o, if they judge it necessary, Shareholders : _— poboes 3 @ Shavlarcs dea | O Company oy Tha pisats of
from an Indepencent provider. m::ﬂnmwminml(m s P g et ::.“n:w“kgn'd = ‘W“u:;-‘_'m;muu\o
TM in large and complex compa i ithee of how the Board ged Iis dutis businoss. o work o0 i Wil be undertatn duing 2075,
Mmmmmlm infonds 1o an o s Fach ywear, tho B undortalint, 3 in-depth roview of tho Company's siratogy. 10 vk roauitod ol 3l otrgloyees Bricugh
Pa'wﬁlﬂ.@i business plan for yoars. Of e its Fraenework, Code of Conduct. in 2018,
that delegates dayto-day decision-making  thac " wintage  Foh ol _,;;,_,,nm,, e S Nimere
e dm!nm mw.dmr.mdn 2 het
0 employess of the Company. o s G 1 e Sl e oy rp  Company n o oo e e o
The Board recognises that such delegati stakuholdr, s dacionc E 1% it
needs to be much more than simple financial Imgmm“zmu o e g rm e o ways o ol A g e . v
authorities and, in this section of the report, In 2018, tha Board's review of sty mchuded presortabions fram i 2 ¥ ey Thquﬂrru!m
‘we have summarised our governance . af cut Prox preessos i ..-“
structure, which covers; the values and Kbl nprimriropr b omiipe b o B
behaviours of our employees; the i Gocisicns beificy s o i bixis of tha vk and standandy francisted

engage with
looks to ensure that we have 3 fobust system
of control and assurance processes.

For more detail on our governandce structure,
see pages 76 and 77.
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