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Introduction

(i)

(ii)

(i)

(vii)

The Financial Reporting Council’'s (FRC) aim is to promote high quality corporate
governance and reporting to foster investment. The FRC believes that encouraging
entities to prepare a high quality strategic report — which provides shareholders with a
holistic and meaningful picture of an entity’s business model, strategy, development,
performance, position and future prospects — is a key part of achieving this aim.

The existing guidance on the business review (the part of the directors’ report that the
strategic report will replace) is in the form of the Accounting Standards Board’s Reporting
Statement: Operating and Financial Review (RS). The RS was published as a statement
of best practice in January 2006 following the repeal of the statutory Operating and
Financial Review (OFR) regulations, which were introduced in 2005.

In May 2010, as part of the Coalition Agreement, the UK Government announced its
intention to ‘reinstate an Operating and Financial Review to ensure that directors’ social
and environmental duties have to be covered in company reporting, and investigate further
ways of improving corporate accountability and transparency”’.

New Regulations?, which amend existing company law requirements and follow a series of
Government consultations on the Coalition Agreement plans, become effective on
1 October 2013. The main change introduced by the Regulations is a requirement for
certain companies to prepare a strategic report as part of their annual report. The new
requirements will apply for periods ending on or after 30 September 2013.

The Department for Business, Innovation and Skills (BIS) has asked the FRC to prepare
non-mandatory guidance supporting the strategic report requirements in the new
Regulations. While the changes introduced by the Regulations represent a relatively
modest change to the pre-existing legal requirements, the FRC believes that they should
act as a catalyst for entities to prepare more concise and relevant narrative reports. The
new guidance is, therefore, intended to encourage preparers to consider how the strategic
report fits within the annual report as a whole and help enhance the quality of narrative
reporting more generally.

When developing the proposed guidance, the FRC was mindful of developments in
Integrated Reporting. In common with the International Integrated Reporting Council
(IIRC), the FRC seeks to improve the quality of corporate reporting and, in consequence,
has met and shared ideas with the IIRC throughout the development of this guidance. In
contrast to an integrated report, the strategic report is required as part of the annual report
in the UK, with its purpose and content largely determined by legislation. This fact
notwithstanding, the proposed International Integrated Reporting Framework and the
proposed guidance in this Exposure Draft encourage similar qualitative characteristics and
content.

The FRC has developed guidance that aims to be:

(a) principles-based;

(b) shorter and more streamlined than the RS;

(c) mindful of recent developments in narrative reporting best practice; and
(d) aligned with the requirements in the UK Corporate Governance Code.

' “The Coalition: our programme for government (May 2010) — https://www.gov.uk/government/publications/the-coalition-our-
programme-for-government

2 The Companies Act 2006 (Strategic Report and Directors’ Report) Regulations 2013 (the ‘Regulations’)
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Invitation to comment

1. The FRC is requesting comments by 15 November 2013. The FRC is committed to
developing guidance and standards based on evidence from consultation with users,
preparers and others. Comments are invited on all aspects of the proposals. In particular,
comments are sought on the questions below.

2. Comments are most helpful if they indicate the specific paragraph or groups of paragraphs
to which they relate, contain a clear rationale and, where applicable, suggest an
alternative approach or text.

Section 3 The annual report

Section 3 of this draft guidance includes an illustration (lllustration 1) which is intended
to clarify the purpose of each part of the annual report and help those that prepare
annual reports to make judgements regarding where information would be best
presented.

Question 1

Do you think that lllustration 1 is helpful in achieving this objective?

Question 2

Do you agree with the objectives of each component and section of the annual report
which are included in lllustration 17?

Question 3
Do you think the guidance on the placement of information in the annual report in

paragraphs 3.10 to 3.14 will have a positive influence in making the annual report more
understandable and relevant to shareholders?

Section 5 Strategic reports and materiality

Section 5 of this draft guidance addresses the application of the concept of materiality
to the strategic report, remaining as faithful as possible to the definition of materiality
used in International Financial Reporting Standards (IFRSs).

Question 4

Do you agree with this approach? Is the level of guidance provided on the subject of
materiality appropriate?
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Section 6 The strategic report
Question 5

Do you agree with the proposed ‘communication principles’, set out in paragraphs 6.5
to 6.27 of the draft guidance, which describe the desired qualitative characteristics of
information presented in the strategic report? Do you think that any other principles
should be included?

Question 6

In this draft guidance, we have aimed to strike a balance between the need to ensure
that the structure and presentation of the strategic report is sufficiently tailored to the
entity’s current circumstances and the need to facilitate comparison of the strategic
report from year to year. Do you think the guidance in paragraphs 6.26 and 6.27
achieves the correct balance?

Question 7

The ‘content elements’ in bold type described in paragraphs 6.28 to 6.73 do not go
beyond the requirements set out in the Act, although the precise wording may have
been expanded to make them more understandable. Do you think this is appropriate?
If not, what other ‘content elements’ should be included in this draft guidance?

Question 8

Appendix | ‘Glossary’ uses the same definition of a business model as the Code (‘how
the entity generates or preserves value’). Is the level of guidance provided on the
business model description in paragraphs 6.38 to 6.41 sufficient?

Question 9

Do you think that this draft guidance differentiates sufficiently between the concepts of
business model, objectives and strategies? If not, why not and how might the guidance
be improved?

Question 10

This draft guidance includes illustrative guidance (the ‘linkage examples’) on how the
content elements might be approached in order to highlight relationships and
interdependencies in the information presented. Are these linkage examples useful?
If not, what alternative examples or approach should be used?

Financial Reporting Council 5




[Draft] Guidance on the Strategic Report

Summary

(i)

(ii)

(i)

(iv)

(v)

(vi)

(vii)

The [draft] Guidance on the Strategic Report serves as a best practice statement and, as
such, has persuasive rather than mandatory force. One of its objectives is to set out high-
level principles that enable entities to ‘tell their story’.

The [draft] guidance is for directors and has been written with quoted companies in mind.
However, it may also be useful for other entities® preparing strategic reports.

The [draft] guidance aims to encourage information in annual reports to be more relevant
to shareholders. With that in mind, the [draft] guidance is framed in the context of the
annual report as a whole. In practice, an annual report comprises three distinct
components — narrative reports; corporate governance statements; and financial
statements. The information contained in these components has different objectives
which should guide preparers to where disclosures could be located. The aim is to
promote cohesiveness and enable related information to be linked together.

Placement is a key theme in the [draft] guidance with a view to providing entities with the
building blocks to experiment with where information is located. A ‘core and
supplementary’ approach to organising information in the annual report is suggested
whereby important information for shareholders is given prominence with supplementary
information presented elsewhere.

The overriding objective of narrative reporting is to provide information on the entity,
insight into its main objectives and strategies, the principal risks it faces; and to
complement, supplement and provide context for the related financial statements.

The strategic report is an integral part of narrative reporting and is the focal point of the
[draft] guidance. The [draft] guidance includes sections on the application of materiality to
the strategic report, communication principles, and content elements.

The guidance recommends that only information that is material to shareholders should be
included in the strategic report. Immaterial information should be excluded as it can
obscure the key messages and impair understandability.

(viii) The communication principles suggest that strategic reports should have the following

(ix)

characteristics — be fair, balanced and understandable; be concise; have forward-looking
orientation; include entity-specific information; and link-related information in different
parts of the annual report. They are intended to emphasise that the strategic report is a
medium of communication between a company’s directors and its shareholders.

The content elements for the strategic report set out in the [draft] guidance are derived
from the Companies Act 2006, as amended by the Companies Act 2006 (Strategic Report
and Directors’ Report) Regulations 2013, and include a description of the entity’s
objectives, strategies and business model. In addition, the strategic report should include
an explanation of the main trends and factors affecting the entity; a description of its
principal risks and uncertainties; an analysis using key performance indicators; and an
analysis of the development and performance of the business. Disclosures around the
environment, employees, social issues, and diversity are also incorporated.

3 This [draft] guidance uses the broader term ‘entity’ unless the term ‘company’ is more appropriate in a specific context.
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Section 1
Objectives and how to use this guidance

1.1

1.2

1.3

1.4

1.5

The objectives of this [draft] Guidance on the Strategic Report are to:

(a) ensure that relevant information that meets the needs of shareholders is presented
in the strategic report;

(b) encourage companies to experiment and be innovative in the drafting of their
annual reports, presenting narrative information in a way that enables them to
best ‘tell their story’ while remaining within the regulatory framework; and

(c) promote greater cohesiveness in the annual report through improved linkage
between information within the strategic report and in the rest of the annual report.

This non-mandatory guidance is structured as follows:

Boxed text in bold type describes the main principles or, in paragraphs 6.28 to
6.73, content elements that form the basis of this [draft] guidance. Where the
main principle or content element is derived from legislative or other regulatory
requirements, those requirements are referenced in the footnotes to this
guidance.

The bold text is followed by further supporting guidance explaining how the main
principles and content elements might be applied. The supporting guidance is then
supplemented by highlighted text as follows:

Summary of legal requirements

Where the law or regulation underpinning the [draft] guidance requires explanation or
highlighting, this information is included in a ‘summary of legal requirements’. This
information is intended to summarise important aspects of the legal requirements; it is
not intended to be a comprehensive analysis of the law.

Example

Where a specific paragraph warrants further application guidance, practical examples
are included. These examples are intended to be illustrative only and may not be
appropriate for all entities.

Linkage example

One of the main aims of this [draft] guidance is to encourage the preparation of more
cohesive annual reports. The ‘linkage examples’ illustrate ways in which

interdependencies or relationships between strategic report content elements might
be highlighted or presented. The linkage examples are not intended to be a
comprehensive list of all possible linkages in the strategic report, nor are they
intended to be a template for the presentation of information.

Terms defined in the Glossary (Appendix I) are in bold type the first time they appear in
each section.
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Section 2
Scope

2.1

This [draft] guidance has been written with quoted companies in mind. It may
also serve as best practice guidance for other entities? preparing strategic
reports.

Summary of legal requirements

Section 414A of the Act requires all companies that are not small to prepare a strategic
report which contains a fair and balanced review, consistent with the size and
complexity of the business, of:

(a) the development and performance of the company’s business during the financial
year;

(b) the position of the company at the end of the year; and
(c) a description of the principal risks and uncertainties facing the company.

Large companies should include both financial and non-financial key performance
indicators (KPIs) in their review whereas medium-sized companies are exempt from
the requirement to include non-financial KPIs. The strategic report of a quoted
company is required to include additional information, including a description of its
strategy and business model. A detailed analysis of the Act’s requirements in respect
of the strategic report is set out in Appendix IlI.

Section 415 of the Act requires all companies to also prepare a directors’ report which
contains other information specified by the Act and its associated regulations®. A
detailed analysis of the Act’s and its associated regulations’ requirements in respect of
the directors’ report is set out in Appendix Ill.

Both the strategic report and the directors’ report are integral parts of the annual report.

4 This [draft] guidance uses the broader term ‘entity’ unless the term ‘company’ is more appropriate in a specific context.

5 In the case of a medium-sized or large company, the ‘Large and Medium-sized Companies and Groups (Accounts and Reports)
Regulations 2008’. In the case of small companies, the ‘Small Companies and Groups (Accounts and Directors’ Reports)
Regulations 2008’.
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Section 3
The annual report

The purpose of the annual report

3.1

3.2

3.3

Although this [draft] guidance is primarily focused on the application of the strategic
report requirements, it also addresses the role of that report in the context of the annual
report as a whole. This recognises that the strategic report does not exist in isolation.

In practice, an annual report often comprises three distinct ‘components’: the narrative
reports (the strategic report and the directors’ report), corporate governance
statements and the financial statements. Each of these components seeks to achieve
different but linked objectives. Related to these components, company law and/or other
regulations require certain ‘sections’ to be included within the annual report.

lllustration 1 sets out an overview of the possible components and sections of a quoted
company’s annual report, their different objectives, and the principal sources of the
related disclosure requirements. The illustration is intended to help preparers make
judgements regarding where information would be best located in the annual report. It is
not intended to:

(a) impose orimply a specific structure on an annual report. As discussed more fully in
paragraph 3.11, the annual report is a medium of communication between the
company’s directors and its shareholders. The structure of the annual report should
facilitate that communication while also complying with company law and other
regulatory requirements.

(b) be comprehensive and restrict the directors only to the sections it specifically
names. The illustration describes only the sections required by company law or
other regulations; other sections not included in the overview (eg a Chairman’s
Statement) can still be included in the annual report if, in the directors’ opinion, that
is the best way of helping to ensure that the document as a whole is fair, balanced
and understandable.
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3.4

3.5

3.6

3.7

3.8

3.9

The purpose of the annual report is to provide shareholders with relevant
information that is useful for making resource allocation decisions and
assessing management’s stewardship.

The annual report should provide the information necessary for shareholders to assess
the entity’s:

(a) development, performance and position;
b) future prospects;

c) strategy for achieving its objectives;

d
e) governance.

business model; and

~

(
(
(
(

Although shareholders’ needs are paramount, when directors consider what information
should be included in the annual report, the needs of other investors (such as debt
investors) and potential investors, and their advisers, should also be given a high
priority.

Information in the annual report will also be of interest to users other than investors. For
example, creditors, customers, suppliers, employees and members of society more
widely may wish to use information contained within it. The annual report should
address issues relevant to those other users where, because of the influence of those
issues on the development, performance, position or future prospects of the entity’s
business, they are also of significance to shareholders. The annual report should not,
however, be seen as a replacement for other forms of reporting addressed to other
stakeholders.

The annual report as a whole should be fair, balanced and understandable.

Provision C.1.1 of the Code requires the directors to state that they consider the annual
report, taken as a whole, is fair, balanced and understandable, and provides the
information necessary for shareholders to assess the company’s performance, business
model and strategy.

Financial Reporting Council 11




Placement of information in the annual report

3.10

3.1

3.12

3.13

The placement of information in the annual report should facilitate the
communication of the information contained in it.

The annual report is a medium of communication between the company’s directors and
its shareholders. Its structure should facilitate that communication while also complying
with company law and other regulatory requirements. Effective communication of the
matters required to be addressed in an annual report will not usually be achieved
through the use of a ‘checklist style’ approach to drafting, which can result in its structure
being driven by the order in which disclosure requirements arise and the presentation of
more granular detail in such a way that other important information is obscured.

A ‘core and supplementary information’ approach will often achieve improved flow and
cohesiveness in the annual report and result in a more relevant and understandable
document. This approach is intended to ensure that the most important information is
given prominence in the annual report. Other detailed information could be presented in
appendices to the annual report or, where company law or other regulation allows it, in a
separate document or online.

Example

Directors should consider the most appropriate ordering of the different sections within
the annual report. For instance, it may be appropriate to locate some detailed regulatory
information in the directors’ report and to position the directors’ report as an appendix in
the annual report.

Example

Directors should consider the most appropriate location for more detailed information.
For example, the strategic report should focus on business segments that are material
to the group as a whole. More granular information could be included either in an
appendix to the annual report or, to the extent that it is not required to meet company
law or other regulatory requirements, outside of the annual report altogether. Cross-
references from the strategic report could be used to signpost this more detailed
information.

Example

Some accounting standards require the disclosure of large amounts of explanatory
detail which, while material to an understanding of particular items in the financial
statements, may not change from year to year. The directors might consider locating
these disclosures in a separate (audited) ‘financial information’ appendix to the annual
report.

Directors will usually place their strategic report, which contains their views on core
items, in a prominent position in the annual report and show linkages to other
information placed elsewhere.

12 Exposure Draft: Guidance on the Strategic Report (August 2013)




3.14

Duplication of information should be avoided as it usually leads to unnecessary volumes
of disclosure and detracts from the understandability and usefulness of the annual
report as a whole.

Summary of legal requirements

Section 463 of the Act provides that directors are liable to compensate their company if
the company suffers any loss as the result of any untrue or misleading statement in (or
any omission from) the directors’ report, the directors’ remuneration report or the
strategic report. However, directors will only be liable in these circumstances if they
knew that the statements concerned were untrue or misleading or if they knew that the
omission concerned was a dishonest concealment of a material fact: this protection is
sometimes known as ‘safe harbour’. In order to benefit from this protection information
should be included within one of these reports. Whether information is included directly
or incorporated by reference is a matter for preparers and their advisers.

Financial Reporting Council 13




Section 4
The narrative reports

4.1

4.2

4.3

4.4

The narrative reports comprise the strategic report and the directors’ report. The
objectives of the narrative reports are:

e to provide information on the entity and insight into its main objectives and
strategies, and the principal risks it faces; and

e to complement, supplement and provide context for the related financial
statements.

Information in the narrative reports should complement as well as supplement the
financial statements.

In complementing the financial statements, the narrative reports should provide
information about the business and its development, performance or position that is
not reported in the financial statements but which might be relevant to the shareholders’
evaluation of past results and assessment of future prospects.

In supplementing the financial statements, the narrative reports should provide
additional explanations of amounts recognised in the financial statements and explain
the conditions and events that shaped the information contained in the financial
statements.

14 Exposure Draft: Guidance on the Strategic Report (August 2013)



Section 5
Strategic reports and materiality

5.1

5.2

5.3

5.4

5.5

5.6

5.7

Information is material if its omission from or misrepresentation in the strategic
report might reasonably be expected to influence the economic decisions
shareholders make on the basis of the annual report as a whole. Such
information should be included in the strategic report.

Conversely, the inclusion of immaterial information can obscure key messages
and impair the understandability of information provided in the strategic report.
Immaterial information should be excluded from the strategic report.

The strategic report should contain only the information that is relevant to
shareholders’ needs. The inclusion of too much information or detail may obscure
matters of importance and will not promote a clear understanding of the entity’s
development, performance, position and future prospects.

Where information is required ‘...to the extent necessary for an understanding of..." (for
example, in the disclosure of trends or factors described in paragraph 6.42), it should be
included in the strategic report when, and only when, it is material to shareholders.

The terms ‘key’ (eg as used in the term ‘key performance indicators’) and ‘principal’
(eg as used in the term ‘principal risks and uncertainties’) refer to items or
circumstances that are (or should be) considered important for a shareholder’s
understanding of the development, performance, position or future prospects of the
business. For example, these could be the performance indicators considered by the
board and used in management reporting.

The number of items disclosed as a result of these requirements will generally be
relatively small; they should not, for example, result in a comprehensive list of all
performance measures used within the business or of all risks and uncertainties
affecting the entity.

The strategic report should focus on those matters that are material to an understanding
of the development, performance, position or future prospects of the entity when taken
as a whole. In the annual report of a parent company, for example, the strategic report
should include only those matters that are material to the company and the subsidiary
undertakings included in the consolidation when taken as a whole. Such matters may be
specific to a single business segment or be of a wider relevance.

The concept of materiality cannot be applied to disclosures which are required by
company law or its associated regulations unless explicitly allowed (for example,
through the use of the term ‘...to the extent necessary for an understanding of..." or
‘principal’).

Summary of legal requirements

Section 414C(14) of the Act clarifies that the disclosure of confidential information
about impending developments or matters in the course of negotiation is not necessary
if the disclosure would, in the opinion of the directors, be seriously prejudicial to the
interests of the company. This is the case even if that information is considered
material.

Financial Reporting Council 15




Section 6
The strategic report

The purpose of the strategic report

6.1

6.2

6.3

6.4

The strategic report should provide shareholders of the company with the ability
to assess how the directors have performed their duty to promote the success of
the company for their collective benefit.

The strategic report has three main content-related objectives:

(a) to provide context for the related financial statements;

(b) to provide shareholders with an analysis of the entity’s past performance; and

(c) to provide insight into the entity’s main objectives and strategies, and the principal
risks it faces and how they might affect future prospects.

The strategic report should also provide signposting to show the location of supporting
detail.

The strategic report should reflect the collective view of the company’s directors.

Summary of legal requirements

The purpose of the strategic report ‘is to inform members of the company and help
them assess how the directors have performed their duty under s172’ of the Act'.

The duty of a director, as set out in s172 of the Act, is to ‘act in the way he considers, in
good faith, would be most likely to promote the success of the company for the benefit of
its members as a whole, and in doing so have regard (amongst other matters) to:

(a) the likely consequences of any decision in the long term;
(b) the interests of the company’s employees;

(c) the need to foster the company’s business relationships with suppliers, customers
and others;

(d) the impact of the company’s operations on the community and the environment;

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

(f) the need to act fairly as between members of the company’.

Section 426 of the Act allows a company, in certain circumstances, to send its members
the strategic report with supplementary material instead of the annual report. The
supplementary material includes information on the audit report issued on annual
accounts and, in the case of a quoted company, limited extracts from the directors’
remuneration report. This option replaces the option to send summary financial
statements.

10 Section 414C(1) of the Act
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The communication principles

6.5

6.6

6.7

6.8

6.9

6.10

6.11

6.12

6.13

6.14

The communication principles provide guidance on the qualitative characteristics of the
disclosures included in the strategic report. They are also relevant in the drafting of the
annual report as a whole.

The strategic report should be fair'!, balanced'? and understandable*3.

The strategic report should be neutral, addressing positive and negative aspects of the
entity’s development, performance, position and future prospects. The directors should
ensure that shareholders are not misled as a result of the omission of, or emphasis
given to, any information on any aspects of the entity’s development, performance,
position or future prospects.

The strategic report should be written in plain language. The excessive use of jargon
and industry specific terms should be avoided where possible. Where the use of such
terms is necessary, they should be clearly defined and used consistently.

The method of presentation can significantly affect the understandability of information
in the strategic report. The most appropriate method of presentation will depend on the
nature of the information but may include tabular, graphical or pictorial methods as well
as text. A combination of these methods may also sometimes be appropriate.

The directors should also take into consideration the strategic report when ensuring that
the annual report, when taken as a whole, is fair, balanced and understandable.

The strategic report should be concise.

The strategic report should contain only the strategic and other important information
that is relevant to the assessment of how the directors have performed their duty to
promote the success of the company for the benefit of its shareholders.

Example

Information regarding the settlement of a material legal claim against an entity may not
be considered ‘strategically significant’ information. It is, however, important contextual
information relating to the period under review which should be included in the strategic
report.

The application of materiality contributes to concise reporting. Guidance on materiality
as applied to the strategic report is located in Section 5.

The appropriate placement of information within the annual report also contributes to
concise reporting. Guidance on the placement of information is provided in paragraphs
3.10 to 3.14.

™ Section 414C(2)(a) of the Act
12 Section 414C(3) of the Act
'3 The Code, Provision C.1.1
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6.15

6.16

6.17

6.18

6.19

6.20

6.21

6.22

6.23

The strategic report should also be comprehensive'®. This does not mean that it should
cover all possible matters in substantial detail; the strategic report should include only
focused information, which is important to the entity when taken as a whole and is
relevant to shareholders’ needs.

Where appropriate, information in the strategic report should have a forward-
looking orientation.

Information on how a fact or circumstance might affect the entity’s future development,
performance or position should be included in the strategic report. This information is not
the same as a forecast of future results, instead it is a focus on aspects of the year under
review that are relevant to an assessment of future prospects.

The strategic report should not concentrate solely on a single timeframe. Where relevant
to an understanding of the development, performance, position or future prospects of
the entity, the strategic report should give due regard to the short-, medium- or long-term
implications of the fact or circumstance being described.

The strategic report should provide information that is entity-specific.

The inclusion of generic or ‘boilerplate’ information on its own is of only limited use to
shareholders. However, information on how a particular fact or circumstance might
affect, or has affected, the development, performance or position of the entity’s business
and how it is responding to the fact or circumstance provides more insightful information
that can be used in the assessment of the entity’s future prospects.

The strategic report should highlight relationships and interdependencies
(linkages) between information presented in different parts of the annual report.

There are many examples where the disclosure of similar or related information results
from the application of different sources of requirements that apply to different parts of
the annual report. While each part of the annual report is independently useful, more
valuable insight can be provided if linkages between the information in different
components and sections are highlighted.

Linkage example

Separate sections detailing an entity’s business strategy and directors’ remuneration

arrangements may be informative. However, highlighting linkages between these two
elements of the annual report might provide a deeper insight into the entity’s executive
incentivisation policies.

The most appropriate method of dealing with these similar or related requirements will
depend on factors such as the nature of the information and any regulatory
requirements specific to the disclosures being made.

14 Section 414C(3) of the Act
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6.24

6.25

6.26

6.27

The use of cross-references is one method for linking related information. Clear
signposting between the strategic report and other narrative reports, the corporate
governance statements, the financial statements or, where regulation allows, other
material outside of the annual report will enable the reader to readily ‘drill down’ into
greater levels of detail, should they wish to do so.

Linkage example

An entity might identify the funding of a large defined benefit pension scheme deficit as

a principal risk and include a high-level description of the funding risk in the strategic
report. This description could cross-reference to the defined benefit pension scheme
disclosures, in the notes to the financial statements, enabling shareholders to drill down
to greater levels of detail on that subject should they so wish.

Combining disclosures made under requirements from different sources may enable
linkages to be demonstrated clearly in one place.

Linkage example

A manufacturing entity might have an objective to reduce its greenhouse gas (GHG)

emissions. The directors may conclude that the most efficient and informative approach
is to combine, and present in the strategic report, the disclosures that meet the strategic
report requirement to describe the entity’s strategy for the reduction of its GHG
emissions with the disclosure of GHG emissions data required in the directors’ report.

The structure and presentation of the strategic report should be reviewed
annually to ensure that it continues to meet its objectives in an efficient and
effective manner.

When contemplating a change to the structure or presentation of the strategic report,
directors should consider whether the change represents an improvement in the quality
of information provided.

Financial Reporting Council 19




The content elements

6.28

6.29

6.30

6.31

6.32

6.33

6.34

6.35

The various content elements required'® to be included in the strategic report should not
be addressed in isolation; there are numerous relationships and interdependencies
between elements and other disclosures in the annual report which, as noted in
paragraph 6.21, should be highlighted in the strategic report.

The relevance and strength of the relationships and interdependencies between the
content elements will vary according to the facts and circumstances of the entity.

4 N/ N /7 N\
Business
Objectives Strategy
model
N AN N\ J
-~ N/ VY4 ™\
What the business How the business
wants to intends to achieve What the business
achieve its objectives does
N AN N\ J

Objectives, strategy and business model are inter-related concepts. An entity will decide
on its objectives and select strategies to achieve those objectives. An entity will then
apply its business model to its activities in pursuit of its objectives and strategies. The
disclosure of an entity’s objectives, strategy and business model should together explain
what an entity does and how and why it does it.

The strategic report should include a description of the entity’s principal
objectives and its strategies for achieving those objectives'®.

An entity will normally have set a number of formal objectives describing what it intends
to achieve. In addition, the entity will also have developed explicit strategies that
describe the means by which it intends to achieve its objectives.

The disclosure of the entity’s objectives, and the reasons for them, gives an indication of
the direction of the business and provides insight into its future development,
performance and position.

While some objectives may be defined in terms of financial performance, non-financial
objectives should also be disclosed where achieving them is important for the entity’s
future development, performance and position.

The description of an entity’s strategies allows shareholders to assess the current and
past actions undertaken by the directors in pursuit of the entity’s objectives and to
predict future developments in the business.

5 As noted in paragraph 2.1, this [draft] guidance has been written with quoted companies in mind. Certain content elements
described in this section of the [draft] guidance are not mandatory for companies that do not meet the definition of a quoted
company. Appendix Il sets out which strategic report requirements apply to companies that are not quoted companies.

16 Section 414C(8)(a) of the Act
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6.36

6.37

6.38

6.39

6.40

6.41

Where relevant, linkage to and discussion of key performance indicators should be
included in any descriptions given in order to allow an assessment of the entity’s
progress against its objectives and strategies.

Linkage example

The identification of the business segments to which the principal objectives and

strategies relate and a subsequent discussion of what exactly the entity hopes to
achieve will provide a clear sense of the strategic direction of the key parts of the
business.

The sEt_‘lategic report should include a description of the entity’s business
model"".

The description of the entity’s business model should set out how it generates or
preserves value, and how it captures that value. It should describe, at a high level, what
the entity does and why it does it (ie what makes it different from, or the basis on which it
competes with, its peers).

The description of the business model should provide shareholders with an
understanding of how the entity is structured, the market in which it operates, and
how the entity engages with that market (eg what part of the value chain it operates in,
its main products, services, customers and its distribution methods). It should also
describe the nature of the relationships, resources and other inputs that are necessary
for the successful continuation of the business.

Linkage example

The description of the business model could be used to signpost other relevant
information in the strategic report. It could also highlight the principal risks that could
affect a specific part of the business model.

The description of the business model should set out the parts of the entity’s business
process that are most important to the generation, preservation or capture of value.

Example

Many businesses will have a customer focus. However, some businesses might have a
greater focus on an earlier stage of the value creation process. For example, an entity
operating in the pharmaceuticals sector might have a ready market for an innovative
drug; the key to the value creation process is in the development and approval of that
drug. In this case the business model description should give due emphasis to the
critical drug development and approval processes.

A description of the business model provides context for the annual report as a cohesive
document.

17 Section 414C(8)(b) of the Act
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6.42

6.43

6.44

6.45

6.46

6.47

6.48

To the extent necessary for an understanding of the development, performance
or position of the entity’s business, the strategic report should include the main
trends and factors Iikel¥ to affect the future development, performance or
position of the business™®.

Trends and factors affecting the business may arise either as a result of the external
environment in which the entity operates or from internal sources.

Linkage example

The reasons for the entity adopting its principal objectives and strategies (and the
business model) may be clarified through a linkage to a description of trends and factors
affecting an entity.

The development, performance and position of every entity is affected by its external
environment. The strategic report should include a description of the entity’s major
markets and its competitive position within those markets. It should cover the significant
features of the legal, regulatory, macro-economic and social environment in which the
entity operates, and how that has influenced the business. It should also set out the
directors’ analysis of the potential effect on the future development, performance or
position of the entity of the trends or factors identified.

Where practicable and relevant, the trend or factor should be quantified and the source
of the evidence underpinning it identified.

Example

An entity may wish to state in its strategic report that the market in which it operates has
grown substantially in the past five years. In this case, the strategic report should, where
practicable, indicate by how much the market has grown and provide a link to the
research or report from which the statistic has been taken.

The strategic report should discuss internal trends and factors likely to affect the future
development, performance or position of the entity. These will vary according to the
nature of the business, but could, for example, include the development of new products
and services or the benefits expected from capital investment.

Directors should consider the potential future significance of trends or factors in deciding
whether or not to include an analysis of them in the strategic report.

Given the influence trends and factors might have on many aspects of the entity’s
development, performance or position, the linkage of this type of information to other
areas of the strategic report and the annual report more widely will be particularly
important.

Linkage example

The strategic report might highlight any principal risks or opportunities that arise from,
and strategies that have been adopted as a result of, the significant trend or factor
identified.

8 Section 414C(7)(a) of the Act
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6.49

6.50

6.51

6.52

6.53

The strategic report should include a description of the principal risks and
uncertainties facing the entity'®, together with an explanation of how they are
managed or mitigated.

The risks and uncertainties included in the strategic report should be limited to those
considered by the entity’s management to be the most important to the future
development, performance or position of the entity. They will generally be matters that
the directors regularly monitor and discuss because of their likelihood, the magnitude of
their potential effect on the entity, or a combination of the two.

Principal risks or uncertainties with potential effects of such a magnitude that they may
threaten the entity’s viability (ie its solvency and/or liquidity) should be explained fully
and given due prominence.

Directors should consider the full range of business risks including commercial,
operational and financial risks. Principal risks should be disclosed and described
irrespective of how they are classified or whether they result from strategic decisions,
operations, organisation or behaviour, or from external factors over which the board may
have little or no direct control.

The descriptions of the principal risks and uncertainties facing the entity should be
sufficiently specific that a shareholder can understand why they are important to the
entity. This might include a description of the likelihood of the risk, an indication of when
the risk might be most relevant to the entity and its possible effects. Significant changes
in principal risks such as a change in likelihood or possible effect, or the inclusion of new
risks, should be highlighted and explained. An explanation of how the principal risks and
uncertainties are managed or mitigated should also be included.

Example

It could be useful to explain the change in risk profile since the previous year and how
the entity has responded to this change in terms of its risk mitigation.

Linkage example

The disclosure of the reporting and monitoring process for each risk, explaining the

entity’s risk appetite, how often the risk is reviewed, and by whom, could enhance
linkage to information in the corporate governance report (eg the internal control
statement or the audit committee report).

19 Section 414C(2)(b) of the Act
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6.54 Arisk or uncertainty may be unique to the entity, a matter that is relevant to the market in
which it operates, or something that applies to the business environment more
generally. Where the risk or uncertainty is more generic, the description should make
clear how it might affect the entity specifically.

Linkage example

Where relevant, the description of the principal risks and uncertainties facing the entity
should include linkage to and discussion of the entity’s strategies, business model and

key performance indicators. Any linkage to accounting estimates and judgements
disclosed in the notes to the financial statements, trends or factors from the external
environment described elsewhere in the strategic report, or any other linked disclosure
in the annual report, could also be highlighted and, where relevant, discussed.

6.55 | The analysis in the strategic report should include the financial and non-financial
key performance indicators (KPIs)?° utilised by the directors to measure progress
towards achieving a particular objective or strategy.

6.56 The KPIs used in the analysis should be those that the directors judge are most effective
in assessing progress against objectives or strategies. Where possible, they should be
accepted and widely used, either within the entity’s industry sector or more generally.

Linkage example

The use of KPIs in relation to an entity’s strategies will clearly show the progress an
entity has made towards achieving its objectives or strategies.

Linkage example

Highlighting those KPIs which form part of directors’ incentive plans, along with links to
principal risks, provides an overview of how the performance of the business is related
to executive remuneration.

6.57 Comparatives should be included for KPIs and the reasons for any significant changes
from year to year explained.

6.58 The entity should provide information that enables shareholders to understand each KPI
used in the strategic report. For example, the following information should be identified
and explained where relevant:

(a) its definition and calculation method;
b) its purpose;

c) the source of underlying data;

d

e) any changes in the calculation method used compared to previous financial years,
including significant changes in the underlying accounting policies adopted in the
financial statements which might affect the KPI.

~—

any significant assumptions made; and

(
(
(
(

20 Section 414C(4) of the Act
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6.59 Where a line-item from the financial statements, or a commonly used KPI, has been
adjusted for inclusion in the strategic report, the term used for that adjusted measure
should be clear and, where practicable, a reconciliation to an appropriate financial
statement line-item and explanation of any adjustments should be provided.

Example

Where an entity uses earnings before interest, tax, depreciation, amortisation (EBITDA)
and certain restructuring costs as a KPI, the measure could be referred to as ‘Adjusted
EBITDA’ or similar and a reconciliation to an appropriate financial statement line-item
and explanation of the adjustment provided.

6.60 | The strategic report should provide an analysis of the development and
performance of the business in the financial year and of its position at the end
of that year?'.

6.61 The analysis should supplement the financial statements, where relevant providing
additional explanations of amounts recognised in the financial statements and the
conditions and events that shaped the information contained in them?2. It should aim to
answer the questions that are commonly asked by shareholders at an Annual General
Meeting (AGM) or at results presentations.

Example

The strategic report often in a financial review might, where relevant, include comments
on:

e the existence and timing of commitments for capital expenditures; or

e changes in revenue from year to year that result from organic growth, acquisitions,
foreign exchange, etc (a ‘revenue bridge’); or

e financing arrangements (eg changes in net debt or approach to financing of long-
term liabilities).

6.62 The analysis should make reference to cash flows during the year and factors that may
affect future cash flows. Where appropriate, the strategic report should discuss the
entity’s current and prospective liquidity and its ability to fund its stated strategies.

6.63 The strategic report should set out the key strengths and tangible and intangible
resources available to the entity, which will assist it in the pursuit of its objectives.
Particular attention should be given to those items that are not reflected in the financial
statements. Depending on the nature of the business, these may include: corporate
reputation and brand strength; natural resources; employees; research and
development; intellectual capital; licences, patents, copyrights and trademarks; and
market position.

21 Section 414C(2)(a) and (3) of the Act
22 gection 414C(12) of the Act
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6.64

6.65

6.66

To the extent necessary for an understanding of the development, performance
or position of the entity’s business, the strategic report should include
information about:

(a) environmental matters (including the impact of the business of the entity on
the environment)?3;

(b) the entity’s employees®*; and

(c) social, community and human rights issues®®.

There may be a strong relationship between the development, performance, position or
future prospects and the matters described in paragraph 6.64, particularly over the
longer term. The strategic report should include information on these matters when their
influence, or potential influence, on the development, performance, position or future
prospects of the entity’s business is of such a nature or magnitude that they are relevant
to shareholders. The strategic report should not, however, be seen as a replacement for
other forms of reporting addressed to other stakeholders.

Linkage example

The way an entity conducts its business in relation to the issues in paragraph 6.64 may
affect its licence to operate/trade in a particular location or market, or result in a major
event that will directly or indirectly affect the entity (eg a material litigation, loss of
revenue or reparation cost). The risk of such an event may constitute a principal risk or
uncertainty to the entity.

Linkage example

The identification of the key inputs and outputs of the business, together with the key
stakeholder relationships could be linked to the business model and strategies to help
explain the reasons why each particular matter or issue is important to the business.

Where this information is material it should be placed in the strategic report. If the
directors consider that this type of information is important but not material to
shareholders, the information could be located elsewhere, for example, in a
sustainability report.

2% gection 414C(7)(b)(i) of the Act
24 Section 414C(7)(b)(ii) of the Act
25 Section 414C(7)(b)(iii) of the Act
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6.67

6.68

6.69

6.70

6.71

Where a discussion of an issue related to any of the matters described in paragraph
6.64 is considered necessary for an understanding of the development, performance,
position or future prospects of the entity’s business, the strategic report should make
clear why it is considered necessary. It should also include information on the policies of
the entity on those matters and the effectiveness of those policies?®.

Example

An entity that sources its products from overseas could face risks relating to stakeholder
(eg customer) concerns relating to local labour practices. In this situation, the entity
might have put in place a system to validate and monitor supply chain performance,
specifically related to adherence to stated policies. The directors might also monitor the
effectiveness of those policies with KPIs. Where the nature or magnitude of the potential
effect of the risk on the business is such that it would be of interest to shareholders, it
should be described and discussed in the strategic report.

The strategic report should provide a breakdown showing, as at the end of the
financial year®’:

(a) the number of persons of each sex who were directors of the company;

(b) the number of persons of each sex who were senior managers of the entity
(other than persons falling within sub-paragraph (a)); and

(c) the number of persons of each sex who were employees of the entity.

A senior manager means an employee who is a director of a subsidiary of the company
or who otherwise has responsibility for planning, directing or controlling the activities of
the entity or a strategically significant part of it°.

In referring to a ‘strategically significant’ part of an entity and by including directors of all
subsidiaries, the definition of a ‘senior manager’ in paragraph 6.69 is wider than the
definition of Key Management Personnel (KMP) in IAS 24 Related Party Disclosures
and FRS 102 The Financial Reporting Standard applicable in the UK and Republic of
Ireland. 1t may, for example, include employees who have responsibility for planning,
directing or controlling the activities of a reportable segment.

The analysis required by paragraph 6.68(b) should enable shareholders to ascertain the
number of persons of each sex who might, in due course, attain a position that would be
classified under paragraph 6.68(a) or an equivalent position.

26 gection 414C(7)(b) of the Act
27 Section 414C(8)(c) of the Act
28 gection 414C(9) & (10) of the Act
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6.72 | To the extent that they are matters which are considered to be of strategic
importance to the entity, the strategic report should also include information
which would otherwise be disclosed in the directors’ report®°.

6.73 Where information that is required to be disclosed in the directors’ report is included in
the strategic report, it does not also need to be included in the directors’ report (whether
by cross-reference or otherwise). However, where this is the case, the directors’ report
should identify which information has been included in the strategic report instead of the
directors’ report®°.

2% Section 414C(11) of the Act
30 gection 1A of the Large and Medium-sized Companies and Groups (Reports and Accounts) Regulations 2008
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The Accounting Council’s Advice to the FRC to issue Exposure
Draft: Guidance on the Strategic Report

Introduction

1. This report provides an overview of the main issues that have been considered by the
Accounting Council in advising the FRC to issue the draft Guidance on the Strategic
Report.

2. As part of the development of the guidance, the Accounting Council was keen to obtain
input from investors and preparers at an early stage. The Accounting Council therefore set
up a Narrative Reporting Advisory Panel (Advisory Panel) to facilitate the process. As well
as investors and preparers, the Advisory Panel included auditors, representatives from the
Department for Business, Innovation and Skills (BIS) and the International Integrated
Reporting Council (IIRC) as well as representatives from the FRC’s Corporate
Governance, Corporate Reporting Review and Financial Reporting Lab teams. The
FRC is grateful to the members of the Advisory Panel for their input during the
development of this draft guidance.

Advice

3. The Accounting Council is advising the Financial Reporting Council (FRC) to issue
Exposure Draft: Guidance on the Strategic Report.

Background

4. BIS has asked the FRC to prepare non-mandatory guidance on the application of the
strategic report requirements introduced into the Act by the Companies Act 2006
(Strategic Report and Directors’ Report) Regulations 2013 (the Regulations). Separate
guidance on the application of the mandatory greenhouse gas (GHG) emissions reporting
required by the Regulations has been published by the Department for Environment Food
& Rural Affairs (DEFRA)3".

5. The final Guidance on the Strategic Report will replace the Accounting Standards Board’s
Reporting Statement: Operating and Financial Review (RS).

6. When developing the proposed guidance, the FRC was mindful of developments in
Integrated Reporting. In contrast to an integrated report, the strategic report is required as
part of the annual report in the UK, with its purpose and content largely determined by
legislation. This fact notwithstanding, the proposed International Integrated Reporting
Framework and the draft Guidance on the Strategic Report encourage similar qualitative
characteristics and content. The draft Guidance on the Strategic Report is also broadly
consistent with the guidance in the International Accounting Standards Board’s (IASB)
IFRS Practice Statement Management Commentary.

Objectives

7. The FRC is committed to improving the quality of financial reporting and would like to
encourage annual reports to be more relevant to the needs of shareholders. The FRC’s
projects on the disclosure framework and cutting clutter are a step towards this goal and
the draft Guidance on the Strategic Report will also contribute to achieving this aim.

3T https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/206392/pb13944-env-reporting-guidance.pdf
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10.

In developing the draft guidance, the Accounting Council has drawn on the feedback
received from the FRC’s recent Discussion Paper Thinking about Disclosures in a Broader
Context. That paper has a broad scope which includes disclosures in narrative reports.
The paper noted that providing disclosures should be a communication rather than a
compliance exercise; it considered issues such as the application of materiality to
disclosures and highlighted the challenges caused by different authoritative sources
setting disclosure requirements. While it is not possible to address all of the problems with
disclosures in a single piece of non-mandatory guidance, the Accounting Council believes
that improving disclosures in narrative reports will be a step in the right direction.

The objectives that the Accounting Council have set for the draft Guidance on the
Strategic Report are intended to ensure that the draft guidance helps entities to prepare
strategic reports, and annual reports more generally, that: (a) are focused on the needs of
shareholders; (b) tell a cohesive story of the business; and, (c) make full use of the
flexibility that exists within the regulatory framework.

The Accounting Council believes that the draft Guidance on the Strategic Report should
draw on, but not be bound by, the guidance in the RS.

Scope

11.

With the introduction of the strategic report, the Accounting Council believes there is an
opportunity to make the annual report as a whole, a more cohesive document. It believes
that this can only be achieved by setting the strategic report, and narrative reports more
generally, in the context of the annual report as a whole. Therefore, the Accounting
Council suggested that the scope of the guidance should go beyond the strategic report,
emphasising linkages between narrative reporting with other parts of the annual report.

The Companies Act 2006 directors’ report and strategic report requirements

12.

Although this draft guidance is written with quoted companies in mind, it is also intended to
serve as best practice guidance for other entities preparing their strategic reports. The
tables in Appendix Il and Appendix Il are intended to allow companies to quickly identify
the legal requirements that are relevant to their own particular status.

The annual report

13.

14.

15.

16.

30

The Accounting Council believes that to set the guidance in context, it is necessary to
understand the purpose of the annual report and the objectives of each component of the
annual report as this helps users of the draft guidance to make judgements regarding
where and how information is best presented.

The Accounting Council considers that lllustration 1 is useful in setting the context,
clarifying the purpose of each part of the annual report.

In developing the objectives set out in lllustration 1, the Accounting Council intended to
build on concepts that have already been developed by the FRC or the IASB. Therefore,
the purpose of the annual report is as set out in the FRC’s 2009 Discussion Paper Louder
than Words and is not inconsistent with the IASB’s objective of financial reporting as set
out in its Conceptual Framework for Financial Reporting.

The objectives for each of the components of the annual report — narrative reports,
corporate governance statements and the financial statements — are based on those set
outin The FRC’s October 2012 Discussion Paper Thinking about Disclosures in a Broader
Context and developed through consultation with the Advisory Panel.

Exposure Draft: Guidance on the Strategic Report (August 2013)



17.

18.

The Accounting Council acknowledges that a risk associated with a graphical illustration of
an annual report, or indeed any systematic description of the parts and purpose of an
annual report, is that it implies a desired or preferred structure for all annual reports. This
is emphatically not the case. The Accounting Council believes that it is of the utmost
importance that an annual report is drafted and structured in such a way that, as well as
being compliant with all of the relevant laws and regulations, it is fair, balanced and
understandable. It encourages companies to consider and challenge the ‘traditional’
structure of the annual report with an objective of organising information so that it is
informative to investors and a valuable communication tool.

During the development of the draft guidance, the Accounting Council considered a
concern that the illustration does not include reference to a chairman’s statement when
the Code specifically encourages a personal statement from the chairman. Similarly, it
does not include financial highlights, a Chief Executive Officer’s report, or a sustainability
report, all of which are commonly found in annual reports today. The Accounting Council
noted that the illustration is intended to show the minimum requirements and that to
include these items might result in a greater risk that companies would see the illustration
as being more structurally prescriptive than is intended.

Interaction with corporate governance reporting

19.

20.

21.

There is some overlap between the content and qualitative characteristics of information
required by the Act and the information required by the Code. For example, provision
C.1.1 of the Code states that it should provide ‘the information necessary for shareholders
to assess the company’s performance, business model and strategy’.

The requirement for an annual report to be ‘fair, balanced and understandable’ also arises
from provision C.1.1 of the Code. As businesses and the business environment become
ever more complex and fast-moving, so the need to tell the company’s story in as simple
and accessible way as possible becomes more acute. The Accounting Council thinks that
it is important to note that the strategic report plays a very important role in ensuring that
the annual report, when taken as a whole, is fair, balanced and understandable.

The objectives for the directors’ remuneration section were based on Directors’ Pay:
Consultation on revised remuneration reporting regulations’ (BIS, June 2012).

Who are the users of strategic reports?

22.

23.

Section 414C(1) of the Act states that the legal addressee of the strategic report is the
members of the company. In consequence, paragraph 3.6 acknowledges that their needs
are paramount (members are referred to in the draft guidance as the ‘shareholders’).
However, the Accounting Council believes that the needs of a wider investor group than
simply current shareholders should be borne in mind when the annual report is being
drafted; preparers should consider the needs of other investors (including debt investors)
and potential investors, and their advisers, as well as current shareholders.

Paragraph 22 notwithstanding, the Accounting Council believes that a narrow definition of
users is necessary to ensure that annual reports provide information that is relevant to
shareholders and, in turn, assist in cutting clutter. In consequence, the draft guidance
makes clear that the annual report should not be seen as a replacement for other forms of
reporting addressed to other stakeholders.
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Placement of information in the annual report

24. The Accounting Council believes that reviewing the placement of information that is
usually contained within an annual report might contribute towards the reduction of clutter.
The Accounting Council would like to encourage an approach whereby core information
(from an investor’s perspective) is given prominence and supplementary information is
located elsewhere. Currently, certain information is required to be presented in an annual
report and there are legal barriers that prevent moving information elsewhere (eg online).
However, as an interim step the Accounting Council considers that supplementary
information could be positioned in an appendix so that it does not detract from the core
information. In future, it hopes that some of the legal barriers can be removed.

25. One challenge the recommendations in paragraph 3.12 pose is ensuring that there is
clarity regarding the information that is and is not subject to audit. The Accounting Council
acknowledges that preparers will need to be particularly careful in this respect if they elect
to cross-refer to information that is included in an appendix to the annual report or outside
of the annual report altogether.

Strategic reports and materiality

26. The Accounting Council believes that the application of the concept of materiality is a key
issue for narrative reporting. The inclusion in the annual report of narrative information that
is not relevant to investors, and is not otherwise required by law or regulation, is
considered a key driver of ‘clutter’. In addressing the issue of materiality in a separate
section, as well as embedding references within other sections, the Accounting Council is
attempting to give the consideration of materiality a renewed prominence in the context of
narrative reporting.

27. While the changes introduced by the Regulations represent a relatively modest change to
the pre-existing legal requirements, the Accounting Council hopes that they might act as a
catalyst for companies to revisit their policies and practices with a view to preparing
relevant and focused narrative reports. This section provides guidance on the level of
detail that should be included in the strategic report; it may result in some companies
eliminating some detail previously included in the business review section of their annual
report.

The strategic report

28. During the course of the development of this draft Guidance on the Strategic Report, the
Accounting Council became aware of a commonly held misconception that the strategic
report would be an additional higher-level summary of information contained within the
annual report; that it would contain only ‘strategically important’ information which may be
of a different level of materiality or importance to the information currently included in the
business review. However, the purpose and required content of the strategic report does
not differ significantly from that of the business review which it replaces.

29. The Accounting Council intends that the three content-related objectives of the strategic
report set out in paragraph 6.2 ensure that the purpose of the strategic report, as defined
by the Act, is met. In achieving these objectives, the Accounting Council believes that the
strategic report will play its part in the overall objective of the annual report which is to
provide information that is useful for making resource allocation decisions and for
assessing management’s stewardship.

30. The fourth objective, set out in paragraph 6.3, reflects the importance that the Accounting
Council attaches to the view that one role of the strategic report is to be an aide to
navigation around the myriad of corporate information that is available about an entity.
The Accounting Council holds the view that this should facilitate ‘drill-down’ to further
detail elsewhere in the annual report and beyond.
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Communication principles

31.

32.

33.

34.

35.

36.

As the draft Guidance on the Strategic Report is focused on the strategic report, the
Accounting Council has drafted the communication principles to provide guidance on
qualitative characteristics that are specific to the strategic report. It acknowledges,
however, that they will also be relevant in the drafting of the annual report as a whole. The
qualities described in this part of the draft guidance are generally those which were
highlighted as desirable by investors. In some cases, however, the qualities also have a
legal or regulatory source.

The Code requires the annual report as a whole to be fair, balanced and understandable.
However, whereas the Act requires the strategic report to be both fair and balanced, there
is no similarly direct requirement for it also to be understandable. The Accounting Council
considers that, given the annual report, when taken as a whole, must be fair, balanced and
understandable, the strategic report section must also have the same characteristics.

The Accounting Council has included the reference to ‘comprehensive’ in paragraph 6.15
because it is an explicit requirement of the Act. Its inclusion does not conflict with the
recommendation that the strategic report should also be concise as the Accounting
Council has interpreted comprehensive, in this respect, to be a function of breadth of
information rather than depth of information. The depth of information on any particular
subject should be a function of materiality, which is considered in Section 5 of the draft
guidance.

The Accounting Council intends the reference to ‘short-, medium- and long-term’ to
indicate that the strategic report should not concentrate solely on a single timeframe (eg it
should not just consider the short-term). Information in the strategic report should not
necessarily be categorised or organised in this way, although the timescale associated
with a particular fact or circumstance may be relevant information to disclose.

Effective linkage enhances the usefulness of individual pieces of information in an annual
report and increases their relevance to investors. The Accounting Council considers that
‘linkage’ is a key quality for investors.

During the development of the draft guidance, the Accounting Council considered the
inclusion of a communication principle recommending that the structure and presentation
of the strategic report should remain consistent from year to year unless a change
represented an improvement of the communication of the information contained in the
strategic report. Although consistency from year to year was a quality investors desired,
the Accounting Council concluded that an emphasis on consistency might inhibit the more
general communication improvements that are seen as a priority. ‘Change for change’s
sake’ is discouraged.

Content elements

37.

38.

The government has a policy of no ‘gold-plating’ (the practice of exceeding the terms of
European Commission directives when implementing them into national law). In line with
this policy, the wording of the bold content elements set out in Section 6 is based on that
used in the Act. In a limited number of cases, however, it has been necessary to clarify the
language used in the Act to improve understandability.

The content elements are supplemented with supporting detail that describes the nature of

information that the Accounting Council believes should be considered for disclosure in
respect of each requirement.
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39.

The Accounting Council wishes to provide some guidance on how information might be
presented in the strategic report without being seen to be too prescriptive regarding its
structure or content. It has sought to achieve this by highlighting examples of the way in
which the content elements might be combined or interact with each other; these
examples are set out in the ‘linkage example’ boxes within the content element guidance.

Objectives, strategies and business model

40.

41.

42.

43.

44,

Provision C.1.2 of the Code describes a business model as ‘the basis on which the
company generates or preserves value over the longer term’. The definition used in the
guidance is consistent with the Code.

During the development of the guidance, preparers and investors indicated that it is
important that the description of the business model explains how the entity differs from its
competitors.

The Accounting Council believes that it is important for investors to understand how the
value generated by the business activities is captured and converted into financial
benefits. This quality of a business model description has been added into the content
element guidance.

The Accounting Council acknowledges that different businesses use different terms for
business model, objectives and strategies. Distinguishing between these terms can be
challenging. It is difficult to reach consensus on how the concepts should be differentiated
as they are inextricably linked. Preparers and the Advisory Panel, however, indicated that
this is an area that is difficult to apply and on which guidance would be helpful. The
Accounting Council also notes that the Act treats the business model and strategy as
separate concepts.

Entities could apply a different order to the three concepts when presenting this
information in their annual report. The Accounting Council also does not intend to imply
that other definitions or terminology should not be used in the strategic report.

Principal risks

45.

46.

The definition of a principal risk, and the language used in the guidance paragraphs under
the principal risks content element has been developed taking into account the FRC’s
review of its guidance on risks and going concern arising from the Sharman Inquiry. The
Accounting Council acknowledges that this wording may be subject to change as the FRC
issues further consultations relating to the implementation of the Sharman
recommendations.

Taking decisions on how a company should approach the principal risks it faces is a
fundamental part of the duties of a director. Information on how the principal risks are
managed is therefore important to shareholders when making resource allocation
decisions and assessing management’s stewardship. In consequence, the Accounting
Council believes that such information should be included in the strategic report. Where a
company has a non-UK listing (eg on the New York Stock Exchange or NASDAQ),
directors will need to consider the regulatory requirements in those jurisdictions before
including this information in their overseas filings.
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Appendix I: Glossary

the Act

The Companies Act 2006

annual report

The annual accounts and reports that members of the company
are entitled to receive under s423 of the Act, generally
comprising the narrative reports, corporate governance
statements and the financial statements.

business model

Howsghe entity generates or preserves value over the longer
term=-.

the Code

The 2012 UK Corporate Governance Code.

directors’ report

The report that is required by s415 of the Act which incorporates
the disclosures specified by the Act or its associated regulations.

DTR

The Disclosure and Transparency Rules.

key performance
indicators (KPIs)

Factors utilised by the directors to measure progress towards
achieving a particular objective or objectives, or strategies.

LR

The London Stock Exchange Listing Rules.

materiality (as applied
to strategic reports)

Information is material if omitting or misrepresenting it might
reasonably be expected to influence the economic decisions
shareholders make on the basis of the annual report as a whole.

Materiality depends on the nature and the magnitude of effect of
the fact or circumstance to which the information relates on the
entity’s development, performance, position or future prospects,
judged in the surrounding circumstances. The nature or the
magnitude of effect, or a combination of both, could be the
determining factor.

The inclusion of immaterial information can obscure key
messages and impair understandability of information provided.
In such circumstances, the immaterial information should be
excluded.

narrative reports

The strategic report and the directors’ report.

objectives

Specific goals describing what the entity wishes to achieve.

principal risk

A risk or combination of risks that can seriously affect the
performance, future prospects or reputation of the entity. These
should include those risks that affect the viability of an entity.

32 The Code, Provision C.1.2
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quoted company

A company whose equity share capital has been included in the
official list in accordance with the provisions of Part 6 of the
Financial Services and Markets Act 2000; or is officially listed in
an EEA State; or is admitted to dealing on either the New York
Stock Exchange or the exchange known as NASDAQ>?.

strategic report

The report, required by s414C of the Act, which provides
shareholders of the company with the ability to assess how the
directors have performed their duty under s172 (duty to promote
the success of the company).

strategy

A plan or approach which is intended to help the entity achieve
an objective or objectives.

33 Section 385 of the Act
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This draft is issued by the Financial Reporting Council for comment. It should be noted
that the draft may be modified in the light of comments received before being issued in
final form.

For ease of handling, we prefer comments to be sent by e-mail to:

narrative@frc.org.uk

Comments may also be sent in hard copy to:

Deepa Raval

Financial Reporting Council
Aldwych House

71-91 Aldwych

London

WC2B 4HN

Comments should be despatched so as to be received no later than 15 November 2013.

The FRC'’s policy is to publish on its website all responses to formal consultations issued
by the FRC unless the respondent explicitly requests otherwise. A standard confidentiality
statement in an e-mail message will not be regarded as a request for non-disclosure. The
FRC does not edit personal information (such as telephone numbers or postal or e-mail
addresses) from submissions; therefore, only information that you wish to be published
should be submitted.

The FRC aims to publish responses within ten working days of receipt.

The FRC will publish a summary of the consultation responses, either as part of, or
alongside, its final decision.
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