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Preparedness for 
new corporate reporting requirements 
A study of FTSE200 Business Reviews 
and a consideration of their readiness for the new Companies Act
Introduction

This study was undertaken by The Virtuous Circle (TVC) to enable it to better advise its corporate clients on best practice in narrative reporting, taking into account the European wide reporting requirements (the new Business Review in the UK) and the new requirements to be introduced under the new Companies Act. 
It reviews the changes in corporate reporting since April 2005 – and those likely under the coming Companies Act (which received Royal Assent in November 2006). It looks at the first batch of listed companies producing Business Reviews under the new regulations to establish how companies have coped with these regulations. It proceeds to give an indication of the areas to focus upon to ensure the requirements of the Companies Act are taken into account.

A summary of this study paper was presented at ICSA Conference 5th October 2006.
How is company reporting changing?

Current

Since 2005, we have seen significant changes in legislative requirements for corporate reporting. First, there was the statutory requirement for an Operating and Financial Review (OFR) for listed companies. Alongside this was the statutory Business Review (BR) for all companies (except small), which implemented the requirements of the European Accounts Modernisation Directive. This latter requirement came as somewhat of a surprise to many companies, which had been focusing on the OFR and felt a sigh of relief when that was rescinded. 

The OFR is now voluntary, but for many listed companies their preparations for this format of reporting meant they had to consider whether they would continue to prepare an OFR as their chosen route to meet the currently applicable BR requirements, or whether they would start again on a basis of the BR Statutory Instrument requirements.

The current statutory BR applies to all large and medium companies (quoted and unquoted), and includes all subsidiaries as well as those UK legal entity companies that are foreign owned. The BR is part of the enhanced Directors’ Report – intended to contain a fair review of the business of the company and a description of its principal risks and uncertainties.

The OFR is intended to be used by listed companies and should comply with the ASB’s Reporting Statement (which is the non-regulatory form of the previous RS1 Reporting Standard). It was designed to assist members (or shareholders) to assess a company’s strategies and the potential for these strategies to succeed.

Future

But the changes in reporting requirements continue further with additional requirements for listed companies being laid down in the new Companies Act (which received Royal Assent in November 2006). 
These latest requirements include Information about environmental and employee matters, plus additional information (including KPIs) about social and community matters – with the requirement that if none are included within the BR, then the company should explicitly state this and explain why they have been excluded. Also, the BR should describe policies related to these matters and describe their effectiveness.

This means that regulatory requirements are almost back to those of the OFR. In addition, the changes reinforce the new role for Directors – “to promote the success of the company for the benefit of its members as a whole….. In fulfilling the duty imposed ….. a director must (so far as reasonably practicable) have regard to the likely consequences of any decision in the long term; the interests of the company’s employees; the need to foster the company’s business relationships with suppliers, customers and others, the impact of the company’s operations on the community and the environment, the desirability of the company maintaining a reputation for high standards of business conduct, and the need to act fairly as between members of the company.”

The differences between the BR, the OFR and the changes required under the Companies Act are set out in Appendix 1.

In addition, the International Accounting Standards Board (IASB) is still cogitating whether to lay down an International Standard for the Management Commentary to be included in Annual Accounts– which to all intents and purposes would be the OFR.

How have companies coped?

Our interest started because of our professional work supporting clients with CSR reporting. In addition, we recognised CSR and BR reporting is converging and utilises much of the same information.

There is little or no laid down guidance for BR reporting (except for those producing an OFR). Therefore we were interested to understand how companies had coped with developing their BR in the light of this lack of guidance.
To help us answer this question, we studied the 2006 annual reports of 25 listed companies with 31st March reporting – 4 FTSE30, 12 FTSE100 & 9 FTSE200 – representing about 65% of FTSE200 companies with this year end date. A list of the companies studied is contained as Appendix 2.

Our study was based on their compliance with the current statutory BR requirements but we also assessed the extent to which they built an informed picture of the company for the shareholders and investors, as a means of developing a view of best practice narrative reporting.

48% of the studied companies produced an OFR, with over 50% being part of the FTSE30 or FTSE100, and around 40% in the FTSE200, suggesting that, ultimately, the numbers of OFR’s amongst FTSE500 companies would be significantly lower. Furthermore a few had both a BR and an OFR, which illustrates some confusion.

As regards the quality of reporting, it was clear that the devil lies in the detail! We evaluated their reporting in terms of compliance against statutory Business Review requirements: 
· Directors’ Report: Business review identified as part of the Directors’ report (CA 1985, Section 234(1))

· Relating to the annual accounts: Cross references to other documents and additional explanations of amounts in the annual accounts

· Fair Review: A fair review of the business of the company (Section 234ZZB (1)(a))

· Balanced/Comprehensive: A balanced and comprehensive analysis of the development and performance of the business of the company during the financial year and the position of the company at the end of that year, consistent with the size and complexity of the business (Section 234ZZB (2)(a) and (b))
· Risks: A description of the principal risks and uncertainties facing the company (Section 234ZZB (1)(b))

· Financial KPIs: The review must, to the extent necessary for an understanding of the development, performance and position of the business, include analysis using financial KPIs (Section 234ZZB (3)(a))

· Other KPIs: The review must, to the extent necessary for an understanding of the development, performance and position of the business, and where appropriate, include analysis using other KPIs, including information relating to environmental matters and employee matters (Section 234ZZB (3)(b))

As part of our study, we evaluated compliance against these requirements using a framework that included a ten point scoring system.

The study findings
As well as providing overall results, we looked at the differences between the different categories of FTSE companies – i.e. FTSE30, FTSE100 and FTSE200. 
Also, given the relatively small sample, we decided not to report on individual industrial sectors, but rather to try to group companies by whether they were asset rich or people rich, as follows:

	Category
	Industrial sectors

	Asset Rich
	Utilities, Electricity, Food & Drink Manufacturing, Real Estate, Chemical Manufacturing

	People Rich
	Retail, Telecom, Media, Travel, Support Services, Electronic Equipment Distribution, Financial


The study findings that follow are sequential in terms of the compliance requirements outlined previously.

Length

The average length of BR/OFR was 27 pages – but the range was from 11 up to 64 pages.

Within FTSE sector there was a distinct difference, with larger companies having longer reports, as can be seen in the following chart:
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As regards the average length of BR there was very little difference between people rich and asset rich categories – both being around an average of 26.9 pages.

Explanations

Bearing in mind the, BR requirement is to offer further explanation to the accounts, only about a third of companies did so.  

However, there were some distinct differences of approach between the various FTSE sectors, as can be seen below:
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Whilst there was relatively extensive use of this facility by FTSE30 commonness, there seems to be almost a reluctance to make further references in the reports produced by FTSE200 companies.

This variation was also seen between people rich and asset rich companies, with the latter offering more explanation, possibly because they are more familiar with the need to explain changes in their asset base:
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Also, given the format of reporting is new to shareholders and investors, very little explanation about the purpose of the BR was given to investors in the annual report – although one company used it to their competitive advantage by stating that they saw the new requirements as representing greater transparency for investors, with which they were very much in favour.

A fair review and balanced and comprehensive

In general, and probably unsurprisingly, companies were generally good at giving “a fair review”. In many respects, this is what would have been produced in previous annual reports. The additional expectations (based on the OFR) would be to include information at a geographic or product business unit level. This information would include financial performance, its geographic/product split, and a description of the business environment. The weaknesses that were identified include a paucity of financial information at business unit levels (where this was available, it tended to be revenue and profit, but excluded capital employed or capital investment) and poor quality descriptions of the business environment faced at a business unit level.
But for many companies, the more significant weaknesses lay in the “balanced and comprehensive” – with significantly much less attention being paid to the strategies and to the outlook for each business area. Where strategy was discussed, it tended to be at a group level rather than being segmented into the relevant business units. Similarly, there was little attention paid to a description of the future outlook – if included at all, it tended to be at a group level, rather than at a business unit level.
Risks 

As should be expected, these were reported upon by nearly all the companies studied – but they tended to be little more than a list.  Very few companies reported upon their mitigation actions related to each risk area, although where it was done, it tended to be a very effective description of how the management was handling each risk area. 

The average number of risks identified was about 11, but the maximum was 33. The ASB’s guidance for the OFR focuses on the principal risks, rather than producing a long list. So perhaps unsurprisingly the numbers of risks reported were greater in FTSE100 and 200 companies than in FTSE30 companies, which averaged around 8, as can be seen from this chart:
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More surprising was that the people rich businesses identified more key risks and uncertainties than did the asset rich businesses, (which are likely to have more regulatory and environmental risks) as can be seen below:
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KPIs

KPIs were an area, which clearly caused companies problems – too few appeared to be able to identify KEY measures which would demonstrate how the Board was managing performance. Indeed, some companies failed to identify either financial or non financial KPIs. This is not to say that there was no data – often there was a surfeit of data but nothing that could be described as an indicator of performance – much being an output, such as total sales revenue.  Companies failed to identify which data represented the KPIs used to manage their business.

On average over all the companies analysed, there were 2 financial KPIs and nearly 5 non financial KPIs.  Some companies had no KPIs at all, whilst the maximum was 33 non financial KPIs. For the latter, it could be questioned whether all 33 are KEY, and more importantly, does the management use them all for performance management purposes? Similarly for financial KPIs, the maximum number was 14.

Surprisingly, very few non financial KPIs related to key business areas such as customers or employees, and indirect (or soft) areas such as the environment were almost totally absent.

There were significant differences in KPI Reporting between the various FTSE groupings, particularly within the non financial KPIs where the FTSE200 levels of reporting are very low, as can be seen below: 
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But the differences were even more apparent when comparing people rich business with asset rich businesses. The latter are clearly more familiar with KPI reporting, particularly related to non financial reporting, and this shows in their reporting, as can be seen below:
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The levels of non financial reporting are surprising, particularly given that we would expect to see some employee related KPIs evident for this category of business,

In terms of the quality of those KPIs that were reported, very few companies reported more than 2 years’ data for KPIs, leading one to question whether this is sufficient to help investors judge the quality of a company’s performance?

Overall
The impression is that the Business Review was drawn together from a series of silo functions – there was inadequate alignment between description of the business segments, the strategy and outlook, the risks and the KPIs used to manage the business.

In terms of how well these companies had coped in terms of producing compliant reports, those companies producing an OFR were more likely to have better complied with the underlying statutory BR reporting requirements, than those that produced a BR – suggesting that RS1 gave a useful structure to follow. This is shown best by the overall compliance scoring of the companies against current BR requirements:
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And in terms of how well these companies had coped in terms of demonstrating best practice reporting, the FTSE30 companies were more complete in their reporting against BR requirements than their FTSE100 counterparts, and similarly against their FTSE200 counterparts in the sample, as can be seen from the following chart.
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And the new BR requirements?
Apart from the new Companies Act giving the BR an additional rationale with the new definition of the role of directors of companies of all types, for listed companies, it specifically extends the range of KPI reporting, with specific requirements for non-financial areas – on a “report, or if not, explain” basis.  

This effectively creates a new version of the BR for listed companies, which would be similar to the OFR in its reporting scope. In addition, it requires companies to report on policies that underpin KPIs included in the BR – and to comment on their effectiveness (as was required for the OFR). 

Preparing for the BR – now and in 2007

So how can companies prepare for the production of their BR when the new requirements will come into force (expected to be at the earliest from October 2007, but possibly later)? There are seven key areas to consider for this preparation:

· Develop a multi-functional approach to the BR 

· Identify the key issues facing the company under the current BR approach (and under the Companies Act changes)  - including for financial and non-financial areas, the principal risks and uncertainties, together with the appropriate KPIs

· Ensure all qualifying subsidiaries have been notified of the need for them to produce a BR to ensure consistency of approach 
· Ensure a system to assess policy effectiveness is in place across all companies in the group 
· Produce a mock up of the BR to “touch and feel” the proposed report 
· Make the Board aware of the proposed new role for Directors with plans place to ensure that Group Non-Executives and the directors of subsidiaries are aware 
· Review the range of corporate reporting in the light of the BR and the opportunity to streamline reporting within the annual report
A concluding comment
There is no questioning the fact that the obligation to produce a comprehensive Business Review as part of the annual report is going to place a new responsibility and workload on those directly and indirectly involved in its production and preparation. But it is equally a fact that analysts and investors are going to rely increasingly on these Reviews to supplement the mainly financial information on which they have relied for so long.  
The questions that should be asked are to what extent does the BR help investors and shareholders gain a more informed view of their company and, consequently, help improve the reputation of their business and of their Board’s strategic thinking and implementation? 

The Business Review offers the opportunity for company executives to give a full and fair portrayal of the company’s strategy and performance. It is likely, in time, to become a very significant tool in investor relation, to ensure that a true appreciation of shareholder value is achieved.

In addition, its emphasis on KPIs will focus the minds of management on key business drivers and their success in utilising these drivers to achieve company performance improvements. Perhaps, as a result, the BR offers the possibility that what starts off as an onerous obligation will eventually help ensure a far more holistic approach to corporate management that should be more than worth all the effort involved.

Appendix 1:
Alphabetical list of companies whose Business Reviews were studied
– Financial year ending 31st March 2006

BA - FTSE100

Boots - FTSE100

British Land - FTSE100

BT - FTSE30

Burberry - FTSE200

Cable & Wireless - FTSE200

Electro components - FTSE200

EMAP - FTSE200

EMI - FTSE200

First Group - FTSE200

GUS - FTSE100

ICAP - FTSE100

Invensys - FTSE200

Johnson Matthey - FTSE200

Kelda - FTSE100

Land Securities - FTSE100

M&S - FTSE100

National Grid - FTSE30

SABMiller - FTSE30

Scottish & Southern - FTSE100

Severn Trent - FTSE100

Tate & Lyle - FTSE100

Viridian - FTSE200

Vodafone - FTSE30

Yell - FTSE100

Note: FTSE categorisation of companies was based on the market capitalisation published in the Sunday Times of 13 August 2006, which does not necessarily indicate actual membership of these FTSE categories

Appendix 2:
Comparison between OFR, Business Review and Companies Act (CB) Business Review

	
	OFR
	Business Review – SI 2005 3442
	CB Business Review 

	Status
	Now voluntary (except for certain public sector bodies)
	Statutory
	Statutory

	Companies affected
	UK listed – plus any other organisations that purport to prepare an OFR
	All large and medium UK registered companies (listed and unlisted) plus EU and EEA registered companies (under EAMD), also small financial/ insurance companies 
	Additional requirements for UK listed 

	Reporting basis
	ASB’s Reporting Statement – as guidelines 
	No basis except for that declared in the SI
	No basis except for that declared in the CB

	Principles
	Directors’ view

Matters material to members

Forward looking

Complement financial statements

Comprehensive and understandable

Balanced and neutral

Comparable over time

No disclosures required if these are seriously prejudicial
	Balanced and comprehensive

Consistent with the size and complexity of the business


	Statutory purpose of the BR - to help members assess how the directors have performed their duty to promote the success of the company for the benefits of the members as a whole but having regard to long term consequences, employees’ interests, business relations with supplies and customers, impacts on community and environment, reputation for high standards of business conduct, and acting fairly between shareholders

No disclosures required if these are seriously prejudicial


	
	OFR
	Business Review – SI 2005 3442
	CB Business Review

	Content – with KPIs for financial and non financial matters – to the extent necessary (TTEN)
	Description - the nature of the business, incl. objectives/ strategies
	A fair review of the business
	A fair review of the business

	
	Development & performance of the business – current year & future – based on business segments – no safe harbour (except in Directors’ Report)
	Development and performance of the business – current year and position at year end
	Development and performance of the business – current year and future – forward looking statements – with safe harbour within the Directors’ Report

	
	Resources available, principal risks/ uncertainties affecting long-term value
	Description of principal risks and uncertainties
	Description of principal risks and uncertainties

	
	Capital structure, treasury policies, cash flows and liquidity
	Include where appropriate references to, and additional explanations of, amounts included in the annual accounts
	

	
	TTEN - Information about environmental matters
	TTEN- Information about environmental matters
	TTEN - Information about environmental matters – if none, then explicitly stated and justified

	
	TTEN - Information about employees
	TTEN - Information about employees
	TTEN - Information about employees – if none, then explicitly stated and justified

	
	TTEN - Information about social/ community matters
	
	TTEN - Information about social and community matters – if none, then explicitly stated and justified

	
	TTEN - Information about persons with whom there are contractual or other arrangements
	
	TTEN - Information about persons with whom there are contractual or other arrangements

	
	TTEN - Information about receipts from and returns to members in respect of their shares
	
	

	
	Related to TTEN, describe related policies and extent to which successfully implemented
	
	Related to TTEN, describe related policies and their effectiveness

	Audit requirement
	None – but the ASB recommends companies to state if the OFR has been completed in accordance with the Reporting Statement
	Consistency between information in Directors’ report and the information in the annual accounts
	Consistency between information in Directors’ report and the information in the annual accounts

	
	OFR
	Business Review – SI 2005 3442
	CB Business Review

	Penalties for non compliance
	None
	Criminal - for all reports for financial years commencing on or after 1/4/2005

Civil - for all reports for financial years commencing on 1/4/2006 and beyond
	Criminal - for all reports for financial years commencing on or after 1/4/2005

Civil - for all reports for financial years commencing on or after 1/4/2006

	Enforcement 
	None
	Financial Reporting Review Panel on 1/4/2006 and beyond
	Financial Reporting Review Panel from 1/4/2006
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