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Executive summary

The UK Corporate Governance Code encourages companies to take greater care in describing non financial aspects of their operations in Annual Report and Accounts (ARA), including describing the business model, and using relevant non financial KPIs in executive remuneration policies. This research looks at how companies are following these guidelines. 31 companies were randomly selected as a sample of ARAs from those top 200 companies with December 2010 year ends – 38% of the available population.   The research was based on an evaluation framework, which considered:
· the quality of reporting of business models and business strategy, and their links with the risk review

· the use of non financial metrics to explain the company’s performance;

· the use of appropriate non financial metrics to determine remuneration practice. 

The findings

· Only half of all companies analysed included a business model – but slightly higher for larger companies, and business to business (B2B) companies.

· More companies report on strategy in their ARA, but few take the strategy statements into divisional reviews.
· Confusion between a business model and a business strategy was apparent. Companies stating a business model clearly were more effective in business strategy reporting.

· The extent to which risks reported in an ARA relate to the business model and the strategic implementation is questionable in a majority of cases. Risk reviews were fairly “predictable”, with the normal focus on economic, financial and market risks, but less focus on operational or strategic risks

· Where Non Financial Metrics (NFMs) are selected as KPIs, there is often little linkage to the strategy/business model - some appear as tokens, linked to legislation.
· NFMs are more frequently identified as performance indictors in the CR section of ARAs, with larger companies tending to be more expansive.
· NFMs use as criteria is much more frequent for annual bonuses than for long tem incentives.  Health and safety was a criterion in around 60% of cases, followed by employee and customer NFMs at around 30%.  A few companies indicated they would adopt NFMs as criteria in 2011.
Thoughts for the Future
· Some guidance is needed to assist companies describe business models, and to select appropriate non financial metrics for remuneration policies. 
· Companies need to determine key business drivers, and link NFM KPIs to them and avoid token KPIs. Alignment of NFMs to the business model and strategy needs to be reinforced.
· Multiple division companies should consider how to better convey how the overall business strategy leads to individual divisional initiatives.
· Risk reviews in ARAs could be better structured to include comments on risks pertaining to both the business model and the business strategy.
To reflect directors’ duty to promote the success of the company, NFM criteria for incentive plans should be longer term lead indicators  

Background

Narrative reporting is the term used in relation to the “front half” of a UK listed company’s annual report and accounts (ARA). It is also known as non financial reporting, and its legal form is the Business Review.

The first decade of the 21st century
Whilst companies have produced the text based “front half” of the ARA for many years, it took on a more defined format as a result of the European Accounts Modernisation Directive 2000, which was ratified in UK company law via the 2005 Business Review regulations SI 2005 3442 for all companies. 

This was enhanced for listed companies as part of the 2006 Companies Act. (S417 of the 2006 Companies Act). An explanatory table of the differences between these regulations is given in Appendix 1. This Act gave the Business Review a statutory purpose – namely:

“to inform members of the company and help them assess how the directors have performed their duty under section 172”. 

Section 172 of the Act defined a newly established director’s duty, requiring a director 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 …. The likely consequences of any decision in the long term…..” 

This focus on promoting the success of the company, its reference to the long term and to a wide range of stakeholders (as well as shareholders) was a new departure for ARAs, which historically, in many respects, had been written as at a point of time, with Financial Metrics that tended to be backward looking, and with relevance only to shareholders.
The second decade of the 21st Century
In 2010 and 2011, the focus on narrative reporting grew.

Firstly, in 2010, the UK Government announced its intention to consult on the reintroduction of the Operating and Financial Review (details to be found in Appendix 1). This consultation was conducted by the UK Government’s Department of Business, Innovation and Skills (BIS) under the title “The Future of Narrative Reporting: A Consultation”. It is believed that BIS is currently considering changes to Narrative Reporting (expected for further consultation in late July 2011) that focus on developing the current Business Review into a Strategic Management Report.

At around the same time the new UK Corporate Governance Code (the successor to the Combined Code) introduced two clauses which meant companies needed to take greater care in describing non financial aspects of their operations.  Clause C.1.2 of the Code focuses on the need for an effective description of the business model:  

“The directors should include in the annual report an explanation of the basis on which the company generates or preserves value over the longer term (the business model) and the strategy for delivering the objectives of the company”, with a footnote stating “It would be desirable if the explanation were located in the same part of the annual report as the Business Review required by Section 417 of the Companies Act 2006…” 
Related to this is the main principle of C.2:“The board is responsible for determining the nature and extent of the significant risks it is willing to take in achieving its strategic objectives.” The second clause is D.1, where the supporting principle states: “The performance-related elements of executive directors’ remuneration should be stretching and designed to promote the long-term success of the company”. 
This is amplified in Schedule A, where the following paragraph occurs:
“Payouts or grants under all incentive schemes, including new grants under existing share option schemes, should be subject to challenging performance criteria reflecting the company’s objectives, including non-financial performance metrics where appropriate. Remuneration incentives should be compatible with risk policies and systems.”
Continued focus on narrative reporting occurred with the European Commission’s consultation on “Disclosure of Non-Financial Information by Companies” in January 2011. In addition, there is the ongoing study into Integrated Reporting, being undertaken by The International Integrated Reporting Committee. This has the objective “To create a globally accepted integrated reporting framework which brings together financial, environmental, social and governance information in a clear, concise, consistent and comparable format.”  This study is supported by the Big 4 firms of accountants, which suggests that Integrated Reporting is likely to be a feature of ARAs in the latter part of this decade. It is worth noting that South Africa introduced the requirement for all Johannesburg listed companies to produce integrated reports in 2010, as a result of the King III recommendations.

This report’s objective

Previously The Virtuous Circle (TVC) has analysed the quality of Business Review reporting and published related research reports. These were referred to in reports published by the Accounting Standards Board. As part of these previous research studies, TVC interviewed institutional investors (ranging from the traders – using primarily the preliminary statements – to the active – reviewing both financial and non financial considerations).  The question posed was “what do you want the Business Review to do?” From the active institutional investors, the answer, almost overwhelmingly, was “To tell the strategic story so we could assess both the current performance and the future prospects”.

For this current research, TVC decided to focus on the quality of business models and strategy (and the extent of utilisation of non financial metrics) as part of the ARA communication, building on the guidelines in the UK Corporate Governance Code, identified above.
The Code applies to all companies with a Premium Listing on the London Stock Exchange for accounting periods beginning on or after 29 June 2010. However, it was expected that leading companies would take cognisance of the Code in their Annual Reports published after the start date, with the most likely early adopters to be those with financial years ending December 2010. 
The research approach

TVC took the Sunday Times list of Top 200 Companies (based on market capitalisation), published on 20th March 2011, and from it identified all those with December 2010 year ends. This resulted in a total of 82 companies, from which 31 companies (38%) were selected in a random process (identified in Appendix 2).  Their market capitalisation ranged from £59.16m to £1.14 billion

In order to evaluate the performance of these companies, TVC undertook pilot research on ARAs.  From this it developed an evaluation framework to benchmark company reporting, which considered:

· the quality of reporting of business models and business strategy, and their links with the risk review

· the use of Non Financial Metrics to explain the company’s performance;

· the use of appropriate non financial metrics to determine remuneration practice. 

This framework is described in detail in Appendix 3.

The research findings

The following section covers the research findings. Comments are made first about the overall results, and then the results are classified into two categories. The first is the market capitalisation of the company (those ranked up to 100 represented 58% of the sample and the remaining 42% were ranked from there up to 200). The second is the business sector, based on whether the company was primarily business to business (B2B – 74% of the sample) or primarily business to consumer (B2C). If the company operated in both sectors, then it was treated as being B2C. The business sectors were evenly spread across the market capitalisation range.
Presence of a business model

From the pilot research, TVC identified potential confusion by companies about the difference between a business model and a business strategy. Often companies appeared to describe their business model as their business strategy.
To bring clarity to the research therefore, TVC defined the business model as:

How a company makes and spends money TODAY

and the business strategy as:
How a company plans to make more money or change its business direction FOR THE FUTURE
In this respect, the business strategy may serve to reinforce the current business model, but if the strategy is sufficiently radical, the result may be that the business model may itself change over time.

For this area of research TVC was seeking to identify if a company had a simple and succinct description of its business model within its ARA. Overall, just 52% of companies analysed included a description of their business model, but as can be seen from the table below, larger companies were more inclined to produce a business model within their ARA:

	Market capitalisation ranking
	Business model stated 

	1-100
	61%

	101-200
	38%


Similarly, those companies that are business to business were much more inclined to produce a business model in their ARA. 

	Business sector
	Business model stated 

	B2B
	61%

	B2C/B2B & B2C
	25%


Good examples of business models included Xstrata, ARM, Tullow Oil, and Aggreko. The former two included a graphic representation of their business model which made it easy to understand and assimilate for the reader. The last, Aggreko, described two business models – one for its local business, and the other for its international business. This approach reinforces the fact that for some companies, which operate dissimilar divisions, or as conglomerates, it may be necessary to additionally report on the way in which the divisions operate, rather than trying to artificially create a business model for the company overall.

In addition, what was apparent for some companies was that whilst they did not make a specific statement about their business model, their ARA did contain content which represented the makings of a business model.

The business model descriptions were evaluated based on the extent to which the description commented on:

· Current means of revenue generation

· Key markets

· Areas of competitive advantage

· Pricing/costing strategies

Whilst on average, companies scored 66% against these four elements, those that had a business model scored 72%, whilst those without an explicit business model statement only scored 27%, indicating that they were not covering these four elements in any depth.

Of these four elements, companies with business models were strongest in terms of describing current means of revenue generation and key markets. They were less effective in describing areas of competitive advantage. They were weakest in describing their pricing/costing strategies.

Presence of a business strategy
As may be expected a far higher number of companies report on strategy in their ARA, with 90% of companies overall doing so. In this respect as can be seen, there was little difference between the levels of market capitalisation or the business sector in which each company operated. 

	Market capitalisation ranking
	Business strategy stated 

	1-100
	94%

	101-200
	85%


	Business sector
	Business strategy stated 

	B2B
	91%

	B2C/B2B & B2C
	88%


However, the quality of the reporting on the business strategy was not always complete. In order to assess the quality, TVC considered eight areas for which it would expect to see some levels of reporting:

· Statement describes current activities, perhaps in the form of a business model 
· Principal risks address some or all current activities, perhaps related to a business model
· Non Financial Metric (NFM) KPIs in the report provide a short or a long term view of the strategic development 

· Relevant KPIs are disclosed in the report at a divisional as well as at a company wide level
· The report contains a  strategic statement with objectives and timelines for the business
· The report contains a  statement of key milestones for strategy implementation
· Progress against strategy stated on a company wide basis
· Progress against strategy stated on a divisional basis
Companies were strongest in reporting their current activities, and addressing risks associated with these activities, together with providing a strategic timeline and progress against strategy. Divisional levels of reporting were less strong when relating to progress against strategy and the provision of NFMs as KPIs, where used, tended to be short tem in nature. In this respect, few companies reported NFM KPIs at divisional level – only specifying them on a group wide basis, which, if there are operationally different divisions, may not give an appropriate view.  In addition, a further weakness was that few companies provided statements of key milestones for strategy implementation, meaning that over time shareholders would have little non financial basis against which to judge the success of strategic implementation.

It is also noteworthy that those companies stating a business model in their ARA were more effective in business strategy reporting than those that did not state a business model. They were more complete in terms of reporting NFMs and providing strategic objectives, milestones and reporting progress.

Linking to the business strategy

In reviewing business strategy reporting, TVC sought to understand how this reporting included links between business strategy and:

· the Operational (Divisional) reviews
· the risk review
· the non financial metrics
Strategy and the links to the Operational (Divisional) reviews
Overall, few companies took their strategy statements into the context of their operating or divisional reviews. This was surprising, since, unless the business strategy pertained to entering new markets, or acquiring new businesses, some, at least, of the implementation of the strategy would lie with divisional management.

Clearly, there were some companies which did not have a divisional structure and, in their case, the business strategy was the only strategy relevant to that organisation.

However, where divisions did exist, and where strategy was referred to in the divisional reporting, this often reflected the division’s own strategies, which, in some instances, were not necessarily aligned to the overall business strategy. Companies may wish to align (and perhaps should) such reporting with what they report in their financial statements on their operating segments, in line with IFRS 8.

Of concern is that divisional reporting was often written in what appeared as ‘a silo approach’, whereby it was not written as part of a compelling story of the business strategy.

Strategy and the links to the risk review

In the main, the risk reviews included within the ARAs researched were fairly “predictable”, with the normal focus on economic, financial and market risks, but less focus on operational or strategic risks, although there were some notable exceptions. A question that arises is “to what extent do the risks reported in an ARA relate to the current business model and the business strategic implementation?”
Given that much of future profitability links to the sustainability of the current business model and the successful implementation of the business strategy, it was disappointing that greater emphasis was not placed on these elements. Where strategy was referred to in the risk review, it was generally along the lines of “failure to implement strategy successfully”. Of concern is whether risks reported in an ARA relate to the business model (and the current business strategic implementation) and to future strategy?
However, there were some good examples of the business model and strategic elements considered in the risk review in a comprehensive manner. Smith & Nephew’s risk review related back to its “strategic pillars”; Autonomy’s risk review links back well to the business model as mitigations reflect statements in that business model; and Unilever covers its 4 strategy areas explicitly in the range of risks addressed. In addition, Tullow Oil structured its risk review into four sections – strategy, operational (akin to the business model), external and financial – which was helpful to readers.

Strategy and the links to non financial metrics
Some companies used the business strategy statement as a means to identify their strategic priorities and linked their KPIs to these priorities. One example is Xstrata, which linked both financial and non financial metrics as KPIs for its strategic priorities. Similar positions are adopted by Premier Oil, IHG and Provident Financial. 

However, where NFMs are identified as KPIs, more often than not there is no direct link to the strategy/business model. In some cases, they appear to be 'tokens' to comply with requirements to report on environment and employee matters, such as relating to health and safety. This may relate to directors’ concerns over their potential liabilities regarding the Corporate Manslaughter Act.  
The choice of non financial metrics as KPIs

In considering NFMs it is necessary to recognise that companies often have a corporate social responsibility section in their ARA. Such sections often include NFMs. However, these are not necessarily KPIs, which are more correctly those indicators that a Board uses to monitor the performance of its business model and its strategy. However, CSR NFMs may be useful PIs (performance indicators).
Overall, the companies reviewed had an average of 2.6 NFMs as their KPIs and an average of 3.7 NFMs quoted as PIs in the CSR section of their ARA. When considering these data sets split by market capitalisation, as can been seen below, the larger companies tended to be more expansive in their use of NFMs as KPIs:

	Market capitalisation ranking
	Number of NFMs as KPIs
	Other CSR NFM e.g. environment, community

	1-100
	3.17
	4.00

	101-200
	1.77
	3.31


Similar differences occurred when looking at the business sector splits; with those companies whose business mix included all or some B2C being more focused on NFMs as KPIs and with more CSR related PIs:

	Business sector
	Number of NFMs as KPIs
	Other CSR NFM e.g. environment, community

	B2B
	2.57
	3.61

	B2C/B2B & B2C
	2.63
	4.57


As was noted earlier, those companies that had stated a business model had higher average numbers of NFM KPIs than those that did not state a business model.

In looking at companies where NFMs were stated as KPIs; health and safety was the most prominent, with about 45% of companies including it as an NFM KPI.  Next NFM categories in popularity (at 41% of mentions) were operational (examples included lean manufacturing score, state of service and numbers of new business partners), customers and employees. Lagging somewhat behind with 23% of mentions were environmental and social/ethical NFMs. 
NFMs included as part of the remuneration policy
Of particular interest was the extent to which companies had anticipated the UK Corporate Governance Code’s guidance to include appropriate NFMs as criteria for the remuneration policy.
For this, TVC reviewed the Remuneration Committee’s report in the ARA. Companies commented in this report on their policies for payment of annual bonuses and for longer term incentives, usually described as Long Term Incentive Plan (LTIP) or Performance Share Plan (PSP).

NFMs were used more as criteria for annual bonus assessments (48% of companies reviewed use NFMs for this purpose), than for long term incentives (10% of companies), with the greater majority choosing the traditional Total Shareholder Return – TSR – and Earnings per Share - EPS. However, as can be seen below, the larger companies have been far more active in using NFMs than have the smaller companies in our sample:

	Market capitalisation ranking
	NFMs as criteria for Annual Bonus
	NFMs as criteria for Long term share based incentives

	1-100
	67%
	11%

	101-200
	23%
	8%


Similarly, those companies that had all or some of their business in B2C were far more engaged in using NFMs as part of their criteria, as can be seen below:

	Business sector
	NFMs as criteria for annual bonus
	NFMs as criteria for long term share based incentives

	B2B
	39%
	4%

	B2C/B2B & B2C
	75%
	25%


Equally, around 60% of those companies that stated their business model used NFMs as criteria, compared with around 30% of those companies that had not stated their business model.
Of those stating that NFMs were included as criteria for incentive schemes, health and safety featured as a criteria in around 60% of cases, followed by employee and customer NFMs at around 30%. Whilst health and safety is very important, especially given the application of the Corporate Manslaughter Act in the UK, the extent to which health and safety NFMs relate to the director’s duty to promote the success of the company may be questioned, especially since it may be a backward looking, events driven indicator. It will be interesting to see the impact of the Bribery Act on the inclusion of conduct NFMs within the criteria – currently only BAE Systems includes this in its criteria.

However, whilst companies  may not actively include NFMs as criteria explicitly, there are many indications that they may be included in an implicit manner for annual bonus assessments through the inclusion of “personal objectives” as one of the criteria for annual bonuses. Where this is stated, companies often describe these objectives in terms of non financial measures, but from a shareholder’s perspective, the rigour of these non financial criteria is difficult to establish.

There are also indications that companies are intending to include more NFMs for use in the 2011 criteria for annual bonuses. Autonomy states that it intends to include one NFM as criteria in 2011. IHG (which already has one NFM as a criterion) states that for 2011 the Committee also resolved that the LTIP would be better aligned with strategy by replacing EPS with two equally weighted measures – net rooms growth and like-for-like RevPAR growth, both relative to major competitors. Travis Perkins plans 20% weighting of the annual bonus will be based on NFMs, although the implication is that these will be based on the ubiquitous “personal objectives”.

GSK stated that “In 2010 it moved to align long-term performance incentives (including Deferred Annual Bonus Plan) more closely with the Group’s key strategic priorities, and has introduced 4 long term performance indicators.” However, it went on to state that “given the very close linkage of the performance measures for business diversification and R&D new product performance to strategy, these targets are commercially very sensitive and are not published at date of grant. They will be published at the time of vesting”. This has the risk of being backward looking, and it is assumed that the auditors have had advanced sight of the NFMs to be used for the 2013 vesting.

Conclusions and thoughts for the future
· Presence of a business model 

·  Not all companies include a simple and succinct business model in their ARA, although those companies with higher market capitalisation are further ahead in anticipating the need for its inclusion. 

· There are examples of good practice in describing business models, but some descriptions are quite variable in quality, and it is apparent that companies need some guidance as to what is expected of them. This is likely to be the case where companies provided comments  on business model aspects at various points in their ARA without combining them in a persuasive manner. 

· For those companies not including a business model statement, then this may be either that they need further guidance or that they have not made up their mind on what their business model is – if the latter then this is likely to show in business performance at some stage. As one head of a leading accountancy institute stated “Good reporting reflects good management”!

· Thoughts for the future - whilst we do not believe that it is possible to prescribe what should be the contents of a business model (companies should develop their own business model – since we believe boiler plating would lead to stereotyping) it should be possible for bodies such as the Financial Reporting Council (FRC) to collate a database of good examples of business model descriptions. This would allow companies to compare and contrast with their own situation.

· Presence of a business strategy 

· As may have been expected, the majority of companies include statements of business strategy. 

· However, those with business model statements were more complete in the quality of their business strategy reporting. We suspect this may be because that having “got their minds around” reporting on their business model, the task of business strategy reporting becomes easier. 

· The statements of business strategy do not often cascade into divisional reporting, suggesting that there may be gaps between top level business strategy and its implementation at divisional levels.

· Few companies provided milestones in the ARA by which investors could assess the effectiveness of implementation of a business strategy over time, leaving the strategic statement to be one which could not be easily assessed in terms of its effectiveness  over time.

· Thoughts for the future – companies with multiple divisions should consider how they can best convey their overall business strategy in terms of individual divisional initiatives to demonstrate that the business strategy is more than a statement from an ivory tower. In this respect, the use of milestones would enable investors to review progress against strategic objectives in order to determine the quality of strategic implementation within a company.

· Links to the business strategy

· The Divisional reviews were seldom linked to the overall business strategy. This is likely to because the report was written in a silo approach, rather than trying to tell the overall strategic story.

· The risk review was fairly predictable in its approach, although there were some good examples of companies relating their risk review to their business strategy. However, it was unclear the extent to which the risks reported in an ARA relate to the current business model and the implementation of the business strategy. Given that much future profitability will link to the sustainability of the business model and the successful implementation of the business strategy, we would have expected more reflection on these two aspects. 

· Use of non financial metrics in relation to the business strategy was variable (although again there were some examples of good practice). However, often the KPIs selected did not relate to either the business model or the business strategy. Often they appear to have been chosen to comply with regulatory requirements. Such reporting smacks of tokenism, and does not aid shareholders in considering the performance of the company; indeed it may raise more questions than yield answers!

· Thoughts for the future - The risk review in an ARA could be more structured and include comments on risks pertaining to both the business model and the business strategy. Tullow Oil’s approach of structuring its risk review under the four sections of strategy, operational, external and financial has merit, in that it not only avoids a long list of risks (which may be difficult for an investor to assimilate easily). This approach  also helps ensure the management thinks in a more structured way about links between on going operations (the business model), the implementation of the business strategy, and the risks that pertain to each.

· Choice of non financial metrics as KPIs

· There is a need for companies to distinguish between NFMs that are KPIs and those that are PIs, such as those included in corporate responsibility sections of ARA. KPIs are those used by the board to manage and monitor the performance of the company.

· The average numbers of KPIs identified in the research approached 2.6, with more NFMs being quoted as PIs in the corporate responsibility section.  More KPIs were included by the larger market capitalisation companies, and also by those companies in the B2C sector (possibly because of their enhanced focus on customer management).

· Again, those companies with a business model had higher averages of NFM KPIs.

· Health and safety was the most prominent KPI, followed by those relating to customers and employees. The use of health and safety as a KPI may be because of legislation such as the Corporate Manslaughter Act. We suggest that companies need to consider more carefully what are their key business drivers (as defined within their business model) and determine what the NFM KPIs should be, based on these business drivers, rather than selecting KPIs that may be backward looking lag indicators.

· Thoughts for the future - Companies need to consider more carefully the key business drivers (as defined in their business model) and determine NFM KPIs based on these business drivers. This would ensure that the NFM KPIs reflect the drivers of both performance and long term success for the company. There needs to be careful consideration of the use of KPIs such as Health and Safety, which may reflect a nod towards legislation.  If there is a belief they should be included, then perhaps the strategy might need to be revisited.  This is especially since such KPIs may be “output” based i.e. reflecting events or occurrences, rather than “input” based i.e. determining management actions to avoid such events occurring. 
· Use of NFMs as criteria for remuneration policy
· NFMs are being used as criteria for annual bonus assessment in some companies – although there is a sharp difference in those with higher market capitalisation. However, as was discussed in the previous section, there is a tendency to use NFMs such as Health and Safety, which, whilst highly laudable, may not reflect strategic objectives.

· The use of NFMs for long term incentive plans is less evident. 
· However, there is evidence from Remuneration Committee reports that companies are considering how they should include NFMs as criteria. In doing so they should ensure that the NFMs they select are transparent to shareholders at the point of inception, and are reported upon within the ARA.

· Thoughts for the future – The use of NFMs as criteria for incentive plans for executive directors and senior managers should reflect directors’ duty to promote the success of the company (with consideration being given to long tem decision making and the needs of the company as a whole). Companies should consider the main business drivers in selecting NFMs for use as criteria for such plans. It needs to be able to reflect the long term (rather than short term) performance of the company. Also companies should consider including NFMs in the selection of criteria for long term incentive plans. The use of Total Shareholder Return (TSR), which is based on the value created for an investor, compared with a selection of other companies, has its disadvantages. It is dependent upon arbitrary points in time. The same company can simultaneously be the best among its peers for one time frame, and the worst for another. Equally, TSR is not in the control of the directors, who may only be able to review share prices and reflect upon market conditions. In addition, or even in place of TSR, boards should consider NFMs that reflect the business model long term sustainability and the successful implementation of the company’s business strategy.

Appendix 1 - A comparison between requirements for the OFR, 2005 Business Review and 2006 Companies Act Business Review

	
	OFR
	2005 Business Review – SI 2005 3442
	2006 Companies Act Business Review 

	Status
	Now voluntary (except for certain public sector bodies)
	Statutory – effective for all financial years starting on or after 1st April 2005
	Statutory – effective on 1st October 2007, for all financial years starting on or after

	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)
	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 Companies Act

	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 directors have performed the 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

· Balanced and comprehensive

· Consistent with the size and complexity of the business

· No disclosures required if these are seriously prejudicial

	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



	
	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 
	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, plus KPIs
	TTEN - Information about environmental matters, plus KPIs  – if not explain what is not contained

	
	TTEN - Information about employees
	TTEN - Information about employees, plus KPIs
	TTEN - Information about employee, plus KPIs – if not explain what is not contained

	
	TTEN - Information about social/ community matters
	
	TTEN - Information about social and community matters – if not explain what is not contained

	
	TTEN - Information about persons with whom there are contractual or other arrangements
	
	TTEN - Information about persons with whom there are contractual or other arrangements – suppliers, major customers, joint ventures - if not explain what is not contained

	
	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 requirements
	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

	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



	Enforcement 
	None
	Financial Reporting Review Panel from 1/4/2006


Appendix 2 - Companies featured in the research sample

	
	Company 
	Sunday Times Ranking – market capitalisation
	Sector
	Main customer - B2B or B2C or B2C& B2B

	1
	GSK
	6
	Pharmaceuticals
	B2B

	2
	Xstrata
	11
	Mining
	B2B

	3
	Astrazeneca
	14
	Pharmaceuticals
	B2B

	4
	Unilever
	21
	Consumer goods
	B2C

	5
	Centrica
	26
	Energy utility
	B2B & B2C

	6
	Aviva
	31
	Insurance
	B2B & B2C

	7
	Tullow Oil
	32
	Oil & Gas
	B2B

	8
	BAE Systems
	35
	Defence
	B2B

	9
	WPP
	40
	Media
	B2B

	10
	ARM
	47
	Electronics
	B2B

	11
	Smith & Nephew
	52
	Medical
	B2B

	12
	Aggreko
	70
	Power provision
	B2B

	13
	Schroders
	65
	Finance
	B2B

	14
	Autonomy
	77
	Computer Technology
	B2B

	15
	IHG
	78
	Hotels
	B2B& B2C

	16
	Weir
	81
	Engineering
	B2B

	17
	Hammerson
	90
	Property
	B2B

	18
	Serco
	97
	Services
	B2B

	19
	Travis Perkins
	108
	Building & construction
	B2B & B2C

	20
	Premier Oil
	114
	Oil & Gas
	B2B

	21
	Amlin
	123
	Insurance
	B2B

	22
	Derwent London
	137
	Property
	B2B

	23
	Rentokil Initial
	140
	Services
	B2B

	24
	St James' Place 
	146
	Financial
	B2C

	25
	Rotork
	153
	Engineering
	B2B

	26
	Spirax
	157
	Engineering
	B2B

	27
	Provident Financial
	169
	Financial
	B2C

	28
	Charter
	174
	Engineering
	B2B

	29
	William Hill
	175
	Gaming
	B2C

	30
	Cobham
	179
	Aerospace & Defence
	B2B

	31
	Ultra Electronics
	192
	Electronics - defence, etc.
	B2B


Appendix 3 - Evaluation framework

TVC developed an evaluation framework to benchmark company reporting on these areas. This was based on pilot research findings, which showed that for the business model:

· Often companies did not give an effective description of the business strategy, and seldom describe the progress of the strategic implementation, especially not at a divisional level.

· The principal risks reported, tend to be more of a macro nature rather than describing the risks relating to the strategy.

· NFM KPIs tended to be tactical in nature rather than relating to the longer term strategic development

· NFM KPIs were not disaggregated at divisional levels

For the inclusion of NFMs into remuneration policies, TVC found that:

· NFMs, if used, tended to be only for annual bonuses, and not for long term incentive schemes

· NFMs used for annual bonuses tend to be based on a single year’s performance, rather than a rolling average

· NFMs can often be internal measures e.g. balanced scorecards, and not reflective of the KPIs used in the ARA.

· If used, NFMs vary in their contribution to the weighting of the remuneration criteria

Based on these findings, TVC developed the following evaluation frameworks to assess the description of the business model; and the inclusion of NFMs as part of the company’s remuneration policy.

Benchmarking framework

In developing an evaluation framework, TVC considered only the ARA of each company – since this would be the basis for a shareholder’s evaluation of the quality of non financial reporting by that company – on the basis that “perception = reality” – even though the company may have more substantive actions in place but not reported via this medium.
In this evaluation, TVC considered the extent to which:

· a company reports on its business model (including its quality) and its business strategy 

· executive directors are incentivised to “live” this business model by the use of relevant NFMs. 

The result was a three part score for each company – to which were added additional qualitative comments for each company e.g. the nature of the metrics used, etc.

The evaluation framework is set out below. The overall score amounts to 100%, with a maximum score for each component.  The assessment was not undertaken wholly on a black or white basis though - it was feasible for a mid range score to be achieved if the sense is that most but not all of the required statements are present.
Quality of the business model– score out of 100% 
	Business model describes …..
	Maximum Score

	Current means of revenue generation
	35%

	Key markets
	20%

	Areas of competitive advantage
	30%

	Pricing/costing strategies
	15%

	Total score
	100%


Description of the business model and business strategy – score out of 100% but with some EITHER/OR components
	Presence of…..
	Maximum Score

	Statement describing current activities, perhaps in the form of a business model e.g. revenue generation, major cost expenditures, and investment programmes
	10%

	Principal risks address some or all current activities, perhaps related to a business model 
	20%

	NFM KPIs provide a short term view of the strategic development OR NFM KPIs provide a long term view of the strategic development
	20%

	Relevant KPIs are disclosed at a divisional as well as at a company wide level
	10%

	A strategic statement with objectives and timelines for the business
	10%

	A statement of key milestones for strategy implementation
	10%

	Progress against strategy stated on a company wide basis
	10%

	Progress against strategy stated on a divisional basis
	10%

	Total score
	100%


NFMs included as part of the remuneration policy – score out of 100% but with some EITHER/OR components
	Presence of…..
	Maximum Score

	One OR More than one relevant non financial metric used as part of the criteria for annual bonuses
	15%

	One OR More than one non financial metric used as part of the criteria for long term incentive schemes
	15%

	NFM KPIs selected provide a short term view of the strategic development
	12.5%

	NFM KPIs selected provide a long term view of the strategic development
	12.5%

	NFMs represent either less than 20% or more than 20% of the overall weighting
	15%

	NFMs used are those reported upon in the ARA
	15%

	NFMs used for long term incentives are trend based e.g. average of past three years’ results
	15%

	Total score
	100%
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