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Dedication

On 19 February 2004, whilst we were in the final stages of preparing this
Guidance, we learned of the sad death of Professor John Parkinson after a short
illness. John was Professor of Law at Bristol University and a member of the
Company Law Review Steering Group. He was also a member of our Working
Group. John had a formidable knowledge of company reporting in the context of
company law and a great personal interest in the issues posed by our Terms of
Reference. He made a major contribution to our work. He was a colleague for
whom we had the highest professional and personal regard and we miss him
greatly. This Guidance is dedicated to his memory.
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Foreword

In July 2003 the Government announced its intention of requiring certain
businesses to produce Operating and Financial Reviews (OFRs). This announcement
followed the work of the Company Law Review and the 2002 \White Paper
“Modernising Company Law”, which supported the OFR as a way of improving
the disclosure of information by companies. The draft Regulations that will give
effect to the Government'’s decision were published for consultation on 5 May
2004. Once implemented, these Regulations will require all UK quoted companies
to produce an OFR for financial years beginning on or after 1 January 2005.

We think the introduction of the mandatory OFR represents a major opportunity.
We believe a successful company is one whose directors look at long term as well
as short-term issues and who take all the factors affecting the company'’s
relationships appropriately into account. It follows that the introduction of the
mandatory OFR, by emphasising the need for directors to think and manage in this
broader context and to report accordingly, has the capacity to enhance corporate
performance and bring, as a consequence, substantial benefits to shareholders and
all other stakeholders. We also consider that, over time, because of its potential
contribution to increased competitiveness, the OFR is likely to become an
established feature of corporate reporting, including amongst businesses that may
not be required by law to produce one.

We were therefore very glad to be asked by the Government to develop some
broad principles and practical guidance in support of the OFR initiative. The draft
Regulations establish a framework for the OFR and specify what the objective of
the OFR must be, but it will be for directors to decide, within this framework, what
should be included in their OFR if it is to meet its objective. Our work focuses on
providing some practical help for directors as they go about making these decisions.

More detail about our work and how we have gone about it is at Annex A, which
also summarises the Government's policy approach to the OFR that has shaped
our task. But we should like to stress here how much we have benefited from the
contributions made by the very many organisations and individuals who have
helped us. In particular, we are most grateful to all those who responded to our
Consultation Document that we published last June. We were greatly encouraged
by both the scale of the response and the range of respondents. Annex B provides
further detail on this.

We should also stress that we were asked to develop broad principles and practical
guidance, not detailed prescription. Our Guidance does not have legal status, and
does not constitute reporting standards, although it has been developed in the light
of the requirements of the draft Regulations. (We will be producing an updated
version of the Guidance once the Regulations are finalised to reflect any changes
that may be made following consultation.) More detailed work on reporting
standards will be undertaken in due course by the Accounting Standards Board:
work that will, we hope, build on what we have done. In any event, however, we
do not think that detailed prescription is necessarily appropriate for all issues that
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The knowledge and experience of the board as a whole has to be such as to
ensure that sound judgements can be made about the OFR. This knowledge and
experience, however, can be equated to what is anyway needed to run the
company in the best interests of its members. (Example 1.3)

Example 1.3

The fact that the knowledge and experience required to make sound judgements
about the OFR are the same as the knowledge and experience needed to run the
company in the best interests of its members means that, potentially, the OFR should
reflect the strategic issues that are in any case on the board’s agenda. If the directors
find that additional issues not hitherto regarded as significant do in fact merit
inclusion in the OFR then they will want to examine why they have not featured on
the board’s agenda previously and ensure that they are subject to a greater degree
of review in the future. In this way preparation of the OFR can act as a catalyst for
improved strategic decision-taking.

The balance of skills and competencies available to the board, both from
amongst the directors themselves and from advisers and others, will also need to
be adequate in relation to all the issues that, potentially, may need to be covered in
the OFR. Because of the necessarily broad coverage of the OFR, some issues may
require access to additional skills and competencies in areas not previously
recognised as being needed. (Example 1.4)

Example 1.4

It has been stressed to us that this is a live issue for many boards. Assessing the
significance of some of the issues mentioned in the Regulations as possible
candidates for inclusion in the OFR, such as environmental matters or social and
community issues, may require access to additional skills and competencies: this is
well established in some companies but by no means in all. Appointing non-executive
directors from a range of backgrounds, including non-corporate backgrounds, or the
use of special independent Aadvisory Panels, for example for Social Responsibility, are
examples of strategies that businesses are using to address the issue.

iii. The scope of the information in the OFR

A balance between historic review and a focus on the future is key to the
OFR. To meet its objective, the OFR has to enable members to understand what
has driven past performance but also what are the main trends and factors in its
operating environment likely to affect future performance. Directors will have to
strike a balance between analysis of past and present performance and discussion
of trends and likely future performance. They will also need to determine what is
the appropriate time period, for their particular business and in the light of their
particular objectives and strategies, over which to look ahead. (Example 1.5)
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Example 1.5

It has been emphasised to us that different businesses may quite properly take very
different views about the appropriate time period for looking ahead in the OFR. For
example, a business built around large long term projects, whether in manufacturing
or construction, must do its strategic planning against a timeframe that
accommodates the full project lifecycle, which may be 20 years or more. A service
business with few physical assets, by contrast, and depending for its source of
competitive advantage on the supply of particular human skills, will plan over a period
consistent with its ability to recruit, train and develop its key resource, which may be
much shorter. The core competencies and the performance metrics relevant to an
assessment of the business, and the timeframe relevant to that assessment, will be
very different in the two cases.

Quantitative and qualitative information are likely both to feature in the OFR,
as will financial and non-financial information. The Regulations require certain
information on financial issues'® to be included, together with, where appropriate,
additional explanations of amounts included in the accounts. A further requirement
is to include appropriate performance indicators''. Directors, in meeting this latter
requirement, will want to include quantitative data wherever they can. The
requirement in the Regulations to provide a description of resources’?, however,
clearly raises matters of quality as well as quantity. In some instances, therefore,
qualitative information may not only be the best that can be done in the absence of
hard numbers, it may actually represent information that is crucial to an
assessment of the potential for achieving the business strategies. (Example 1.6)

Example 1.6

A good example provided to us was a company’s plans to embark on a new
business venture. A qualitative assessment of the depth, breadth and relevance of
top management’s experience in relation to the venture, and its plans for filling key
gaps in this experience, proved vital to an assessment of its chances of success.

More generally, it was stressed to us in consultation that the area of human capital
reporting provides many good examples of the need to balance quantitative and
qualitative information. This is brought out in the Kingsmill Report (“Accounting for
People”: Report of the Accounting for People Task Force) that was published after
our consultation period had ended. Whilst this report emphasised the need to
provide information that is susceptible to review and to use commonly-accepted
definitions wherever possible, it recognised that, in this key area affecting business
performance, the measures and descriptions used have to be appropriate to the
particular drivers relevant to each business.

Facts and events, probabilities, risks and opportunities may all qualify for
inclusion in the OFR. Indeed, the Regulations require a description of principal risks
and uncertainties facing the business to be included’®. To meet its objective,
therefore, the OFR may need to address an anticipated event and its



Practical Guidance for Directors

consequences as often as describing a past event or a matter of fact. Such matters
will need to be assessed in the context of the risks, opportunities and threats
facing the business, including an assessment of non-financial issues that can have
significant consequences for future performance and value. (Example 1.7)

Example 1.7

An example furnished to us of a policy issue external to the business but with
substantial implications for its strategy is that of the UK’s participation in the
European Single Currency. The business is one with the greater part of its revenue
derived from trade with Euroland. The directors’ views on the implications for the
business of the UK’s decision to defer participation for some years are of
considerable importance to those wishing to assess its strategies.

Another example from a different industry relates to future hazard. For a business
involved in mobile telephony, the directors’ views on possible health hazards arising
from masts or from use of handsets is again of considerable importance and would
merit inclusion in the OFR.

A particularly important issue related to risk is the reputation of the business.
This is inextricably linked to the licence to operate and is a critical value driver.
Reputation, and thus competitive advantage, may be won or lost through the ability
to deliver consistently against explicit or implicit promises made to investors and
other key stakeholders, including customers, suppliers and employees. Directors
may therefore wish to address in their OFR the link between their strategy and the
key attributes upon which the company’s reputation is built. (Example 1.8)

Example 1.8

For a component manufacturer, for example, the “promise” to the customer means
delivering zero defect products, on time and at the best market price. For a retailer or
branded goods manufacturer it may mean ensuring that the promise of trust and
quality inherent in the brand is delivered to the customer and that the attributes of the
brand are recognised by all stakeholders. By linking strategy to promises in this way
it becomes possible to structure a framework supported by appropriate metrics,

such as customer satisfaction and product and service performance. All of this is
information highly relevant to the OFR’s objective.

iv. Identifying the information for the OFR

The nature and size of items to be included in the OFR will be an important
judgement area for directors. \Whether or not a piece of information should be
included may depend upon its nature and size, but also the effect that the item
concerned may have in the light of the particular circumstances of the business. An
item of information that may not at first sight appear of great importance may take
on a greater significance if it is likely to affect the decisions of a significant group of
stakeholders that can affect the company’s performance. Equally, an item that, on
its own, looks to be of minor significance, perhaps an issue in one subsidiary in a
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group, may look very different when taken together with other information relating
to other subsidiaries in the same group. A good test to apply is whether the
information, were it to be omitted, mis-stated or inadequately described, would
change or influence an understanding of other matters reported upon and, thus,
potentially influence members’ assessments. (Example 1.9)

Example 1.9

An example quoted to us is that of the resignation of an individual board member of
a subsidiary company. This might not ordinarily warrant mention in the OFR but when
a number of directors resign from the same board in quick succession it is a different
matter and might well merit disclosure.

A further example relates to environmental performance. A company was fined a
nominal amount for significant pollution incidences. The immediate initial effect on the
company was virtually negligible and thus, potentially, might appear not to require
disclosure in the OFR. But the ongoing effect on the reputational value of the
company is significantly higher and, against this criterion, given the importance of
reputation to the company, would merit inclusion in the OFR.

The potential future significance of issues to the business is a key test in
deciding whether or not a particular issue should be included in the OFR. A specific
business risk may be well managed today, and its consequences today may
therefore be small, but it may nonetheless be of potential significance in the future.
Members' assessments may well be affected by an appreciation of the risk, of
management action to mitigate it, and the timescale within which it might become
significant. (Example 1.10)

Example 1.10

For example, safety and security are clearly matters of great significance to
customers of airlines and hence to the prospects of airline companies. Very
Substantial steps have been taken by airlines over many years to reduce their
exposure to such risks, rendering air travel today safer than many other forms of
travel. The risks, however, are constantly evolving (e.q. terrorist acts), as are the
measures taken to counter them, hence it is very likely that the OFR should include
the directors’ assessment of the significance of such matters today, but also in

the future.

Another example quoted to us is that of the potential impact of climate change.
Whilst climate change may not pose an immediate risk to many businesses today,
the longer term consequences may be highly significant in terms, for example, of the
cost of energy or of insurance cover of production facilities located in low-lying areas.
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Variability and volatility are also factors to take into account in deciding what
should be included in the OFR. The size of an item this year in comparison with
last year, and its likely size in the future, may shed light on whether it should be
included. Averages that conceal significant variations over time or across the
different parts of the business may not be a helpful guide. (Example 1.11)

Example 1.11

Two examples illustrate the point. An insurance company looking at claims
experience may wish to comment in its OFR on the impact of variability of claims
experience on profitability. A year when storms and flooding well outside the normal
range have been experienced may be of greater significance than is the overall effect
of global warming in the near term. And, in a professional service business, average
figures relating to staff turnover may mask significant and important variations
between different groups of staff. High turnover amongst senior and experienced fee-
earners has, potentially, a much greater effect on turnover and profit in the short term
than does comparable turnover amongst other grades of staff.

v. Reporting in the OFR

Measuring and describing the information to be included in the OFR is a key area
for directors’ judgements. Once the directors have decided to include an item,
precisely how it is reported upon may be subject to whatever standards are laid
down in due course by the Accounting Standards Board, and the Regulations
envisage that an OFR must either comply with any such standards or the directors
must give reasons for departing from them'. But, more generally, directors in
making their judgements as to what to include in their OFR should look both
internally and externally. They will want to have in mind the range of measures
appropriate to, and in many instances no doubt already used by, their particular
company in assessing its performance and prospects. The requirements of the
OFR in this regard should not diverge markedly from the needs that the board
anyway has in order effectively to oversee the management of the business,
although directors may want to review the performance measures currently in use
to ensure that, taken together, they are both appropriate and adequate as a basis
upon which members can assess the business. Additionally, directors should also
consider the approaches adopted by others in the same industry to see whether
any consistent approaches might be appropriate in their own case. (Example 1.12)
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Example 1.12

A good illustration of looking internally is, again, given from the area of human capital
reporting. The Regulations specifically mention the company’s employees as a topic
that directors will want to consider in the context of the OFR and it is difficult to
envisage a situation where the directors of any business that employs people would
take the view that this topic was irrelevant to an assessment of the company’s
potential to execute its business strategies successfully. But the detail of employment
policies and practices, and the associated metrics, will depend upon the nature of
the business. For example, a company in the business of delivering large, long term
technically complex projects will regard low staff turnover in key areas of the business
as extremely important. Customer handling skills, by contrast, may be essential to a
much more limited extent. But high volume, high throughput retailing may regard staff
turnover as of less significance and customer handling skills as the key core
competence for many of its staff.

Looking externally, there may be general acceptance as to the factors driving
competitiveness in particular sectors. The ABPI, for example, has identified a number
of factors of this kind in relation to the UK pharmaceutical industry; these include
features of the UK as an attractive environment for such businesses and research
practices and approaches to clinical trials. These are matters that might be expected
to be of strategic importance to all businesses in the sector and thus to merit
coverage in the OFR.

Consistency from year to year is also an important principle for directors to have
in mind. This does not mean that a matter once covered in the OFR should
thereafter always feature in subsequent OFRs, even if it ceases to be significant.

If an item is dropped, however, it will be helpful to provide an explanation. A matter
disclosed in one year as unresolved will merit mention in subsequent years until it
can be reported upon as concluded. (Example 1.13)

Example 1.13

For example, it has been stressed to us that in the run-up to the year 2000 many
companies commented in their OFRs on the extensive preparations that were under
way to ensure the continuity of their systems and processes but very few companies
commented after the event on the outcome of all these efforts.

A different type of example comes from possible tax changes that may come about
in a forthcoming budget. If, for example, further environmental taxation is anticipated,
and this is likely to have a significant effect on a particular business, a consideration
of the issue and its likely consequences would certainly merit inclusion in the OFR. If
in the event the change is not made, however, there would be no need to return to
the matter in the next year’'s OFR. The issue is important, but it is not open-ended
and its outcome is already a matter of public record.

Consistency with other reports and information is another important principle
for directors to have in mind. The Regulations require the OFR to include, where
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appropriate, references to and additional explanations of amounts included in the
company'’s accounts'®; additionally, other communications, such as preliminary
results announcements, CSR Reports and other presentations to shareholders may
be relevant.

vi.The approach to disclosure in the OFR

Balanced judgements will be needed to meet the objective of the OFR. This

is a balance that may be difficult to achieve in practice against a background of
increasing demand for information from different groups of users. The focus in
deciding what should go in the OFR, however, has to be on what the directors
consider is necessary for members to assess the company’s strategies, including
the negative as well as the positive. Information that is not necessary for this
purpose should not be included. Indeed, the inclusion of too much information in
the OFR may actually prejudice the achievement of its objective as it may obscure
judgements as to what are the key trends and factors affecting the business. This
approach need not, however, deter directors from providing, in parallel reports,
information over and above what is needed to meet the OFR objective, either for
the benefit of members or to inform other stakeholders about matters of concern
to them. Where this is done, directors should ‘signpost’ in their OFR these other
reports where users can obtain further detail if they so wish. (Example 1.14)

Example 1.14

Examples quoted to us relate to detailed environmental reports or sustainability
reports. An environmental report for an energy company, for example, is likely to
contain a level of detail that would not be appropriate for the OFR, although some of
the material included, in relation perhaps to pollution or the effect of climate change,
may well qualify for inclusion in the OFR because the issue in question is one of
particular significance to business strategy and performance.

Confidential information, and its treatment in the OFR, will naturally be a matter
of concern to directors. Quoted companies must, of course, disclose price-
sensitive information without delay and, although it may need to be repeated, for
completeness, in the OFR, it is unlikely that the OFR would ever be the vehicle for
first disclosure of such information. The principle should be that all relevant
information should be disclosed unless its disclosure is explicitly prohibited under
other legislation. (Example 1.15)
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Example 1.15

The circumstances where non-disclosure is permissible are, in practice, quite rare.
They are likely to be limited to highly specific circumstances: for example a business
undertaking defence or intelligence-related contracts for government that may be
bound by provisions of the Official Secrets Act.

The level of detail in disclosures is, however, also relevant. Take the example of a
business deriving a significant part of its income from a small number of customers.
It will very likely be appropriate for the directors to describe the nature and duration
of its contracts with such customers. It would not necessarily be appropriate,
however, for the OFR to identify precisely who the customers are, and in some
instances it would in any case contravene other legislation to do so. For example,
in the banking sector this would be a breach of the Banking Act.

Future possibilities, and the extent to which they should be disclosed and
discussed in the OFR, is another area where directors will have to exercise
judgement. Again, the objective of the OFR helps here. The OFR has to enable
members to assess the company’s strategies and the potential for those strategies
to succeed. This requires directors to consider not only the probability of some
future event occurring but also its significance — whether positive or negative — for
the business’s strategies if it does. Members need to know not only about
probable events with significant impacts but also less likely events if their impact
would be highly significant. Directors’ decisions as to whether or not to address a
future possibility in the OFR will thus need to be based on a consideration both of
the probability of its occurrence and of the significance of its likely impact if it does,
irrespective of whether the impact would be positive or negative. (Example I.16)

Example |.16

A discussion about the impact of proposed changes in legislation might be
appropriate if there is a realistic probability of its coming into force and the impact of
its doing so would be significant to the company. Examples mentioned to us include
the impact on the tobacco industry of a comprehensive ban on smoking in public
places, the effect of the introduction of the European Working Time Directive, and the
granting of operating licences in new or emerging markets. And, in the light of recent
events, businesses situated in potential key target areas for terrorist attacks may
need to consider reporting on the possible effect of such attacks.

8 Paragraph 1 of Schedule 7ZA inserted after Schedule 7 to the 1985 Act by draft Regulation 7.

9 Paragraph 2(a) of Schedule 7ZA inserted after Schedule 7 to the 1985 Act by draft Regulation 7.

10 |ncluding, for example, a description of the capital structure, treasury policies and objectives and
liquidity of the company and its subsidiary undertakings. See paragraph 2(d) of Schedule 7ZA inserted
after Schedule 7 to the 1985 Act by draft Regulation 7.

" Paragraph 6 of Schedule 7ZA inserted after Schedule 7 to the 1985 Act by draft Regulation 7.

2 pParagraph 2(b) of Schedule 7ZA inserted after Schedule 7 to the 1985 Act by draft Regulation 7.

3 Paragraph 2(c) of Schedule 7ZA inserted after Schedule 7 to the 1985 Act by draft Regulation 7.

14 Paragraph 9 of Schedule 7ZA inserted after Schedule 7 to the 1985 Act by draft Regulation 7.

E 5 Paragraph 7 of Schedule 7ZA inserted after Schedule 7 to the 1985 Act by draft Regulation 7.
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part1l: 1 Ne Process

What process might be helpful in making
judgements about what to include in an OFR?

Introduction

Directors need to have a process to go through in deciding what should be
included in their OFR. A sound process will provide evidence that directors have
discharged their duties responsibly in this regard. Many companies already have a
well-developed process upon which to base their judgements but others may have
less experience to draw on. This second part of the Guidance puts forward, first, a
set of six criteria, based on best practice and consistent with the principles put
forward in Part |, that directors could use if they wish to assess an existing process
or devise a new one. Second, it provides a set of ten key questions that directors
may find helpful in applying their process in practice.

Six criteria for assessing a process

i. The process should be planned in the same way as any other major board-led
project, with responsibilities for key tasks assigned within a clear timetable. In
the light of the objective of the OFR, there should be an emphasis on
transparency, with the process being recorded (written down and/or mapped in
some way), and communicated to, and hence understood by, all those involved
with the preparation of the OFR. There will also be merit in discussing with the
firm’s auditors how best to plan and record the process.

ii. The process should provide for appropriate consultation, within the business
(management and employees), with members, and with other key groups
whose decisions can affect performance.

iii. The process should ensure that all relevant existing information and
comparators are taken into account. This may involve looking within the
business (examination of prior years’ OFRs, other published reports and
information etc.) and externally (examination of models of best practice,

industry guidance, reports produced by other companies in the same sector etc.)

iv.The process should be comprehensive (i.e. it should be applied across the
whole business unless there are sound, documented reasons for not doing so).

v. The process should be consistent (i.e. it should be applied the same way both
across the business and from year to year, unless there are sound, documented
reasons for not doing so).
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vi. The process should be subject to review, both internally and by the external
auditors. (Review by external auditors is a requirement of the draft Regulations.)
This might, for example, include a review after each cycle, with a major review
perhaps every three to five years, linked to the strategic planning cycle. As with
appropriate consultation, such reviews could with benefit involve not only the
company and its members but also the other key groups whose decisions can
affect company performance. Meeting the OFR's objective implies an inclusive
process that takes into account all relevant views.

Ten key questions

Q.1 Does the board already have, or does it have ready access to, all the
relevant knowledge and skills to make its judgements as to what should or
should not be included in the OFR? If not, how will this be addressed?

The necessarily broad scope and coverage of the OFR means that the knowledge
required to make sound judgements about what should be included will need to
encompass all the actual and potential sources of value creation in the business as
well as the factors that may prejudice value creation. The board may want to
consider additional training and support for the directors in meeting this challenge.
(Example 11.1)

Example I1.1

For example, some companies have on-going familiarisation programmes particularly
for non-executive directors that, via a series of co-ordinated visits to different parts
of the business, ensure they widen their basis of knowledge and experience and
connect what they see with what is reported to them, and thus are able to ask
challenging questions.

The board may also want to review what additional advice and support may be
needed. Of course, the senior management responsible for each key area of the
business will be closely involved in supporting the board in making their
judgements but the need to focus on the general requirements of the OFR may
also provide an incentive for special work to be done or advice obtained on a
particular issue or topic that the board feels may be important but that does not fit
readily into existing management structures. (Example 11.2)

Example 1.2

This may apply, for example, to issues in the social and environmental areas in the
case of some businesses that do not, as yet, have well-developed approaches in
these areas. The board will want to consider whether it wishes to take advice from
others, including external advisers, on such issues. This may include advice from
specialist sources.
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Q.2 An early task for the board will be to approve the process and satisfy
itself that the process is being properly applied before it can exercise its
judgements. How will the board work in discharging these key
responsibilities?

Directors will want to consider whether a committee or committees of the board
might do some of the detailed work of review in advance of the board as a whole
making its judgements, as may already be done in other areas. In any event, the
Audit Committee is likely to have a role in seeking assurance as to the reliability of
the information to be included (see Q.7 below), but to ask the Audit Committee to
take a wider role than this in relation to the OFR may add yet another burden to
what is a rapidly expanding workload in many businesses. Whether to use existing
or new committees will be for each board to judge but that judgement will need to
be made in the light of the need to apply to the work the requisite knowledge and
skills. In this context, involvement of non-executive directors as well as executives
in any special committees is likely to be required, together with the provision of
appropriate specialist support. (Example 11.3)

Example 11.3

It is common practice, for example, for a special committee to be set up to work on
the information requirements to support a particular strategic initiative. Many boards
have established risk committees that could have an important role to play.
Increasingly, boards are considering setting up special committees, not necessarily
made up exclusively of board members, to examine environmental, social and ethical
matters under the broad heading of corporate responsibility.

Q.3 What information should be considered at the outset for possible
inclusion in the OFR?

The Regulations make clear that certain matters must always be addressed in the
OFR; these are the business objectives and strategies, the resources available to
the company, the risks and uncertainties facing the company, and a description of
its capital structure, treasury policies and objectives, and liquidity. The Regulations
also mention other areas, such as information about the company’s employees,
environmental matters, social and community issues, business relationships, and
receipts from and returns to members where this is necessary to meet the
objective of the OFR. All these broad topics will need to be considered at the
outset by every board of directors in thinking about what might be included in their
OFR: the key area of judgement will lie not in whether these broad topics are
relevant — in most if not all cases they will be — but in deciding precisely what
information, under each broad topic heading, should be reviewed in order to
determine whether or not it should be included in the OFR. Additionally, the board
will, of course, also want to consider, against the overall objective of the OFR,
whether there are any other topics special to their business that merit
consideration. (Example 11.4)
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Example 1.4

An issue likely to need review in most if not all businesses is health and safety policy
and compliance with the relevant regulations. But the precise information to be
reviewed will vary from business to business. A railway operator will focus on different
metrics from a retailer.

A good example of a ‘special’ topic quoted to us is the importance of “space debris”
to satellite operators. This is of growing concern to them: the number of man-made
particles in orbit around the earth is growing exponentially and the probability of
satellite damage increasing commensurately. This risk might not be picked up by
most traditional environmental assessments but may nonetheless be of significance
to such operators.

Q.4 What do other sources suggest might be important and should be
considered for inclusion?

Information already available within the business constitutes a key source. For
businesses who are already preparing OFRs, reviews prepared in earlier years will
be very important. The current year's OFR should follow up statements made in
earlier OFRs, reporting progress or explaining divergences. Important for all
businesses will be all the financial and operating statements made in the year, and
any public statements or press releases. A further very important source will be the
board’'s own agenda: the matters that have occupied the board in the past year will
be a good, though not always a perfect, guide to what have, in practice, been key
issues affecting performance and prospects.

External sources will also be important. Relevant here will be the OFRs of other
companies, particularly those operating in similar business areas, but also industry
guidance and models of best practice in each of the broad topic areas potentially
covered by the OFR. (Example 11.5)

Example 1.5

There are a number of these, covering issues that, in many cases, will need to be
mentioned in the OFR. For example, a number of major companies now report and
benchmark their performance against guidelines such as the Global Reporting
Initiative and this has helped to shape the content of their OFRs. And work is being
done in other key areas as well, for example in the field of Human Capital Reporting.

Businesses with significant groups of key stakeholders are also likely to benefit
from the results of consultation with these groups to ascertain what, in their view,
are the key issues. This may take the form of feedback on earlier OFRs (which can
usefully be obtained each year — see Q.10 below) but also from surveys or
workshops with groups of key stakeholders. Boards are increasingly seeking to go
beyond conventional information sources and seek out new approaches by which,
for example, they may be able to engage affected stakeholders in a more formal
manner. (Example 11.6)
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Example 1.6

Experience suggests that such consultation may be valuable in two ways. It may
reduce the risk of the board discovering that an issue is important only after the
event, such as consumer reaction to new product features or the effect on employee
turnover of changes to their terms and conditions. But it can also increase
understanding and awareness of opportunities and risks more generally across the
business, for example by highlighting the effect that particular decisions may have on
business reputation.

Q.5 What key information does the corporate management information
systems provide now on these topics?

Most companies required to produce an OFR will have information from their
corporate systems relating to many of the broad topics mentioned in the
Regulations, and will already recognise the need to bring this together to give the
board an effective overview of the health, performance and prospects of the
business. (Example 11.7).

Example 1.7

The strategic business plan will have information about purpose and values, strategy
and goals, and the regular board information pack will measure performance against
the key performance indicators contained in the business plan. Information about the
company’s competitive position and its key relationships will also normally be
contained in the analysis underpinning the business plan. Risk management and
corporate governance processes are, similarly, well-developed in most large
businesses and are subject to existing standards, including the Combined Code.
Increasingly, companies are maintaining information on corporate responsibility
issues, such as environmental, community and HR issues, although this may be less
well-developed than in other areas of the business.

In general, existing information and measurement may be sufficient for the OFR
but the board may also want to consider whether some areas need further
development in the light of the overall objective of the OFR (see also Q.6 below).
(Example 11.8)

Example 1.8

For example, it is noticeable that customer-based information, such as customer
numbers and products sold to these customers, has in recent years become
important data to many companies who did not analyse such information before but
who have invested significant sums in order to produce better information, prompted
in part by the need to report in the OFR. In this way, the spur provided by the need
to use fair and balanced information in the OFR has had a directly beneficial effect in
terms of improved management information and, in all probability, decision-taking.
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Q.6 What, in the light of all this, are the information gaps? What should
the plans be for filling these gaps? How will the information be put
together?

There are two areas of difficulty here that frequently arise. First, in large
organisations management information is often not standard or fully integrated
across all business units; this may be, for example, because of mergers or
acquisitions or because different territories have different regulatory requirements.
It may not be feasible to standardise and approximations may have to be made. In
this context, the quality of the information upon which the directors have made
their judgements as to what to include in the OFR is something they may wish to
comment upon in the OFR itself. (Example 11.9)

Example 11.9

As an example, a music company’s estimate of the number of pirated CDs, and the
trend in pirating activity, may be of great significance, but is likely to be an
approximation derived from a number of sources.

Second, there is the problem that certain types of information tend to be relatively
less well-developed in many businesses These may include what are now often
referred to as the ‘corporate responsibility’ topics but may also extend to
information about the nature and health of all the relationships that contribute to
the success of the business including, for example, the crucial relationships with
employees, with customers and with suppliers. (Example 11.10).

Example 11.10

Many companies have expanded their OFRs to cover the full range of such topics
from a base that previously focused on just one or two, such as HR matters or
environmental issues. For companies that have not already expanded the scope of
their OFR in this way, the board may wish to develop a plan for improving the scope
and coverage of the information it needs to make its judgements. This can be
commented upon in the OFR and can be seen as part of a wider plan to improve the
effectiveness of board decision-making.

If this information is not readily available the board will have to decide how quickly
it can move towards better-quality information without incurring excessive costs in
relation to the benefits (see also Q.10 below); in this context, however, companies
with a mature and complete reporting system do ultimately realise financial
benefits from this.
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Q.7 How should the information put before the board be validated, and
by whom?

Obtaining this assurance is a two-stage process. First, the board will need
adequate assurance that the information it is considering is reliable before deciding
whether or not it should be included in the OFR. Insofar as the information the
board is considering is derived from a system that is itself subject to effective
monitoring this may provide sufficient comfort to support the directors’ decisions
as to what to disclose. (Example 11.11)

Example 11.11

Again, compliance with other standards should help here; if the Combined Code and
Turnbull Guidance on internal control are met, for example, that of itself gives comfort
that the information derived from these systems is adequately reliable.

In the case of other information, some of this will have been checked already to an
acceptable level because it has been used for another purpose, such as to support
an earlier board decision, but there may be a need to decide on an appropriate
approach for ‘new’ information. (Examples 11.12 and 11.13)

Example 11.12

This could, for example, simply be to get the relevant business heads to certify the
processes by which the information has been collected and checked and to describe
the nature and source of the checks that have been undertaken. In this context,
many businesses are now seeking support in this part of the process from a range of
specialist external bodies, and the board may wish to consider this option.

Example 11.13

The board could also consider developing an OFR template that shows the
information, its source, and any comments specifically in relation to the objective of
the OFR; it will also be useful to indicate the extent to which any items have been
Subject to special checks. The ability to see the complete picture of possibilities, in
advance of the final judgement being made, is an important step in the process; the
board needs to be able to take a view as to whether an item of information may be
relevant and hence needs to be collated and considered before it makes its
judgements.

In any event, the board will want to see as balanced and complete a picture as
possible before making its decisions as to what should be included in the OFR.

Second, once the judgements have been made and the OFR drafted, the board will
need to obtain final comfort that its statements are well-founded. In many
companies the Audit Committee will be the body that looks at this on behalf of the
board. (Example I1.14)
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Example 11.14

The responsibility for obtaining assurance as to the reliability of the information in the
OFR template could, similarly, fall to the Audit Committee, which will need to ensure
that it has available to it sufficient independent expertise to judge the wide range of

information that will potentially be involved.

Q.8 How, once the information has been put together, does the board decide
whether it should be included or not? What processes of challenge, both
internal and external, should be used? What sign-off procedures should be in
place?

The board, in making its judgements, will want to test the information it receives in
order to decide whether it meets, or does not meet, the objective of the OFR. It
will not want to rely solely on the formal checks that have taken place thus far (see
Q.7 above) but will expect to apply knowledge and experience and ask appropriate
questions of management and of external advisers. This is the part of the process
where, whatever arrangements may have been made for doing more detailed work
in advance, the whole board will want to become fully engaged. It is likely to take
time and, perhaps, several iterations. Each item should be capable of challenge;
there should be no presumptions. In addition, there should be a formal sign-off by
the board not only that individual items should, or should not, be included, but also
that, taken together, the information provides a thorough and balanced picture and
nothing of significance has been overlooked.

Q.9 How should the information that is to be included be presented in the
OFR? And how should the information in the OFR be linked to other
information published by the company?

This Guidance relates to the process for deciding what should be included in the
OFR. Reporting standards will be a matter for the Accounting Standards Board, but
the Regulations make clear that, in relation to any standards that may be set,
directors will have to ‘comply or explain’. In any event, an important element of the
board’s process will be to approve the way individual items are presented; this is
particularly important given the scope and focus of the OFR. And the board will
need to satisfy itself that there is consistency between the judgements that
underpin the OFR and those that underpin any other reports and published
information produced by the company. The OFR should contain all the information
necessary to enable members to assess the company'’s strategies and the potential
for them to succeed; it does not have to contain (but may helpfully provide a link
to) other published information that may also be of interest to some groups of
users. (Example 1. 15)



Practical Guidance for Directors

Example I11.15

Thus, in the case of companies who currently produce an environmental report or a
community or a social report, for example, these would not be subsumed into the
OFR but would continue to be produced separately. Information relating to
environmental, community or social issues that is necessary in the light of the OFR’s
objective would be included in the OFR (and it is probable that most companies will
have information of this kind to disclose, whether or not they produce separate
reports on these issues) but there will be a considerable amount of additional
information in the separate reports that is of interest to members and other users
but does not need to be included in the OFR.

Q.10 What feedback arrangements and review procedures should be in place
between one OFR cycle and another?

The overall approach to the OFR, and thus to the process used to decide what
should be included in it, may helpfully be regarded as one of ‘continuous
improvement’. This is particularly pertinent during the first few cycles after the
mandatory OFR is produced for the first time; as was noted above, it may well not
be feasible to move immediately to the best possible process for deciding what to
include, and directors will, quite properly, have to balance costs and benefits. It
may, however, be appropriate for the board to endorse an Improvement
Programme for the OFR itself and for the judgements that underpin it. This could
include a review after each cycle to ascertain what went well and what lessons can
be learned for next year. This annual ‘post-OFR’ review could usefully encompass
not only input from within the business but also feedback from members and other
users. And a more detailed review, perhaps every three to five years and/or when
the business has undergone major change in its purpose or in the scope of its
activities would very likely be appropriate; this could usefully be linked in with the
strategic planning cycle of the business.
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ANNEX A

Background to the Guidance

Introduction

A1

A2

In July 2002 the Government published its White Paper “Modernising
Company Law". This gave support to many of the proposals in the Company
Law Review, including the recommendation that UK companies over a certain
size threshold should be required to prepare and publish an OFR. The
Government also accepted in the White Paper the overall approach to the
scope and coverage of the OFR recommended by the CLR. This was to
identify two categories of item: those that must always be included; and
those that should be included “whenever the directors in good faith judge
them material”".

The White Paper therefore accepted that it would be for directors to decide
precisely what information was material to their particular business and thus
should be included in an OFR, but it also made clear the Government's
intention that directors would be responsible for how these matters were
covered in their OFR. Thus companies that failed to provide information in the
right quantity but also information of the right quality “will risk adverse
comparisons and questions from shareholders and others”2. And ultimately
directors might need to defend the process behind their reporting in the
courts. The White Paper stated that the Government intended to devolve to
the Standards Board the task of drawing up detailed rules for the compilation
of the OFR but that, as a first step, an independent group would be asked to
help in the process of providing guidance to directors on the key issue of
materiality in the context of the OFR.

Our Remit

A3

The Operating and Financial Review Working Group was accordingly set up in
December 2002. Our Terms of Reference were as follows.

“The Working Group will develop broad principles and practical guidance on
how directors can assess whether an item is material to their company and
hence whether it must be included in an OFR. This will include the company’s
impact on the environment and the wider community, but the same broad
approach to materiality is required across all the subject matter of the OFR.

The Working Group will determine how to achieve this, including the scope of
their consultations.

The Working Group should aim to report by the Autumn of 2003.”
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Our approach

A4

From the outset, we recognised that, if we were to provide helpful, practical
and durable guidance, we would need to consult widely. We therefore
published in June 2003 a Consultation Document setting out our initial
proposals. It put forward three components that together might provide the
required guidance, addressing the concept of materiality; the principles that
might be applied in arriving at judgements on materiality; and some
suggestions as to the process directors might go through in deciding what
should be included in their OFR. We were grateful to receive a very
substantial number of responses to our Consultation Document and were
particularly encouraged that such a wide range of organisations and
individuals responded. A summary of the results of consultation is at Annex B.
We were also encouraged to find that much of what we had suggested in the
Consultation Document attracted broad-based support, but many useful
comments were made in addition. All this input has been very carefully
considered in drawing up our Guidance.

Developments during 2003: the mandatory OFR and the
Modernisation Directive

A5

A6

A7

During the period of consultation, however, there was an important new
development. At the time of our appointment, it was understood that the
Government would be bringing forward its proposals for a mandatory OFR,
consistent with the recommendations of the CLR, as part of the major new
Companies Bill heralded by the White Paper. Whilst the timetable for doing
this had not been finalised, it was recognised that such substantial legislation
would take some considerable time to prepare. We had therefore expected,
in discharging our remit, to have to draw on the work of the CLR, most
notably with respect to the overall objective of the OFR, and on the statements
in the White Paper. Draft legislation was not expected until much later.

In July 2003, however, the Government announced its intention of introducing
a mandatory OFR by means of regulation under existing company law, rather
than waiting to do this through new primary legislation. They indicated that
draft Regulations would be brought forward in due course, later confirmed as
likely to be late in 2003 or early in 2004.

The Consultation Document containing the draft Regulations is published in
parallel with this Guidance. The detailed proposals as set out in that
document relate, in fact, not just to the OFR; they also address some of the
issues raised by the EU’s Modernisation Directive®. This Directive, which was
adopted in June 2003, makes various amendments to earlier company law
directives, and in particular to reporting requirements. From 2005 most
companies will be required by the Directive to include in their annual reports a
“fair review of the development and performance of the company’s business
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A8

and of its position, together with a description of the principal risks and
uncertainties that it faces.”* The review will have to provide “a balanced and
comprehensive analysis of the development and performance of the
company's business ..."” and, to the extent necessary for an understanding of
the company’s development, performance or position, the analysis in the
review “shall include both financial and, where appropriate, non-financial key
performance indicators ... including information relating to environmental and
employee matters”®. The Directive will apply to all medium and large
companies, a considerably greater number than will be required to produce an
OFR. The Directive's requirements are considerably less detailed than those
envisaged for the OFR. Nevertheless, there is clearly some degree of overlap
and for this reason the Government decided to implement the relevant
directive requirements together with those relating to the mandatory OFR.
This has had some important implications for the wording of the draft OFR
Regulations. It is obviously desirable to ensure that companies preparing an
OFR in accordance with the Regulations will not also have to report
separately on the matters specified in the Directive. Hence the decision has
been made in drafting the Regulations to follow in some key respects the
wording of the Directive rather than the wording used by the CLR and/or in
the White Paper.

These developments have, of course, had implications for our work and, in
particular, for our timetable. We felt it would not be desirable to publish our
Guidance only a little before draft Regulations were put forward. For example,
our Consultation Document utilised the CLR's definition of the OFR's
objective. But with the Government shortly to publish Regulations that might
be based on a slightly different formulation we felt it would make sense to
wait and to finalise our Guidance once this, and the other key components of
the draft Regulations, were known. We accordingly agreed to delay publication
of our Guidance,, and to finalise it so as to take account both of the content
of the draft Regulations and of current Government thinking as reflected in
the accompanying Consultation Document.

The draft Regulations

A9

In addition to giving effect to the requirements of the Modernisation Directive
as described above, the Regulations require the directors of quoted companies
to prepare, for each financial year, an operating and financial review (OFR).
The review must comply with Schedule 7ZA inserted after Schedule 7 to the
1985 Companies Act by draft Regulation 7. The key provisions of this Schedule
are summarised below, together with the implications for our Guidance.
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The objective of the OFR

A.10 The objective of the OFR as set out by the CLR and reproduced in our
Consultation Document was as follows:

“to provide a discussion and analysis of the performance of the business and
the main trends and factors underlying the results and financial position and
likely to affect performance in the future so as to enable users to assess the
Strategies adopted by the business and the potential for successtully
achieving them?®.

A.11 The objective of the OFR as specified in paragraph 1 of Schedule 7ZA is as
follows.

“An operating and financial review shall be a balanced and comprehensive
analysis of:

a) the development and performance of the business of the company and its
subsidiary undertakings during the financial year,

b) the position of the company and its subsidiary undertakings at the end of the
year,

c) the main trends and factors underlying the development, performance and
position of the business of the company and its subsidiary undertakings
during the financial year, and

d) the main trends and factors which are likely to affect their future
development, performance and position,

prepared so as to enable the members of the company to assess the
Strategies adopted by the company and its subsidiary undertakings and the
potential for those strategies to succeed.”

A.12 In practical terms the two formulations are very similar. There are two
aspects that merit comment:

e The draft Regulations make clear that an OFR must be prepared so as to
enable “members” to assess the company'’s strategies and the potential
for them to succeed. The CLR refers to “users”. The Regulations reflect
the Government's position, consistent with their approach in other areas of
company law, that members’ interests must drive the content of the OFR.
But, as we indicate in our Guidance, we think that, in practice, directors can
and should have a broad approach in drawing up an OFR if it is to meet the
specified objective. The OFR will provide information that will be used by
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members in taking decisions: to buy, sell or hold their shares; exercise
voting rights; or influence the decisions of management. In addition,
however, it will also provide information that will inform the decisions of
other users — employees, customers, suppliers, society more widely — that
can affect the company’s performance and the potential for its strategies to
succeed. Our Guidance reflects this view, which is also supported in the
Government's Consultation Document’.

¢ The draft Regulations state that the OFR shall be “a balanced and
comprehensive analysis”. This, as was mentioned above, is wording
derived from the Modernisation Directive. We emphasise in the Guidance
the need for balance, which we have interpreted as meaning the need to
include the negative as well as the positive. “Comprehensive” we have
interpreted as meaning the need to include the information required to
achieve the OFR objective but not to include information not required for
this purpose. We do not believe it is in keeping with the OFR objective for
directors to aim to cover “anything and everything”; the inclusion of too
much information may, we suggest, be as unhelpful in the light of the
objective as the inclusion of too little as it may obscure judgements as to
what are the key trends and factors affecting the business .

The scope of the OFR

A.13 The draft Regulations (see paragraph 2 of Schedule 7ZA) make clear that, in
addition to meeting the Review objective, the OFR must include, by way of
other general requirements, the following:

a) a statement of the business, objectives and strategies of the company
and its subsidiary undertakings;

b) a description of the resources available to the company and its subsidiary
undertakings;

c) a description of the principal risks and uncertainties facing the company
and its subsidiary undertakings,; and

d) a description of the capital structure, treasury policies and objectives and
liquidity of the company and its subsidiary undertakings.”

A.14 Beyond this, however, the draft Regulations state that, otherwise, information
in the OFR shall be included “to the extent necessary”8 to comply with the
objective and the other general requirements. Thus, unlike the CLR and the
White Paper, the Regulations do not use the term ‘material’. This, as the
Consultation Document explains, is primarily because it was felt by the
Government to be preferable to follow the wording of the Modernisation
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Directive, which uses “to the extent necessary”. This wording, however, for
all practical purposes gives effect to exactly the same concept as that
deployed in the CLR, and this is acknowledged in the Consultation
Document®. In practice, it means that, in addition to addressing the matters
that must be covered, the directors will have to decide what has to be
included in their OFR in order to meet the objective specified in the
Regulations. They will have to make judgements as to what information and
analysis it will be necessary to include in the OFR so as to enable members
to assess the company'’s strategies and the potential for those strategies to
succeed. So our work on the principles and processes that may help them to
do this remains valid, notwithstanding that the formulation of the Regulations
dispenses with the need to provide a formal definition of materiality in the
context of the OFR. Our Guidance, accordingly, reflects this view.

A.15 The draft Regulations mention other particular matters as applying to an

OFR “to the extent necessary” to comply with the general requirements’©.
And they also mention the need to include “analysis using financial and
other key performance indicators”''; the wording, once again, is from the
Modernisation Directive. But all this follows the CLR approach of placing the
responsibility on directors to decide what are the key factors driving the
success of their business and what are the indicators that measure most
effectively the performance of their business'2. Our Guidance, in turn,
reflects this.

Other Issues

A.16 The draft Regulations indicate that, if a company is a parent company, the

OFR may, where appropriate, “give greater emphasis to those matters which
are significant to the company and its subsidiary undertakings taken as a
whole”'3. This is consistent with the overall approach to the OFR: that it has
to “enable the members of the company to assess the strategies adopted by
the company and its subsidiary undertakings and the potential for those
strategies to succeed.” This implies that it is the matters of significance to
the whole rather than to each individual part that require to be addressed in
the OFR. When thinking about the process that directors have to go through
in deciding what should be included, however, there will in practice be a need
to consider first the issues that are of significance to the parts in order to
assess their contribution to the whole. We address this point in the Guidance.
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A.17 The draft Regulations also require the directors to state in the OFR whether
it has been prepared in accordance with relevant reporting standards and,
if not, to “contain particulars of, and reasons for, any departure from such
standards”'4. This follows the now well-established principle of “comply or
explain” that applies, for example to the provisions of the Combined Code.
As we make clear in the Foreword, our Guidance has no legal status and
does not constitute reporting standards. This will be a task for the Accounting
Standards Board to undertake in due course. We hope, however, that the
principles set out in Part | of our Guidance will provide a useful starting point
for the Board in the preparation of such standards.

Modern Company Law for a Competitive Economy: Final Report, paragraph 8.40.

2 Modernising Company Law. Cm 5553-1, paragraph 4.33.

S Directive 2003/51/EC of the European Parliament and of the Council of 18 June 2003 amending
Directives 78/660/EEC, 83/349/EEC, 86/635/EEC and 91/674/EEC on the annual and consolidated
accounts of certain types of companies, banks and other financial institutions and insurance
undertakings.

4 Directive 2003/51/EC.

5 Directive 2003/51/EC.

6 Modern Company Law for a Competitive Economy: Final Report paragraph 8.32.

7 The Operating and Financial Review and Directors’ Report: A Consultative Document, paragraph 2.4.

8 See paragraph 3 of Schedule 7ZA inserted after Schedule 7 to the 1985 Act by draft Regulation 7.

9 The Operating and Financial Review and Directors’ Report: A Consultative Document, paragraph 3.28.

10 These include information about the employees of the company; environmental matters; social and
community issues; business relationships; and receipts from and returns to members.

" And the need, where appropriate, to include references to, and additional explanations of, amounts
included in the company’s annual accounts.

2 The Consultation Document reinforces this point. See The Operating and Financial Review and
Directors’ Report: A Consultative Document, paragraphs 3.31 and 3.32.

13 See paragraph 8 of Schedule 7ZA inserted after Schedule 7 to the 1985 Act by draft Regulation 7.

@ 4 See paragraph 9 of Schedule 7ZA inserted after Schedule 7 to the 1985 Act by draft Regulation 7.
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ANNEX B

Responses to our Consultation Document

Introduction

B.1

Our Consultation Document was published in June 2003. In it we put forward
proposals, in response to our Terms of Reference, with regard to the concept
of materiality; the principles to be applied in arriving at judgements on
materiality; and the process that directors might go through, as part of the
total process of good governance, in deciding what should be included in
their OFR. We asked for views on these three sets of issues, posing six
Questions for Consultation, and expressed the hope that firms and
organisations would be willing to test our ideas against their own experience
and feed back the results to us as part of the consultation exercise. In this
Annex we summarise the key points emerging from the consultation under
the following headings:

¢ Analysis of respondents
e Reponses to Questions for Consultation
e General comments from respondents

e Conclusions

Analysis of Respondents

B.2 A total of 79 companies and organisations responded to our Consultation

Document. They represented a broad spectrum of interested parties,
including a good representation of generators, users and auditors of company
reports. They may be classified as follows:

Table 1: Analysis of respondents by type

Companies and representative organisations 16
Institutional and other investors and investment managers 12
Accountancy firms and representative bodies 12
Legal firms and representative bodies 5
NGOs, Agencies and Associations 27
Trade Unions 2
Other 5
Total 79
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B.3

B.4

B.5

B.6

B.7

B.8

Companies responding were, in the main, large household names, many of
whom are already producing OFRs and/or other reports such as CSR reports
or environmental reports. They broadly welcomed the contents of the
Consultation Document, subject to some concerns; in particular they were
concerned about liability issues and the need for ‘safe harbour’ provisions in
relation to forward-looking information. They supported a key premise of the
Working Group, that materiality is a matter for the judgement of directors.
They attached importance to the primacy of members in the context of users
of the OFR. Companies with dual listing also commented on the need for
consistency with other regulatory regimes. One representative organisation
was concerned that the approach of the Working Group laid too much
emphasis on stakeholders other than members.

Investors as a group had common priorities: the need for open, honest and
meaningful reporting, giving the “whole story” as opposed to vague or
“boilerplate” approaches. A few were sceptical about the need for guidance
but most were generally supportive of the Working Group’s approach.

Accountancy firms and their representative bodies supported the thrust of
the proposals but emphasised the need for the final Guidance to be short,
succinct and practical with plenty of use of examples. There was some
confusion about where the Guidance would stand in relation to the work of
the Accounting Standards Board.

Legal firms and their representative bodies expressed diverse views. No
major criticisms were expressed but there was concern expressed about the
need to have regard to other jurisdictions and the overall questions of liability.

Views expressed by NGOs, Agencies and Associations in the main
reflected the particular interests of each body. They were generally supportive
of the approach although some believed the Government’s proposals in
relation to the OFR do not go far enough in encouraging responsible
corporate behaviour. The Working Group's approach to its remit, however,
attracted relatively broad support.

Trade Unions focused, in particular, on the need to recognise employees as
legitimate users of the OFR. In common with some of the NGOs, these
respondents felt that more was needed to oblige companies to report on
employee and other stakeholder issues but the general approach of the
Working Group to its remit was felt to make a useful contribution.
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Responses to Questions for Consultation

B.9 Six questions for consultation were posed. Not all respondents commented
on each question but a brief summary of the feedback on each question is
set out below.

Q.1 Do you agree that the six issues ... together provide a useful set of
criteria that should be applied to any definition of materiality for
the purposes of the OFR? Are there other important issues that
should be taken into account?

There was broad agreement (26 out of the 38 respondents who commented
on this question) that the Working Group had identified the right criteria for
developing a definition of materiality, although a number felt further
elucidation was required in some areas. Three respondents suggested
additional criteria, referring to integrity; the relative significance of corporate
financial and social responsibility; and the importance of the “through the
eyes of management” principle. One respondent emphasised the importance
of impact timescales.

Q.2 Do you think the definition of materiality ... is appropriate in the
context of the OFR?

Forty-five respondents commented on the definition. Most agreed it was
along the right lines; in particular there was agreement that the definition
must be linked to the high level objective of the OFR. There were comments
from a number of respondents that the wording needed to be less
convoluted.

Q.3 Do you agree that the six sets of broad principles ... are
appropriate in arriving at judgements on materiality for the
purposes of the OFR? Are they described clearly enough?

The principles were broadly welcomed by those respondents that addressed
this question specifically. Several respondents observed that the principles
related to issues of corporate governance and to the wider issues concerned
with preparing an OFR but most considered the principles helpful as part of
the Guidance. There was no clear indication that any one principle was more
important than the others. A number of detailed comments were made in
relation to individual principles.

Q.4 Are there other principles that should be applied in making such
judgements?

A few suggestions were made about other principles that might be
considered. These ranged from the importance of materiality flowing from an
appropriate governance regime, to the need to ensure both good and bad
news is addressed, to responsiveness to stakeholder concerns, to the
appropriate balance between financial and social performance.
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Q.5 Do you agree that the six key criteria ... are appropriate for
assessing the directors’ process for making their materiality
judgements? Are there other criteria that should also be used?

A clear majority of respondents welcomed the ideas on process put forward
in the Consultation Document. They felt it provided helpful and practical
guidance. One respondent reported on the results of a survey that showed
that few boards at present determine material issues using a rigorous,
transparent and auditable process. There were a number of detailed comments
on the criteria put forward but very few suggestions for additional criteria.

Q.6 Do you agree that the ten questions ... would be helpful to
directors in applying their process in practice? Are there any other
matters that they should have in mind?

A large majority of respondents thought the questions would be helpful.
There was some concern that this approach might lead directors towards
“box ticking” to the detriment of the OFR objective, but the view of most
was that the questions would help directors to establish or improve their
processes to the benefit of the OFR and the business more widely. Again, a
number of detailed points were made in relation to specific questions.

General comments from respondents

B.10 Overall, the feedback indicated that the Consultation Document was in

general well-received, with respondents feeling that it provided a helpful and
constructive basis for guidance. Only five respondents questioned the need
for guidance at all or challenged whether the proposals would provide real
help to directors.

In addition to particular points made in response to the Consultation
Questions, a number of themes emerged from the general comments,
supported by the responses to individual questions. They can be summarised
as follows.

e The users of the OFR and the liability of directors

Many respondents focused on the issue of who the OFR is for. Whilst many
agreed that the OFR had to be directed to members there was also
widespread agreement that other users, and the decisions they might make
as a result of reading the OFR, were potentially very important to the
company'’s ability to deliver its strategy and thus to the value of the business
to its members. Some corporate respondents were, however, very concerned
about the possibility of an extension of liability beyond shareholders.
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e The attitude of directors

There was a fear expressed by several different groups of respondents that
directors would overload the OFR with irrelevant information and/or might not
wish to be candid in some key respects, and that the OFR could, as a
consequence, be subject to “a lot of PR spin”.

e Consistency

A number of respondents raised issues concerning consistency. These
related to consistency with other regulatory requirements and the problems
of reconciling varying disclosure obligations; consistency with other reports,
such as CSR reports; and consistency over time.

e Format and style

There was a general wish for the final Guidance to be brief and succinct and
to make use of practical examples.

e Status of the Guidance

There was confusion on the part of a number of respondents as to the status
of the Guidance and how it might fit in with the work that the Accounting
Standards Board has done and might do in the future.

e Comments on the legislation

There were a number of wide-ranging comments on the Government'’s
approach to legislation on the OFR. These addressed issues such as whether
it should be mandatory; the level of prescription that was appropriate;
disclosure requirements; the approach to forward-looking and confidential
information; enforcement issues; and the role of auditors. There was also
uncertainty about the application of the Guidance in group situations, and
whether there should be a presumption that materiality should be assessed
in the context of the group as a whole rather than on a company by
company basis.

Conclusions

B.12 The feedback from consultation has proved most useful to the Working

Group in finalising our Guidance. Two areas merit special comment.

B.13 First, respondents made a number of comments on the concept of materiality

in the context of the OFR and on the Working Group's proposals in this
regard. The use of the term “materiality” in the context of our work is
discussed in Annex A above. (See in particular paragraph A.14.) Although, as
is explained in Annex A, the draft Regulations do not use the term for
technical reasons, by the use of the phrase “to the extent necessary” they
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give effect to exactly the same concept, as the Government’s Consultation
Document makes clear'. So, whilst this has removed the necessity to have a
formal definition of the term, and we have therefore not included a definition
in the Guidance, our work on principles and processes all remains valid. We
have therefore aimed to incorporate in the Guidance all the useful input we
received in this regard.

B.14 Second, as explained above, several key themes emerged from the

consultation process that are relevant to our Guidance. Below we comment
briefly on how we have responded to each of these.

e The users of the OFR and the liability of directors

As noted above (see Annex A, paragraph A.12) the draft Regulations make
clear that the OFR must be prepared so as to enable members to assess the
company's strategies and the potential for them to succeed. This reflects the
Government’s position that directors are accountable to members and it is
therefore members’ interests that must drive the content of the OFR. This is
not at all inconsistent, however, as the Government's Consultation
Document? notes, with the need for directors to take a broad view in drawing
up an OFR if it is to meet the specified objective. The OFR will be used by
members in taking decisions; it will also inform the decisions of other users —
employees, customers, suppliers, society more widely — that can affect the
company'’s performance and the potential for its strategies to succeed. Our
Guidance reflects this view.

e The attitude of directors

Our Guidance focuses in particular on the need for directors to make
balanced judgements as to what should be included in an OFR. We have
emphasised the need to take a broad view but have also stressed the
importance of including only that which is necessary to achieve the OFR
objective. There remains a risk that, notwithstanding the clearly-stated
objective of the OFR, directors may choose to focus on good news rather
than bad, and/or adopt a “box ticking” approach. We do note, however, that
the introduction of a mandatory OFR, because it will become an important
weapon in the fight for competitive advantage, will render this a risky
strategy. Members will expect OFRs to comply with the stated objective; we
believe our Guidance should help directors to achieve this.

e Consistency
Consistency is an important principle that we have emphasised in the

Guidance and we have looked, in particular, at consistency over time and with
other reports and information produced by the company.
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e Format and style

We have aimed to make our Guidance as succinct as possible and have used
examples wherever we felt these would be helpful. We are particularly
grateful to those respondents who furnished us with many useful examples,
not all of which has it been possible to include in the final document.

e Status of the Guidance

We make clear in our Foreword that our Guidance does not have legal status
and does not constitute reporting standards, although it has been developed
in the light of the requirements of the draft Regulations. More detailed work
on reporting standards will be done in due course by the Accounting
Standards Board; however, we think our Guidance will continue to have
practical value to directors contemplating the preparation of an OFR.

e Comments on the legislation

It was not part of our remit to advise on what might form the basis for
legislation in relation to the OFR. The comments made to us during
consultation were, therefore, all passed to the Department of Trade &
Industry for consideration when drawing up the draft Regulations. Many of
the points and queries made, dealing for example with the level of
prescription as to content, the role of auditors, and the position of groups of
companies, have been addressed in the Regulations and are commented
upon in Annex A to the Guidance.

1 The Operating and Financial Review and Directors’ Report: A Consultative Document, paragraph 3.28.
2 The Operating and Financial Review and Directors’ Report: A Consultative Document, paragraph 2.4.




