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Welcome to our review for the 2018
reporting season
Foreword from William Touche
Dear Board Member,
Growth, geopolitical concerns, business model disruption, and technology transformation
continue to feature high on the day to day agenda. But the question of the role of large
companies in society has now broken through to become a mainstream boardroom topic.
Of course, this is also the underpinning theme to the government’s corporate governance
reform agenda. If not done already, companies should now be defining and beginning to
report on their purpose and how they are engaging with their ecosystem of employees,
customers and suppliers and should be reviewing their impact on society as a whole.
This is the underlying principle of the previously little discussed, but now widely celebrated,
section 172 of the Companies Act 2006, and will feature large as a new reporting requirement
when new legislation comes into force next year.
Executive pay has continued to grab headlines in the debate this year but the voting season
has passed more smoothly than 2016. However, we are beginning to see votes being used to
express shareholder dissatisfaction in more areas than just pay, and we expect this emerging
trend to continue. Areas such as independence concerns, often explained away in our ‘comply
or explain’ model, may haunt you when things go wrong, and control or financial reporting
failings may also have implications at voting time.
As economists’ focus turns to interest rate rises and what happens when higher volatility
returns to equity markets, we are seeing increasing concern over complacency and group
think being expressed by regulators, with encouragement to companies to deliberately create
challenge to thinking and to processes. Crisis simulations are becoming regular features
of the board agenda. We ask if boards are challenging whether the third line of defence,
internal audit, has the skills to provide assurance in our new technology enabled world, and
we explore how understanding the anatomy of a crisis can help you prepare: it is widely
recognised that it is no longer a question of if, but when you will be dealing with one yourself.
Forecasting, which underpins so much of our decision making, is, in the current environment, to
state the obvious in a somewhat restrained manner, not straightforward. It will be challenging
to respond with something meaningful to the FRC’s and investors’ exhortations to discuss the
prospects of your business over the business and investment cycle, which for some could be
a ten or twenty year horizon. But the challenge should be embraced as worthwhile and could be
revealing; after all, many of your own business decisions contain key assumptions about the long
term – financing decisions, pension funding, choice of asset lives, and forecasts underpinning
impairment reviews, to name but a few areas. Let us not retreat to the safety of bland statements
but use this as an opportunity to challenge and review the assumed confidence and consensus
round the board table about the longer term of the business. Boards should ask for a summary
of all statements made regarding the long-term publicly in financing documents or privately in
board papers reviewing investment decisions or correspondence with pension trustees, so they
can review the long term assumptions underpinning key decisions and communications.
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These, together with an analysis of the company’s positioning against industry trends, will likely
be the sort of work boards will ask to be done to underpin their commentary about longer term
prospects.
Our review is a full read, also covering the areas of focus for this reporting season, a reflection
on the volume of the board agenda. Any questions, of course, do get in touch with your
Deloitte partner or our governance team.
Yours faithfully,

William Touche
Vice‑Chairman
Leader of Deloitte UK Centre for Corporate Governance

Forecasting, which underpins so much of our decision making, is,
in the current environment, to state the obvious in a somewhat
restrained manner, not straightforward. It will be challenging to
respond with something meaningful to the FRC’s and investors’
exhortations to discuss the prospects of your business over the
business and investment cycle, which for some could be a ten or
twenty year horizon.
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On the board’s agenda

03

Governance in focus | On the board agenda – the 2018 reporting season

Shareholders and votes
“As BlackRock engages with your company this year, we will be looking to see how your
strategic framework reflects and recognizes the impact of the past year’s changes in the
global environment. How have these changes impacted your strategy and how do you plan
to pivot, if necessary, in light of the new world in which you are operating?”
2017 Letter to CEOs, Larry Fink, Blackrock’s Chairman and CEO

In this article we look at shareholder engagement and consider three recent developments:
•• voting trends from the 2017 AGM season;
•• details of the Investment Association’s public register of shareholder votes; and
•• a consultation on revisions to the best practice principles for proxy voting agencies.

Voting trends from the 2017 AGM season
Votes on remuneration resolutions always receive attention
and make headlines but we wanted to draw attention
to a significant increase in the votes against director
re‑elections which we observed in the 2017 AGM season.
The number of directors receiving more than 20% votes
against their reappointment rose from 4 in 2016 to 21 in 2017.
The most common reasons cited for those votes against were
as follows:
•• over‑boarding – where a director’s other commitments
appear too great to allow sufficient time to discharge their
duties effectively
•• independence – where there are issues which indicate that
judgement and objectivity could be compromised
•• low attendance – where recorded attendance is less than
75% of all board meetings
•• non‑compliance with UK Corporate Governance Code –
persistent non‑compliance of provisions such as separation
of chairman and CEO
•• remuneration policy issues – the remuneration committee
chair targeted as a result of continuing issues with
remuneration policies
In addition to these factors, we thought it was worth noting
that there was one particular instance where the audit
committee chair received a significant vote against their
re‑election due to that individual, and by inference the audit
committee, being held accountable for a health and safety
event which investors felt demonstrated a failure to maintain
effective oversight over the entity’s risk management and
internal control systems.
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Whilst this was an isolated incident, it is clear that
shareholders are turning up the heat on individual director
accountability, and we expect this trend to continue.
For the board agenda – could any of your directors be at
risk of a vote against and what can be done to mitigate this?

The Investment Association’s public register of
shareholder votes
Following the Government’s announcement of the creation
of a public register of shareholder votes, the Investment
Association (IA) has announced details of how the register
will work. The register aims to focus attention on companies
receiving significant shareholder dissent and to track
whether, and how, they are addressing those concerns.
The original proposal from the Government was that the
public register should list the names of companies where
20% of investors have objected to executive pay packages.
The IA has decided that this should apply to ALL votes and
not just those relating to remuneration.
Companies who received votes of 20% against any resolution
in 2017 will appear on the register. The IA has also stated
that they will include companies where a resolution has
been withdrawn prior to the meeting, although they note
that there are many reasons why a resolution has been
withdrawn which may not be related to shareholder
concerns.
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The IA is currently writing to all those companies which
will initially be included on the register giving them the
opportunity, prior to the register going live later this year,
to provide a public explanation of how they have addressed
shareholder concerns since the shareholder vote.
The register will include a description of the resolution, the
result of the shareholder vote, a link to the AGM results
announcement (including any statement made under
Provision E.2.2 of the UK Corporate Governance Code which
states that where a significant number of votes have been
cast against a resolution companies should explain, when
the voting statistics are made available on the company’s
website, what actions it intends to take to understand
the reasons behind the vote) and a link to any further
statement the company has made in relation to actions
taken since the vote.
The launch of the public register, including the data from
2017, will take place in the last quarter of this year and will be
updated on an ongoing basis.
The IA’s press release can be accessed from
https://www.theinvestmentassociation.org/media-centre/
press-releases/2017/ftse-companies-asked-to-explainhow-they-have-tackled-shareholder-concerns.html
For the board agenda – will your company be on the IA
register based on your 2017 AGM and, if so, how well have
you explained your response to the shareholder vote?

Consultation on revisions to the best practice principles
for proxy voting agencies
The existing ‘Best Practice Principles for Shareholder Voting
Research and Analysis’ (“the Principles”) were introduced
in 2014. They were developed by the proxy voting agency
industry to provide a voluntary performance and reporting
framework, to promote a greater understanding of its role,
and to promote the integrity and efficiency of processes
and controls related to the provision of these services and
management of any conflicts of interest.
The purpose of the current review is to consider whether the
Principles and supporting arrangements need to be revised
in light of experience, as well as market and regulatory
developments since the Principles were introduced.
The consultation is open until 15 December 2017 and
includes 42 questions, including questions on: the
development of the voting policies; research methodologies;
management of conflict of interest; communication between
proxy advisors and companies; the handling of feedback and
complaints and; opportunity for companies to review a draft
report before finalisation.
We draw this to your attention should you wish to share your
views.
Further details on the consultation and the online survey can
be found at www.bppgrp.info/2017-consultation/

The IA has decided that the public register of
shareholder votes will apply to all votes, not just
those on pay.
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Purpose – your company ’s ‘North Star’
In this article we examine the concept of company purpose which is subject to increasing attention and consider what this
means for boards and their communications, both internal and external.

Company purpose is the intended contribution a business
seeks to make to wider society through its core business
activities. This underpinning theme is now being enshrined in
the Government’s corporate governance reform agenda and is
expected to feature in the FRC’s proposed revisions to the UK
Corporate Governance Code.

The strategic report should explain how stakeholder
relationships and needs are taken into account in the
boards’ decision making, as well as providing shareholders
with information to allow them to understand the strategy,
development, performance, position and impact of the
entity’s activity, including potential long term outcomes.

We know that purpose is an ever more important tool for
corporate growth. Without purpose, companies lack an
overarching “North Star” against which they can set strategy
in an increasingly complex environment. As digital capabilities
drive increased openness and transparency, purpose provides
a solution to questions around lack of trust and license to
operate. Critically, purpose provides a direct commitment to
all stakeholders, from employees to investors and regulators,
about the future of the organisation, providing long-lasting
and broad benefit to the business.

An entity’s purpose, its strategy, and its business model are
interrelated, but distinct, concepts. Different businesses
may use different terms for these concepts and different
approaches. However, the disclosure of an entity’s purpose,
strategy and business model should together explain the
relationship between an entity’s ambition for external impact
(purpose), the choices for achieving that impact sustainably
through commercial success (strategy) and the means of
activating those choices (business model). Where purpose
is perennial, strategy will need to be reviewed constantly to
accommodate the needs of an ever-changing world.

Now, in draft revisions to the
FRC’s Guidance on the Strategic
Report, each business is being
asked to explain in its strategic
report what its purpose is,
how strategic choices serve its
purpose and how they secure
long term shareholder value.
In considering impact, the
board should also consider the
impact of the entity’s activities
on society as a whole, including,
naturally, our increasingly stressed planet. By articulating
its purpose, a company can ensure that all stakeholders
are clear on what it is trying to achieve in terms of societal
impact.
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In our Annual report insights 2017,
we found 41 companies, out of
our sample of 100 companies
across the entire listed sector,
included a prominent and clear
description of the company’s
purpose, explaining why it exists.
These examples made it clear
that the purpose was not just to
make profit for its shareholders.
Nor was it just a description of
what the company does. It was
about its sustainable value
generation, in the long term, for its broader stakeholders
including employees, customers, society, regulators,
investors and the environment.
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Good examples of purpose statements link wider
stakeholders back to what the company does. For example
Kingfisher wrote “Our ambition is to become the leading home
improvement company. We believe everyone should have a
home they feel good about, so our purpose is to make home
improvement accessible for everyone.”
This is a hugely interesting time for boards, and the stakes
are high – the velocity of information sharing on the internet
means that anything other than total integrity between claims
made and actuality is dangerous. Defining purpose, designing
effective engagement mechanisms with stakeholders and
tracking success with objectively verifiable data measured
over time presents a unique opportunity to transform
behaviours and support sustainable long term value.

For the board agenda – are you happy that your company
purpose is clearly articulated and communicated?

Contacts – Purpose
Sam Baker
0207 303 7016
sambaker@deloitte.co.uk

This is a hugely interesting time for boards, and the
stakes are high – the velocity of information sharing
on the internet means that anything other than total
integrity between claims made and actuality
is dangerous.
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Corporate governance reform update
In this article we provide a summary of the various elements of the corporate governance reform agenda and an
indication of what is still to come.

February 2017 – The FRC announced
plans for a fundamental review of the
UK Corporate Governance Code taking
account of work done on corporate
culture and succession planning, and the issues raised in
the Government’s Green Paper and the BEIS Committee
inquiry.

September 2016 – The Business, Energy
and Industrial Strategy Committee
launched an inquiry on corporate
governance, focusing on executive pay,
director’s duties, and the composition
of boardrooms, including worker representation and
gender balance in executive positions.

November 2016 – The
Department for Business,
Energy and Industrial
Strategy (BEIS) issued a
Green Paper on Corporate Governance Reform
asking questions in three key areas: executive
pay, strengthening the employee, customer
and wider stakeholder voice and corporate
governance in large privately-held businesses.

September 2017 – ICSA and the
Investment Association issued
their guidance on getting the
stakeholder voice heard in the
boardroom (see page 13 of this
publication).

October 2017 – the Investment
Association announced details of how its
public register of shareholder votes will
work. The register aims to focus attention
on companies receiving significant shareholder dissent
and to track whether, and how, they are addressing those
concerns (see page 4 of this publication).

08

April 2017 – The Business, Energy
and Industrial Strategy Committee
issued its report on the corporate
governance inquiry raising a
series of recommendations for the
Government to take forward. The report covers
promoting good corporate governance, private
companies, pay and composition of boards.

August 2017 – BEIS issued its package of
corporate governance reforms setting out
nine proposals across the three topics raised
in the Green Paper. The proposals to be
introduced through a number of different
mechanisms including secondary legislation,
changes to the UK Corporate Governance
Code and other industry-led solutions.

B

September 2017 – BEIS issued a
detailed response to each of the
recommendations raised in the
BEIS Committee’s inquiry report.
See page 10

A

See
Opposite
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By the end of 2017 – the FRC is due
to publish its consultation on the UK
Corporate Governance Code, the
Guidance on Board Effectiveness and
some conceptual questions on the Stewardship Code.

H1 2018 – the FRC is expected
to publish updated Guidance on
the Strategic Report (either draft
or final).

By the end of 2017 – BEIS is expected to
publish initial draft legislation on CEO pay
ratio disclosure, explaining share scheme
outcomes, s172 reporting and disclosing the
governance arrangements of large businesses.

A

Summary of BEIS corporate governance reforms

Executive pay
1. Secondary legislation will be introduced requiring quoted
companies to:
–– Report annually the ratio of CEO pay to the average
pay of their UK workforce together with a narrative
explaining changes in the ratio from year to year and
setting the ratio in the context of pay and conditions
across the wider workforce;
–– Provide a clearer explanation in remuneration reports
of the range of potential outcomes from complex,
share-based incentive schemes.
2. The FRC will be invited to revise the UK Corporate
Governance Code to:
–– Be more specific about the steps that premium listed
companies should take when there is significant
shareholder opposition to executive pay policies and
awards;
–– Extend the remit of remuneration committees to also
oversee pay and incentives across their company and
to require those committees to engage with the wider
workforce to explain how executive remuneration aligns
with wider company pay policy; and
–– Extend the recommended minimum vesting and postvesting holding period for executive share awards from
3 to 5 years.

3. The Investment Association will be asked to develop
and maintain a public register of listed companies
encountering more than a 20% or more shareholder vote
against pay awards, along with a record of what these
companies say they are doing to address shareholder
concerns, (see page 4).
Strengthening the employee, customer and wider
stakeholder voice
4. Secondary legislation will be introduced requiring all
companies of significant size (both public and private suggested to be a threshold of 1,000 employees subject
to further consideration) to explain how their directors
comply with the requirements of s172 to have regard to
employee interests and to fostering relationships with
suppliers, customers and others.
5. The FRC will be invited to include a new Code Principle
strengthening the voice of employees and other
stakeholder interests at board level when it consults on
changes to the Code later this year. Further, a specific
Code provision is suggested requiring premium listed
companies to adopt, on the “comply or explain” basis,
one of three employee engagement mechanisms: a
designated non-executive director; a formal employee
advisory council; or a director from the workforce.
6. ICSA and the Investment Association have issued joint
guidance on practical ways in which companies can
engage with their employees and other stakeholders
at board level. In addition, the GC100 has been asked
to publish new advice and guidance on the practical
boardroom interpretation of the directors’ duty in
section 172.
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Corporate governance in large privately-held business
7. Secondary legislation will be introduced to require all
companies of a significant size to disclose their corporate
governance arrangements in their Directors’ Report
and on their website, including whether they follow
any formal code. The Government’s initial view is that
these requirements should apply to companies with
more than 2,000 employees. A similar requirement for
Limited Liability Partnerships of similar scale will also be
considered.
8. The FRC will be invited to work with the Institute of
Directors, the CBI, the Institute of Family Business, the
British Venture Capital Association and others to develop
a voluntary set of corporate governance principles for
large private companies under the chairmanship of a
business figure with relevant experience.
Other issues considered in the paper
Boardroom diversity – the paper acknowledges the wider
work that the Government and others are undertaking to
enhance and encourage corporate responsibility including
the Hampton-Alexander review on gender diversity and
the work of Sir John Parker and Baroness McGregor-Smith
on ethnic diversity in the boardroom and the workforce.
Government believes that the reforms outlined above
complement these initiatives. See article starting on page 20
for further discussion of diversity initiatives.

Summary of Government response to the BEIS
Committee Inquiry recommendations
The Government responded to each of the 28
recommendations put forward by the BEIS Committee.
Some recommendations have been dealt with directly in
the package of reforms announced in August and some
are directed to the FRC to be addressed through the Code
consultation. A small number have not been taken forward
for the following reasons:

B
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Recommendation

Government response

There should be a traffic
light ratings assessment
of governance practices.

For the FRC to consider but
concern expressed that this
could lead to more “tick-box”
compliance with the Code
and undermine the flexibility
of the “comply or explain”
approach.

More transparency
of companies’ use of
advisers engaged in
transactions above a
reasonable threshold
including on the amount
and basis of payments
and on their method of
engagement.

Government believes
that the current legal and
regulatory framework is
robust in this area and is not
planning to introduce further
requirements at this stage.

A binding vote on
executive pay awards
the following year in the
event of there being a
vote against of over 25%
of votes cast.

No plan to legislate but the
FRC has been invited to
look at this as part of the
Code consultation and the
impact of the Investment
Association’s register (see
page 4) will be monitored.

A target of 50% of all
new appointments to
senior and executive
management level
positions in the FTSE 350
to be women from 2020.

The Government is satisfied
that the recommended
targets in the HamptonAlexander Review (33% in
the FTSE 100) is sufficiently
stretching and wishes to
monitor progress of that
before considering imposing
further targets.

The FRC should oversee
the rigour of the
evaluation process to
ensure that it is genuinely
independent, thorough
and consistent across
companies.

Whilst acknowledging the
importance of rigorous
board evaluations, the
Government is not convinced
that the FRC should provide a
separate layer of monitoring
and scrutiny. A periodic
exercise to analyse annual
reports to assess how
companies have approached
boardroom evaluations
could be valuable and will be
considered by the FRC.
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Holding directors to account – enforcement and
sanctions
The Government Green Paper, referred to earlier, included
consideration of whether there were effective mechanisms
for sanctioning directors when their conduct or competence
fell short or where they failed to comply with their duties.
In the responses received, some suggested that the list of
people who can bring derivative actions – currently restricted
to shareholders – should be broadened. Others suggested
that an authority such as the FRC should be appointed with
powers to intervene to sanction directors. At present the
FRC’s existing powers restrict them to being able to sanction
only directors who are members of professional accountancy
and actuarial bodies.

In the short term, the Government has asked the FRC, the
Financial Conduct Authority and the Insolvency Service
to conclude new or, in some cases, revised letters of
understanding with each other before the end of this year to
ensure the most effective use of existing powers to sanction
misbehaving directors and ensure the integrity of corporate
governance reporting.

There are some existing powers to protect stakeholders
set out in employment, pensions and financial services
legislation plus there is the Company Directors
Disqualification Act 1986.

Watch out for further developments in this area.

The Government recognises the importance of ensuring
that the FRC can carry out these aspects of its supervisory
role effectively, in cooperation with other regulatory bodies
as necessary, and will give further consideration to whether
the FRC has the appropriate powers, resources and status to
operate effectively.

11
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Stakeholder engagement: your choices
In this article we examine this key strand of the
governance reforms and consider what boards should
be doing now to respond. In particular we shine a
spotlight on employee engagement.
A key underpinning theme of the Government’s governance
reforms is stakeholder engagement. The reform measures
have been designed to drive change in how our largest
companies engage at board level with employees,
customers, suppliers and wider stakeholders to ensure that
stakeholder voices are heard more effectively in the
boardroom, enhancing trust in business and informing
boardroom decision-making, with the aim of improving
societal licence to trade and therefore delivering more
sustainable business performance.
Responses to the BEIS Green Paper revealed strong support
for action to strengthen the stakeholder voice and for boards
to do more to reassure the public that companies are being
run, not just in the interests of shareholders, but also in
the interests of all key stakeholders (which will vary from
company to company).
Announcing its intention to introduce new legislative
reporting requirements for boards to explain how they have
complied with the duty in s172 to have regard to employee
interests and to fostering relationships with suppliers,
customers and others, the Government said:
“A formal reporting requirement will impel directors to think
more carefully about how they are taking account of these wider
matters. More transparency will also help to reassure investors,
creditors and others that companies are being run with a view
to their long-term sustainability. In addition, better reporting
should improve the visibility of good boardroom practice,
allowing it to be replicated and adopted more widely.”
We expect the draft legislation to be issued later this year but
the Government’s response to the Green Paper and the FRC’s
proposed updates to its Guidance on the Strategic Report
have given us the following indicators of the likely nature of
disclosure on stakeholder engagement:
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Government response to
the Green Paper

Proposed updates to
the FRC Guidance on the
Strategic Report

•• How has the company
identified and sought the
views of key stakeholders?

•• How does the company
develop and maintain its
relationships with its key
stakeholders?

•• Why were the
mechanisms appropriate?
•• How has this information
influenced decisionmaking in the boardroom?

•• What regular interactions
has it had with them?
•• How does it
communicate with them?
•• How does it have regard
to their interests when
taking key decisions?

In our Annual report insights 2017
we identified a number of early
movers providing discussion of
their stakeholder engagement.
Over a double-page spread in their
strategic report, Standard Chartered
PLC explained how it serves each
of its stakeholder groups, engages
with them, and the outcome of that
engagement.
It would be quite unusual for
successful, high-performing companies not to have
appropriate engagement mechanisms, but these new
requirements will act as a useful prompt to review their
effectiveness. In our social media enabled world there
is nowhere to hide on this matter – words have to be
underpinned by data, other evidence and action for
reputations to be preserved and enhanced in this area. With
this in mind, and at the request of the Government, new and
useful guidance has been issued by ICSA and the Investment
Association to help company boards meet their existing duty
under s172.
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The guidance sets out the elements involved in understanding and assessing the impact on key stakeholders, including:
stakeholder identification, composition of the board, induction and training of directors, the board agenda, the mechanics of
engagement and reporting and feedback.
The aim of the guidance is to help company boards think about how to ensure they understand and weigh up the interests
of their key stakeholders when taking strategic decisions, and provides a set of principles and considerations for each,
summarised as follows:

Stakeholder
identification

Principles

Some considerations

Boards should identify, and
keep under regular review,
who they consider their key
stakeholders to be and why.

Stakeholders will vary from company to company.

Boards should determine
which stakeholders they
need to engage with directly,
as opposed to relying
solely on information from
management.
Board composition

When evaluating
their composition and
effectiveness, boards should
identify what stakeholder
expertise is needed in the
boardroom and decide
whether they have, or would
benefit from, directors with
directly relevant experience
or understanding.
When recruiting any director,
the nomination committee
should take the stakeholder.

Induction and training

The chairman – supported
by the company secretary
– should keep under review
the adequacy of the training
received by all directors
on stakeholder-related
matters, and the induction
received by new directors,
particularly those without
previous board experience.

A stakeholder mapping exercise can help to prioritise the
most material impacts on a range of stakeholders.
The board will need to consider the types of individuals
or groups that they will use as points of contact for each
significant identified stakeholder group.
This needs to be a dynamic process to reflect changes
in strategy, business requirements or legislation – the
stakeholder map and engagement plans should be reviewed
regularly.
There are two broad approaches put forward:
•• reserving one or more board positions for directors drawn
from a stakeholder group; and
•• appointing non-executive directors with relevant
experience or understanding of one or more stakeholder
groups.
The board should consider whether the company’s normal
recruitment processes are appropriate, or whether a
different approach or additional actions are needed to
identify candidates with the necessary skills and experience.
If appointing stakeholder representatives to the board, a
number of issues need to be considered, e.g. how many
should there be, how should they be appointed, what initial
and ongoing support will they require and how will they
communicate with their colleagues?
Directors should, on appointment, devote time to a
comprehensive, formal and tailored induction which should
extend beyond the boardroom.
Activities involving meetings with key stakeholder groups and
site visits should be included in the induction process.
Bespoke training may be required on some occasions to fill
gaps in knowledge around particular stakeholder issues.

13
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Board discussion

Principles

Some considerations

The chairman – supported
by the board, management
and the company secretary
– should determine how best
to ensure that the board’s
decision-making processes
give sufficient consideration
to key stakeholders.

Strategy and policy papers could incorporate prompts such
as ‘impact on stakeholders’.
Standing agenda items to consider feedback from board
committees and/or individual directors with designated
responsibilities in relation to key stakeholders.
A rolling programme of meetings with key stakeholders,
either in regular board meetings or as part of a programme
of off-site meetings.
The board needs to consider the source, frequency and
format of the information it is receiving in relation to
stakeholders.
New board committees could be established and/or
existing committees could have their remit extended to deal
specifically with stakeholder matters.
Where a decision is taken to designate a director (executive
or non-executive) to the task of understanding the views
of key stakeholders, the board will need to consider what
support the designated director(s) will require, how they
will engage with the relevant stakeholders, mechanisms for
reporting to the board and the stakeholder group, length of
tenure, impact on time commitment and how to ensure that
shareholders have visibility of the way in which the director
has fulfilled this role in order to inform voting on re-election.

Engagement
mechanisms

Boards should identify, and
keep under regular review,
who they consider their key
stakeholders to be and why.
Boards should determine
which stakeholders they
need to engage with directly,
as opposed to relying
solely on information from
management.

The board needs to be satisfied that there are appropriate
lines of reporting from stakeholder engagement activities up
to senior management and ultimately to the board.
The board should determine the extent to which it needs
to be directly involved in engagement with particular
stakeholders or on particular issues.
Forums and advisory panels are unlikely to be seen as
effective by stakeholders unless those stakeholders are
confident that their views will be heard by the board. It is
therefore important to ensure that appropriate feedback
mechanisms are in place.
Alternative mechanisms include stakeholder surveys and
social media.

14
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Reporting and
feedback

Principles

Some considerations

The board should report to
its shareholders on how it
has taken the impact on key
stakeholders into account
when making decisions.

Reporting on how the board has considered the impact of
their actions on stakeholders is key to establishing trust and
demonstrating transparency and accountability.

The board should provide
feedback to those
stakeholders with whom it
has engaged, which should
be tailored to the different
stakeholder groups.

Stakeholder engagement must be a two-way process –
companies should establish effective and targeted feedback
loops to show stakeholders how their views inform board
decisions.
Reporting to shareholders should focus on answering the
following three questions:
1. Who are the key stakeholders?
2. How does the board hear from these key stakeholders?
3.	What were the outcomes of the company’s engagements
with its key stakeholders, and what impact did that have
on the board’s decisions?
Reporting mechanisms will not always be equally suitable
for different groups of stakeholders, so companies should
consider how best to report to each group. The focus should
be on arrangements which are effective and convenient
for the stakeholders as well as for the company. Examples
include newsletters, shareholder updates, social media and
other online resources clearly signposted from the company
website.

Helpfully the guidance includes a number of examples of
mechanisms for stakeholder engagement already being
used in the largest UK companies.
Whilst each company will need to reach its own conclusion
on which stakeholders are most important to their longterm sustainability, the majority of companies will include
employees as a major stakeholder group. In the next
section we set out some matters for boards to consider
when assessing the effectiveness and cohesiveness of
their employee engagement mechanisms.
For the board agenda – who are your key stakeholders and
how effective are your mechanisms for interacting with them?
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Effective employee engagement – There is a wide consensus that employee engagement is associated with
greater firm performance, higher customer loyalty, better retention levels and higher productivity.1

BEIS has asked the FRC to introduce a new provision into the UK Corporate Governance Code asking companies to adopt, on a
“comply or explain” basis, at least one of three options for employee engagement. Below we set out some matters to consider
in relation to each of these mechanisms.
A designated non-executive director

A formal employee advisory council

A director from the workforce

If choosing this option, the first
consideration is to avoid undermining
the collective responsibility of the
unitary board. In addition:

Many companies have some form of
employee body already but boards
should review the set-up of these
bodies carefully before assuming that
they are effective. Matters to consider
include:

A key consideration here will be
maintaining appropriate balance
on the board. A director from
the workforce will not meet the
independence criteria of the Code. In
addition:

•• Is there a direct reporting line to the
board or is it via the executive?

•• How will they be nominated and
appointed?

•• How often does the group meet?

•• Will trade unions need to be
consulted?

•• How are members appointed and
is this truly representative of the
workforce?

•• What support is going to be required
to help them fulfil their duties?

•• What level of access will the director
have to the employees?
•• How can a non-executive really
represent the interests of
employees?
•• How will the designated director
report back to the board?
•• What are the implications in terms of
time commitment?
•• Should the role have a limited term?
•• How will the director provide
feedback to the employees?

•• Do they have sufficient resources and
access to information?

•• How will they gather the views of
the workforce they are there to
represent?

•• Do they have the ability to make a
public statement or report should
they feel the need to?

•• How will the employee directors set
aside their representation role and
act as a director?

Case study on the Rolls Royce “Meet the board” event
Earlier this year Rolls Royce held its first “Meet the board” event to strengthen the link between employees and the
board. At a time of significant change within the organisation, the objective of the session was for employees to gain
a better understanding of the board’s role and to start a conversation that would lead to a stronger, more open and
collaborative culture.
To make it accessible to as many employees as possible the session was recorded and made available to all after the
meeting. Over 20,000 UK-based employees were invited to apply for a place at the meeting. The 350 seats were allocated
by ballot and the event was held immediately after the shareholder AGM.
All staff were invited to submit a question for the board. The only restriction placed on questions was that staff were told
that the board would not be able to comment on HR issues or individual matters.
Feedback from the event is reported to have been very positive and a repeat event is being considered for 2018.

1	A recent Gallup poll covering businesses across 73 countries found that firms in the top quartile of based on their employee engagement scores
outperformed the bottom quartile having 21% more profitability and 20% more productivity.
http://www.gallup.com/services/191489/q12-meta-analysis-report-2016.aspx?ays=n
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Rewarding employees – Going forward companies will be
required to set out and explain the relationship between
average workforce pay and pay at the top of the company.
In addition, remuneration committees will have broader
oversight of pay and reward across the company and ensure
that appropriate attention is taken account of pay and
employment conditions elsewhere in the company when
setting executive pay.

Reporting in 2017 – For periods commencing on or after 1
January 2017, the Non-Financial Reporting Directive requires
companies to provide the following disclosures in relation to
their employees and respect for human rights:
•• the policies adopted by the company;
•• any due diligence processes implemented by the company
in pursuance of those policies; and
•• the outcome of those policies.

The Taylor Review of Modern
Working Practices – “All work
in the UK economy should be
fair and decent with realistic
scope for development and
fulfilment.” This was a key
conclusion of the Taylor Review
which focused its attention on
three challenges:
•• Tackling exploitation and the
potential for exploitation at
work;
•• Increasing clarity in the law and helping people know and
exercise their rights; and
•• Over the longer term, aligning the incentives driving the
nature of our labour market with our modern industrial
strategy and broader national objectives.
Whilst many of the recommendations set out in the review
are for the Government to take forward, boards should
consider the points raised when developing and/or reviewing
employee engagement mechanisms.

Human Capital Trends 2017
– Findings from our annual
survey of over 10,000 human
resources and business
leaders across the globe
revealed the following topics
as priorities for the UK:
Organisations of the future
– responding to digital
disruption and increasing
demands for organisations to
be more flexible, mobile and
dynamic;
Talent acquisition – overcoming the challenges presented
by a work-force characterised by an increasing use of
contractors, freelancers and flexible workers as opposed to
full-time permanent employees; and
Careers and learning – building the ability to help employees
develop skills and knowledge in a flexible and continuous
way.

17
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Climate and ESG moves money
Shifting the large institutional asset base towards sustainable investments would mark a big
step forward in making the world more resilient.
Walter B. Kielholz, Chairman of the Board of Directors, Swiss Re

Climate change
In this article we examine the growing calls by investors, regulators and think-tanks for disclosure on climate impact
and climate-related risks. Investors are increasingly allocating funds to climate friendly companies. It’s high time to take
notice.
2017 saw further evidence of disruption caused by natural disasters such as floods,
droughts, raging fires and extreme storms, with occurrence of these being predicted
to become more frequent due to rising temperatures. These extreme events are
capable of devastating entire countries. At the end of October 2017, the World
Meteorological Organization released findings that concentrations of carbon dioxide
in the atmosphere rose more rapidly in 2016 than in any previous year for which there
are records.
Aviva Investors has warned more than 1,000 companies globally that they face
shareholder backlash at their annual meetings next year if they fail to publicly disclose
the risks posed to their business models by climate change. Aviva has also indicated
that it will vote against the annual reports and accounts of companies that fail to
take on board the recommendations of the task force for climate-related disclosure,
a group backed by the Financial Stability Board and led by the Bank of England
governor, Mark Carney.
The recommended disclosures focus on climate-related risks (including physical risks
from climate change and risks from transitioning to a lower-carbon economy) and
opportunities (including better resource efficiency), and related financial impacts on
cash flows, assets and liabilities, net income and other metrics. They aim to provide
investors, asset owners, asset managers, lenders and insurance underwriters with
consistent climate-related financial disclosures that are useful in understanding
material climate-related risks.
Implemented effectively, they should result in greater transparency through more
quantitative financial disclosures and, in particular, reporting metrics about the actual
or possible financial impact of climate-related risks. The governance processes for the
disclosures are envisaged by the Task Force to be similar to those used for existing
public financial disclosures and involve review by the chief financial officer and audit
committee.
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Amongst the array of
ESG issues, climate
change has emerged
as a mainstream
investment
consideration…
We believe that the
emphasis on having a
long-term, predictable
policy framework
is important to
long-term investors
seeking to incorporate
environmental
considerations in their
analysis and decisionmaking.
Exploring ESG:
A Practitioner’s Perspective,
Blackrock
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The recommendations are built around four thematic areas that represent the primary elements common to the operation of
all organisations:
Governance

The organisation’s governance around climate-related risks and opportunities.

Strategy

The actual and potential impacts of climate-related risks and opportunities on the organisation’s
businesses, strategy, and financial planning where such information is material.

Risk management

How the organisation identifies, assesses and manages climate-related risks.

Metrics and targets

The metrics and targets used to assess and manage relevant climate-related risks and
opportunities where such information is material.
Supplemental guidance has been
issued for the financial and nonfinancial sectors, highlighting
important sector-specific
considerations.
For further detail please read
our Need to know ‘Task Force
on Climate-related Financial
Disclosures issues its Final
Report’.

Contacts – ESG
Deloitte’s ESG team provides a comprehensive
compliance framework with tools to assist companies
in developing medium term strategies and action plans,
training and maturity assessments.
Mike Barber
020 7007 3031
mbarber@deloitte.co.uk

For the board agenda – are the potential impacts of climate
change getting sufficient attention – both the risks and the
opportunities?

UN Sustainable Development Goals
The 17 Sustainable Development Goals of the 2030
Agenda for Sustainable Development came into force on
1 January 2016, providing a framework for change over a
15 year period. They will require countries, organisations
and individuals to work together and hold the Goals in
mind when making decisions – everyone has their part
to play.
Deloitte’s blog series on the Sustainable Development
Goals can be found here: https://www2.deloitte.com/
nl/nl/pages/risk/articles/sdgs-why-what-how.html
The Institute of Chartered Accountants in England and
Wales (ICAEW) has launched a Global Goals game to test
knowledge and further inform players. It is available
at http://www.icaew.com/en/technical/sustainability/
supporting-the-un-sustainable-development-goals. (NB
– the game does not work on Internet Explorer.)
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Diversity
In this article, as part of the environmental, social
and governance (ESG) agenda, we examine the recent
recommendations of the final Parker report and the
Hampton - Alexander review, along with a reminder that
the deadline for the first gender pay gap reporting is fast
approaching.
The Parker Report
The Parker Review Committee, led by Sir John Parker, has
now published its final report on the ethnic diversity of UK
boards, including recommendations for companies and
for executive search firms. In summary, the report finds
that the boardrooms of the UK’s leading public companies
do not reflect the ethnic diversity of either the UK or the
stakeholders that they seek to engage and represent.
Out of 1,050 director positions in the FTSE 100, the report
found that there were only 85 individual directors of colour
and that 51 companies did not have any directors of colour
at all. Only six people of colour held the position of Chair
or CEO. This compares to 14% of the UK population being
people of colour.
The key recommendations of the Report are:
Increase the ethnic diversity of UK boards – Each FTSE 100
board should have at least one director of colour by 2021
and each FTSE 250 board should have at least one director
of colour by 2024. Nomination committees and executive
search firms should work towards this goal and present
qualified people of colour to be considered for board
appointment when vacancies occur.
Develop candidates for the pipeline and plan for succession
– Members of the FTSE 350 should develop mechanisms to
identify, develop and promote people of colour to improve
the pipeline of board capable candidates. Existing board
directors should mentor and / or sponsor people of colour
to ensure their readiness for senior managerial or executive
positions. Companies should encourage and support
candidates drawn from diverse backgrounds to take on
board roles internally, for example at subsidiary companies,
to give experience and develop the individuals.
Enhance transparency and disclosure – Companies should
describe the board’s policy on diversity, including the
company’s efforts to increase ethnic diversity within
the organisation. Companies that do not meet board
composition recommendations by the relevant date should
disclose in their annual report why they have not been able
to achieve compliance.
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The report includes two appendices – A: Questions for
Directors and B: The Directors’ Resource Toolkit – to help
UK companies enhance the ethnic diversity of their boards
and to help existing boards to deliver on the report’s
recommendations.
The final Parker Review Report can be accessed from
https://www.gov.uk/government/publications/ethnicdiversity-of-uk-boards-the-parker-review
Women on boards and executive committees
The Hampton-Alexander Review has published its 2017
report and has extended its series of recommendations. The
recommendations are aimed at increasing the number of
women in leadership positions of FTSE 350 companies.
In 2016 the recommendations called for action by all relevant
stakeholders and included a target of 33% women on FTSE
350 boards and 33% women in FTSE 100 leadership teams
(comprising the executive committee and direct reports to
the executive committee) by 2020.
This year the recommendations extend the target of 33%
women by 2020 to include FTSE 250 leadership teams.
The report highlights the need for an urgent increase in pace
of change in order to achieve the target, estimating that 40%
of all appointments need to go to women over the next three
years to achieve the 33% target.
The data collected shows that there was a minimal increase
in the number of women on the combined executive
committee and their direct reports in the FTSE 100 during
the year (up from 25.1% last year to 25.2% this year).
In the FTSE 100 the number of women on boards was up
to 27.7% compared to 26.6% last year. Over a third of the
FTSE 350 are already at 33% or more, or on track to reach
that target by 2020.
The full review is available here: https://www.gov.uk/
government/uploads/system/uploads/attachment_data/
file/658126/Hampton_Alexander_Review_report_
FINAL_8.11.17.pdf
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Gender pay gap reporting
As a reminder, the deadline
for reporting the first
disclosures on gender
pay gap – 4 April 2018 – is
fast approaching. Media
and government are
encouraging companies to
publish early on a voluntary
basis.
The regulations on gender pay gap reporting came into force
on 6 April 2017, requiring all private and voluntary sector
employers with at least 250 employees in Great Britain to
calculate and publish information on gender pay gaps within
their organisation, capturing pay data at 5 April.
Key points to remember:
•• The reporting requirements apply to each separate legal
entity within the group structure with at least 250 relevant
employees. Each part time worker counts as one employee
towards the headcount figure.
•• Non-compliance will be an unlawful act and will empower
the Equality and Human Rights Commission to take
enforcement action.
Employers may want to undertake analysis on differences in
pay and the composition and structure of the workforce in
order to understand the story behind the figures and take
specific actions to target any gender pay gaps. Gender pay
gap results will not be the same as an equal pay audit and
there may be good reasons for a gender pay gap that can be
explained.

Contacts – Gender pay gap
Deloitte can work with companies to identify any issues
around gender pay and equality, collect and consider
relevant data, help them through the design and
implementation of action plans to address any gaps and
assist in developing reporting plans and the disclosures
required for internal and external purposes.
Katherine Lampen
020 7303 8380
klampen@deloitte.co.uk

“We believe that boards should seek
diversity in its broadest sense… We
support the long-term aspiration
that boards, jointly with all levels of
management, should broadly reflect
the diversity of society, including across
dimensions such as age, race and gender.”
UK Corporate Governance Principles January 2017,
Hermes EOS

For more information on FTSE 100 diversity
development programmes in the Deloitte Academy,
please contact Diane Slater, Deloitte Academy Director,
at dslater@deloitte.co.uk.

Some companies have found that measures taken to
improve gender pay gap in the longer term can cause it to
deteriorate in the shorter term – for instance, taking on
more women at junior levels – and this is a story that should
be told.
We have produced an interactive guide on the gender pay
gap regulations with practical guidance to help employers
understand and comply with the regulations. The guide also
offers advice on additional measures which organisations
may wish to consider to identify and reduce gender pay gaps.
Our interactive guide is available at http://www.deloitte.
co.uk/pdf/gender-pay-gap-regulations.pdf.
For the board agenda – how well does your board compare
against the recommendations from the Parker Report and
the Hampton-Alexander Review and has the board had the
opportunity to review the gender pay gap data?
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Crisis! – prevent or prepare? The
answer is in the question…do both!
In this article we explore the increased threat posed
by crises to the reputation both of companies and of
individual directors, along with some useful questions
to assess how fit for purpose your crisis prevention
activities and preparation have been so far.
Crisis – the greatest threat
The largest and growing threat to corporate value and
executive reputations is a crisis. And they seem to be
happening with increasing regularity.
Heightened geopolitical risk, cyber fragility and social media
amplify uncertainty more than ever, increasing the chances
of any organisation experiencing a crisis or related event.
Societal changes in the USA, random acts of terror, the rise of
nationalism in Europe – reflected in Catalonia and elections
across the continent – reflect a fragmenting social mood
exacerbated by other factors, economic, financial, cyberattacks, corporate misdeeds, the fall of icons in the media or
politics as well as company specific high-impact operational
and technological failures.
Companies are now concluding that it is no longer a question
of ‘if’ they will face a crisis; it is plain and simply ‘when’ and
‘what type’. The question now is ‘how prepared’ the company
is to deal with it and is it doing all it can to prevent them. Whilst
some argue that most crises could have, and should have,
been predicted and avoided in some form – and we certainly
believe this is possible – there are still events which surprise,
are unpreventable and have major impacts on a company.
With the ability to affect all aspects of the value chain and
personal reputation, crisis is now firmly on the agenda of
boards and executive directors alike as a crisis can destroy
the largest of companies and devastate promising careers.
The reputational impact lingers far longer than the recovery
period.
Understanding the drivers of a crisis
The British Standard for Crisis Management (BS11200)
defines a crisis as an ‘abnormal and unstable situation that
threatens an organisation’s strategic objectives, reputation
or viability’.
Crises are not limited to any organisational size or type. They
occur in all types of companies from multinationals to small
enterprises and they do not discriminate based on sector
or industry.
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They can escalate rapidly and in unforeseen ways, affecting
people and assets whilst damaging reputations, the
profitability or even the viability of a business.
One of the lessons learned from the last financial crisis was
the necessity to clearly link strategy and risk and to be able to
identify and manage risk in a highly uncertain environment
in order to ensure organisational longevity and resilience.
Although one cannot predict the Black Swan events, being
able to better understand the sources of a crisis, namely
the critical risks a company faces, and how they are being
managed to identify where they might become a crisis, is a
valuable skill for any leader.
For the vast majority of potential crises organisations can
successfully identify and prevent the reasonably foreseeable
events by “widening their gaze” – using cultural analyses
and challenging institutional norms to identify operational
soft spots in their critical activities and using creative data
searches with real and artificial intelligence to understand
the external environment and its sentiment, using
techniques under the umbrella name of “risk sensing”.
The proof of this particular pudding is to look back at all of
the major crises that you can think of and ask yourself – was
it just bad luck? Was the potential cause known somewhere
in the organisation? And could something have been done to
mitigate the onset of the crisis?
The lifecycle of crisis management
Crisis management does not start with a crisis. When most
successful, it is essentially an integrated continuum of
management activities starting with understanding and
interpreting the landscape of uncertainty to assist potential
crisis identification and prevention. Practically, this involves
identifying and assessing both internal and external risk
factors to pick up the signals of change or conflict from the
operating environment and decoding them to understand
which ones could develop to be responsible for a crisis. This
approach allows organisations to minimise the unknown
portion of the operating landscape and develop appropriate
strategies for preventing the preventable crises. This method
also enables them to prepare as effectively as possible
in order to take positive, decisive, effective action when
unavoidable risks occur.
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The most critical element is to take off the organisational blinkers and make sure the board and executive management take
a long, clear devil’s advocate look at the areas where the organisation may be most exposed. Consider the industry your
organisation is in, the risks that industry has faced; the regulatory environment and the crises and near misses you and your
competitors have encountered.
Consider whistleblowing reports, customer and supplier complaints, cyber security reports, unchallenged beliefs in your
organisation – these are the canaries in the coal mine when it comes to crises – is management really confident that there are
sufficiently effective controls to prevent a crisis in any of these areas?
Risks

Issues

Crises
Respond

Identify and Assess

Prevent and prepare

New normal

Recover

Business as usual

Emerge stronger

During the crisis response phase robust leadership and effective operational discipline are vital. It is the quality of the live,
ongoing response to a crisis, together with successful management of the day-to day business operations, that will support
the longer-term, post-crisis recovery phase. After the crisis, reviewing the unfolding of the crisis and understanding its
causes and accelerators are also important for developing new operational and governance structures that take into account
learnings and remedial actions from the past to build a better, stronger future.
Are you up to date in your thinking about crisis? Some
questions for non-executive directors to pose to
management.

•• Do we understand our organisational biases? Is anyone
acting as devil’s advocate to ask the really challenging
questions?

•• Is our range of vision broad enough both internally and
externally? Have we thought about where our blind
spots and weak spots might be and what we can do to
get more visibility in these areas?

•• Are we really listening to our people, our customers and
our suppliers? Are we making the best use of the data
available to us, both formal and informal? Are we acting
promptly on what we hear?

•• Have we considered where our “soft spots” are in
operational discipline? What actions or programmes
have been put in place to address these?

•• Have our scenario planning exercises included senior
management, the board and any spokespeople we
would nominate in the event of different crises? Have
spokespeople received media training?

•• Are there any parts of our business where we don’t have
full visibility of corporate culture and approach to risk?
Where does it just not “smell” right?

•• Who will retain a focus on business as usual if a crisis
should happen?

•• How much time do we spend assessing crises and near
misses suffered by our competitors? Have we properly
considered our potential exposure to the same issues?
For the board agenda – are you thoroughly identifying and assessing your risks and do you regularly consider your crisis recovery,
communication and business as usual plans?

Contacts – Crisis and Resilience
Deloitte Crisis and Resilience helps our clients not just through the good times, but also in the toughest moments of
crisis, providing clients with the clarity and confidence for when it really matters. Our specialists can help you identify,
assess uncertainty; and prevent, prepare, respond and recover from crises. Many of our clients have emerged from great
challenges even stronger than before – and some know that they have avoided a potential crisis.
David Viles
020 7007 1848
dviles@deloitte.co.uk

Rick Cudworth
020 7303 4760
rcudworth@deloitte.co.uk

Simon Cuerden
020 7303 4760
scuerden@deloitte.co.uk
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Internal audit – fit for purpose?
In this article we examine the future of internal audit and
consider what boards should be doing now to respond.
In particular we shine a light on the skills internal audit
needs to meet the challenges of the world of business
model disruption, cyber risk and new technologies.
A change is overdue
The business environment of today is changing rapidly
and the explosion of and accessibility to new technology is
transforming the way that business is done. Digitisation is
proceeding at an unprecedented rate and organisations are
becoming much more sophisticated in their use of data. At
the same time, organisations face significant uncertainty
over the pace and extent of regulatory change in response
to the way industries reshape, and genuine public interest
and privacy concerns. All this sits against a background of
increasingly more sophisticated cyber-attacks, as well as the
opportunities that arise from game-changing technologies
such as Blockchain.
Exploiting the opportunities safely and staying on top of the
risks which these changes present requires a step change
in thinking about the design and delivery of assurance
functions, and Internal Audit has to actively reshape its
future.
Our engagement with Audit Committee chairs, Chief
Executives, Chief Financial Officers, Technology leaders
and Risk officers confirms that there is a pressing need for
Internal Audit to change as quickly as – and preferably faster
than – their organisations. Yet the majority of Internal Audit
functions are ill-prepared in capability terms to address
future assurance needs. With developments in the business
outpacing Internal Audit, functions risk losing their relevance.
Our most recent Chief Audit Executive (CAE) Survey – which
we conduct annually – noted that over 70% of CAEs already
feel they have only some or little impact and influence on
their organisations.
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How do Internal Audit functions need to change?
In addition to providing assurance over core business
operations, audit committees and management are looking
to Internal Audit to help anticipate, advise and assure across
a wide range of risks. For example:
The increasing reliance on technology – Businesses are
replacing traditional ways of working with new technologies
such as Robotic Process Automation and Artificial Intelligence
to generate efficiencies and help take better business
decisions. Used effectively, such technology can create
competitive advantage. But how comfortable are Boards
with the underlying logic, security and change control on
which the foundations of future business models are being
built? Are AI decisions made by the data science teams and
built into your new business processes consistent with the
ethics of your company? Who takes these decisions? Do you
have an agreed decision framework? Most Internal Audit
functions have experience of providing assurance over
traditional technology risks but few have the technical depth
to audit robotics, cloud, and cognitive technologies, for
example. Is the traditional reliance on co-source partners for
specialist support appropriate or should internal audit begin
to build some core capabilities in these areas?
The need for intelligent assurance – Access to new
technologies presents an opportunity for the channels of
assurance to evolve across the traditional three lines of
defence. Internal Audit’s position as one of the primary
sources of insight on compliance and performance of
controls is changing; 1st and 2nd line of defence systems
are now being designed with greater transparency over
conformance. Internal Audit functions will have a new
and important role to play in providing assurance over
1st and 2nd line of defence reporting channels, but the
new information and data rich environment provides an
opportunity for internal audit functions to better identify and
respond to the risk signals from across the business in real
time. Internal Audit should be elevating its position to help
spot problems and provide proactive assurance in emerging
risk areas.
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Internal Audit needs to
embrace an innovative
mind-set to make
changes to its approach
and activities. Our most
recent CAE Survey found
that only 41% of CAEs
are satisfied with the
current capabilities of
their functions in terms
of being able to deliver
against stakeholder
expectations.
Future Internal Audit teams need a different skillset
from many of the professionals within today’s typical
function. The internal auditor of the future will need
to be able to speak the language of technology and
business, be a highly effective communicator and have
the ability to influence and create impact both at the
board and within the business. Attracting the right
people with these skills is already challenging and those
functions that are not keeping pace will struggle in the
skills war for talent to come.

Unless organisations are prepared to invest, audit
functions will also need to transform and adopt new
ways of working to drive efficiencies and to equip them
to do more with the same resources. A small number of
leading functions are now adopting Agile Internal Audit
to improve the quality and outcomes from the audit
process as well as creating the extra capacity required
to allow them to address future needs.

What is Agile Internal Audit?
Agile Internal Audit draws on the learnings from Agile
software development to help change the mind‑set of
Internal Audit functions to focus on stakeholder needs,
accelerate audit cycles, drive timely insights, reduce wasted
effort, and generate less documentation. Agile prompts
internal auditors and stakeholders to determine, upfront,
the value to be delivered by an audit or project. What level
of assurance is needed? What risks are most concerning?
Then the audit or project aims to produce that value.
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Questions for Audit Committees to ask
Functions that have not started thinking about their future
operating model are already behind the curve.
Audit Committees need to be challenging CAEs on how they
plan to ensure that their Internal Audit functions will meet
the changing needs of the organisation. In performing their
annual consideration of the effectiveness of Internal Audit,
here are some helpful questions Audit Committees could be
asking:
•• How is my organisation’s environment changing and what
impact will this have on the overall assurance required by
the Audit Committee?
•• Has the CAE started thinking about these changing
assurance needs and the impact they will have on the
design of the Internal Audit operating model?
•• Does the current remit of Internal Audit provide sufficient
scope to anticipate, advise and assure these new
challenges?
•• Does the Internal Audit function have the skills and
capabilities to deliver against the changing requirements of
the organisation?
•• What tools, technologies and new ways of working is
Internal Audit embracing to enable it to meet both current
and future requirements?
•• Does the function have both the desire and capability to
design and implement change?

For the board or audit committee agenda – is your
internal audit function keeping pace with the changes in your
industry?

Contacts – Internal audit
Our internal audit practice specialises in providing
internal audit effectiveness reviews as well as delivering
outsourced or co‑sourced internal audit services.
Peter Astley
020 7303 5264
pastley@deloitte.co.uk
David Tiernan
0113 292 1520
datiernan@deloitte.co.uk
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Internal Audit needs to change
When an organism’s environment changes, it either
evolves to meet the demands of its new world or it
becomes extinct. So it is in business. In less than a
generation, the business world has been transformed
in terms of methods, markets, technologies,
regulations and risks.
Internal Audit is at a crossroads. It must innovate or
face irrelevance.
And when should Internal Audit functions make this
change?
‘The right time is any time that one is still so lucky as to
have.’ Henry James

“When security intelligence technologies
are deployed by the firm, the various costs
associated with data security incidents
(detection, recovery, containment, expost response, investigation and incident
management) tend to be significantly
lower. Preparedness delivers cost savings.”
Schroders: Why investors should care about data
security risk
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Culture: understanding your current
reality
“Board members must be aware of the impact that their actions, or their lack of actions
have in defining the unwritten rules for “what really matters”. By understanding how
corporate culture and behaviours are embedded, the board can drive improved business
outcomes for all stakeholders.”
Corporate Culture and the Role of Boards, FRC, 2016

In this article we explore one of our most frequently asked questions: how
boards should source and engage with information on culture in their
organisations.
Following its culture project in 2016, culture is one of the areas the FRC plans to
include in its upcoming consultation on the UK Corporate Governance Code. Since
the publication of the FRC’s report of observations in June 2016, one of the
questions we are asked most frequently when talking to boards about culture is:
how do we get that information?
Making use of available information
As with many questions, there is a simple answer and a more complicated answer.
The simple answer is that there will be plenty of information available already
that shines a light on culture within the organisation and it’s not difficult to get
more. There will be both quantitative data – health and safety reports, employee
turnover, diversity information, design of incentives and bonus payment
information, supplier payment performance results – and qualitative data – exit
interviews, “speaking up” reports, customer satisfaction, ethics and staff surveys.
Whilst this data will be available in many large organisations, it is trickier to
work out how to interpret and to use it. For instance, an increase in calls to the
whistleblowing / “speaking up” hotline is obviously a worrying trend, but in terms
of the culture of the business, has it been driven by a cultural improvement,
showing that people are more confident there will be a positive outcome and
reduced risk of retaliation?
Information that answers the big questions
The better, but more complicated, approach is to determine the type of culture a
board is aiming to achieve or sustain – which should always be aligned with the
business strategy – and then to consider the sorts of information that can be used
to measure performance against this target culture. This approach also supports
creation of a gap analysis and development of a roadmap for culture evolution,
along with a mechanism to track progress on the roadmap from the current state
to the desired state. This information may already be available or may need to be
planned for or commissioned.

Existing information sources on
culture may include:
•• Health and safety reports
•• Employee turnover
•• Diversity data
•• Payment performance
•• Customer surveys
•• Staff surveys
•• Exit interviews
•• Internal audit observations
•• Speaking up reports
27
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We are increasingly seeing companies talk about use of internal audit to
assess culture, for instance, using a variety of tools and methods from
simple observation when performing other reviews, to in-depth reviews
of culture itself through staff interviews and documentation reviews
at different parts of the business. There is a helpful case study on the
FRC’s website examining GlaxoSmithKline’s Values Assurance approach,
which points out that “weaknesses in “soft controls” will always
undermine even the best hard controls.”

Contacts – Culture
Deloitte’s CulturePathTM solution can deliver
compelling and actionable visibility into
an organisation, progressively guiding the
organisation throughout its business journey
and giving it confidence to lead the way
forward.

Some companies have used big data analytics approaches to assess
large volumes of data such as email traffic to identify positive and
negative indicators of the cultural traits aspired to over time.

Dimple Agarwal
020 7303 4503
dagarwal@deloitte.co.uk

There are various culture diagnostic tools on the market that companies
may wish to use – such as Deloitte’s own CulturePath diagnostic tool,
which provides a structured assessment of cultural attributes and the
associated behaviours.

Will Gosling
020 7007 8132
wgosling@deloitte.co.uk
Sonia Storr
020 7007 4138
sstorr@deloitte.co.uk

The data boards need to assess will be
a dashboard individual to their own
business since the culture of every
organisation should be as unique as their
strategy. However, in all cases, to enable
achieving the business and strategic goals
it will be critical for the board to:

For the board agenda – is the board receiving
sufficient and appropriate information on
corporate culture?

•• understand the existing culture and
target culture;
•• model the right behaviours at board
level;
•• ensure there is a robust plan to nurture and influence the culture for
the better through education and communication;
•• ensure the desired culture is ‘locked in’ to business and talent
processes and systems; and
•• measure the right indicators over time, identifying trends and their
underlying drivers to take action.
Creating culture change
First

Identify
the current cultural tendencies
and map out how you will get
from there to a place that is
more supportive of your new
strategy.
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Next

Cultivate
the new ideas and behaviours
at the basis of the new culture.

Finally, you need to

Elevate
your organisation with
emotional appeals to move in a
new direction.
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Update on cyber risk
However, there are some worrying results which we would
expect to be better for a sample of the UK’s largest listed
companies:

In this article we present a brief update on cyber risk,
focusing on the results of the fourth annual FTSE 350 UK
Cyber Governance Health Check.
The Department for Digital Culture, Media and Sport (DCMS)
has published the results of its fourth annual FTSE 350 UK
Cyber Governance Health Check. This is part of the UK’s
strategy to lead in digital innovation and cyber security.
As in previous years, the Health Check was sent to Audit
Committee Chairs for completion, with the aim of promoting
awareness and providing insight into how boards are
strategically managing and responding to cyber risk.
This year for the first time questions were included on the
General Data Protection Regulation (GDPR) to find out how
advanced companies believe they are in preparing for the
requirements, some findings are included on the next page.
105 companies responded to the survey, with 77% of
respondents identifying themselves as non-executive
directors and 65% of those as the chair of the company’s
audit committee.
Some of the findings are encouraging. For example:
57% of boards have a clear understanding of the potential
impacts resulting from a loss of, or disruption to, key
information or data assets, compared to 49% in 2016.
Cyber risk is considered a top/group priority risk, when
compared with all the risks the company faces
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Boards have explicitly set the organisation’s appetite for
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Boards receive comprehensive, generally informative
management information on cyber risk
2016

10%

of boards do not have a
plan in place to respond to
a cyber incident

For the board agenda – does the board receive sufficient
information and training on cyber risk? Areas for the board
to consider include vulnerabilities, sufficiency of resources in
line with the organisation’s risk appetite, opportunities and
threats, and careful thought about principal risk disclosures –
no organisation is immune to cyber breach!

Contacts – Cyber risk
Deloitte’s cyber risk practice assists organisations
throughout the public and private sectors with managing
their cyber risks. We do this through conducting risk
assessments and developing strategy, strengthening
defences, providing threat intelligence and managed
services, and helping organisations deal with the
aftermath of a breach.
Phill Everson
020 7303 0012
peverson@deloitte.co.uk
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68%

of boards have not received
any training to deal with a
cyber incident.

Stephen Bonner
020 7303 2164
stephenbonner@deloitte.co.uk
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Update on GDPR
In this article we provide an update on the recent
legislative developments regarding data protection in
the UK, the ongoing work towards the General Data
Protection Regulation (“GDPR”) and new guidelines from
the EU working party on GDPR.
Organisations increasingly recognise that the responsible use
of people’s data allows privacy to be a business enabler
rather than just another compliance headache. Getting
privacy right means capturing the trust and confidence of
consumers who are in turn more likely to repay that trust
with loyalty and further access to their much sought after
personal data.
On 25 May 2018, the GDPR comes into force in the UK. It
will impact organisations across all sectors with regulatory
requirements that concentrate on improving consumer
protection and harmonising existing EU privacy laws,
but will also introduce extra burdens and restrictions for
organisations that collect, store or use personal data relating
to EU citizens.
The Information Commissioner’s Office (ICO) is responsible
for regulating organisational compliance with the GDPR in
the UK. It has recently been confirmed that the ICO will not
need to seek court approval to impose substantial fines – for
the most serious offences up to the greater of €20 million or
4% of worldwide turnover.
Findings from FTSE 350 UK Cyber Governance Health
Check
On GDPR, although only 6% of boards described their
business as “completely prepared” to meet the new
compliance requirements which come into force on
25 May 2018, an encouraging 71% said they were
“somewhat prepared” – a number which we expect to
have improved in the months since the report came out.
Almost all organisations had some awareness of the GDPR
requirements.
The main concerns regarding GDPR expressed by
respondents to the survey were an individual’s right to
personal data deletion and the tightening of consent
requirements.

30

Are there any new developments?
The Article 29 Data Protection Working Party, so-called
because it was set up under Article 29 of the Data Protection
Directive, includes representatives from each Member State,
a representative from the European Commission and the
European Data Protection Supervisor. It has now adopted
guidelines on profiling and breach reporting. Guidelines
on administrative fines will be available soon. These are
available online at http://ec.europa.eu/newsroom/just/
item-detail.cfm?item_id=50083.
The Data Protection Bill (DP Bill) was published on
14 September 2017 and is currently on its way through
Parliament. This is a much needed update to the Data
Protection Act 1998, which will be repealed, and seeks both
to make the data protection laws fit for purpose and to
legislate for the available GDPR derogations which the UK has
taken. It must be read alongside the GDPR, which will have
direct influence in UK law.
The DP Bill also addresses the responsibilities of criminal
justice agencies and national security organisations and
implements the EU’s Law Enforcement Directive, a further
part of the data protection framework.
Some of the derogations taken in the draft DP Bill include:
•• Setting the age from which parental consent is not needed
to process data online at 13, the lowest age available under
the GDPR (default is 16).
•• Four “special purposes” are set out in clause 164,
permitting processing of data for: the purposes of
journalism; academic purposes; artistic purposes and
literary purposes.
As a reminder, each EU Member State can decide to take
different derogations, which increases complexity for
multinational organisations.
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The Government has published a number of fact sheets
regarding the DP Bill, available at https://www.gov.uk/
government/collections/data-protection-bill-2017
The ICO’s recent briefing on the bill is available here:
https://ico.org.uk/media/about-the-ico/
documents/2172484/dp-bill-commissioner-briefing-lordssecond-reading.pdf
GDPR – an area of increasing focus for financial
services
We keep a close eye on FS regulation and one of the
topics that is coming up regularly at the moment is the
introduction of the GDPR.
Our regulatory compliance blog tracks this regulatory
focus. Our recent blog exploring GDPR and the revised
Payment Services Directive (PSD2) and asking how
financial services boards should address the joint aim
of the two directives to put customers in control of their
own data and keep that data safe, is available here:

For the board agenda – is the company prepared for
the challenges that GDPR will bring and is it up to date on
the ongoing changes in the UK legislative landscape? Are
disclosures clear and sufficient?

Contacts – Data Protection
Our experienced team of privacy professionals works
closely with technology and data experts, which allows
us to offer a holistic view of legal and compliance,
technology, and data. We have extensive experience
in creating business-focussed solutions to privacy
compliance requirements and establishing sustainable,
long term change in organisations.
Peter Gooch
020 7303 0972
pgooch@deloitte.co.uk

http://blogs.deloitte.co.uk/financialservices/2017/08/
psd2-and-gdpr-friends-or-foes.html
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On the audit committee’s agenda
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Planning this year’s annual report –
corporate reporting matters
In this article we explore the world of corporate
reporting, focusing on matters for audit committees to
keep front of mind when preparing this year’s annual
report. Key topics covered include:
•• the importance of better communication in annual
reports, including the business model;
•• the results of recent Deloitte research on Brexit and
on annual reports which provide insight into areas for
improvement; and
•• three recent publications from the FRC focusing on
annual reporting matters: the annual letter to FDs and
audit committee chairs; the annual review of corporate
reporting; and the updated guidance on the strategic
report.
Better communication in annual reports
“[There are] three concerns about information in financial
statements – not enough relevant information, too much
irrelevant information and information communicated
ineffectively.”
This last is the focus of a publication that has come out
recently from the IFRS Foundation, Better Communication
in Financial Reporting, which has collected six case studies
on effective IFRS reporting and illustrates improvement in
practice.
It highlights the following factors as critical to improving the
communication in annual reports:

Business model reporting
Another area relating to better communication in annual
reports which deserves annual consideration due to its focus
from investors is the description of the business model.
In October 2016, the FRC’s Financial Reporting Lab published
Business model reporting, which provides insight for
companies on the importance of business model information
to investors and the type of information they look for. Key
findings included:
•• the business model should be located towards the front of
the strategic report;
•• where a company operates a number of business models,
disclosure about each significant business model is
helpful;
•• investors are looking for better natural linkage of
business model information to other sections of the
Strategic Report, and consistency with disclosure in the
annual report; and
•• they would like more detail than is currently provided by
most companies. In particular, investors find disclosures are
often lacking information that answers questions such as:
–– What are the key revenue and profit drivers and how do
profits convert to cash?
–– Are there any key asset and liability items that support
the business model?
–– What is the company’s competitive advantage?

•• support from senior management/the board;
•• engaging with investors to identify and understand their
information needs;
•• cross-department participation (a “whole company”
approach); and
•• support from third parties, such as auditors and regulators.
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Reporting the effects of
Brexit in annual reports –
an update
Earlier this year we published
the results of our first survey
of disclosures of Brexit risks
and opportunities, covering
60 annual reports issued
by FTSE 100 companies
for September 2016 to
December 2016 year ends.
At the time, we promised
to update our analysis later
in the year to reflect any
changes to FTSE 100 annual reports issued for year ends
following the Article 50 notification on 29 March 2017.
Our analysis has now been completed for 24 further FTSE
100 companies with years ending between the end of March
and the end of June 2017.
At a glance
The number of companies mentioning Brexit and amending
their principal risk disclosures is broadly consistent.
63% thought one of the risks of Brexit for them related to the
geopolitical or economic environment (pre Article 50: 58%).
This included all those that changed their principal risks.
To manage Brexit, 25% of our sample disclosed some form
of contingency planning or scenario planning (pre Article 50:
38%).
Post the Article 50 notification, four companies now mention
Brexit in their longer term viability statement – examples
include Johnson Matthey and National Grid (pre Article 50:
no companies).
25% identified opportunities around Brexit (pre Article
50: 12%). These included innovative fund propositions
(Hargreaves Lansdown) and benefits for companies moving
to the UK (Land Securities). SSE Plc cited engagement with
Government and regulators to identify opportunities.
Advice for preparing annual report disclosure
In its annual letter of reporting advice to the finance
directors and audit committee chairs of the FTSE 350, the
FRC calls for companies to revisit their assessment of the
risks and ongoing uncertainties regarding the effects of the
EU referendum, making appropriate disclosures to reflect
their latest analysis and how this has developed over the
year. Further, it is recommended that these disclosures are
kept current.
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Our ongoing advice for companies considering how to
disclose the impact of Brexit in their annual reports:
•• Almost every company mentions the outcome of the
referendum and whether they consider Brexit to be
a principal risk – even if it isn’t a principal risk for you,
it is worth letting shareholders know the topic is on
your radar.
•• Good communications are specific to the individual
company’s circumstances and explain the risks or
opportunities most relevant for their shareholders to
consider.
•• For some industries, Brexit has not introduced
new risks so far, companies preferring to describe
enhanced impacts from existing risks.
•• The complexity of the ongoing uncertainty can
make it difficult to provide detailed analysis of the
potential impacts at this stage. Some better company
communications focus on explaining how companies
are analysing the possibilities.
•• Necessity being the mother of invention, some
companies are discussing investment in technologies
and techniques to cope with some of potential
impacts.
•• Finally, companies should remember as they
approach this year’s reporting season that the end
of the two year negotiation period offered by Article
50 will be well within the lookout period for longer
term viability statements, and we are already starting
to see enhanced disclosures around Brexit impacts
within those. This year, incorporating Brexit both in
the assessment and the disclosure will be critical to a
complete, informative viability statement.

For the audit committee agenda – has Brexit been
incorporated both in your assessment and the disclosure for
the longer term viability statement?
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Annual report insights 2017
As in previous years, we have undertaken a comprehensive survey of 100 UK listed companies’ annual reports, reviewing,
amongst other things, disclosures on stakeholder engagement, risk management, principal risks, the longer term viability
statement, audit committee reporting and non-GAAP measures.

8. Corporate governance

The full survey is available from www.deloitte.co.uk/annualreportinsights and includes ideas on how to improve annual
reports in the upcoming reporting season and highlights areas of regulatory focus, as well as identifying some key pitfalls to
avoid.
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FRC advice on 2017/18 reporting season
In this article we summarise the results of the FRC’s
corporate reporting review activities over the past
year and, in particular, focus on the advice the FRC has
offered to companies heading into the 2017/18 reporting
season, supporting the FRC’s updated mission ‘to
promote transparency and integrity in business’.
The FRC’s report provides an overview of the Corporate
Reporting Review (CRR) activities for the year ended 31
March 2017 and is written for those with board-level
responsibility for preparing company reports and accounts.
The top five areas where substantive queries were raised
following CRR review this year related to judgements and
estimates, the strategic report, accounting policies, business
combinations and alternative performance measures. As
a reminder, the top five areas in 2015/2016 also included
revenue and impairment of assets, which continue to be in
the top ten this year.
It is clear that disclosure expectations are increasing and
audit committees should challenge bland and generic
disclosures which are unchanged from the prior year, out of
date, or irrelevant. Disclosures should be company specific
and year specific.
New accounting standards
The first area emphasised by the FRC in its letter is the
importance of disclosing the likely impact of the three new
accounting standards on the financial statements as soon as
they can be reliably measured.

Areas of focus for the front half of the annual report
Strategic report
In the context of the strategic report having contributed
to improvements in overall corporate reporting, the FRC
explains that it is one of the areas which is most frequently
challenged by the FRC’s Corporate Reporting Review team
(CRR).
Areas that should receive additional focus this reporting
season include:
•• explanations of relationships and linkages between
different pieces of information, in particular ensuring
that KPIs which are linked to executive remuneration are
explained in sufficient detail;
•• providing clarity on the reasons for changes to KPIs and the
impact of this;
•• where relevant, capturing the requirements to provide
enhanced disclosures as part of your first time
implementation of the non-financial reporting directive,
in respect of the environment, employees, social matters,
respect for human rights and anti-corruption and antibribery matters; and
•• considering other areas addressed by the FRC in their draft
updated Guidance on the Strategic Report, which will be
finalised in the first half of 2018. Further detail on the draft
Guidance and its recommendations is on page 39.
Long-term prospects and viability statements

Implementation of IFRS 9 “Financial Instruments” and IFRS
15 “Revenue from contracts with customers” should be
well advanced and the FRC advises that IFRS 16 “Leases” is
expected to be endorsed by the end of 2017, permitting early
adoption alongside IFRS 15 from 1 January 2018.

The FRC highlights recent improvements in risk reporting
brought about since the introduction of viability statements
and, based on its recent research, advises that companies
should consider developing their reporting on longer term
prospects and viability in two stages:

The FRC is looking for clear disclosure with reference to the
company’s existing accounting policies, including detailed
quantitative disclosures supported by good explanations
of the company’s analysis, particularly for IFRS 15 and IFRS
9. It highlights that disclosures should be specific to the
company’s circumstances and transactions and describe key
judgements management will need to make. This is also likely
to be an area of focus for the auditor this year.

1. Consider and report on the prospects of the company
over a period reflecting its business and investment
cycles; and
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2. Choose a period for assessment of viability and state
whether they have a reasonable expectation that the
company will be able to continue in operation and meet
its liabilities as they fall due over the period of their
assessment, drawing attention to any qualifications or
assumptions as necessary.
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As a reminder, the Investment Association has also encouraged companies to separate prospects from
viability and differentiate the time horizons used for those assessments:

“It is helpful if the disclosures around prospects address the long-term strategic plans and look
longer than the period over which viability is assessed… Investors want companies to give them an
insight into their plans for the future which may be separate from the plans that support the viability
statement. To facilitate this directors may wish to consider separating their assessment of prospects
from their assessment of viability. The former then gives them the opportunity to demonstrate that
they have considered the future of the business over the long-term.”
The description of prospects over the business and investment cycle will challenge companies and
auditors alike, but presents the opportunity to comment on positioning against industry trends and
draw out other, longer-term, company-specific matters, such as debt financing maturities, technology
disruption, pension funding and the like. Careful thought will be needed to navigate between
inadvertent assurances about the future but also to avoid generic, bland disclosures.
Financial statement disclosure matters
The other financial statement disclosure matters mentioned in the letter are no surprise. They are areas
that involve considerable thought and judgement and have been regular features of the FRC’s Corporate
Reporting Review team’s annual reports. They include the statement of cash flows, dividends, critical
judgements and estimates, accounting policies, business combinations and pensions.
For the audit committee agenda – are there any updates that will need to be made to the annual report
to reflect the FRC’s recommendations? Has work been completed on implementing the new accounting
standards and are disclosures detailed and informative? Has the committee considered how much detail to
provide in respect of disclosure of ongoing prospects?

Closing Out 2017
Our comprehensive round up of year-end reporting issues, Closing Out 2017, is available at
www.ukaccountingplus.co.uk and provides an in depth analysis of the issues at the top of regulators’
agendas for the 2017 reporting season as well as other key matters to consider in preparing a December
2017 annual report. Some of the issues we explore in greater depth in Closing Out are introduced below.
As well as the issues raised in the FRC’s annual review and its advice letter to Audit Committee Chairs
and Finance Directors, Closing Out addresses the issues identified as priorities at a European level by
the European Securities Markets Authority (ESMA).
FRC Focus Areas and ESMA Enforcement Priorities
New Accounting Standards
As 2017 annual reports will be published after the date of initial application of both IFRS 15 Revenue
from Contracts with Customers and IFRS 9 Financial Instruments, there is a clear expectation from both
the FRC and ESMA that clear, quantitative disclosure will be provided on their effects, including the
accounting policies, practical expedients and transition provisions to be applied and the amount
and nature of changes to previously recognised amounts.
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Statement of Cash Flows
Incorrect classification of cash flows remains an area of concern, particularly in respect of complex
arrangements such as debt factoring. In addition, disclosures supporting the statement of cash flows
such as on ‘restricted cash’ and the new requirement for a ‘gross debt reconciliation’ should be clear
and comprehensive.

Business Combinations
A variety of questions can arise in accounting for something as potentially large and complex as
a business combination, with the FRC and ESMA highlighting issues such as the identification and
valuation of intangible assets and the treatment of contingent payments as remuneration for ongoing
service when appropriate.
FRC Focus Areas
‘Brexit’ and 2017 annual reports
The FRC noted that most companies already make reference to ‘Brexit’ as part of their corporate
reporting, but highlight that as clarity over that process emerges these discussions should become
more detailed and more company-specific, with possible impacts within the financial statements
themselves including on sensitivity analyses and disclosures of estimation uncertainty.
FRC Thematic Review Topics
Alternative Performance Measures
The FRC reviews the use of APMs in light of ESMA’s Guidelines on the matter, and although it observed
a good overall level of compliance room for improvement was identified in areas including the
inappropriate use of terms such as ‘non-recurring’ and ‘one-off’ and undue prominence given to APMs
over IFRS measures in chairman or chief executive’s statements and on highlights pages.

Judgements and Estimates
The FRC has a particular focus on the disclosure of the significant judgements made in applying a
company’s accounting policies and (separately) the sources of estimation uncertainty inherent in
valuing assets and liabilities. Whilst improvements in practice have been made, this remains an area in
which careful consideration is needed each year to identify the most significant judgements made and
the estimation uncertainties that could give rise to material changes in the next financial year.

Defined Benefit Pension Schemes
Defined benefit schemes give rise to very large balances and significant levels of judgement around,
inter alia, the actuarial assumptions used in measuring an obligation, the valuation of plan assets and
the effect of trustee’s rights on the recoverability of surpluses. The FRC continues to focus not only on
those judgements but also on clear, transparent disclosure of the sensitivities and risks arising from the
measurement of pension balances and arrangements to fund a scheme in the future.
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Proposed update to the FRC’s Guidance on the Strategic
Report
In this article we summarise the changes the FRC is
proposing to make to its Guidance on the
Strategic Report.
The FRC has consulted on proposed revisions to its Guidance
on the Strategic Report. The update has arisen from a need to:
•• reflect new corporate reporting requirements arising from
changes to the Companies Act 2006 which implement the
EU Non-Financial Reporting Directive;

Summary of key changes proposed
Some of the more significant amendments/additions to
the proposed content elements for the Strategic Report
include:
•• a focus on purpose, i.e., why the entity exists and how
it intends to fulfil its purpose, thereby generating and
preserving value;
•• how the entity engages with major stakeholders and
takes their views into account when making significant
decisions;
•• an explanation of values, behaviour and culture within
the entity;

•• enhance the linkage between s172 and the aims of the
strategic report; and

•• the nature of resources and relationships on which the
entity’s success in the long term depends;

•• make targeted improvements to certain areas of the
guidance to reflect recent key developments in corporate
reporting, e.g. addressing the ESMA Guidelines on the
presentation of alternative performance measures.

•• a discussion of how the allocation of resources will
support the achievement of the entity’s strategy;

The revisions encourage companies to report on broader
matters that may impact the value and sustainability of
business over the longer term. For example:
•• the entity’s purpose and the impact of the entity’s activities
on society more widely;
•• information about the relationships that are most
important to the entity’s ability to generate and preserve
value and how those relationships are taken into account in
the boards’ decision making; and
•• the values, behaviours and culture that it seeks to uphold.
Addressing the current lack of reporting requirements
around s172, the FRC clarifies and expands on the aims of
the strategic report to help members of the company assess
how directors have performed their duty to promote the
success of the company in the long term, including how they
have had regard to the matters set out in s172.
For the audit committee agenda – the consultation closed
on 24th October 2017 and we expect the final version of the
updated Guidance to be issued early in 2018. Despite this,
our recommendation is that companies use the consultation
draft as a helpful tool when preparing their 2017 annual
reports, in particular the draft guidance provided on the nonfinancial reporting required elements.

•• considering risks arising from the impact the entity
has on external parties when identifying and reporting
on principal risks and uncertainties, in addition to the
risks facing the entity;
•• a discussion of how the business model and strategy
might evolve in response to long term systemic risks
e.g., risks arising from climate change; and
•• reflecting the enhanced disclosures in respect of the
environment, employees, social matters, respect for
human rights, and anti-corruption and anti-bribery
matters (where necessary for an understanding of the
entity’s development, performance and position and
the impact of its activity). This includes considering
the impact of the entity’s business on these matters,
where material to shareholders, and any principal risks
relating to these matters. [N.B. these changes relate
to the EU Non-Financial Reporting Directive, which is
effective in the UK for periods commencing on or after
1 January 2017.]
The FRC’s Guidance is intended to represent best
practice for all companies required to prepare a strategic
report not just listed companies.
Our ‘Governance in brief - FRC encourages broader
reporting of company purpose and impact in proposed
revisions to the Guidance on the Strategic Report’
provides a fuller discussion of the proposed changes
and a further briefing will be issued as soon as the final
updated Guidance is issued.
The FRC’s draft Guidance on the Strategic Report is
available at: https://www.frc.org.uk/news/august-2017/
frc-consults-on-non-financial-reporting-guidance
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Risk and viability reporting
The FRC’s Financial Reporting Lab has issued a report focusing on the key attributes of principal risk and viability
reporting, their value and use to investors. It also provides illustrative examples of reporting favoured by investors.
Investors consulted as part of the project are unanimous that understanding the principal risks faced by a company
is important both before making an investment and during the holding of that investment. A change in risk faced by a
company is one factor that may cause an investor to change the size of their shareholding.
In addition, investors want a better indication that companies are looking at the long term. They find that few companies
currently use the viability statement as a means of communicating positive messages about the long-term prospects of
the company, treating it rather as an extended going concern confirmation.
The report is available from www.frc.org.uk/getattachment/76e21dee-2be2-415f-b326-932e8a3fc1e6/Risk-andViability-Reporting.pdf

Duty to promote the success of the company
(s172, CA2006) – A reminder
A director of a company must 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.
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For the board or audit committee agenda – have
you considered whether your reporting on stakeholder
engagement could be strengthened for this year end? Does
the strategic report fully disclose sources of value – including
those that are not recognised in the financial statements
– and how that value is generated and preserved? Are
you confident that the requirements of the non-financial
reporting directive will be met fully this year?

Contacts – Corporate reporting
Deloitte’s corporate reporting team advises on how to
better meet the needs of your company, industry regulators,
investors and the wider public.
Veronica Poole
020 7007 0884
vepoole@deloitte.co.uk
Amanda Swaffield
020 7303 5330
aswaffield@deloitte.co.uk
Peter Westaway
020 7007 9024
pwestaway@deloitte.co.uk
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Developments in audit
“High quality audit provides a strong deterrent effect against actions that may not be in the
public interest, underpins stakeholder confidence, and drives continuous improvement.”
FRC’s Developments in Audit 2016/17

In this article we explore the FRC’s recent findings on
audit and their plans for ongoing work on audit quality.
In July 2017, the FRC issued its Developments in Audit
2016/17. It found that there is evidence of “improving audit
quality and a commitment to continuous improvement.”
Supporting this contention, there was an increase of 4%, to
81%, in audits assessed as either good or requiring only
limited improvements in the Audit Quality Review (AQR)
team’s inspections of the audits of FTSE 350 entities.
The findings in the report come from three main sources:
the AQR’s audit monitoring activities; thematic reviews
conducted on particular areas of audit quality; and
information from professional bodies. The results of surveys
of audit committee chairs and views from the investor
community are also taken into account.
The FRC cites good procedures it has seen during its
inspections, which may be useful for audit committees to
consider when assessing the quality of their own external
audit:
•• greater involvement of senior team members in areas such
as planning and review;
•• greater focus by firms on continuous improvement and
root cause analysis when things go wrong;
•• root cause analysis when things go right, which the FRC
sees as a powerful tool for identifying good practice;
•• high standards in designing and directing the work of
component auditors over significant risks; and

Unsurprisingly, however, there are ongoing opportunities for
improvements in audit quality, key amongst which for audit
firms are a quality focused culture, promoting scepticism,
consistency of execution, principles based independence,
and harnessing technology. The FRC is also assessing the
impact on audit quality of multi-disciplinary practices and
the results of rotation and retendering.
A key area of the report involves the FRC’s ambitious plans
for its ongoing work on audit quality. Plans for 2017/18
include:
•• thematic reviews in the areas of:
–– audit firm culture and governance;
–– auditor’s responsibilities for areas of the annual report
beyond the financial statements; and
–– materiality; and
•• launching an Audit and Assurance Lab as a means of
working with audit committee members, listed companies,
investors and audit firms to further enhance confidence
in audit. This Lab is already examining the role of audit
committee reports and how they interact with auditor’s
reports.
Finally, the report strikes a note of both encouragement and
caution in discussing the transformative use of technology
to improve both effectiveness and efficiency of audit. This
is currently the purview of large firms and the FRC sees this
as encouraging, prompting further competition on quality.
However, it also raises the question of how smaller firms can
compete, what the auditor’s role will be in the future and
how regulators can “keep up”.

•• greater scepticism demonstrated when evaluating
management assumptions and estimates.
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The FRC has also published the transcripts of its conference
on developments in audit. Some challenges outlined in the
speech given by Stephen Haddrill, the CEO, include:
For the regulators:

And, of course, all of this has a knock-on effect for
companies, which should be considering:
•• avoiding group think around the boardroom table;
•• culture and risk management;

•• the need to avoid group think and to have genuinely
independent minds;

•• focus on material controls;

•• the need for dialogue and for the regulatory system to be
joined up;

•• focus on long term prospects and viability; and, for audit
committees

•• the need to look forward to new challenges and risks – not
just fight the last war; and finally

•• focus on audit quality and on the quality of the audit
committee report.

•• getting enforcement and sanctions right.
For the auditors:
•• how best to consider both present market experience
AND future risks, fitting audit “with front-facing halogen
spotlights as well as reversing lights”;
•• using data analytics to gain better insight into patterns
and connections in data could present interesting
opportunities in relation to the concept of materiality in the
audit; and
•• establishing better consistency of audit quality within
and across audit firms under strong and committed
leadership.
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For the audit committee agenda – are there any updates
that you wish to make to the audit committee agenda or how
you assess the effectiveness of your external auditor in the
light of the FRC’s findings?
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Exploring tax changes – and penalties
In this article we examine some recent changes to taxation and related legislation. In particular, we focus on the newly
effective corporate offence of failure to prevent the facilitation of tax evasion and a recent appeal against penalties under
the Senior Accounting Officer regime.

Failure to prevent the facilitation of tax evasion – in force from 30 September
New corporate offences of failing to prevent the facilitation of tax evasion came into force on
30 September and applied immediately. The aim of the legislation is to make large companies
criminally liable where they fail to prevent those who act for them, or on their behalf, from
criminally facilitating tax evasion. The offences apply to all industries. Boards should now be
considering what, if anything, has been done so far to protect the company from liability in
this area and whether this is sufficient. Taking the right action is more important than rushing
to implement.
The introduction of these offences reflects a wider trend in the nature of corporate regulation
and enforcement. Businesses are increasingly expected to take responsibility for those acting
on their behalf and for social and environmental impacts.

An overview of the new offences
Businesses will be criminally liable if:
•• a taxpayer commits criminal UK or foreign tax evasion; and
•• an associated person of the business criminally facilitates that tax evasion.
The business has a defence if it had “reasonable prevention procedures”
in place, or if it was reasonable in all the circumstances not to have such
procedures.
“Associated person” means employees, agents and those providing services
on behalf of the business. This is the same definition as in the UK Bribery
Act 2010.
The offence relating to foreign tax evasion also requires that:
•• both the tax evasion and the criminal facilitation must be offences in the
relevant country; and
•• the business has a UK nexus – for example, if the associated person is
based in the UK.
Penalties are expected to be significant. Theoretically unlimited, authorities
are likely to follow the approach taken to the UK Bribery Act 2010 with
penalties dwarfing potential compliance costs.

Many different issues
can be identified
through the risk
assessment. Some
examples of potential
risk areas could be:
•• High volumes of
casual workers and
contractors
•• Disposal of business
assets where
collusion could reduce
acquirer’s tax due
•• Expat workers’
packages – salary
disguised as
relocation or
expenses allowances
•• Share schemes
and profit sharing
schemes
•• Complicated
payment structures
and financing
arrangements
•• Invoices split between
countries and/
or entities for no
apparent reason
•• Transfer pricing

The first step in preparing the company to face the new legislative environment following
the introduction of these offences is to carry out a risk assessment. This forms a solid
foundation for identifying robust and cost-effective next steps. Without one, there is no basis
to determine whether or not procedures are proportionate or ‘reasonable’. Ideally, the risk
assessment should be completed by now, and realistic next steps agreed across relevant
business areas. If not, a risk assessment should be planned as soon as possible.
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Although not the ideal scenario, in practice, a delay in
embedding reasonable procedures is only relevant if an
offence is in fact committed before this happens. During any
delay, it would be worth considering interim ‘quick wins’, such
as all-staff emails from senior management emphasising
a zero tolerance approach to tax evasion facilitation. The
message could be incorporated into other communications,
or annual certifications if you have them. These can be a
useful start to establishing a strong ‘tone from the top’,
which is critical.
The overall practical impact of the proposals on how
people behave is key. Put simply, there can be no corporate
exposure if the measures in place actually prevent the
facilitation of tax evasion. If they do not, it would be an uphill
battle to demonstrate a defence based on a non-holistic
approach that has, in fact, failed.
The first enforcements under the similarly structured UK
Bribery Act offence provide useful examples. As with the
UK Bribery Act, robust systems and procedures are critical
to avoiding heavy penalties and reputational harm. As part
of this, evidence that compliance is taken seriously at a high
level is now expected.
This raises the question of how to manage the increasing
volume of competing issues that the board is expected
or might wish to oversee. This will require streamlined
accountability and reporting mechanisms, combined with
risk profiling, to create focused outputs on the most critical
areas for consideration. Managing regulation is becoming
less about checklists and defined actions, and more about
how outcomes, and whether measures work in practice.
For the board or audit committee agenda – has the
risk assessment in this area been completed yet – do you
understand how your company could be exposed to risk? Has
a programme of education and communication supporting
reasonable prevention procedures been rolled out?

Contacts – Taxation: corporate criminal offence of
facilitation of tax evasion
Nigel Barker
020 7007 3608
nbarker@deloitte.co.uk
Ros Baston
020 7303 6190
rbaston@deloitte.co.uk
Kirsty Searles
020 7007 2823
kasearles@deloitte.co.uk
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Reasonable steps for the Senior Accounting Officer (SAO)
In August, HMRC lost the first appeals to be heard by the
First-tier Tribunal against HMRC penalty assessments under
the SAO regime. The case was K Thathiah vs HMRC and
the penalty assessment on Mr Thathiah was overturned.
The case concerned errors of £1.36m in the VAT returns of
International Currency Exchange plc, which came to light
during the year after the SAO, Mr Thathiah, had left the
business.
HMRC contended that the SAO had failed in the main
duty to take reasonable steps to monitor the accounting
arrangements of the company and to identify any respects
in which those arrangements are not appropriate tax
accounting arrangements. In particular, HMRC argued that
not pursuing a selective testing strategy relating to the VAT
returns meant that Mr Thathiah had not taken reasonable
steps.
The Judge overturned the penalty assessment on Mr
Thathiah. She confirmed the position that the steps should
be reasonable in all the circumstances and concluded that
selective testing was not a requirement in this particular
case. She also confirmed that, just because a company does
not have appropriate tax accounting arrangements, it does
not automatically mean that a SAO has failed in this main
duty.
Some components of reasonable steps that can be identified
from the case include:
•• a board-approved tax policy
•• documentation of tax processes and procedures and
integrating these into a broader finance manual;
•• continuing assessment of tax policy, processes and
procedures by the SAO;
•• delegation of responsibilities to appropriately qualified and
experienced staff;
•• specialist external training provided to those involved in
the calculation of tax liabilities;
•• availability of a budget for access to specialist professional
advice;
•• variance checks on tax liabilities to the budget and to prior
periods, in particular where those prior periods had been
subject to external audit and to HMRC review; and
•• specific testing / checking of the tax treatment of the
largest transactions.
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Current tax topics for your agenda
Country By Country Reporting (CBCR)
Companies are now at the sharp end, with December
year end reporters having to file their 2016 return to tax
authorities by the end of 2017. One of the key challenges
in the UK will be ensuring you can get “an XML package”
sufficient to satisfy Government gateway submission
requirements.

Double tax treaties
Looking longer term – although some changes could come
in as early as 1 January 2018 – changes to double tax treaties
will start to be introduced as a result of the G20/OECD BEPS
project Multi Lateral Instrument. The timing for changes
is not yet certain but for groups that may be impacted by
changes, it is worth making sure the most recent information
is available and understood.

For most groups, the right approach will be to file
all information with the tax authority in their parent
jurisdictions and allow those authorities to exchange
information with other countries. Governments will have six
months after the December 2016 filings come in to exchange
information with other countries (they will only have three
months for subsequent filings).

Key areas to watch for are the definition of permanent
establishment and the principal purposes test around treaty
abuse, which could affect group tax planning where the
purpose of setting up in a particular jurisdiction was to get
treaty benefit for withholding tax.

In addition, businesses need to make sure they have a
system in place for notification requirements that will be
necessary in most countries. Although this is a simplified
process in the UK, the process will vary by jurisdiction.
Transfer pricing
Transfer pricing remains a hot topic among tax authorities.
It is key for companies that operate across jurisdictions to
make sure they both understand and can clearly explain the
value chain, and that transfer pricing reflects that.
Companies need to make sure they have implemented the
most recent guidance coming out of the G20/OECD BEPS
project, including any necessary changes to pricing and
fulfilling new documentation requirements arising from
Actions 8-10 on aligning transfer pricing outcomes with value
creation.

Interest deductions
As you are aware the level of interest deductions permitted
has been capped in the UK and elsewhere, just at a time
when interest rates begin to rise. There will be an impact
on earnings, so make sure you are communicating forward
guidance to investors.

Contacts – Taxation
Mark Kennedy
020 7007 3832
markennedy@deloitte.co.uk
Alexandra Warren
0118 322 2391
alwarren@deloitte.co.uk

In particular it is important to consider the strategy for
achieving compliant documentation in a reasonable manner,
in the first instance focusing on the most high risk areas of a
group’s transfer pricing.
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On the remuneration committee’s
agenda
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Reforming executive pay
In this article we take a look at the voting trends
in executive pay, changes to disclosures and
the Investment Association’s new Principles of
Remuneration effective for 2018 annual reports.
Reforming the executive pay disclosure and voting
regime
It is now four years since the Government introduced new
disclosure requirements and a binding shareholder vote on
remuneration policy at least every three years. This has had
the effect of improving both the level of disclosure and the
level of engagement between shareholders and companies.
Many high profile investors are making their expectations on
pay much clearer than before, and have been increasingly
prepared to vote against remuneration reports where
companies have failed to take these into account. This in
turn has encouraged companies to introduce new features
in their remuneration packages and to better explain the
rationale behind remuneration decisions in response to
these pressures.
Over the past year executive pay has continued to generate
a high degree of interest from the media and the general
public, not least because of the Government consultation on
corporate governance reform and the inquiry into corporate
governance held by the BEIS Select Committee.
The 2017 AGM season
Our reports on directors’ remuneration in FTSE 100 and
FTSE 250 companies include analysis of the 2017 AGM
season up to August, over three quarters of these companies
having held their AGMs. Many companies were required to
resubmit their remuneration policy for approval this year.
The 2016 season was a painful one for a number of
companies and this may have introduced a note of caution
for 2017. In addition, during the first part of the year
there was a good deal of uncertainty around the potential
reforms that might be introduced by the Government, so
many companies made only limited policy changes, instead
focusing on making small changes to bring policies into line
with best practice guidance.
FTSE 100 companies have, for the most part, received higher
levels of support from shareholders during the 2017 season
than in the previous year. Over 90% received more than 80%
of votes in favour of the remuneration report which is slightly
higher than the vote in 2016. Only one company failed to
secure a majority of votes in favour of the report compared
with two last year.

The story is slightly different for FTSE 250 companies with
13% of companies receiving less than 80% of votes in favour
compared with only 7% last year. This is due to a number of
factors: FTSE 250 companies have in general been slower to
respond to shareholder concerns about some elements of
executive remuneration and, while levels of remuneration
have levelled off in the larger companies, potential
remuneration has continued to increase in a number of
FTSE 250 companies.
Investor sentiment has certainly shifted over the past
year, and the proxy voting agency guidelines and investor
guidelines published prior to the 2017 season flagged up
a number of key issues which could potentially lead to
negative votes. More investors are now public about voting
preferences, publishing their own guidelines and voting against
remuneration resolutions. Areas of concern have included:

Increases in quantum – specifically
increases in variable incentive
opportunity and substantial salary
increases which have a knock-on effect on
other areas of remuneration, and granting
of exceptional awards.

Too much focus on
short term performance.

Alignment with shareholders –
remuneration arrangements are
expected to include a significant level of
bonus deferral, holding periods on vested
shares and meaningful shareholding
requirements.

Link between performance and pay – this
includes setting appropriately stretching
targets and exercising discretion to ensure
that incentive outcomes reflect overall
business performance. Shareholders also
expect full and clear disclosure of the
measures, targets and achievements for
each variable element of pay.
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Pensions
Another area of remuneration which has started to attract
attention is pension contributions. Although defined benefit
plans are now largely a thing of the past, pension allowances
are often higher for executive directors than for the wider
workforce and investors are starting to question why this
should be the case and to seek proper explanations for
differences between the pension arrangements for directors
and the wider workforce.

Companies receiving significant opposition to pay policies
or awards are likely to have to be specific about how this
will be addressed and there will be a public register of
those companies receiving more than 20% of votes against.
There will be a stronger focus on strengthening the voice of
the employee and other non‑stakeholder interests at board
level and a requirement for companies to publicly explain
how directors take into account the interests of these other
stakeholders.

The Principles of Remuneration produced by the Investment
Association (IA) and the Corporate Governance Policy and
Voting guidelines produced by the Pensions and Lifetime
Savings Association (PLSA) make reference to the need for
directors to have regard for other stakeholders and to review
executive pay arrangements in the context of the pay of the
wider workforce.

Many of these reforms are likely to be implemented through
changes to the UK Corporate Governance Code on which the
Financial Reporting Council (FRC) will be consulting over the
next few months. The proposals will give companies some
flexibility to determine how to make changes in a way which
supports the overall aims of the business.

“Remuneration practices are seen as key
to aligning the activities of management
with a company’s purpose, strategy and
performance. While not a panacea, we do
believe that well-structured remuneration
can be an important ingredient to
delivering long-term business success and
aligning the interests of management and
other stakeholders.”
Remuneration Principles: clarifying expectations
Hermes Investment Management

Looking ahead
Over the coming year this focus on quantum and the wider
workforce is likely to gather momentum as the corporate
governance reforms are implemented. These are designed
to maintain the UK’s reputation for being ‘a dependable and
confident place in which to do business’ and to ‘ensure that
the largest companies are more transparent and accountable
to their employees and shareholders’.
The measures include the publication of pay ratios,
providing clear explanations of the range of potential
outcomes from share based incentive plans, more tailored
approaches to remuneration and the lengthening of time
horizons. The remuneration committee could be given
greater responsibility for demonstrating how pay and
incentives align with the wider workforce and to explain to
the workforce each year how decisions on pay reflect wider
policies.
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Investment Association Principles of Remuneration
The Investment Association (IA) has issued an update of its
Principles of Remuneration and an accompanying open letter
to remuneration committee chairmen.
The IA has renewed its call for companies to show restraint
on overall quantum of remuneration and reminds companies
that they should seek to adopt the remuneration structure
most appropriate to their needs and this indicates that
investors are becoming more open to alternative structures
such as restricted shares.
It should be noted that the IA’s expectations on the
disclosure of ratios goes beyond what is currently envisaged
by the Government, asking companies to disclose not only
the ratio of CEO versus broader employee pay, but also
a ratio of CEO versus executive team pay.
Issues to consider for 2018 AGM season
In its letter to remuneration committee chairmen, the IA
highlights the following issues as areas of focus for the 2018
AGM season.
Levels of remuneration
•• All companies should follow the example set by some,
predominantly large, companies to exercise restraint on
variable remuneration increases and consider whether
the remuneration potential should be reduced. The IA
also highlights concerns with incremental increases to
variable remuneration maximums and with the impact of
salary increases and even “automatic” inflationary salary
increases on total compensation.
•• Companies need to justify to investors the level of
remuneration paid to executive directors, and take into
account the wider social context of executive pay, rather
than looking at benchmarking alone.
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•• Companies are expected to disclose the pay ratios between
the CEO and median or average employee, as well as the
CEO and the executive team, as part of justifying and
explaining the levels of executive remuneration in the
business.
•• The IA reiterates that executive directors should have
pension contribution rates at the same level as the general
workforce.
Remuneration structures
•• Restricted shares: Whilst there are a number of
shareholders that are unsupportive of restricted shares,
there are a growing number of shareholders that will
support the introduction of restricted shares for the right
company, in the right circumstances. In some cases, new
remuneration structures are being proposed only when
the current remuneration structures are not paying out to
executive directors, which is not seen as a reason to move
to a restricted share model.
•• Shareholder consultation: It is critical that dialogue
between companies and shareholders is meaningful and
treated as a two‑way process. The IA notes that failure to
properly understand the views of shareholders has led
a number of companies to withdraw their resolutions prior
to the AGM and that these companies should ensure that
they conduct a full analysis of shareholder feedback and
consult further before re‑submitting their remuneration
policies.
Pay for performance

•• Non‑financial target disclosure: Shareholders expect
a thorough explanation as to why personal or strategic
targets have paid out, not just a description of non‑financial
performance indicators. There will be increased scrutiny
on payments made for non‑financial performance where
financial targets are not met.
Accountability of Remuneration Committee Chairs
•• The 2017 AGM season saw an increase in the number
of investors voting against the re‑election of individual
directors based on the decisions they make at the
Remuneration Committee and the IA notes that members
have a range of escalation approaches in their voting
policies. For example, some members vote against the
Remuneration Committee Chair if they vote against
a remuneration resolution in two successive years, or if
a remuneration resolution does not get majority support,
some members vote against the re‑election of the
Remuneration Committee Chair at the next AGM.
The Principles of Remuneration relevant to 2018 annual
reports can be found at: https://www.ivis.co.uk/
media/13548/Principles‑of‑Remuneration‑2018.pdf.

For the remuneration committee agenda – have you
taken a step back to consider the overall picture of executive
remuneration in your organisation and how it compares to
the wider workforce?

Contacts – Executive remuneration

•• Financial target disclosure: Full disclosure of threshold,
target and maximum performance targets is expected to
be disclosed either at the time of payment of the award,
or within 12 months where an explicit explanation of the
commercial sensitivity has been set out.

Deloitte’s executive remuneration practice helps clients
develop executive remuneration strategies in line with
corporate objectives and advises remuneration committees
on the corporate governance and regulatory framework that
applies to executive remuneration in the UK.

•• Bonus deferral: Deferring a portion of the bonus into
shares is expected for bonus opportunity of greater than
100% of salary.

Stephen Cahill
020 7303 8801
scahill@deloitte.co.uk

•• Target adjustment: If metrics used for executive
remuneration have been adjusted from headline KPI
or reported numbers, companies must set out why
this is appropriate, and provide a breakdown of how
the remuneration target has been adjusted from the
headline KPI.
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Appendix: Key questions for this
reporting season
Shareholders and votes
(pages 4-5)

Climate
(pages 18-19)

•• Could any of your directors be at risk of a significant vote
against their reappointment and what can be done to
mitigate this?

•• Are you scanning your shareholder register to identify
if your investors are amongst those becoming more
demanding on ESG matters?

•• Based on the votes at your 2017 AGM, will your company be
on the Investment Association’s register and, if so, has an
appropriate and robust response to the shareholder vote
been developed?

•• Have you considered the recommendations of the task
force for climate-related disclosure?

Purpose – your company’s ‘North Star’
(pages 6-7)
•• Has your board had, and concluded, a discussion on the
company’s purpose?
•• Has this purpose been articulated and communicated both
internally and externally?
•• Do you have access to relevant data to help you monitor
performance against the stated purpose?
Corporate governance reform update
(pages 8-11)
•• Have you considered whether you will go early on
proposed new reporting requirements on matters such as
the CEO pay ratio or stakeholder engagement?
•• Have you considered what data and other information
will be required to measure progress across the range of
activities envisaged by s172? What data and information
will you rely on and how you will get assurance on its
accuracy?
Stakeholder engagement: your choices
(pages 12-17)
•• Have you undertaken a stakeholder mapping exercise to
determine your key stakeholders?
•• Which of the employee engagement mechanisms put
forward by the Government will you choose to adopt and
what is the plan for development of that mechanism?
•• How confident are you that your mechanisms for engaging
with other stakeholders are effective and appropriately
visible to the board?
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•• Is your organisation in a position to provide the
recommended disclosures?
•• Are the potential impacts of climate change getting
sufficient attention – both the risks and the opportunities?
Diversity
(pages 20-21)
•• How well does your board compare against the
recommendations from the Parker Report and the
Hampton/Alexander Review?
•• Has the board had the opportunity to review the gender
pay gap data?
Crisis management
(pages 22-23)
•• Are you thoroughly identifying and assessing your risks,
focusing on known operational soft spots?
•• Are there any areas of your organisation where you
would be uncomfortable if information got into the public
domain?
•• Do you regularly consider and refresh your crisis recovery,
communication and business as usual plans? Have you run
a board simulation?
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Internal audit – fit for purpose?
(pages 24-26)
•• How is your organisation’s business environment changing
and what impact will this have on the overall assurance
plan?
•• Does your internal audit function have the skills and
capabilities to address the changing requirements of the
organisation?
•• What tools, technologies and new ways of working is
internal audit embracing to enable it to meet both current
and future requirements?
Culture: understanding your reality
(pages 27-28)
•• Has the board determined the type of culture it is aiming
to achieve and sustain and is this aligned with the business
strategy?
•• Is the board receiving sufficient information on corporate
culture?
Cyber risk
(page 29)
•• Does the board receive sufficient information on cyber
risk?
•• How have you concluded that the board is able to judge
success in this area?
GDPR
(pages 30-31)
•• Have we performed a vulnerability assessment on GDPR?
•• Are appropriate responses ready if tested?
Corporate reporting
(pages 33-40)
•• Has work been completed on preparing for implementation
of the new accounting standards (IFRSs 9 and 15) and has
this work been reflected in meaningful and informative
disclosure in the financial statements?

•• Has consideration been given to the FRC’s proposed
updates to its Strategic Report Guidance, including
disclosures on company purpose, sources of value
(especially those elements not reflected in the financial
statements) and stakeholder engagement?
•• Have the new requirements from the Non-financial
Reporting Directive been addressed in early drafts of your
annual report? (remember this is a legal requirement for
this reporting season)
•• Will the audit committee be focusing on and challenging
the adequacy of disclosures in areas covered by the FRC’s
thematic reviews, i.e. alternative performance measures,
judgements and estimates and defined benefit pension
schemes?
Developments in audit
(pages 41-42)
•• Are you giving appropriate attention to the findings
from the FRC’s audit monitoring activities and are
you challenging your auditors to explain how they are
addressing these matters?
Tax changes
(pages 43-45)
•• Do you understand your areas of potential exposure in
relation to the new corporate criminal offence and has a
programme of education and communication supporting
reasonable prevention procedures been rolled out?
•• Have you considered how you will communicate to
investors about the impact of changes in tax on your future
ETR?
Executive pay
(pages 47-49)
•• Have you taken a step back to consider the overall picture
of executive remuneration in your organisation and how it
compares to the wider workforce?
•• Do you have any vulnerabilities on structure, holding
periods, bonuses, or measurement of vesting targets?

•• Have you described your longer term prospects over the
business and investment cycle in the manner requested by
the FRC and investors?
•• Have you incorporated Brexit into both your assessment
and the disclosure for the longer term viability statement?
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Further resources
Throughout this publication we have mentioned some of
our other publications where they offer a deeper dive on the
governance topics of interest, or where we believe they can
add insight to your role as a board member.
This section pulls together those additional resources with a
brief introduction to each of them, so they are easier to refer
to when required.
As always, do get in touch with your Deloitte partner or
with us in the Deloitte governance team if you would like
to discuss any areas in more detail. All our governance
publications are available to read and download from
www.deloitte.co.uk/governancelibrary.
Governance in Focus
The risks and opportunities of Brexit –
survey of FTSE 100: We examine how
FTSE 100 companies have disclosed
the risks and opportunities of Brexit
in their annual reports and include
examples of disclosure. These annual
reports were written and published
in advance of the triggering of Article
50 and the general election but they
do represent the start of a journey to
more comprehensive disclosure. Our
article on page 34 provides an update on annual reports for
year ends following the triggering of Article 50.
Audit Committee effectiveness: In the
short time since we issued the first
edition of our Audit Committee
effectiveness framework, the
profile and the agenda of the
audit committee has continued
to grow. In addition to meeting
requirements under the Code to
perform an annual assessment
of the effectiveness of the audit
committee, this framework will also
help committees keep pace with the new calls on the audit
committee’s time and attention.
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Governance in Brief
FRC issues advice on annual reports for
2017/18 reporting season: Exploring the
findings in the Corporate Reporting
Review (CRR) annual report, the
recommendations in the FRC’s yearend advice letter to preparers and the
aspects of financial statements and
broader corporate reporting that the
FRC is looking to companies to focus
on in the coming year.
The stakeholder voice in board decision
making – new guidance from ICSA
and the Investment Association: ICSA
and the Investment Association
have issued guidance on practical
ways in which companies can
engage with their employees and
other stakeholders at board level.
The guidance supports boards in
implementing the recent Government
reforms to strengthen their
engagement with a broader group of stakeholders.
FRC encourages broader reporting
of company purpose and impact in
proposed revisions to the Guidance
on the Strategic Report: The FRC has
published proposed revisions to its
Guidance on the Strategic Report.
These revisions encourage companies
to report on broader matters that may
impact the value and sustainability
of business over the longer term
and reflect new corporate reporting
requirements arising from changes to the Companies Act
2006 which implement the EU Non-Financial Reporting
Directive.
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Other Deloitte publications
Closing Out 2017 discusses the
principal financial reporting
issues in respect of current
annual reports, covering areas
of regulatory focus identified by
the FRC, ESMA and issues arising
from the current economic
environment and developments in reporting standards.

Your guide: Directors remuneration in FTSE
100 companies presents analysis and
insights regarding executive directors’
remuneration in the FTSE 100, based on
the 2017 AGM season.

Global Human Capital Trends 2017: This
country report for the United Kingdom
casts a spotlight on the top three trends
in the UK: Organisations of the future,
Talent acquisition, and Careers and
learning.

Your guide: Directors’ remuneration in FTSE
250 companies presents analysis and
insights regarding executive directors’
remuneration in the FTSE 250, based on
the 2017 AGM season.

Annual report insights 2017 gives a
comprehensive picture of narrative and
financial reporting trends for UK listed
companies, together with ideas to help
them improve their annual reports.

2030 Purpose: Good business and a better
future focuses on how we can connect
sustainable development with enduring
commercial success.

The Deloitte Annual Review of
FTSE 100 tax disclosures sets out
our view of the tax reporting
and transparency trends
for 2016/2017. In particular,
the report reflects on how
companies are improving the
clarity of their tax communications through responding
to the Financial Reporting Council’s thematic review of tax
disclosures, and the new requirement to publish a UK tax
strategy.

The time is now: The Deloitte General
Data Protection Regulation Benchmarking
Survey provides the results of Deloitte’s
EMEA-wide survey, with our pragmatic
recommendations on challenging areas.
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Contacts
Brexit

Cyber risk

Modern slavery

David Noon
020 7007 3660
dnoon@deloitte.co.uk

Phill Everson
020 7303 0012
peverson@deloitte.co.uk

Mike Barber
020 7007 3031
mbarber@deloitte.co.uk

Phill Everson
020 7303 0012
peverson@deloitte.co.uk

Stephen Bonner
020 7303 2164
stephenbonner@deloitte.co.uk

Nirali Shah
020 7007 7530
nishah@deloitte.co.uk

Sally Jones
020 7007 9761
saljones@deloitte.co.uk

Data proctection

Purpose

Peter Gooch
020 7303 0972
pgooch@deloitte.co.uk

Sam Baker
020 7303 7016
sambaker@deloitte.co.uk

ESG

Taxation

Mike Barber
020 7007 3031
mbarber@deloitte.co.uk

Mark Kennedy
020 7007 3832
markennedy@deloitte.co.uk

Executive remuneration

Alexandra Warren
0118 322 2391
alwarren@deloitte.co.uk

Corporate reporting
Veronica Poole
020 7007 0884
vepoole@deloitte.co.uk
Amanda Swaffield
020 7303 5330
aswaffield@deloitte.co.uk
Peter Westaway
020 7007 9024
pwestaway@deloitte.co.uk

Stephen Cahill
020 7303 8801
scahill@deloitte.co.uk

Crisis and resilience
David Viles
020 7007 1848
dviles@deloitte.co.uk
Rick Cudworth
020 7303 4760
rcudworth@deloitte.co.uk
Simon Cuerden
020 7303 4760
scuerden@deloitte.co.uk

Culture
Dimple Agarwal
020 7303 4503
dagarwal@deloitte.co.uk
Will Gosling
020 7007 8132
wgosling@deloitte.co.uk
Sonia Storr
020 7007 4138
sstorr@deloitte.co.uk
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Gender pay gap
Katherine Lampen
020 7303 8380
klampen@deloitte.co.uk

Human capital
Anne-Marie Malley
020 7007 8075
amalley@deloitte.co.uk
Dimple Agarwal
020 7303 4503
dagarwal@deloitte.co.uk

Internal audit
Peter Astley
020 7303 5264
pastley@deloitte.co.uk
David Tiernan
0113 292 1520
datiernan@deloitte.co.uk

Taxation: corporate criminal offence of
facilitation of tax evasion
Nigel Barker
020 7007 3608
nbarker@deloitte.co.uk
Ros Baston
+44 20 7303 6190
rbaston@deloitte.co.uk
Kirsty Searles
020 7007 2823
kasearles@deloitte.co.uk

Governance in focus | On the board agenda – the 2018 reporting season

The Deloitte Centre for Corporate Governance
If you would like to contact us please email corporategovernance@deloitte.co.uk or use the details provided below:

Tracy Gordon
Tel: +44 (0) 20 7007 3812
Mob: +44 (0) 7930 364431
Email: trgordon@deloitte.co.uk

Corinne Sheriff
Tel: +44 (0) 20 7007 8368
Mob: +44 (0) 7786 124892
Email: csheriff@deloitte.co.uk

William Touche
Tel: +44 (0) 20 7007 3352
Mob: +44 (0) 7711 691591
Email: wtouche@deloitte.co.uk

The Deloitte Academy
The Deloitte Academy provides support and guidance to
boards, committees and individual directors, principally
of the FTSE 350, through a series of briefings and bespoke
training. Membership of the Deloitte Academy is free to
board directors of listed companies, and includes access
to the Deloitte Academy business centre between Covent
Garden and the City.
Members receive copies of our regular publications on
Corporate Governance and a newsletter. There is also
a dedicated members’ website www.deloitteacademy.co.uk
which members can use to register for briefings and access
additional relevant resources.
For further details about the Deloitte Academy, including
membership, please email enquiries@deloitteacademy.
co.uk.
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Notes
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