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Editorial

Charting the future - why the IIRC’s work is so critical

As someone who has spent most of his working life trying
to improve corporate reporting, I think it is critical that
everyone involved in this space clearly understands the
value of the International Integrated Reporting Committee’s
(IIRC) work and its recent discussion paper (page 28).
Put simply it provides a vision of the future, a clear sense
of the direction in which reporting should be moving.

This vision is, I believe, something around which
companies, investors, policy makers, regulators and
standard setters can engage and start to consider the
procedural, structural and institutional implications for
the reporting system we have today. We must be clear

that what the IIRC has developed is a response to a market
need, driven by innovating companies who recognise

that the way both mainstream and sustainability reporting
has evolved is not sufficient to meet changing economic,
social and market needs.

The ambition of the IIRC is to make the case for a change
to the mainstream model and, if successful, to put itself
out of a job. But to do this, those who are responsible for
the system need to consider how this type of model can
evolve in a structured, valuable and logical way. This is not
about ignoring all that is good about financial and other
aspects of reporting today. But it is about creating a new
integrated reporting model that focuses on what is
strategically important and material to an understanding
of a business’ long-term sustainability.

Contact us

Is the vision of integrated reporting in the discussion paper
the answer? No, it isn’t. Should we be rushing to introduce
new standards tomorrow? Again, the answer is no. But we
do need a reporting blue print to help inform and guide the
reporting innovation that is taking place right now in the
market place. This is what the IIRC has started to create. And
it will be greatly informed by the pilot company programme
that has just kicked off (page 29). This blueprint, even in its
current form in the IIRC’s discussion document, can equally
help policy makers, regulators and standard setters think
through the implications for the evolution of regulatory
reporting and the mandates and skills needed within the
core institutions on which the reporting system relies.

At a time when so many aspects of the capitalist system are
being debated (as this edition of World Watch illustrates),
and when domestic agendas dominate the thinking of
many policy makers and technocrats, it is interesting to see
how much global interest and engagement there is around
the IIRC’s work on integrated reporting. We should cherish
this position - the IIRC’s ambition and momentum and the
collaborative nature of its endeavour. We should also
recognise success as the IIRC’s ability to find consensus and
shape global thinking. It could be an important factor in
achieving more effective business reporting that meets the
needs of the capital markets and a resource-constrained
world, both today and tomorrow.

David Phillips, senior corporate reporting partner, PwC
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Governance Opinion

Predicting risk in an uncertain world

Organisations are finding it increasingly difficult to manage and control risks. Armoghan Mohammed
looks at why the dynamics of risk are changing

The world is moving from a past in
which boards believed in their ability
to manage and control risks, to a
present where established risk
approaches and thinking are being
repeatedly outflanked and outpaced.

‘Black swan’ events — those that occur
without warning and have a profound
effect on society and business — are
happening more frequently.

Today, ‘black swans’ are regarded

as one of three types of risks that
organisations face. They cannot be
predicted or avoided. The others are
‘known risks’ that companies can identify
and seek to avoid, plan for and mitigate,
and ‘emerging risks’ that have come
onto the radar, but whose full extent
and implications may not yet be clear.

By their nature, black swan events
should only occur at irregular intervals.
Yet recent experience suggests that
events fitting the criteria for black
swans are happening with increasing
regularity. This acceleration raises

the question of whether the black swans
are actually turning grey — meaning
that, rather than being isolated,

outlier events, they are actually
manifestations of a new, more
uncertain and less predictable reality.

From control to uncertainty

Asked to highlight the changes they are
seeing, boards generally point to three
main shifts:

* Current risk frameworks and
processes are no longer giving the
degree of protection that’s needed

* Escalation of the speed with which
risk events unfold, and the extent
of their impact across different
risk categories. This is a particular
concern for high-impact catastrophic
risks, which can threaten the
viability of an organisation and
even affect the way an entire
industry operates.

* Adisproportionate amount of time and
resource is being spent on running the
mechanics of risk management, rather
than moving quickly and flexibly to
identify and address new risks.

New approaches

If organisations are currently under-
protected against the new risk
environment, it follows that their
existing risk management approaches
and mechanisms are falling short. PwC
recently conducted research into how
various multinationals have responded
to low-probability, high-impact risk
events. Key findings include:

* The boards of big organisations do
not generally fully understand the
risks that they are running — or how
the knock-on impacts can spread
across risk categories. This makes
it harder to manage organisations
within their risk appetite.

* The internet and social media allow
information to move instantaneously
around the world, morphing opinion
into fact. Companies that cannot
deliver the right responses quickly
are getting caught out.

* Checks and balances at board level are
often not in place because the board
may not have people with enough
industry expertise to ask tough
questions about executives’ decisions.
There is frequently a gap between
what management says about risk,
and what it delivers. It helps when
the board is asking the right questions,
such as: Are the CEO and board
setting the right behavioural example
and risk-aware culture, in line with
the strategy? Are rewards encouraging
risk-based thinking and behaviour?

In addition to financial and operational
risks, are we as a board sufficiently
focused on managing strategic risks?

Taking action

Assuming we will continue to live in a
world where predicting and controlling
risk events is no longer feasible, what

is an appropriate approach? A key
consideration for each organisation is
how it frames and perceives risk. Our

view is that organisations should look

to build on Enterprise Risk Management
(ERM) by making changes to the way
they frame and think about risk.

First, the business should move away
from only identifying, measuring and
prioritising the discrete risks they face.
Management should focus more broadly
on the resilience of the entire systems
to which they contribute, ranging from
global, industry, political and financial
environments. All organisations need to
progress from controls to risk cultures,
managing in a coordinated way across
different interests, organisational silos
and external interactions.

Second, since analytics will not be enough
on their own, boards will need to be more
explicit about the organisation’s risk
appetite in pursuit of its strategy, and

to build awareness at all levels of what
risks it is willing to bear. Some may regard
risk management as a distraction from
the day job that is effectively someone else’s
problem. In fact, it is part of everybody’s
job, every day. Many non-executives voice
frustration that the executives on their
boards are too cautious in terms of risk
— so greater clarity on risk appetite
would certainly aid board effectiveness.

Third, there should be a parallel drive to
integrate risk and strategy and to embed a
risk-aware culture, behaviours and beliefs
at all levels of the organisation. Ideally,
this will be driven by the chief risk officer
(CRO) or equivalent executive on the main
board. Having more senior representation
of risk will also help to remove the artificial
distinction between financial, operational
and strategic risk and uncertainty, and
encourage a more holistic view.

Moving towards risk resilience

Taking these actions in combination
should help organisations to realise the
key business benefits that will help them
progress from managing specific risks

to achieving wider resilience in a new
landscape where risks arise more frequently
and with continuous uncertainty.

Armoghan Mohammed is a partner in
Risk and a member of the Governance,
Risk and Compliance leadership team
at PwC.
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Governance Opinion

The cyber-savvy CEO: Getting to grips
with today’s growing cyber threats

Operating securely in the cyber environment is among the most urgent issues facing business and government
leaders today. William Beer looks at what needs to be considered when taking activities online

Far from being a barrier to participating
in the cyber world, effective security is
a critical enabler for any organisation
seeking to realise the benefits of taking
activities online. Achieving this requires
two assets: an understanding of online
operating and business models; and an
ability to protect and support those
business models.

Today, more and more organisations in
all sectors are seizing the opportunities
created by the Internet. In PwC'’s view,
the only way to do this securely and
sustainably is by ensuring that cyber
awareness and responsiveness are
infused into every employee, every
decision and every interaction. It’s
time for CEOs to make this happen.

Who'’s at risk?

In June 2011, Nintendo joined fellow
online games company Sony and
US-based defence contractor Lockheed
Martin in confirming that it was among
the latest targets of cyber attacks. The
announcement came just days after the
UK’s chancellor, George Osborne, told
an international conference that British
government computers are now on the
receiving end of over 20,000 malicious
email attacks every month. The message
is clear: No organisation in any sector is
safe — and the threat is growing.

Nobody can say the world had not been
warned. In January 2011 the World
Economic Forum (WEF) named cyber
attacks as one of the top five threats
facing the world — alongside planetary
risks posed by demographics, scarcity of
resources, concerns over globalisation,
and weapons of mass destruction. Far
from suggesting that fears over cyber
threats may be over-hyped, the WEF
highlighted the danger that they were
actually being underestimated.

Unprecedented opportunities

The growing threat reflects the explosion
of online services in all sectors. Across
the world, more and more private and

6 PwC

public sector organisations are
capitalising on web, mobile and social
media platforms to improve their
performance and serve customers more
effectively. Online interactions bring a
blend of four key benefits: lower costs to
serve, higher speed to market, greater
customer loyalty, and — in the case of
the private sector — the potential for
higher revenue growth.

These benefits are causing the cyber
revolution to gain momentum at
breathtaking speed. For example, we
estimate 115 million Europeans will be
using mobile banking services by 2015.

The darker side

As the use of online services increases,
so do the scale and sophistication

of cyber attacks. Targets range from
countries’ critical national infrastructure
and the global financial system,

to less obvious targets such as

mining companies.

One of the most alarming attacks was
the Stuxnet computer virus that
emerged in mid-2010. This malicious
software (malware) program was
created with the aim of sabotaging Iran’s
nuclear programme, by increasing the
speed of uranium centrifuges to
breaking-point and simultaneously

shutting off safety monitoring systems.
Commercial cybercriminals are
mounting equally sophisticated attacks.
Such examples underline how
opportunities and risks in the cyber
world have risen to a new level.

Key barriers

Organisations need to overcome a
number of entrenched barriers if they
are to defend themselves effectively
against increasingly sophisticated
attacks. Four are especially prevalent:

* Aneed for new skills and insights:
To use a military analogy, the
migration to cyber is as disruptive
as moving from horses to tanks.

In today’s world, a fifteen

year-old hacker might have a better
understanding of security risks than
a seasoned leader. The people
engaged in securing cyberspace
need to keep raising their game
faster than the attackers.

* Integrating security into the
business: Cyber security used to be
pigeonholed as an IT issue, creating
a communications gap between
business managers and security
professionals. Awareness is now
growing that cyber security is not
only a technical issue, but a core
business imperative.



* Consistent, aligned and
connected responses at every
level of the organisation:
Traditional organisational
structures tend to be too slow
and rigid to enable the speed and
flexibility of response needed in the
cyber world. Faced with attackers
who move quickly and unpredictably,
organisations need to be able to
move information and decisions
up, down and across their structures
fast and flexibly.

How aware are your people of cyber risk?

Our research suggests that the challenges of creating and embedding a cyber-risk aware
culture, and of ensuring aligned responses at all levels, are increased by a relative lack of
awareness of cyber risks lower down the organisation. In our information security forum quick
poll, only 29% said people at all levels of their organisations were aware of cyber risks. Even
more worryingly, 14% of respondents said that nobody at any level was aware of these risks.

Don't know/Not applicable

All levels

* Creating a cyber-risk aware
culture: A cyber attack can
gain entry via any node on an
organisation’s network — including
a third-party supplier, customer
or business partner. This means
that everyone involved in the
organisation’s cyberlinked activities
shares direct responsibility for ,
security, and that awareness of 0 1 2 3 4 5 6 7
cyber risks needs to be an integral
part of every decision and action.
Yet we are in an era when many
younger employees access social
networks in the workplace,
and when organisational cultures
can change rapidly.

Senior management only

Not aware

Source: PwC Information Security Forum quick poll

William Beer is a director in Information and Cyber Security and a member
of the Governance, Risk and Compliance team at PwC.

www.pwe.co.uk/eng/services/digitaltransformation.html

Six steps to ‘cyber-ready’

1. Clarify roles and responsibilities from 4. Create a cyber incident response team

the top down

We believe that leadership by a CEO who truly
understands the risks and opportunities of the cyber
world will be a defining characteristic of those
organisations that realise the benefits and manage
the risks most effectively.

Reassess the security function’s fitness

The IT security function needs to focus on
upgrading or transforming the existing capabilities
to deal with cyber risks. This means building on
the existing base to ensure that the organisation’s
responses to its security needs fully encompass
cyber security.

3. Achieve 360° awareness of the situation

To align the security function and priorities as
closely as possible with the realities of the cyber
world, the organisation needs a clear understanding
of its current and emerging cyber environment.

This awareness is a prerequisite for well-informed
and prioritised decisions on cyber security actions
and processes.

The speed and unpredictability of cyber threats
mean that the incident response team may need to
be adapted and streamline to enable information,
intelligence and decisions to flow more quickly up,
down and across the business, from board level to
IT and business operations, and sometimes to and
from other organisations.

Nurture and share skills

Invest in cyber skills. Many companies are experiencing
difficulty recruiting people with the cyber security
skills they need. Yet most companies plan to create
more jobs in cyber security in the next few years.

Take an active and transparent stance
towards threats

The unpredictable and high-profile nature of
cyber threats tends to engender a defensive
mindset. But cyber-savvy organisations are
adopting a more active stance towards attackers,
pursuing them through legal means, and
communicating more publicly about their cyber
threats, incidents and responses.

World Watch Issue 3 -2011
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From compliance to

competitive edge

As corporate reporting enters a period of major innovation, taking a compliance-driven approach is
becoming a risky option, say Charles Bowman and Mark O’Sullivan. It’s time to take positive
action so that reporting gives you a competitive edge

Management teams today are constantly
having to re-evaluate their business
strategies in the light of significant
economic uncertainty and changing
market dynamics. Investors too

must keep a very sharp eye on their
investment strategies. Understanding
the issues and having a clear strategy

in place to respond to the changing
dynamics — whether they are caused by
financial crises, more global competition
or resource scarcity — is essential to
maintaining competitive edge.

No wonder, then, that the ability to
access the right information for decision
making is high on the agenda for all
those with an interest in business
performance — from management teams
and the board, to investors, policy
makers and regulators. Financial
reporting, while providing the backbone
of information, is backward-looking
and is no longer enough on its own.

The financial crisis has placed a
premium on a much broader set of
information, including on the business
model, risk management and good
corporate governance. But nobody
wants just more information; it has to
be relevant, insightful and reliable and
reflect the reality of a business today
as well as indicate its future prospects.
Stakeholders are demanding
information that will enable them to
understand the quality and sustainability
of company performance.

We need to ensure that we all work
together to achieve a meaningful and
long-lasting solution that puts us in
the best position to forecast and buffer
the effects of economic upheaval.

Consensus for change

For management, taking a narrow,
compliance-driven approach to external

8 PwC
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reporting — one that does not show a
response to the changing context for
business — is starting to look risky.
Stakeholders are looking for evidence
of management quality and credibility
in reporting, and asking: “What does
this reporting say about the company,
its management, governance, ambition
and prospects?”

Already fewer people are asking us:
“Why should I improve the information
I report?” And more are asking:

“How can I get the quality information
I need to run the business, compete
and communicate effectively with my
stakeholders? How much change is
needed? Where and when do I start?”

In the latest round of PwC research into
the narrative reporting practices of
FTSE 350 companies, we found positive
signs of improvement in some areas of
corporate reporting. For example, the
vast majority of companies now include
some information on principal risks,
discuss future market trends, and
explicitly identify key performance
indicators. But the quality of reporting
on business risks, strategy and business
models in particular shows that there

is still a long way to go before greater
disclosure turns into effective reporting.
See page 29 for the main results of

this survey.

Today, companies need to look beyond
compliance and be receptive to the
growing external pressures from
investors and other stakeholders. Help
is at hand in the form of a number of
initiatives to improve reporting. The
International Integrated Reporting
Committee (IIRC), for example, has
proposed a new reporting framework
and set up a pilot programme to explore
practical and innovative solutions,
without regulators necessarily dictating
specific ‘standards’ (see IIRC article,
page 29).

Competitive gains

Management teams that currently take a
‘compliance’ approach to their reporting
may be failing to spot the benefits
because they are not always tangible or
measurable. As innovative companies
and investors engage with the IIRC, and
other initiatives, we expect the benefits
that come from communicating relevant
information to the markets to become



clearer. The intangible benefits might
include: no issues raised by regulators;
increased confidence and trust across
all stakeholders; enhanced corporate
reputation (lower reputation risk); and
productive dialogue with stakeholders.
All of these can lead to better valuations
by investors and a lower cost of capital
or debt for companies.

But arguably, the most fundamental
benefits spring from the discipline
imposed on a company by shining a
light on its internal workings. Companies
are telling us that the real catalyst for
improvement is finding ways of
accessing better information to support
management decision making, board
review and employee awareness.

Certainly ‘integrated thinking’is a
central tenet of the IIRC’s discussion
paper on integrated reporting, and

uncovering opportunities to optimise
management processes appears to

be a key motivator for companies
participating in the IIRC pilot
programme. Coherent external
reporting will follow, but the first goal
is a better-managed company.

Our engagement with companies,
users and regulators highlights a
growing recognition that improving
the effectiveness of reporting cannot
be achieved through compliance and
clever presentation alone.

Where are you on the
reporting journey?

We believe there are compelling options
for every company looking for a way
forward with its reporting. The right
options will depend on where each
company has got to on its reporting

journey. Some management teams
might choose to get involved in
influencing the future, joining the
debate, experimenting and innovating.
Others will want to focus on new
requirements, getting inspiration from
leading companies and finding quick
wins to fill any significant gaps in their
reporting. In our view, there is no excuse
for inaction. Ideas for companies
considering positive action on reporting
are outlined in the chart below.

Charles Bowman is a PwC partner

in the UK on the assurance leadership
team. Mark O’Sullivan is a director

in the UK Corporate Reporting team
at PwC.

www.corporatereporting.com

How you can take your reporting forward

Differentiate
Think beyond current reporting. Go for competitive
edge with integrated reporting, eg:

* Report on your stewardship of all forms of capital — human,
social, natural etc as well as financial

* Think beyond the accounting definition of ‘control’, consider
risks and opportunities across your entire supply chain

 Pick up cutting-edge ideas from the companies signed up to
the IIRC pilot programme

 Take a longer-term perspective with your reporting
 Provide your content with a forward-looking orientation

* Combine financial, operational, governance and
environmental information in a concise and coherent way

Innovate
Challenge today’s reporting. Experiment with content,
structure and integration, eg:

 Explore what a Strategy Report might look like and how you
could pull the information together

* Understand investors’ bug bears and find innovative ways to
address them

 Challenge the content of your annual report and whether
itis ‘material’

 [nnovate with your annual report to create a clearer
narrative flow

 Experiment with structure and channels — place standing
data on-line?

Ideas for
action

Source: PwC: Corporate reporting: From compliance to competitive edge

Fix
Keep up with current practice and new requirements.
Focus on quick wins and fill any significant gaps, eg:

© Keep up with industry reporting trends and what other
companies in your peer group are doing

* Look for ways to avoid repetition and reduce length to
improve narrative flow

 Consider whether your risk descriptions can better reflect
your industry and specific circumstances

 Consolidate existing content to build a picture of your
business model — is any key information missing?

 Use clearer sign-posting and cross-referencing to
demonstrate links between key information

o Explain why your ‘key performance indicators’ are key

Be inspired
Learn from emerging and best reporting practices, eg:
 Use your strategy to underpin your reporting

* Demonstrate a clear link between your strategic priorities,
KPIs and remuneration

 Discuss the group’s risk profile and how it has changed

 Explain the drivers shaping the market in which you operate
and how they influence your strategic choices

e Embed business model and corporate responsibility into your
discussion of strategy and performance

* Provide more operational/non-financial KPIs to support your
discussion of key resources and relationships

 Check out the good practice examples on
www.corporatereporting.com
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Corporate Reporting Case Study
Puma’s reporting highlights
global business challenges

Puma’s ground-breaking approach to costing its use of all kinds of capital could be a catalyst for
radically different reporting by companies. Alan McGill shares his insights

PUMA Corporation’s trailblazing 2010
environmental profit and loss (EP&L)
account, published in November 2011,
has been hailed as a major step forward
for corporate reporting. But PUMA
promises that this is just the first stage in
a process that will see the business take
account of all its environmental, social
and economic impacts — including fair
wages, working conditions, job creation
and tax contributions.

This article takes a closer look at the
practical and strategic implications of
PUMA’s holistic approach, just as the
parent company, PPR, announces that
its luxury and sport & lifestyle brands —
including Gucci, Yves Saint Laurent,
Bottega Venetta and Stella McCartney
—will follow in PUMA’s footsteps to
implement a PPR Group EP&L by 2015.

Clothing and sports goods manufacturers
are among the most prominent
exponents of the outsourced production
model. And PUMA is no exception.

The company outsources most of its
production, and acknowledges that this
means “it is more difficult to control the
impact on issues such as sustainability”.
All the more remarkable, then, that
PUMA’s EP&L project sets out to give a
true picture of the cost of producing its
goods in terms of the natural resources
used and the environmental impacts of
its operations — from raw materials
through to the retail transaction.

The ‘hidden’ costs that Puma’s reporting
highlights are enough to make any
business pay attention. The PUMA

E P&L offers a real insight into the
environmental consequences of
commercial decisions and at the same
time highlights the potential commercial
consequences of natural resource
shortages. Puma’s first step will help
other companies consider how they

can apply similar analysis in their

own organisations.

Companies — big and small — are now
reliant on global supply chains, making
their environmental footprint much
larger than many realise. Assigning
economic values to the environmental
impact of a company’s operations
enables a business to tackle vital
questions, not just about environmental
impacts, but about business risk, cost
savings and finding new ways to become
more effective. Without measuring
them, the impacts cannot be managed,
or reduced.

The results

After publishing an economic valuation
of €94m of greenhouse gas (GHG)
emissions and water consumption in
May this year, PUMA has now finalised
its 2010 EP&L by adding costs of €51m
caused by land use change for the
production of raw materials, air
pollution and waste along its value
chain. PUMA worked with PwC and

Trucost to develop the methodologies
to first quantify its most significant
environmental impacts, and then apply
values to account for the associated
economic impacts.

The biggest contributors to the total
impact of €145m were GHG emissions
and water consumption. GHG emissions
estimates were based on the ‘social cost
of carbon’, which aims to value the costs
to society as a result of current and
future climate change. PUMA applied a
value of €66/tonne of CO,, which results
in a total GHG emissions value on the
EP&L of €47m for 2010.

The economic impact of water
consumption required different values
to allow for relative scarcity in different
locations. The EP&L used a Total
Economic Value framework, taking into
account factors such as how water is
replenished relative to withdrawal,

to arrive at an average water value of
€0.81 per cubic meter. By this measure,
water consumption was also valued at
€47 million in 2010.

Impact on business models

PUMA has positioned its EP&L exercise
in the context of a longer-term
imperative for global businesses to
introduce more sustainable business
models. For example, PUMA’s direct
operations in 2010 accounted for just
€8m of the €145m environmental

PUMA'’s three-stage process for full environmental, social and economic reporting

1. Environmental P&L — covering GHG emissions, water use, the impacts of changes in land use on ecosystems and
biodiversity, local air pollution and waste.

2. Social P&L - to include social impacts such as fair wages; freedom of association, health; security and stability;
empowerment; community cohesion; human capital; and gender equality. PUMA will collaborate with other corporate
and civil society stakeholders to address social issues.

3. Economic P&L - to focus on some of the beneficiaries of the economic impacts from PUMA’s operations. This could
include: job creation; wages; total tax contributions; indirect and induced employment; indirect and induced output;
productivity and efficiency gains; business creation and growth.
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impact costs. The remaining €137m
was incurred by its entire supply
chain, ranging from raw material
production through to processing
and manufacturing.

Jochen Zeitz, executive chairman of
PUMA and chief sustainability officer
of PPR, told us: “Our P&L has been
indispensible for us to realise the
immense value of nature’s services that
are currently being taken for granted
but without which companies could not
sustain themselves. At PPR HOME, we
view the PUMA EP&L as an essential
tool to help drive PPR’s sustainability
development across the group of
brands because analysing a company’s
environmental impact through an
EP&L, and understanding where
environmental measures are necessary,
will not only help conserve the benefits
of ecosystem services but also ensure
the longevity of our businesses.” The
company has shared its findings with
governments, industry players and
corporations in order to raise awareness
of environmental impacts and risks in
the global supply chain.

Fundamentally, Puma’s analysis is about
risk management for the environment,
and for business, because you cannot
separate the two. This gives PUMA a
unique and challenging insight into its
supply chain. It’s a game-changing
development for businesses to integrate
environmental issues into their current
business model like this, because it
provides a basis for embedding their

EP&L impact by category (%)

Other air pollution
Il Waste

Water use
B GHGs
¥ Land use

Source: Puma

reliance on ecosystem services into
business strategy. Tackling the impacts
will need concerted efforts by the
businesses in their supply chain as
PUMA shares a common, but
differentiated, responsibility with other
brands at the production facilities.

PUMA’s EP&L underlines the
corporation’s commitment to its stated
aim to “make sustainability an integral
part of the PUMA DNA that is deeply

EP&L impact by supplier (%)

PUMA operations - offices, shops, logistics etc
Il Tier 1 supplier - manufacturers

Tier 2 supplier — outsourced processors
(printers, embroiderers etc)

[ Tier 3 supplier — raw material processors
(leather tanning, oil refining etc)

[ Tier 4 supplier — raw material producers
(cattle ranching, cotton farming, oil drilling)

Source: Puma

embedded in our entire value chain”.
As it works towards completing its
environmental, social and economic
reporting model, it will be calling on

a wide range of corporate and social
stakeholders to collaborate with them
and communicate their use of different
kinds of capital.

Alan McGill is a partner in the
Sustainability and Climate Change
team at PwC.

PUMA’s EP&L Account

Water use GHGs Land use Air pollution Waste TOTAL

€ million € million € million € million € million € million % of total
33% 32% 26% 7% 2% 100%

TOTAL 47 47 37 11 3 145 100%
PUMA operations <1 7 <1 1 <1 8 6%
Tier 1 — manufacturers 1 9 <1 1 2 13 9%
Tier 2 — processors 4 7 <1 2 1 14 9%
Tier 3 — raw material processors 17 7 <1 3 <1 27 19%
Tier 4 — raw material producers 25 17 37 4 <1 83 57%
Geographic analysis
EMEA 4 8 1 1 <1 14 10%
Americas 2 10 20 3 <1 35 24%
Asia/Pacific 41 29 16 3 96 66%
Segmental analysis
Footwear 25 28 34 2 96 66%
Apparel 18 14 3 3 1 39 27%
Accessories 4 5 <1 1 <1 10 7%
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Financial Reporting Opinion

Put data first - it’s the
lifeblood of business

Integrating finance and risk reporting is an imperative for many organisations. Focusing on data and
not technology is the key to fast results that will pay off in the longer term, argue Paul Morton and
Symon Dawson

Smart management of liquidity and
capital is a vital element in the
identification and execution of today’s
banking strategies. Fallout from the
financial crisis has also heightened
regulatory scrutiny of liquidity and
capital adequacy, with further pressure
likely to come from the implementation
of Basel III.

Identifying and managing risks across
the enterprise, at the same time as
demonstrating transparency and
control to investors, regulators and
other key stakeholders, are core
management tasks. For banks, effective
decision-making demands faster,

more frequent and more consistent
information about risk exposures,

the capital needed to support them
and the resulting impact on present
and future profitability. It also requires
the ability to generate risk-adjusted
performance measures (eg, return

on risk-adjusted capital) at a granular
level, be this by customer, country,
asset or sector.

Success depends on comprehensive

and integrated risk and financial
information - but the reality for many
(financial and non-financial institutions
alike) is that current systems, processes
and data may be obscuring this joined-
up view. So, what are the barriers to
aligning risk and finance and what’s
the best way to overcome them?

Have you got the information
you need?

Within many organisations, risk and
finance are still worlds apart, making it
very difficult to generate integrated
information and insights. Why is this?
In our experience, there are a number
of contributing factors:




* Reporting data, processes and
systems for the risk and finance
functions have generally been
developed independently and have
struggled to keep pace with regulatory
pressures, including IFRS, Basel I
and Sarbanes-Oxley. There has been a
tendency towards short-term, tactical
solutions that has hampered attempts
to develop integrated systems.

* Underinvestment in back office
processes and systems and a focus
on delivering solutions at the lowest
cost and with minimum disruption.

* Short-term front office requirements
have set the agenda. The need to
quickly implement a new product
or bring on board a new client
has encouraged the tendency to
adopt tactical measures. A lack of
front-office accountability for
data quality and management has
reduced the pressure to address
systems problems.

* Even global organisations with
the scale to allow them to make
the most of the cost and efficiency
benefits of enterprise-wide
developments have struggled to
reconcile the divergent regulatory
and statutory requirements across
their businesses, and have been
forced to implement multiple
local solutions.

* Delivery of the required reports has
depended on manually intensive
workarounds that can be expensive
and prone to error.

The solution?

Many banks have trusted to technology
to help integrate risk and finance
reporting, often at great cost and with
mixed results. A more pragmatic and
cost-effective approach is to get the
data right first.

To tackle the urgent task of developing
arisk and finance data framework,
some organisations have overhauled
their reporting systems. Data
warehouses are being used to bring
together the required operational data.
While this approach can enhance data
mining and analytical capabilities,

it can often fall down through poor
data capture. The old adage holds true:
‘rubbish in, rubbish out’.

Others have compounded the problem
by building adjustments into their
group-level reporting processes to help

Foundations for effective data

governance

Data dictionary

Data model

Data improvement initiatives

Source: PwC

iron out some of the deficiencies in the
source data. While this can often be a
short-term necessity, the adjustments
tend to multiply in the face of mounting
regulatory or business demands.

The transparent connection with the
underlying data is often lost, which
exacerbates the problem and creates

a vicious circle of data issues.

Without improvements in the quality
and completeness of data captured at
source, changing the processes and
systems will have little impact. Risk and
finance cannot resolve the difficulties
on their own. The entire organisation
must recognise that good data and

the decisions that flow from it are
everyone’s responsibility.

Pragmatic approach

We think that putting data management
rather than technology at the centre of
the solution can really make a difference
- see the diagram above, which outlines
the core elements of this. The key is to
look at what internal and external
customers need (‘demand perspective’)
rather than what the business currently
produces (‘supply perspective’) to make
sure that investment in new architecture
is driven by a strategically aligned
business outcome. For example,
prioritising improvements in the quality
and availability of risk modelling data
used for Basel II, can derive significant
capital reduction benefits for a relatively
limited investment.

It makes sense to focus initially on the
elements of data directly controlled by
risk and finance — such as counterparty
hierarchies, financial charts of accounts
and legal entity and management
structures, as well as transactional data
from the front office. Next in line are all
the other data elements owned by areas
outside of these functions, but used by
them to complete their reporting
outputs. Examples include product
classifications and customer hierarchies,
instrument and market data, and other
sales and marketing attributes. These
are important when establishing robust
risk-adjusted performance and economic
capital metrics, which require capital,
revenue and cost allocations across
relevant business dimensions.

Data policy

The data policy sets out the specific
data elements required by risk and
finance to meet their modelling and
reporting requirements. It then defines
clear ownership and the requirements
for the quality, consistency and supply of
each data set. This has clear advantages
over the alternative approach that
focuses on the business outputs (e,
reports produced), before identifying
the detailed data elements required to
produce them.

Continued overleaf >
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Data governance

Governance procedures to support

the data policy include assigning data
‘owners’ — both the end user within risk
and finance and the originator of the
data at source. Ownership by end

users ensures the reporting outputs

are responsive to current and evolving
needs. It also means the producers of
data — typically the front office — can be
encouraged to address poor quality
data capture, for example through the
introduction of data quality chargeback
mechanisms or penalties. This helps the
front office see the benefits to them
personally and the wider business of
adopting a different approach to data.

Data dictionary

Identifying the data elements will allow
you to put together a data dictionary,
which sets out your data standards. This
starts with the business demand for each
element and what is needed to meet it,
then maps the required data back to its
sources and sets out how it is used,
derived, controlled and verified. It not
only defines data’s meaning, but also its
relationship to other data, origin, use
and format. The mapping process will
help to streamline supply by identifying
and ironing out any logjams, duplication
or inconsistencies. This information will
then feed into any data remediation
process required over the short term.

Data model

The completion of a data policy and data
dictionary triggers the development of a
logical data model for risk and finance,
which establishes how the data is to be
structured and how each data element is
related to another. This data model then
provides the foundation for all process
and system change.

Data improvement initiatives

In parallel to establishing good data
governance and design approaches,

it’s important to start fixing data and
resolving any issues as soon as possible.
It’s important to make sure these fixes
are aligned and controlled through
appropriate business governance.

Benefits of ‘data-first’

The key benefits of adopting this
pragmatic approach include:

* Faster results — putting data first,
enables companies to get most of
the business benefits quickly
without having to wait for a fully
integrated finance and risk
architecture to be developed.

¢ Improved return on investment
in technology — by ensuring that
any future technology investment
is closely aligned with business
requirements and is using ‘good’
data, it is more likely to deliver
the expected benefits.

* Increased agility — by being able
to demonstrate to stakeholders that
data quality and the timeliness of
processes are improving, they will
have greater confidence in the
organisation’s ability to meet
tightening reporting deadlines.

Greater insight — by focusing

on data quality, fewer manual
adjustments will be needed, which
makes management information
faster and cheaper to produce,

as well as more accurate and
focused on business needs.

Data at the centre

Good data is the lifeblood of any
business and requires effective
management like all other assets.
Fixing the data first helps address

the key organisational issues at the
heart of today’s market demands for
increased transparency and accuracy
of reporting. It also gives a solid
basis to drive more benefits from any
future technology solutions, as well
as making them significantly cheaper
and less risky to implement.

Paul Morton and Syman Dawson are
both advisory partners at PwC.

“Without improvements in the quality
and completeness of data captured
at source, changing the processes
and systems will have little impact”
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“Good data is the lifeblood
of any business and requires
effective management like
all other assets”




Financial Reporting Opinion

A new direction for the IASB?

As the new chairman settles into his role at the International Accounting Standards Board, Peter Holgate
reviews what’s dominating the board’s agenda and how constituents can help steer its direction

It is now five months since Hans
Hoogervorst took over from Sir David
Tweedie as chairman of the
International Accounting Standards
Board (IASB). The early signs are that
Mr Hoogervorst has made an active
start and a good impression. He is on
the conference circuit and meeting
many people. Indications are that he
sees that the relationship with the

US Financial Accounting Standards
Board (FASB) is important, as it is a
major national standard setter, but not
so important as in recent years, which
have been dominated by the desire for
convergence with US GAAP.

One of the first papers to appear since
Mr Hoogervorst took over as chairman
is the IASB’s Agenda Consultation

2011 - an invitation to comment on
what the IASB should be doing in the
next phase of its life. Rather than merely
list the technical projects and ask:
“Which ones, and in what order?”,

this consultation paper, rightly, asks
the more fundamental questions about
the broad strategic direction. So for
example, it asks:

* What should be the role, priority
and importance of the conceptual
framework?

* To what extent should working with
the FASB dominate the agenda?

* How should the IASB respond to
the challenges of IFRS being
implemented in Asia, Canada and
Latin America?

At the more detailed level, there are
questions to consider about the role

of post-implementation reviews and
improvements/interpretations of
standards. Also, what is the future for
the IFRS for SMEs that was published
in 2009? Comments on this paper were
requested by 30 November 2011.

The conceptual questions seem
particularly important at this time. In
part, this involves finishing off the IASB’s
conceptual framework, a project that has
been in progress for many years already.

But it will be important for the IASB, in
carrying out this work, to address the
following important issues:

¢ Understanding what ‘performance’
is. What is the meaning of ‘earnings’?
What are the criteria for deciding
what goes into earnings and what
goes in other comprehensive income
(OCI)? Should items be re-classified
(re-cycled) from OCI into earnings
and, if so, when?

* Identifying principles for
presentation and disclosure. The
IASB has a habit of adding more and
more disclosures with each new
standard. The forthcoming standards
on leasing, revenue and financial
instruments are likely to follow
the same trend. (See disclosure
reductions article, page 40)

One thing that is clear from the
agenda consultation is that the IASB
sees the need to finish and publish the
four major standards that Sir David
had hoped to finish by June 2011,
namely: leasing, revenue, insurance
and financial instruments. The need
to finish these seems uncontroversial,
although the same cannot be said

for the proposals themselves.
Finishing these will take up the whole
of the first year of the new agenda.
We comment on leasing, revenue and
financial instruments on page 40.

Peter Holgate is senior technical
partner at PwC in the UK.

www.ifrs.org
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Assurance Opinion

Audit reform - can it help
us grow out of the crisis?

Ian Dilks and Graham Gilmour survey the current regulatory landscape for audit, and ask whether
the regulatory measures currently under consideration will help restore market confidence and

contribute to economic growth

Audit has been much in the spotlight
in the last few months, and this is
expected to intensify since the
European Commission (EC) issued
its proposals on audit at the end

of November.

While accounting and audit were not
responsible for the financial crisis that
began with the freezing of the credit
markets in mid-2007, it is to be expected
that governments and regulators want
to review all aspects of the financial
architecture, to see if lessons can be
learned. We agree that it is opportune
to consider if changes can be made that
will enhance market confidence in the
quality of audited financial information.

As we explain further below, we support
many of the proposals. However,
arbitrary interventions in the audit
market such as firm rotation and
prohibitions on non-audit services would
have done nothing to prevent the credit
and banking crisis of 2007-08. And they
will do nothing now to aid economic
growth and recovery, whether in Europe
or elsewhere. A further consideration is

proportionality. If these audit proposals
are intended to be a response to a crisis
that primarily affected the banks, should
the consequences be felt by companies
and investors across all sectors of
economic activity?

Europes radical proposals

The commission’s proposals, like its
green paper of 2010, contain specific
measures to change the ways that audits
are done, how they are reported, how
firms are structured, and the market for

audit services for large listed companies.
There are many aspects that we support.

For example, we welcome:

* Enhancing the role of audit
committees and other governance-
related reforms

* Moves to promote greater audit
committee transparency in selection
of audit and non-audit services

* The idea of auditor ‘EU passports’,
which would improve the portability
of auditing qualifications within the
EU to increase mobility for suitably
qualified professionals

* Removing artificial barriers to entry
for smaller audit firms such as legal
covenants which require the use of
alarge audit firm

* Increased dialogue between the
financial regulators and auditors
which would simultaneously enhance
the value of audit while addressing
other concerns around independence
and market structure.

PwC supports evidence-based legislative
reforms that would enhance financial
reporting and audit quality and remove
any barriers, real or perceived, that
might prevent the operation of a truly
competitive audit market. At the same
time, we believe that the focus of the
debate should remain on audit quality and
building confidence in reported financial
information — avoiding any proposals
that could, in practice, have no benefit or
have the opposite effect. These include:

* Mandatory rotation of audit firms

* Prohibitions or significant further
restrictions on non-audit services

e Audit-only firms

“PwC supports all evidence-based legislative
reforms that would enhance financial reporting
and audit quality and remove any barriers,
real or perceived, that might prevent the
operation of a truly competitive audit market”

“We are also keen to debate and

explore how today’s assurance model
could be recalibrated to accommodate
changes in corporate reporting”
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This is not just our view. Most
respondents to last year’s green paper
found little benefit in these measures.
Based on our own analysis of the
responses to the paper, over 75% of
preparers and over 50% of investors
were opposed to such measures. (This is
supported by an excellent independent
research paper published by the Goethe
University in Frankfurt in November
which led the authors to conclude that
“the Commission therefore should at
least assess critically, in the light of the
rejection by a substantial majority of
stakeholders of the proposed changes,
whether a far-reaching extension of
regulation is really necessary”.)

The European Parliament (EP),

in its own-initiative report, issued in
September 2011, did not come out in
support of these measures either. It
concluded on mandatory rotation: “It is
not external rotation but rather regular
changes in internal auditors which
represents the best regulatory solution...
and that the existing partner rotation
arrangements provide the independence
necessary for audits to be effective.” In
addition, the EP’s report noted that a
more in-depth impact assessment was
needed before a final evaluation could
be made of the Commission’s proposals.

Despite a lack of support, these
measures still feature in the proposals
released in November. Although the
Commission is not required to embark
on a further public consultation, it
cannot promulgate these proposals
alone. The proposals will be subject to
consultation, from early 2012, with the
member states in the council and with
the EP, as it is these bodies that have the
legislative authority. There will be a
lengthy period of debate.

Early press reports on the likely content
of the proposals influenced a number

of business organisations (for example
Business Europe and the UK Hundred
Group of Finance Directors) to write to
the commission to voice their concerns
even before the proposals were formally
published. Business Europe’s letter
states: “We are concerned that a number
of complementary measures for the audit
market that are being discussed now
may have undesirable consequences,
such as an increase in the costs of audits
and a significant lowering of the overall
quality of audits.”

Some European Parliamentarians
were dismayed by the unauthorised

circulation of the draft proposals.
Klaus-Heiner Lehne, an influential
German MEP who chairs the EP’s
committee that has been leading the
consideration of the audit proposals,
was quoted as saying: “The commission
is free to propose what they like.
However, the EP has legislative power.
We do not support this kind of
revolution. Only a fraction of this
proposal will survive.”

Brussels is not the only place where
changes to audit are being contemplated.
As you will read on page 48, both the
IAASB and the US PCAOB have recently
launched consultations aimed at
enhancing the information value of the
auditor’s report. We welcome these
initiatives. We support change and have
identified genuine enhancements in
auditor reporting (page 18) that can be
made in the shorter term, while more
radical reforms will need to be framed
as part of a wider review of the
corporate reporting model.

US action

The US PCAOB has issued for comment
a concept release on auditor independence
and audit firm rotation. While PwC
does not support mandatory firm
rotation, because we believe it will not
result in improved audit quality, we are
talking to the relevant stakeholders
about other ways the profession can
achieve the objectives in the release.
We also recognise the important and
interdependent roles of others in the
financial reporting process, so we
believe it may be helpful to consider
how these roles can be enhanced as
well - for example, the role of audit
committees and how they report on
their activities on behalf of investors.

UK consultations

In the UK, the Financial Reporting
Council (FRC) has issued a series of
consultations aimed at learning the
lessons of the financial crisis and
proposing enhancements to corporate
reporting and auditing. These include
the FRC’s initiative on effective company
stewardship, and the recommendations
of the Sharman Panel of Inquiry on
going concern and liquidity risks
published in November (see page 45).
Both of these consultations propose
means by which the directors and audit
committees provide enhanced narrative
explanation in the annual report on
matters such as the company’s business
model, the sustainability of financing,
and solvency and liquidity risks. They

also propose changes to the auditor’s
association with the company’s
explanation of the major financial
reporting risks and judgements
disclosed in the annual report.

Enhanced communication
welcome

We welcome measures that enhance
the communication to investors and
other users about the company’s
business strategy, risks and its financial
position and performance. We also
encourage action that results in a more
coherent approach to the front and back
halves of the annual report. PwC has
been calling for such a review of the
corporate reporting model for many
years, predating the recent financial
crisis. We are also keen to debate and
explore how today’s assurance model
could be recalibrated to accommodate
changes in corporate reporting.

One lesson of the financial crisis has
been to reinforce the interconnectedness
not only of the global financial markets,
but also of all the players in the financial
reporting supply chain. Changes that
affect one part of the chain will have
knock-on effects on other parts. Some
of the audit proposals now being
assessed could have unintended
consequences for other stakeholders
such as preparers, those charged with
governance such as audit committees,
and investors. For example, listed
European companies could be put at a
competitive disadvantage if they are
restricted from choosing freely the
auditors and professional advisers

they believe will best serve their needs,
as compared to their peers in the
Americas and Asia.

Enhanced reporting by companies and
financial institutions (and indeed
improved transparency and reporting
by sovereign states in their national
accounts), coupled with enhancements
in the auditor’s role and reporting and
improved communication between
companies, auditors and regulators, could
together make a valuable contribution
to restoring market confidence. That is
where we and policymakers should be
directing our attention.

Ian Dilks is PwC’s global leader,
Public Policy and Regulatory Affairs.
Graham Gilmour is a director in the
UK firm’s Public Policy and
Regulatory Affairs team.
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Assurance Opinion

Can we increase the relevance
of auditor reporting?

Reporting by auditors is critical, but Richard Sexton and Diana Hiller argue that it can do more to
meet investors’ needs, improve transparency and build confidence in the capital markets system

The financial crisis proved the
significance of the role of auditors

but, at the same time, increased the
scrutiny and interest that comes with
it. Much of the attention has focused
on competition and independence, but
auditor reporting has been a lightning
rod for debate around reform.

As a profession, we have not done a
good job of explaining what an audit is,
so we can hardly complain if auditing
is not well understood. There is room
to improve the transparency of the
scope, processes and decision-making
in an audit.

What investors want

Investor surveys, including the PwC
investor survey, Audit today and
tomorrow?, consistently show that
investors value the audit and the audit
opinion. But they tell us that the current
auditor’s report is not meeting their
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needs as well as it could. They greatly
value the auditor’s opinion on the
financial statements, but they would like
more informative reporting — greater
insight into the entity’s financial
reporting and the audit, as well as
assurance on other information or
matters not within the scope of today’s
financial statement audit.

These perceptions are important. The
audit report is the visible interface
between auditors and users of company
reporting, so investors’ perceptions of
the audit report inevitably influence
their perceptions of audit quality and
relevance. Auditor reporting has
remained substantively unchanged for
decades. Change is now both inevitable
and an opportunity. We need to hold on
to what is working well, but be bold
enough to make it better — and, in so
doing, embrace the opportunity to
reassert the relevance of the audit to
investors and other users.

The International Accounting Standards
Board (IAASB), the US Public Company
Accounting Oversight Board (PCAOB)
and UK Financial Reporting Committee’s
(FRC) consultations (outlined on page
48) are framed within the context of
today’s corporate reporting model.
Genuine enhancements in auditor
reporting can be made in the shorter
term even with that constraint.

Auditor reporting could do more to
highlight the significant judgements
made by management when they
prepare the financial statements. This
would enable users to see the key risks
that the auditor addresses in the audit.

The most commonly voiced demand
by many users is for auditors to provide
greater insight into the significant
judgements management has made

in preparing the financial statements.
This is perhaps unsurprising when you
consider how reporting has evolved



over the past decade in response to
the greater complexity in business
models and transactions, sources of
risk, and uncertainty.

‘Shining a light’ on management’s
significant judgements could be
achieved by different means depending
on the environment and appetites in
different jurisdictions, for example:

* Emphasis of matter paragraphs to
signpost management’s disclosures

* Separate assurance on management’s
discussion of significant financial
judgements

¢ Enhanced audit committee
reporting and assurance
(as proposed by the UK FRC)

Markets need an evolved
reporting model

But of all of the information that companies
publish, the current audit focuses on
reporting at a single point in time on just
one element, albeit an important one —
the financial statements. The financial
crisis fundamentally shifted the way the
world views the capital market systems,
and at the same time, highlighted
significant shortcomings in the
corporate reporting model we use today.
To better meet the needs of our market-
based systems and society as a whole,
there is a compelling need to reform the
overall corporate reporting model.

As corporate reporting evolves, a more
comprehensive assurance model can
further enhance the relevance and value
of information for the capital markets.
This may potentially include opinions
that cover other aspects of the entity’s
reporting, such as reporting on: non-
GAAP financial information, risk,
internal controls, governance, social
and environmental impacts.

Viable options will need to be seen by
users as enhancing the value of the audit
to them - that is, providing substantial
information value that is seen to clearly
exceed the additional costs involved. At
the same time, these options must not
undermine audit quality or negatively
affect the reliability of information
reported by the company.

Impact on auditor/audit
committee relationships?

A perspective that will need to be
considered in weighing-up all of the
different options for enhancing auditor
reporting is the effect each could have on

Principles for changes to auditor reporting

1. Maintain or improve audit
quality and enhance the value
of audit to users

2. Increase the reliability of
information companies provide
in public reports

3. Maintain or enhance the
effectiveness of auditor
interactions with those charged
with governance (eg, audit
committees) and management

Source: PwC

4. Ensure auditor reporting is sufficiently
similar to enable comparisons of
the underlying information
between different companies

5. Provide greater insight on the
audit but avoid the auditor being
the original source of factual data
about the entity

6. Consider different approaches in
the short term to meet user needs
for additional reporting

the relationship between auditors and
audit committees. Effective two-way
dialogue is vital to auditors. Frank, open
and challenging relationships are also
something that both management and
non-executives value. Capturing that
exchange, as some investors want, in a
meaningful way in public reporting will
fall short of expectations. Further, any
proposed changes in auditor reporting
that are likely to reduce the quality of the
dialogue between the auditor and audit
committee would inevitably undermine
audit quality.

It is also vital that additional audit
reporting provides the much sought-
after insight in a meaningful way.
Reporting that could result in investors
and markets being given differing views
of the entity’s underlying economic
reality or state of affairs would be
counter-productive. Two auditors given
the same fact pattern should report in a
way that tells the same story.

More informative and valuable auditor
reporting is possible — improvements
can be made both in the short term and
longer term if we start to work now on
how audit and assurance can work to
build trust in company reporting and
our market system. We have outlined
the key principles that we believe
should be kept in mind as we make
improvements (see box).

It is important that these improvements
to audit reporting are seen in the context
of the multi-layered change agenda

that is needed to ensure the corporate
reporting system continues to meet the
needs of our market-based system and
society as a whole.

Richard Sexton is the deputy global
assurance leader responsible for
reputation and regulatory policy at
PwC. Diana Hillier is the partner
responsible for International Audit
and Assurance Standards at PwC.

“The Investor Advisory Group
believes that the current
auditor’s report is deficient as
a communication vehicle, and
that significant changes to the

format and scope of the
auditor’s report are needed to
remediate these deficiencies.”

PCAOB Investor Advisory Group
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Governance News

CORPORATE GOVERNANCE

Boilerplate reporting fails investors

and companies, says new report

Companies could considerably improve the value of their governance reporting if they focus more on
explaining the substance of board decisions and less on the form of the board and committee structure,
according to a new report produced by PwC, the Chartered Institute of Management Accountants

(CIMA) and Radley Yeldar (the Report Leadership group).

The study, Report leadership: Corporate
governance, finds that one of the last
places investors go to understand how
well a company is governed is its
governance statement, because it
currently fails to tell them what they
need to know. It is regarded by reporting
experts as a compliance document that
falls short of being able to help end-users
of accounts differentiate one company
from another.

The current hostile market conditions
have focused attention on how
company boards and management
explain their business models, the
way their businesses are run, their
key relationships, and how their
remuneration structures influence
corporate behaviour and risk-taking.

According to Report Leadership, a
box-ticking response to regulatory
obligations fails to create the trust
needed between investors and the
companies they support and will not
communicate the impact of good
corporate governance on the company’s
performance and prospects.

The study proposes a radical
restructuring of governance reporting.
It makes a clear distinction between
strategic messages on governance,

and compliance data. It also shows
how critical information on governance
can be integrated with discussion of
the market environment, the business
model, strategic priorities and risk,
instead of sitting in an unconnected
section of the report. The practical
solutions put forward show how
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companies can be proactive and put
some of the ideas that regulators are
already talking about into practice —

for the sake of improved communication
with their investors.

“Too much reporting today fulfils

the legal requirements, but does not
always enlighten the reader,” said
Mark O’Sullivan, corporate reporting
director at PwC. “With an integrated
approach to reporting, organisations
can turn governance documents into
real communication that easily engages
the reader with the information

that they need.”

Q

“At a time when government,
regulators and investors are shining

a light on whether boards are doing
their jobs, it is essential that companies
step up their engagement and we
believe that the latest Report
Leadership proposals will help
companies do just that. Corporate
governance needs to be brought to

life so that it is part of an effective
communication that provides a holistic
picture of the business, its strategy,
performance and prospects.”

WWWw.corporatereporting.com



CYBER THREATS

Information security at risk

Despite a growing understanding of the
risks posed by data loss, cyber crime and
threats to business continuity, executives
have been reluctant to release funding to
support the wider information security
function that includes people, processes
and technology. Instead, they continue
to regard security as an IT problem and
have limited their focus to investments
in security technologies.

Just a few years ago, respondents to
PwC’s annual Global state of information
security survey couldn’t answer the
most basic questions about the nature
of security-related breaches, yet 80%
of respondents to this year’s survey were
able to provide specific information
about security events, including their
frequency, type and source. And this
seems to be influencing where
companies are spending their money.

The 2011 Global state of information
security survey considered the views

of over 9,600 executives ranging

from the CEO to directors of IT and
security, on areas related to privacy
and information security safeguards
and their alignment with the business.
It found that although financial
hardship has had an impact on
information security spending, the vast
majority of executives in all industries
are confident about the effectiveness
of their practices in this area. In fact,
nearly half (43%) see their organisation
as a ‘front runner’ in information
security, meaning they consider they
have an effective strategy in place and
are proactive in executing the plan.

SINGAPORE

One of the most dangerous cyber threats
is an ‘advanced persistent threat’ (APT)
attack. This year, significant numbers
of respondents across industries agreed
that APT drives their organisation’s
security spending, yet only 16% said
their organisation’s security policies
address APT. And over half of
respondents say their organisation
doesn’t have core capabilities directly
or indirectly relevant to countering this
strategic threat — such as penetration
testing, identity management
technology or a centralised security
information management process.

The survey revealed a lack of consensus
among business leaders on what’s
holding back effective information
security. CEOs point to a lack of capital as
a major hurdle, followed by themselves
and the board. The CFOs rate the CEO
and the board above a lack of finance.

The chief information officers (CIO) and
chief information security officers (CISO)
report a lack of vision and an ineffective
security strategy.

“Leaders have traditionally focused
on the rewards stemming from
operating in the cyber environment
and not on the risks,” commented
William Beer, a director in the
information and cyber security
team at PwC. “Confidence in the
cyber environment can be misleading,
and many organisations have
delusions of safety. Operating
securely in the cyber environment
is among the most urgent issues
facing organisations today, and
the time has now come for them to
get involved.”

See page 6 and www.pwc.com/gx/
eng/information-security-survey

Regulators recommend governance reforms

Tighter rules on independent
directors and greater disclosure of
executive remuneration are on the
cards following an 18-month review
of the Code of Corporate Governance
for public companies in Singapore.

The Monetary Authority of Singapore
(MAS) is proposing that directors with
more than nine years’ service on the
board or who represent major

shareholders would no longer qualify
as independent. The proposals also
call for full disclosure of the
remuneration details of each named
director and of employees in their
immediate family earning over
$$50,000. Key changes to executive
responsibility require the board to
confirm that it received assurances
from the CEO and CFO concerning the
integrity of the company’s financial

records, financial statements and the
effectiveness of its risk management
and internal controls system.

The MAS Corporate Governance
Council is considering responses to
its recommendations following a

consultation period in June and July 2011.

WWW.Mmas.gov.sg
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DENMARK

Strategy tops chairmen’s agenda

Leading Danish company chairmen offer
good practice guidance on implementing
the Committee for Corporate Governance’s
2010 recommendations. The guidance
has a lot in common with good practice
in other territories.

Company strategy, risk management and
board effectiveness are top priorities for
Denmark’s leading chairmen, according to
Inspiration from the top — The chairman’s
agenda, a PwC report published in
September. The chairman’s role in
orchestrating board scrutiny of company
strategy, ranging from the validity of
strategic analysis to the capacity of
management to execute its plans, is a
key governance theme.

The report is based on extensive
conversations with some of Denmark’s
most successful and experienced
chairmen, representing companies

as diverse as specialist healthcare
multinational Novo Nordisk and global
beer brand Carlsberg. All key aspects of
Denmark’s 2010 corporate governance
recommendations are covered.

In discussing board composition and
effectiveness, the chairmen favour

the Danish two-tier structure —
recommended but not compulsory

in Danish company law — over the
Anglo-Saxon unitary model. Keeping
the board apart from executive
management helps clarify roles and
responsibilities, they believe, and
promotes greater accountability.
While most countries prefer to keep the
roles of chairman and chief executive
separate, the nature of the modern
board calls for active involvement and
regular dialogue with senior executive

el >~ 11

officers and places a premium on
effective communication.

The report also includes an up-to-date
survey of board and top management
remuneration, a model for improving
board effectiveness, and best practice
ideas for self-evaluation. Guidance is also
provided on how to effectively manage
the work of board committees, leverage
CSR and deal with ethical dilemmas.

The report is available in English at
www.pwe.dk/da/board-forum/assets/
chairmans_agenda.pdf

Spotlight on risk reporting

The Financial Reporting Council (FRC)
released in September its report on
Effective company stewardship: Next steps.
This is the FRC’s feedback on its previous
consultation document issued earlier in
the year in which it sought views from
companies, investors, auditors and other
interested parties. It represents a further
step forward in the FRC’s efforts to
improve the overall transparency of the
reporting process and the accountability
of those involved in the financial
reporting chain.

The FRC has said it will take action

to ensure company narrative reports
focus primarily on strategic and major
operational risks, rather than
indiscriminate lists of risk that all
companies face. At the same time, the
FRC is considering what changes may
be needed to the Turnbull Guidance and
the UK Corporate Governance Code, to
implement the recommendations. The
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outcome of the Sharman Inquiry on
going concern and liquidity risk will also
be taken into account (see page 45).

Proposals put forward in the report
include:

* Extending the audit committee’s
remit to include consideration of the
whole annual report to ensure that
the report, viewed as a whole, is fair
and balanced

* Amending auditing standards to
ensure that auditors always report
the outcome of their review of the
whole annual report, rather than, as
at present, only when they encounter
information that is inconsistent with
the financial statements

* Establishing a new Financial
Reporting Laboratory to remove
roadblocks to effective reporting
and promote innovation (see
page 45).

The FRC hopes that by putting an
emphasis on the reporting of risks
that could undermine the company’s
strategy or long-term viability,
investors will have the information
they need to help them decide how
to allocate capital.

Commenting on the proposals,
Pauline Wallace, head of public policy
and regulatory affairs at PwC in the
UK, said: “We support any measure
that will improve the quality and
transparency of the audit and of
corporate reporting. We welcome
many of the measures announced

by the FRC, including consideration
of a wider remit for audit committees
and a broader role for auditors reporting
the outcome of their review of the
whole annual report.”

www.frc.org.uk



EUROPEAN COMMISSION

Strong support for ‘comply or explain’ principle

Responses to the European
Commission’s green paper, The EU
corporate governance framework,
show strong support for the ‘comply
or explain’ principle and for a flexible
approach to corporate governance.

Consultation between April and July 2011
drew more than 400 responses from
companies, investors, professional advisers,
public authorities and representative
bodies. The paper’s 25 questions covered
three broad areas — the ‘comply or
explain’ principle, board effectiveness,
and shareholder engagement.

Analysis of the commission’s summary
of responses, published in November
2011, shows strong support for the
current practice of ‘comply or explain’,
which requires companies to state how
their corporate governance approach
measures up to national codes. While
many called for improvements in the
quality of information provided, most
saw no need for additional regulation
at EU level to supplement or strengthen
national rules and governance codes
in this or any other specific areas.

On board composition and effectiveness,
there was a 50-50 split on the question
of separating the functions and duties of

the chair and CEO. Around 75% are
against the idea of an EU measure to
limit the number of mandates held by
non-executive directors, with most
preferring to deal with the matter at
local or company level. There was strong
support for mandatory disclosure of
remuneration policies, an annual
remuneration report and details of key
executive and non-executive directors.
While most want companies to disclose
their policy on board diversity, a majority
are against the idea of requiring boards
to ensure a gender balance.

Questions addressing shareholder
engagement focused on ways of
improving communication and active
long-term participation. Most were
in favour of a European mechanism
to help companies identify their
shareholders and promote dialogue
on corporate governance issues.

Use of the internet to establish investor
forums and facilitate cross-border
voting to help improve shareholder
cooperation was a popular response.
However, there were calls for greater
clarity on the rules for ‘acting in
concert’. Most respondents believe
that minority shareholders’ rights

are well enough protected under the
current arrangements.

There was little support for the idea
that EU corporate governance regimes
should take into account the size of
listed companies, and strong opposition
to the idea that EU regulation should be
applied to unlisted companies.

“Any system of corporate governance
needs to be calibrated to the nature,
scale and complexity of the
organisation. We believe that the
necessary flexibility is most
appropriately built into corporate
governance arrangements through
a ‘comply or explain’ regime in
relation to the best practice codes
designed and applicable at a
member state level,” said Ian Dilks,
PwC global leader of Public and
Regulatory Affairs. “However, we
do not believe that there is a need
for additional legislation or
regulation at EU level in the area
of corporate governance generally,
but rather a focus on promoting
and encouraging good practice,
including in large private
companies that do not fall within
the remit of national codes, to
follow the spirit of the codes in
their disclosure.”

www.europa.eu

CANADA

New executive compensation disclosure rules in force

The Canadian Securities Administrators
(CSA) has introduced new disclosure
rules on executive compensation for
public companies. The tougher
requirements are designed to provide
investors with better information on
key risks, governance matters and
compensation practices.

A key requirement is for companies to
disclose whether their board of directors
adequately considered the risks
associated with their compensation
policies and practices. Companies must
also provide more information on the
qualifications of the compensation
committee, and fees paid to external
compensation consultants. The changes
include tighter grounds for exemption
from disclosure of executive performance

goals. Amendments to Form 51-102F6
Statement of executive compensation came
into force for companies with year-ends
on or after 31 October 2011.

“Greater transparency on the
compensation policies of public
companies will allow investors to make

E IIWE =i ELE

better informed voting and investment
decisions, and will help them determine
whether management’s incentives are
aligned with their interests,” said Bill
Rice, chairman of the CSA.

www.securities-administrators.ca
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SOUTH AFRICA

New Companies Act focuses on transparency
and good governance

A new Companies Act has come into
force in South Africa to encourage
greater transparency and high
standards of corporate governance.
The new law puts the behaviour of
preparers of financial statements,
auditors, directors and board
committees in the spotlight.

New committees

Certain companies are required by the
act to have an audit committee elected
by shareholders at the annual general
meeting. It also requires certain
companies to appoint a social and ethics
committee to monitor the company’s
social and economic development, good
corporate citizenship, the environment,
health and public safety, consumer
relationships and labour and employment.

The act also has an impact on the audit
profession, since audits are no longer
required for some companies and
independence requirements are more
onerous than before.

Director pay and performance

Directors’ duties and liabilities have
been extended to ‘prescribed officers’
of a company — those who have general
executive control over a significant
portion of a company’s business.

Previous legislation required disclosure
of directors’ remuneration in aggregate,
but the new act requires each director’s
and prescribed officer’s remuneration to
be disclosed in the financial statements

of all companies required to have an audit.

In addition to the common law duties
of directors, standards of directors’
conduct have now been codified.

These standards, for example, require
directors to exercise their powers and
perform their role with the degree of
skill and diligence that may reasonably

be expected of a person in their position.

Directors may be held liable for any
loss, damages or costs sustained by the
company as a result of any breach

of their duty of skill and diligence.

The act permits non-board members to
be members of board committees, unless
otherwise legislated. Such members are
required to comply with the prescribed
standards of directors’ conduct and bear
the same liability as board members, but
are not allowed to vote on a matter to be
decided by the committee.

“Enhanced transparency and good
governance is further highlighted
by the requirement for the first
page of all financial statements to
display prominently the name and
professional designation, if any,
of the individual who prepared,
or supervised the preparation of,
the financial statements,” said
Brendan Deegan, national
assurance leader for PwC in South
Africa. “Although there have been
some initial teething difficulties,
the act is generally welcomed as a
positive step forward in cementing
South Africa and Africa as an
investment destination.”

RUSSIA

Closing the governance gap

The Russian government has
demonstrated a consistent
commitment to improving corporate
governance by proposing a number of
initiatives to make governing bodies
in state-controlled companies more
professional and accountable.

The move follows a decision in spring
2011 to replace senior state officials

on boards of directors with business
professionals. Russia’s president, Dmitry
Medvedev, approved guidelines requiring
the government to establish adequate
compensation and independent
performance evaluation criteria for its
representatives acting as directors on the
boards of state-controlled companies.

The guidelines also require mandatory
liability insurance to be in place for
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government representatives. The
long-discussed bill on clarifying the
liability of corporate governing bodies,
was recently approved on first reading
by the State Duma (the lower house of
Russia’s parliament), and introduces
further steps for improving governance.
The bill proposes amendments to
current legislation, including:

* (larifying the definition of
unreasonable and negligent
behaviour by members of boards
of directors and management boards
(as opposed to the more general
‘duty of care’ and ‘duty of loyalty’
principles used in countries with
advanced corporate governance
legislation) and their liability for
companies’ losses incurred as a
result of unreasonable and/or
negligent behaviour

* (Clarifying the board of directors’
and management board members’
liability by mandating that companies
have signed contracts in place setting
out their respective rights, obligations
and liability

» Establishing a legal basis for liability
insurance for members of boards of
directors and management boards

“If they are made law, these
initiatives could serve to improve
corporate governance in Russian
companies,” said Alexander Chmel,
Partner with PwC Russia. “They
would close the gap between
Russian practice and international
best practice by making domestic
governing bodies more professional
and accountable while also serving
to protect stakeholders’ rights.”



US

More board focus on

stakeholder concerns

Directors serving on the boards of
leading publicly-traded companies
are increasing their focus on
executive compensation, risk
management and succession
planning in response to concerns
expressed by shareholders,
regulators and other stakeholders.

The Annual corporate director survey
was conducted by PwC in the US.
Responses from over 800 corporate
directors — 67% of whom held positions
on the boards of companies with more
than $1bn in annual revenue — indicate a
clear recognition of the challenges they
face in meeting increased investor
demands and regulatory pressure.

“Board members are serious about
embracing change and are focused on
identifying areas of risk and opportunity,”
said Don Keller, partner in PwC’s Centre
for Board Governance. “Our survey
found that directors are willing to
address, and communicate about,

the concerns of key stakeholders.”

Executive compensation

Directors expressed concern about
shareholders’ views of executive
compensation levels, with 72% saying
they would reconsider executive
compensation, even though they
received support from a majority of
shareholders in the say-on-pay vote
required for the first time, for most
companies, in 2011.

To prepare for the say-on-pay vote and
to address investor concerns, two-thirds
of respondents indicated that they had
made changes to their approach from
prior years, with 45% using simpler
language in their Compensation
Discussion and Analysis (CD&A) and

31% adding an executive summary to
the CD&A.

Emphasis on risk

With constant changes in risk, whether
financial, environmental or IT security
risks, only 19% of directors rate their
board as effective at monitoring plans to
reduce corporate risk. They recognise
the competitive advantages to be gained
through the use of emerging
technologies and at the same time note
the dangers posed by increasingly
sophisticated cyber attackers.

Recognising the complexity of securing
company and customer data, nearly half

of directors surveyed (46%) believe their
board’s ability to oversee strategic use of

IT is less than effective, and 38% want
to spend more time on IT.

Succession, diversity and gadgets

Succession planning, board diversity
and the use of gadgets were revealed as
hot topics on the minds of directors.

Directors would like the board to spend
more time thinking about the future
leadership of the company, with 59%
saying they would like to spend more
time and focus on succession planning.

The increased focus on diversity,
driven by globalisation and an increase
in purchasing power of women and
minorities, has many boards assessing
their composition. The directors
polled indicated that racial and gender
diversity are the most difficult to
address. Nearly two-thirds (65%)
found it difficult to increase racial
diversity on the board, and 55% found
it difficult to add gender diversity.

The use of mobile computing devices in

the boardroom is gaining attention, with '

a large majority having, or wishing they
had, started using tablets or smart
phones to receive board papers. Notably,

it was those directors who had served on

the board for more than five years who
weren’t in favour of board gadgets.

www.pwe.com/us/directorssurvey

. BOARD PRACTICE

What works
best?

Two new publications on board
practices from PwC in the US provide
insight from directors and governance
leaders around the world on how
companies’ boards are dealing with
demands for improved governance.

The need for information on leading
governance practices is high as new
demands are placed on companies
and their boards by economic
uncertainty. Scrutiny of boards’
responsibilities by shareholders,
regulators, legislators, and others is
fostering the continued refinement
of leading governance practices.

The 4th edition of Audit committee
effectiveness — What works best
covers many areas of interest for
audit committees, including: financial
reporting and disclosures; risk
management and internal control;
culture and compliance; oversight
of management and internal audit;
relationship with external auditors;
errors and investigations; and
committee composition.

Board effectiveness — What works best,

is now in its second edition. It includes
chapters on strategy, corporate ethics,
monitoring company performance, and
communicating with stakeholders, as
well as other key boardroom issues.

The publications can be downloaded

from www.pwc.com/us/en/
corporate-governance.
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AUSTRALIA

Regulator calls for clarity on executive pay

The Australian Securities & Investments
Commission (ASIC) has called for better
disclosure on executive pay. Based on a
study of 60 annual reports for the 2010
financial year, the regulator identified
the need for improvement in four key
areas: the board’s policy on the nature
and amount of remuneration for key
executives; the terms and conditions

of incentive plans; why certain
performance conditions were chosen;

and clearer description of non-financial
performance conditions in short-term
incentive plans.

“We encourage company directors to
prepare this year’s reports with the
overriding objective in mind of
explaining the relationship that exists
between the company’s performance
and the remuneration of its executives,”
said Belinda Gibson, ASIC deputy chair.

The call comes alongside the introduction
of the so-called ‘two-strikes’ rule,
effective from July 2011, empowering
shareholders to vote off a board if a
remuneration report receives 25% or
more ‘no’ votes at two consecutive
annual meetings. Investor groups
including the Australian Shareholders
Association have welcomed the ASIC’s
move, and have criticised the length and
complexity of remuneration reports.

UK

Addressing board gender diversity

The UK Financial Reporting Council
(FRC) is strongly encouraging
companies to report voluntarily on
their boardroom diversity policy,
including gender, and any measurable
objectives they have set and progress
made in delivering their policy

and objectives.

The FRC’s stance, announced in October
2011, precedes formal amendments to
the UK Corporate Governance Code.

A summary of the policy and progress
made will need to be disclosed annually,
with the first disclosures due in the 2013
corporate governance statements.

The FRC believes that by taking action
ahead of the revised code coming into
force, companies can demonstrate that
the UK’s ‘comply or explain’ code-based
approach to corporate governance

can deliver a flexible and rapid response
more effectively than detailed legal
regulation. The FRC will also update
the code to include diversity of the
board, including gender, as one of the
factors to be considered when
evaluating board effectiveness.

Consultation with business and others
began in May 2011, with the FRC
requesting views on possible amendments
to the code. The consultation was

based on recommendations from a
government-sponsored independent
review undertaken by Lord Davies, to
explore ways of increasing the number
of women on the boards of listed
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companies. The vast majority of
respondents supported the amendments
proposed. The report, Women on boards,
proposed a business-led approach,

with ten practical recommendations.

The government has announced that it
will hold in reserve the possibility of
statutory quotas if the business-led
approach does not result in significant
change. The European Commission is
also taking a stand, warning that
regulation will be forthcoming if
companies fail to take credible self-

regulatory action by March 2012 to
redress the balance voluntarily (see
World Watch, Issue 2, 2011).

The new code provisions on diversity will
start to apply for financial years beginning
on or after 1 October 2012. This will
coincide with the timing of proposed
government regulations requiring
companies to disclose information about
the percentage of women at different
levels of the organisation.

www.frc.org.uk



TAIWAN

Regulator moves to rein in executive pay

A new rule issued by the Financial
Supervisory Commission (FSC),
requires Taiwan’s listed companies with
capital of at least NT$10bn to set up a
remuneration committee, and hold at
least one meeting of the newly-formed
committee before 31 December 2011.
The change is heralded by some as a
sign of positive change in Taiwan’s
corporate governance regime.

The new rules were prompted by calls
to limit excessive senior executive
pay in the wake of the financial crisis.
Lobbying by groups including the
Taiwan Corporate Governance
Association (TCGA) and Hong Kong-
based Asian Corporate Governance
Association (ACGA) are credited with
helping to bring about the new rules.

Under the new requirements, listed
companies had until 30 September 2011
to set up a remuneration committee to
carry out regular reviews and determine
the compensation of directors,
supervisors, and managers. Smaller

Dodd-Frank

listed companies have until the end of
the year to comply.

Each remuneration committee must
have a minimum of three members
appointed by the board. Committee
members should be experienced
professionals, and hold formal meetings
at least twice a year. In addition,
companies that appoint independent
directors to the board must have one

of those chairing the committee.

PwC Taiwan partner Alan Lin welcomed
the FSC’s moves as an opportunity for
companies to strengthen corporate
governance beyond the area of executive
compensation.

In March, the FSC extended existing
regulations to ensure that all listed
companies with paid-in capital of at
least NT$10bn appoint independent
directors. Previously, the requirement
applied only to financial institutions,
investment trusts, securities firms and
listed companies with paid in capital of
at least NT$50bn.

delayed by SEC

Proposed rules on several provisions
of the Dodd-Frank Act focused on
executive compensation are still to
be issued by the US Securities and
Exchange Commission (SEC).

The Dodd-Frank Wall Street Reform and
Consumer Protection Act (Dodd-Frank)
was enacted in July 2010 to address
weaknesses in corporate governance

and executive compensation disclosures.

(See World Watch, Issue 1, 2011.)

The Dodd-Frank Act called for
hundreds of new rules, with many of
these to be issued by the SEC. The
provisions below were expected to be
introduced in the April to July 2011
time frame. That timetable was
revised to between August and
December 2011. Releases are now
expected in the first half of 2012.
These will cover:

* Pay for performance - requires
companies to disclose in their proxy
statement a clear description of
elements of compensation and the
relationship between executive
compensation paid and the financial
performance of the company. This
information is expected to take into
account any change in the value of
the company’s stock and dividends
and any distributions.

* Employee and director hedging
—requires companies to disclose in
their proxy statements whether any
employee or director is permitted to
hedge or offset any decrease in the
market value of company stock that is
granted as part of compensation or
held directly or indirectly by the
employee or board member.

* Recovery of previously awarded
compensation — calls for publicly-

The move reflects long-standing
concerns over the power of directors
and board composition, which was
highlighted during a wave of leveraged
buyout transactions earlier this year.

Voting behaviour at shareholder
meetings, the prevalence of family
members on company boards and the
relative absence of institutional
investment in listed companies are
further areas of regulatory focus.

“The new compensation committee
mandate should be viewed as
an opportunity to strengthen the
link between the compensation
and the performance management
framework from the ground up,”
he said. “The compensation
committee’s work should therefore
go beyond questions of legality to
consider the overall compensation
strategy and rationality to achieve
‘internal equity’ and ‘external

29

competitiveness’.

compensation provisions

listed companies to implement and
disclose a policy to ‘claw back’
incentive-based compensation if the
company has to restate previously
issued financial statements. The
amount of the clawback is the excess
incentive compensation paid to
executives based on the erroneous
financial statements.

These provisions of Dodd-Frank will
require companies to make additional
disclosures or provide for recovery

of amounts awarded as executive
compensation. While companies
understand that additional disclosures
cost more, new rules in this area could
create more uniform disclosure on
executive compensation. This could
level the playing field to help investors
understand executive pay packages,
and compare them across companies.

World Watch Issue 3-2011 27

o
2
o
H
=
0
=]
A
o
[
Z
o
s
7]




Corporate Reporting News

INTERNATIONAL INTEGRATED REPORTING COMMITTEE

New framework for integrated
reporting proposed

Business and investment leaders have called for a new approach to corporate reporting in a landmark
discussion paper: Towards integrated reporting — Communicating value in the 21st century, published by
the International Integrated Reporting Committee (IIRC).

The paper sets out a rationale for
‘integrated reporting’, offering initial
proposals for the development of an
International Integrated Reporting
Framework and outlining the next steps
towards its creation and adoption. The
senior stakeholders involved - from the
corporate, investor, accounting, securities,
regulatory, and standard-setting
communities — believe it will provide
more comprehensive and meaningful
information about all aspects of an
organisation’s performance and position,
presented in a clearer, more concise and
user-friendly format.

The aim is for reporting to show the links
between an organisation’s financial
performance and the social, environmental
and economic context within which it
operates. It is also intended to provide a
meaningful assessment of the long-term
viability of an organisation, meeting the
information needs of investors and other
stakeholders and supporting the effective
allocation of capital in all its forms —
human, intellectual, natural and social,
as well as financial capital.

The proposed integrated reporting
framework recognises that for meaningful
reporting to occur, resource use and the
risks and opportunities associated with
business have to be considered across the
supply chain and cannot be restricted to
the accounting definition of control. This
creates significant challenges for how
companies report, but there are already
examples of companies breaking the
traditional reporting mould for
competitive advantage — see, for example,
the case study on page 10 on Puma’s
environmental P&L account.

28 PwC

"

Sir Michael Peat, chairman of the IIRC,
said: “All matters that are important in
assessing an organisation’s performance
and position, past and prospective, need
to be reported but not by making annual
reports ever longer and more complex

— they are too long already. The
information needs to be provided clearly
and concisely with the connections
between financial, environmental and
social impacts demonstrated and the
clutter removed. This is what Integrated
Reporting seeks to achieve.”

Ian Powell, UK chairman and senior
partner at PwC, added: “At a critical time
when companies are struggling with
economic uncertainty and a lack of
confidence in business prospects — and our
profession is under the microscope — it is

S | at

.ﬂl: :

|

important to recognise that the relevance
and value of reporting and audit need to
be viewed with an eye on the future needs
of the capital markets.”

The IIRC discussion proposals are
complementary to the report PwC
launched at the end of May 2011 —
Tomorrow’s corporate reporting — a critical
system at risk. This report highlighted

the behavioural and structural challenge
of changing the reporting system

and includes a “roadmap for change”

(see World Watch, Issue 2 2011, page 6).

The deadline for providing
feedback on the IIRC’s paper is
Wednesday 14 December.

www.theiirc.org



IIRC

More than 50 leading companies have
signed up to take part in the IIRC’s
integrated reporting pilot programme,
with more expected to join soon. Coca-
Cola, Microsoft, HSBC, Akzo Nobel, Volvo
and Aegon were among the international
participants at a kick-off meeting in
Rotterdam on 17-18 October, marking the
start of the two-year project to develop
an integrated reporting framework.

The companies represent a wide range
of sectors — including leading names
from automotive, IT, food, utilities,
pharmaceuticals, healthcare, retail,

oil & gas, professional services, banking
and financial services. Companies
across Europe are represented,
alongside participants from the US,
China, Canada, Australia, South Africa,
Japan and Brazil.

“The IIRC has experienced a magnificent
i regulation (required from next year under

i the UK Governance code), rather than
i making its relevance clear and linking it to
: the other company information provided.

response by companies from around
the world to participate in the pilot
programme. These companies are
now part of the creation of what the
integrated reporting (IR) framework
should be, and that is very exciting,”
said Paul Druckman, chief executive
officer at the IIRC. “Different companies
implement IR in different ways, and
these participating companies,
representing various sectors, will help
demonstrate how this can be done.”

The IIRC pilot programme will see the
companies exchange knowledge and
share experiences that will feed into
development of the IR framework,
which aims to address key corporate
reporting challenges.

www.theiirc.org

. UK FTSE 350

Pilot programme §Report urges companies
for integrated

reporting gets
started

. The report - From compliance to

© competitive edge —looks at how the 350

- largest UK listed companies communicate
- with their stakeholders. While companies
i are meeting the basic regulatory
requirements, analysis reveals that many
companies are leaving themselves open

© to questions about the quality and

- sustainability of their performance and

. future prospects. Less than half (45%)

- clearly explain the potential impact of key
- business risks or how they intend to buffer
- their effects. A mere 16% were found to

. base their reporting on their strategy

. throughout their accounts, and only

¢ 35% clearly align their key performance
indicators with strategic priorities.

: Reporting on company business models is
- afurther cause for concern. Two-thirds of
: companies do not clearly define their

: business models in their annual reports.

¢ These companies appear to be confused

- about the definition of a business model,

focusing on responding to emerging

to learn from innovative
corporate reporters

: Most company reports fail to paint

- the full picture of the key risks and

: opportunities facing the business, and

. the gap is growing between the best and
¢ least effective reporters, according to
PwC research.

But there are positive signs of
improvement in some areas of corporate
reporting, with clear evidence that
regulatory changes are having an
impact. The vast majority (97%) now
include some information on principal
risks, 84% discuss future market trends,
and 93% explicitly identify key
performance indicators. And the
proportion of companies offering a clear
explanation of business risks, while still
a minority, has more than doubled since
Pw(C’s 2010 survey.

The report encourages companies

to look for improvement beyond
regulatory compliance and take
inspiration from the more innovative
reporters, which appear to be moving
ahead of the pack. “We believe that
emerging practices from forward-
thinking companies have the potential
to transform corporate reporting,”
said Charles Bowman, partner on
PwC’s UK assurance leadership team.
“Management teams have a real
incentive to improve — they are
looking for ways to access better
information that supports their
decision making and gives them

a competitive edge. Coherent
external reporting follows from
effective management processes;

it cannot be achieved by regulatory
compliance alone.” See also page 8.

84% Discuss future market trends

94% Include strategic priorities

97% Report principal risks

74% Discuss manag_ing kgy
resources/relationships

93% Explicitly identify KPIs

78% Report non-GAAP measures

74% Give sustainability-related KPIs

92% Have narrative consistent with

segment notes

Research findings from PwC analysis of FTSE 350 companies’ reporting

25% Explain What the. future means
for strategic choices

16% Base reporting on strategy

45% (_)Iearly expla_in thg impact of
risks and their mitigation

339% Clegrly define their
business model

35% Align KPIs to strategy

27% Clearly explain underlying
revenue drivers

1 5% Link sustainability to strategy

7% Communicate across reporting

model by segment

World Watch Issue 3-2011 29

o)
o
=

S
o
=
<)
[
(¢
&

i
o
H
=
5

oQ

|
2
(o]
=
@




CARBON DISCLOSURE PROJECT

CDP finds link between sustainability
and financial performance

The Carbon Disclosure Project (CDP)
Global 500 report examines the carbon
reduction activities of the world’s largest
public companies. The 2011 report,
Accelerating low carbon growth,
produced by PwC, reveals a strong
correlation between higher financial
performance and good climate change
disclosure and performance.

Companies included in the 2011
Carbon Disclosure Leadership Index
and Carbon Performance Leadership
Index provided approximately double
the average total return of the Global
500 between January 2005, and May
2011. There is clearly a correlation
between strong business planning,
performance and reporting on

climate change and strong financial
performance. Inclusion in these indexes
seems to be indicative of businesses
that proactively manage their business
risks, are more environmentally
efficient, and are starting to decouple
the link between financial growth

and carbon emissions.

The research found a big jump in

the number of companies that are
integrating climate change into their
overall business strategy, at 68% in
2011 up from just 48% last year.

Executive reward and
responsibilities

The report found that 93% of companies
have a board member, or senior
executive who has responsibility for
climate change; 62% have board-level
responsibilities and financial incentives
for achieving climate-change objectives.

Alan McGill, PwC partner in

Sustainability and Climate Change, said:

“We're seeing the highest levels of board
oversight and engagement on climate
change strategy ever, with significant
increases in the levels of monetary
incentives linked to achieving targets.
Companies are linking action on climate
change to their employees’ work and
wallets, from the boardroom to the
office floor. It’s a shift we could not

have imagined 15 years ago.”

30 PwC

i

-

Commodity pricing and
supply chain

4 —

—

With the unprecedented moves in the
commodities market over the last year
and as climate change exacerbates
resource availability and pricing,
investors are expected to put more
pressure on companies to report clearly
on their exposures to medium and
longer-term risks associated with their
supply chain.

“Businesses and consumers cannot
be insulated from the impact of
climate change being felt in
countries far removed from the
factories and shop shelves,” said Mr
McGill. “Companies in the Carbon
Disclosure Leadership Index are
looking at their supply chains, and
their business models, and
considering how to grow their
businesses in an environment that
is going to become more resource
constrained.”

CDP criteria changes

Against tighter criteria in this year’s
report, only 37% met CDP’s verification
reporting criteria, a 23% drop on last
year. The tightening of criteria is a
very clear statement by CDP and its
stakeholders about the importance

of data quality in building trust in
carbon reporting.

;

“Setting higher standards on verification
builds the quality and reliability of the
information for consumers and investors,”
said Mr McGill.

Setting emissions targets

Companies are more engaged in
managing greenhouse gas (GHG)
emissions this year than before — 74%
disclosed that they have an emissions
reduction target (compared to 65% in
2010). Global 500 companies reported
reductions of over 4% in 2010 — if all
businesses showed a similar level of
ambition, the Intergovernmental Panel
on Climate Change’s targets for
emissions reduction could be reached.

“Industries are responding differently to
the climate change issue,” said Jonathan
Grant, PwC director in the Sustainability
and Climate Change team. “Energy and
power companies cite concerns about
extreme weather events and the potential
impacts on infrastructure. They reported
that fuel and energy taxes and regulations
may stimulate the demand for renewable
energy and biofuels.” He added that
retail and consumer goods companies
are typically focused on potential
climate impacts on their supply chain
and changing consumer behaviour.
Many highlight the transition towards a
growing market for sustainable, locally-
sourced, low-carbon products.

www.cdproject.net



DOW JONES SUSTAINABILITY INDEXES

Global sustainability ratings change
corporate behaviour

Around 10% of companies in the
Dow Jones Sustainability Indexes
(DJSI) were replaced by new
companies when the indexes were
updated recently. The indexes are
among the most-recognised global
sustainability ratings offered by
Dow Jones in collaboration with
Sustainable Asset Management
(SAM), a global investment
company focused exclusively on
sustainability investing.

The annual review is based on the Dow
Jones Global Total Stock Market Index
of investable stocks. The DJSI/SAM data
collection relies on a comprehensive
questionnaire that contains long-term
economic, environmental and social
criteria, publicly-available information
and media and stakeholder analysis.
Following a best-in-class approach,
only the best performing companies

in 57 industry sectors that fulfil key

sustainability criteria better than their
peers are included.

The DJSI has facilitated the unbiased
integration of sustainability assessment
into company valuations and investment
decisions. The best-in-class approach
has increased competition among
companies for inclusion in the

indexes. Some companies have even
directly linked the yearly listing to
executive bonuses.

Implications for businesses

When the indexes are published,
companies receive their numerical
score in each criteria, along with the
industry’s best, average and lowest
scores. This gives each company an
indication of its strengths and
weaknesses compared to its peers. The
assessment offers a strategic view of
sustainability and shows how to link
sustainability to business performance.

SAM has gradually increased its focus
on industry-specific criteria,
acknowledging that sector-specific
sustainability opportunities and risks
play a key role in companies’ long-term
success. Companies have to continually
advance long-term value creation,
improve impact measurement and align
sustainability considerations with
overall business operations and strategy
to be included in the index.

“The global reach and recognition
of the DJSI has helped move
sustainability up the corporate
agenda,” said PwC partner Thomas
Scheiwiller. “But inclusion in the
DJSI should not be a goal in itself.
The ultimate ambition should be
improving processes and operations
in a structured and sustainable
way — better ratings will naturally
result from these efforts.”

CORPORATE SUSTAINABILITY

New move promises ‘gold standard’ for sustainability

The Global Initiative for Sustainability
Ratings (GISR) sets out to develop a
generally-accepted performance-
ratings standard that will help capital
markets and consumers identify true
sustainability leaders.

Ceres and the Tellus Institute, the

two non-profit organisations who
pioneered the Global Reporting
Initiative (GRI), launched GISR in June
2011 to tackle perceived inconsistencies
and inefficiencies in the current
ratings system. While numerous
sustainability ratings providers

have helped develop awareness of
sustainability in the capital markets,
the absence of a commonly accepted
standard is holding back progress,
according to GISR. Conflicts of interest
between commercial ratings providers
and the companies they are rating,
together with ‘survey fatigue’ among
companies faced with multiple
information requests from a range of
rating agencies, means that some
companies are ‘cherry picking’ results

that show them in the best light and
avoiding less flattering findings.

“We need a new powerful instrument to
steer capital — financial, human, social
and natural — towards sustainability
leaders and away from the laggards,” said
Mindy Lubber, the Ceres president. “With
global sustainability crises from climate
change to water shortages, resource
pressures and population growth more
evident every day, it’s time to build a
ratings system that distinguishes
between those companies that clearly see
and act upon sustainability opportunities
and risks and those that don’t.”

GISR will take the same non-commercial,
independent path taken by the GRI.
Founding partners in GISR include
TIAA-CREF, a Fortune 100 financial
services provider, investment management
firm Calvert Group, and business and
financial news organisation Bloomberg.
They aim to bring together a broad
coalition of stakeholders that will
develop GISR as a non-profit framework

characterised by technical excellence,
transparency, dynamism and integrity.

The initiative has a two-phase workplan
for the coming year. First, it will
systematically evaluate the quality of
existing ratings programmes, examining
both process and content. Second, the
group will design a best-practice ratings
framework as a benchmark for use by
raters and ratings users. The two activities
will be conducted through an independent
and non-commercial process. Once the
new ratings framework is ready for the
market, its founders expect that GISR

will become a stand-alone, non-profit
organisation similar to GRI.

The ultimate goal is for the GISR
system to become embedded in the
listing requirements of stock markets,
in disclosure requirements of
securities regulation, in the contractual
relationships between asset owners
and managers, and in government
procurement programmes.
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SURVEY

Management commentary fails to impress

According to analysts and investors,
the Management Discussion and
Analysis (MD&A) does not meet their
expectations for the provision of
disclosure information. They rate
other forms of communication, such
as conference calls and one-on-one
meetings that allow for interactive
dialogue with management, more
highly for extracting the information
they need.

These views were expressed by more
than 400 analysts and investors
from around the world in a survey
undertaken in spring 2011 by the
Rotterdam School of Management,
Erasmus University (RSM) and PwC.

More consistency needed

Over half of those interviewed (59%)
would like to see regulators requiring
more mandatory content in the MD&A
and 57% would welcome a consistent
presentation format such as the
International Accounting Standards
Board’s (IASB) IFRS practice statement
management commentary.

“When it issued the new non-binding
rules, the IASB expected this would
encourage jurisdictions to adopt it
as their own,” commented Professor
Erik Roelofsen, RSM researcher and
PwC director. “To date we have
seen few countries that have taken
meaningful steps in this direction,
while analysts and investors would
clearly applaud it.”

A further majority (59%) would prefer
to see financial and non-financial
information sitting side by side in the
same report. In fact, approximately 40%
of respondents would like to see more
non-financial information in the MD&A.

In general, analysts and investors are
unimpressed with the information
provided about sustainability, productive
capacity and legal structure. Just a few
are satisfied by the information that is
provided on strategy, financing and risks.

Remarkably, 46% of respondents
presume the MD&A is audited, which
is rarely the case in practice.

The MD&A could also improve if more
information was quantified and

presented more clearly and consistently.
‘Tables speak louder than words’, is what
most appear to believe. Words like
‘significantly’ or ‘as expected’ meet with
the annoyance of analysts, according to
Professor Roelofsen.

“Many firms use long narrative
disclosures and continually change the
presentation formats of their MD&A,
making it difficult for users to find the
information they need,” added Professor
Roelofsen. “Analysts prefer a number in
a table and that table should preferably
look the same year-on-year.”

Preferred information sources

Written commentary is welcomed to
keep management accountable for
their targets and forecasts. As it is
simultaneously available to everyone, it
prevents any selective disclosure issues
that would prevent analysts or investors
from making informed decisions about
their transactions.

Overall, the conference call appears

to be the most popular source of
management commentary. One reason
analysts and investors favour this
medium is because it allows insight to
be gleaned from the Q&As rather than
information provided by management
up front. Equally, many prefer one-on-
one meetings with management for the
very reason that it allows them to ask
questions without sharing the answers
with others.

Analyst and investor views on how to improve the MD&A

Provide more quantitive information

Provide more year-on-year consistency in format
Provide a more balanced view

MD@&A that is genuinly written by management
Provide more non-financial information
Research information readers would like to recieve
Provide more information in tabular formats

Key messages and summarising statements
Have the MD&A audited

More commentary by lower-level management
Reduce the length of the MD&A

%

[l Percentage requesting each improvement

Source: PwC & RSM



AUSTRALIA

CPAs urge
action on
integrated
reporting

AL

CPA Australia has urged the government

to “actively pursue developments in
integrated reporting” as a matter of
national interest. The country’s largest

professional accounting body recommends

targeted funding for the Australian
Accounting Standards Board (AASB) to

support its work on integrated reporting,
i on sustainability issues in their

. annual reviews, but are failing to link
- this information to the business

. strategy and financial performance,

. according to a recent survey.

in line with the IIRC’s integrated
reporting framework initiative.

The call comes in a CPA Australia report
assessing the imperatives for governance
and corporate reporting in the years
following the global financial crisis.

The social responsibility of corporations —
Recent trends and future developments

in the promotion of responsible business
is an updated review of an influential
2006 report on corporate ethics by

the Corporations and Markets

Advisory Committee (CAMAQC),

an independent statutory body that
advises the government on corporate
law and financial markets matters.

CPA Australia argues that the global
financial crisis has accelerated the

need for government policy to actively
promote and support developments

in corporate reporting and responsible
business practices. The report
recommends government funding for a
number of focused initiatives, including

state of the environment (SoE) reporting,
i disclose ESG data in their annual
and the establishment of a sustainability : reviews, whereas 70% reported this
i data in a separate sustainability or

. corporate responsibility report.

i Of these, just over half disclosed

- associated performance targets.

a Global Reporting National Index,

commission to set sustainability targets
for Australia.

www.cpaaustralia.com.au

AUSTRALIA

Sustainability reporting
needs more connection

——

Companies are increasingly reporting

. The survey, How sustainable is your

¢ reporting, was undertaken by PwC

© Australia to investigate the quality and

. maturity of reporting by the top 30

© companies listed on the Australian Stock
- Exchange (ASX). This included looking

i at how well environmental, social and
governance (ESG) performance data is
integrated into corporate reports.

“Integrated reporting is starting to
emerge,” commented Kerryn Schrank,
senior manager at PwC in Australia.
“However, the extent to which the

- reported ESG data and information is

. seamlessly integrated, supports the

¢ overall business strategy and is linked to
. the financial performance, still leaves

: room for improvement.”

The survey found 20% of companies

f

.
St e
— f

“These results indicate that Australian
companies are making progress on the
journey to disclose ESG performance
data to their stakeholders,” added Ms
Schrank. “Setting targets assumes a clear
strategy on how the company wants to
perform. These should be aligned to the
strategic goals of the company, but this is
not always the case.”

Two thirds of companies disclosed their
material sustainability issues, but less
than 30% actually disclosed the process
undertaken to identify these issues,
including stakeholder engagement.
This makes it hard to evaluate whether
companies regularly engaged with

the stakeholders to understand their
sustainability concerns and expectations
and how this influences what is

being reported.

Almost two thirds of companies obtained
external assurance over all or some

of their disclosed ESG performance
data. This gives a strong indication of
companies’ maturity in having auditable
ESG performance data. Overall, the results
suggest Australian listed companies

are moving towards providing more
meaningful ESG performance data to
their stakeholders. However, they are
missing the opportunity to demonstrate
how this is translating into business value.
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GREENHOUSE GAS PROTOCOL

New carbon standards to help cut emissions

The Greenhouse Gas Protocol has
launched new carbon accounting and
reporting standards that focus on
emissions from both the supply chain
and product use. The standards and
tools are voluntary and are intended to
help measure and manage greenhouse
gas (GHG) emissions to help companies
cut emissions, waste and costs across
their business.

Released in October, the Corporate value
chain (Scope 3) and Product life cycle
standards were developed by the World
Resources Institute (WRI) and the
World Business Council for Sustainable
Development (WBCSD) as part of the
GHG Protocol Initiative.

The new standards focus on emissions
generated by a company’s extended
supply chain and product use
(collectively known as Scope 3). This
can represent the largest sources of
emissions and costs for many companies
—and the greatest opportunities for
reductions and savings. Examples of
extended supply chain activity include:
purchased goods and services, business
travel or waste generated in operations

or losses on transmission and
distribution of electricity and other
utilities. Downstream examples may
include transportation, distribution
and product use as well as downstream
leased assets and franchises.

Customers, organisations, government
agencies, and other stakeholders are
increasingly calling for data around
these emissions.

“We expect these standards to be
of particular interest to the
aerospace and defence, automotive,
industrial products, information
technology, retail and consumer,
and utility sectors,” said Malcolm
Preston, global sustainability
and Climate Change leader for
PwC, which provided significant
input to the development process.
“Value chain and product life-cycle
reporting will allow stakeholders
to better assess an organisation’s
emissions across their entire
value chain, which will help
optimise purchasing decisions
and product efficiency.”

The standards are designed to make carbon
emissions reporting more consistent,
relevant, accurate and complete. They
will help businesses that need to:

* Establish strategies for measuring
and reducing their emissions

* Develop and implement processes
and systems for reporting

* Collaborate with suppliers, customers
and other stakeholders and
businesses to manage emissions.

These new standards are already gaining
widespread traction. For example, the
Consumer Goods Forum, representing
over 400 retailers with a combined US$3
trillion dollars in sales, has recommended
them to members that choose to measure
and report Scope 3 greenhouse gas
emissions. The Sustainability Consortium
and the Global e-Sustainability Initiative,
a consortium of leading ICT companies,
are both using the standards as a basis
for their own guidance and tools.

www.pwc.com/en_GX/gx/
sustainability/carbon-accounting-in-
the-value-chain-new-standards-
represent-a-leap-forward.jhtml

IFAC & ISACA

Reaping the benefits of XBRL

4N = -

A new guide from the Professional
Accountants in Business (PAIB),

the International Federation of
Accountants (IFAC) and the Information
Systems Audit and Control Association
(ISACA) is helping organisations
understand how best to use XBRL

and the benefits that can be gained

from its use.

XBRL (eXtensible Business Reporting
Language) has been around for ten
years. Yet few organisations have gained
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the benefits beyond where it is mandated
by stock exchanges, securities regulators
and government agencies. This applies
particularly to large organisations that
remain to be convinced of the advantages
XBRL can bring to their corporate reporting.

The paper, Leveraging XBRL for value in
organisations, provides guidance on how
to leverage the value of XBRL through
effective implementation. It includes a
discussion of non-financial reporting,
noting the inherent ability of XBRL to
communicate a wide array of data,
supporting a range of key performance
indicators (KPIs).

The paper gives examples to illustrate
how XBRL can be used by both preparers
and users of business information. It
also considers strategies for addressing
its use within the organisation, including:

* Implications for governance — setting
strategies and managing change

* Risks, security and privacy concerns

* Implications for internal control
and assurance

Examples include how a large,
internationally-recognised business
has used XBRL to achieve better data
management, improved internal
processes, and enhanced business
data integrity across its sophisticated
organisational structure.

“Many organisations have yet to realise
the benefits of XBRL,” said Eric Cohen,
PwC’s XBRL global technical leader.
“This paper can serve as a starting point
to help companies consider and leverage
XBRULs value.”

www.ifac.org
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Fresh approach to

New research from the Global Reporting
Initiative (GRI) offers a fresh take on
environmental reporting. Approach for
reporting on ecosystem services —
Incorporating ecosystem services into an
organisation’s performance disclosure
proposes a new approach for developing
sustainability indicators to help
companies report the impacts they have
and their reliance on ecosystem services.

Many companies already measure and
report their impact on ecosystems —
defined as biological environments
including plants, animals, soil and water
- by reporting items such as the levels of
gas, chemical and waste emissions and
effluents. Ecosystem services (ES) is a term
used to capture the benefits derived from
ecosystems, such as food, pharmaceutical
products, timber, soil fertility, pollination,
and freshwater. Viewing ecosystems as
service providers will enable companies
to monitor dependencies as well as
impacts, says the report.

Potential reporting indicators for
ecosystem services emerging from the
research include:

* Nature and amount of natural
resources harvested, produced,
traded and/or consumed (eg, crops,
fish, timber, fibre) by the organisation
in relation to safe ecological limits

* Volume of water consumed related
to total water availability in areas
that the business operates in

* Economic cost to the organisation
of climate-related disasters such
as flooding

The GRI worked with the United
Nations Environment Programme
World Conservation Monitoring
Centre (UNEP-WCMC) and consultancy
CREM on the research. The publication
adds to international work addressing
how companies use ‘natural capital’ —
ecosystem goods and services — in
their operations. Related initiatives
include The Economics of Ecosystems
and Biodiversity study (TEEB), the
World Business Council for Sustainable
Development (WBCSD) Corporate
ecosystem valuation (CEV) guide

and The University of Cambridge
Natural capital leaders platform

report (issued in June 2011).

The GRI publication represents a

move towards incorporating
ecosystem services information into
sustainability reporting and ultimately
into ‘integrated reporting’, where it is
material to the business.

www.globalreporting.org

. MALAYSIA

Reporting on

. climate change
ecosystems reporting

i carbon intensity reduction of up to

© 40% by 2020 based on 2005 levels.

© Since then, various efforts have been
- made to achieve this goal, including

. the establishment of the National

. Climate Change Policy and launch

i of a Corporate Sustainability

. Programme by the local stock

. exchange, Bursa Malaysia.

It is almost two years since Malaysia
announced a voluntary and conditional

- PwC Malaysia recently conducted a

- study of several leading companies to

, | assess what the corporate sector has

- done so far to support Malaysia’s

. reduction commitments and make

¢ their own climate-change disclosures.

\ These findings were later compared

: against their counterparts in Indonesia,
© China, Thailand and Singapore.

. The analysis showed that 65% of

© the top 20 Malaysian companies in

. the sample reported on climate change

. —significantly higher than their

i counterparts in the other four countries.
: However, reporting quality can still be
improved. Most companies report on

- their policy and awareness initiatives,

. but there aren’t enough disclosures on

. actual emissions and targets.

* 80% of top Malaysian companies

report on total CO, emissions,
but only 20% set targets to measure
their performance.

* The focus on renewable energy is

low, with only 20% reporting their
usage or even researching the
possibilities of using renewable
energy in their operations.

© Ng Yin Ching, advisory services
associate director at PwC, said:

i “While Malaysia’s 40% target for carbon
 intensity reduction remains ambitious,

it is encouraging to see the private sector
© in Malaysia putting the climate change

- challenge onto their boardroom agenda

- and taking steps to address it.”

For more information,
: visit the website or contact
i yin.ching.ng@my.pwc.com

www.pwc.com/my/en/publications/
i pwcalert90-climate-change.jhtml
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CSR

New EU strategy
2011-2014 published

The European Commission’s new
strategy for corporate social
responsibility (CSR), issued on

25 October 2011, promises legislation
to promote an across-the-board
improvement in disclosure of social
and environmental performance.

Defining CSR as “the responsibility of
enterprises for their impacts on society”,
the commission recognises that a growing
number of European enterprises are now
providing social and environmental
information. But it notes that only 2,500
of the EU’s 42,000 large companies
currently publish CSR or sustainability
reports and promises to introduce
legislation under the Single Market Act
covering “the transparency of the social
and environmental information provided
by companies in all sectors”.

The commission warns that with
non-financial disclosure requirements in
some countries going beyond existing
EU legislation, compliance costs may be
an issue for companies operating in
more than one member state. The paper
highlights developments in
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internationally-accepted frameworks,
including the GRI, and the IIRC’s work
on integrated financial and non-
financial reporting as key goals.

Work is already under way on an
impact assessment of the commission’s
legislative options, which will include a
competitiveness proofing and SME test.

A policy to promote a common life-cycle « Suppliers are audited, including

based methodology for measurement,
benchmarking and disclosure of
environmental performance is also

in the works.

A workplan for developing and
be published by the end of 2011. In the

meantime, the commission has called
on business leaders in all sectors to

make public statements before mid 2012
i Aswell as disclosures being made public

- through annual reports submitted to the
¢ SEC, companies will need to disclose the
* information on the home page of their

. website via a link to their policies. This

. step will make companies increasingly

© transparent about their efforts to

- eradicate violations of human rights.

of their commitment to introducing
responsible business conduct among EU
enterprises. A major review of progress
is promised before mid 2014.

www.ec.europa.eu/enterprise/
newsroom/cf/itemlongdetail.
cfm?item_id=5511

' US

Call for clarity
on humanrights

Proposed federal legislation will
expose the extent to which

. companies are managing the risks
. of human rights violations among
. their supply chains.

. The proposed legislation, HR 2759,

- the Business Transparency on Trafficking
. and Slavery Act, will require companies
- to disclose in their annual reports to the
i Securities and Exchange Commission
(SEC) their efforts to identify and

- address the risks of forced labour,

- slavery, human trafficking and the

- worst forms of child labour.

. The bill was introduced on 1 August

© 2011 and is in the early stages of its

- legislative journey. If it passes into law
¢ it will apply to all companies with

. annual worldwide gross receipts of

© over US$100m that file annual reports
- to the SEC, whether publicly-traded

. or private.

: The Act would also require a company’s
- suppliers to certify that materials used

- in the manufacture of their products

i comply with the law, in the countries

- where they operate.

. Companies would be required to make
i disclosures stating the extent to which:

.+ Policies and internal accountability

standards are in place

e Product supply chains are verified

whether independent and
unannounced

i » Management and procurement

systems of suppliers are assessed

-« Employees are trained and suppliers’
implementing the EU’s CSR strategy will

recruitment practices comply with
company standards

* Remediation is provided to victims



SUSTAINABILITY REPORTING

frameworks

A new FEE guide to the most widely
used sustainability frameworks calls
for a common methodology for
selecting relevant environmental,
social and governance (ESG) indicators.

The Federation of European
Accountants (FEE) has issued an
analysis of the five most influential
sustainability reporting guidance
documents used by companies to
identify and use ESG indicators, key
performance indicators and reporting
principles. In the absence of a globally
recognised standard, the FEE identifies
a “need for a commonly agreed
methodology on how to use the various
guidance documents to meet
stakeholders’ needs”.

While the FEE guide does not present

such a methodology, it recommends four

equally important criteria for choosing
ESG indicators: relevance, materiality,
consistency and reliability. Taking this
approach will help reporters include all
relevant and material KPIs, whichever
framework is followed.

The frameworks summarised in the
report are:

* Accounting for Sustainability
(A4S) — The Prince’s Accounting
for Sustainability Project —
Connected reporting framework,
which has links with the
International Integrated Reporting
Committee’s proposed integrated
reporting framework

* Deutsche Vereinigung fiir
Finanzanalyse und Asset
Management (DVFA) — KPIs for ESG

* Global Reporting Initiative (GRI)
— Sustainability reporting guidelines

* European Academy of Business in
Society (EABIS) — Sustainable value

¢ United Nations Conference on
Trade and Development (UNCTAD)

indicators in annual reports.

www.fee.be/publications/default.
asp?library_ref=4&content_ref=1392

. SINGAPORE

Guide to sustainability Stockexchange

issues
sustainability
reporting
guidelines

. The Singapore Exchange (SGX)

. has introduced a voluntary guide

| to sustainability reporting for its

i listed companies, which is the first

. of its type from an Asian securities

. exchange. Aimed at newcomers

. to the practice, the guide outlines

. general principles to help companies
i draw up their approach to

. sustainability reporting.

Singapore’s revised corporate

i governance code identifies the

: consideration of sustainability issues,
- including environmental and social

. factors, as a key aspect of the board’s
strategic role. But most Singapore

i companies do not yet produce

. sustainability reports, with SGX

© citing cost concerns, scope and lack

- of information as possible causes.

. The guide aims to start listed
companies on their way.

| “The sustainability reporting guide

s the first step for listed companies

¢ who are new to sustainability reporting.
© Afew are already practising and

© reporting fully on sustainability
matters,” said Magnus Bocker, SGX

: CEO. “Among them are even some

i award-winners. With time, more SGX
companies will join the ranks of those

- with international acclaim.”

‘In keeping with Singapore’s

. international outlook, the guide

. encourages companies to consider
- adopting internationally accepted
. reporting frameworks, and the

- Global Reporting Initiative (GRI)

¢ Sustainability reporting guidelines
© in particular. While sustainability
. reporting remains voluntary in

— Guidance on corporate responsibility Singapore, SGX recognises that
growing local and global interest

i may lead to mandatory requirements
© in the future.
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GLOBAL REPORTING INITIATIVE

GRI is considering initial
comments on its G4 guidelines

The Global Reporting Initiative (GRI)
is considering the comments it has
received on its initial consultation

on the fourth generation of the GRI
sustainability guidelines. The feedback
will be an important part of the
development process and covers
fundamental issues, such as the reasons
for sustainability reporting, minimum
content of a GRI sustainability report
and reporting formats.

The GRI is one of the stakeholders
involved in the development of a
broader integrated reporting framework
with the International Integrated

Reporting Committee. G4 is intended
to be a useful building block for those
moving towards more integrated
reporting and aiming to give
stakeholders a more holistic view of
their performance.

The GRI has been running a series of
workshops and events to enable people
to provide feedback. A first draft of G4 is
being developed by a working group and
will be available for public comment in
2012. The final draft is expected to be
ready for approval by GRI’s governance
bodies in late 2012, before the planned
launch in 2013.

“G4 needs to reflect stakeholders’
needs,” said Nelmara Arbex, GRI
deputy chief executive. “This is why
GRI develops its guidelines through
a multi-stakeholder process. Public
comment periods are crucial parts
of this development, and workshops
are a great way to gather feedback.
We encourage people to sign up for
events and have their voices heard!”

For information on events and workshops
around the world, see the GRI website.

www.globalreporting.org

INTERNATIONAL ORGANISATION FOR STANDARDISATION

ISO and GRI sign cooperative agreement

The International Organisation for
Standardisation (ISO), the world’s
largest developer of voluntary
international standards, and the GRI
signed a Memorandum of Understanding
(MoU) to increase their cooperation on
5 September 2011. One of the objectives
of the GRI's G4 guidelines is to harmonise
with the other main sustainability

and reporting frameworks, including
ISO 26000, which gives guidance on
social responsibility.

The GRI was one of the 42 public
and private sector organisations
that participated with the
representatives of 99 ISO member
countries in its development.
Following the launch of the standard,
GRI published a document on how
to get the best out of ISO 26000 in
conjunction with its guidelines —
GRI and ISO 26000: How to use the
GRI guidelines in conjunction with
ISO 26000.

The MoU is intended to leverage the
activities of the two organisations
related to sustainable development

and reporting by business. The increased
collaboration will include sharing
information on ISO standards and GRI
programmes, teaming up with other
partners, participating in the development
of new and revised documents, and joint
promotion and communication.

www.iso.org

PPR GROUP

Counting the environmental impact

The cost of producing group luxury
sport and lifestyle brands is to be
reported in an environmental profit and
loss account (EP&L) by 2015, according
to the brands’ owner PPR Group.

Having taken the lead with its Puma
brand (see page 10), the initiative will
be implemented across brands such as
Gucci and Yves Saint Laurent to give
an across-the-board analysis of the
environmental impact and monetary
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valuation linked to production and sales
of all the group’s luxury spo