Part IX: Action Strategy Tactics

The Role of Lawyers in Integrated Reporting
Galit A. Sarfaty, Assistant Professor of Legal Studies and Business Ethics
The Wharton School of Business, University of Pennsylvania

As the recent workshop at Harvard Business School clearly demonstrated, there is an
emerging interest in integrated reporting as the next step for companies. In May 2010, the
Global Reporting Initiative (GRI, which is the leading global standard for sustainability
reporting) announced a goal of creating a standard for integrated reporting by 2020. With the
recent formation of the International Integrated Reporting Committee, this process is currently
underway. There are a number of challenges that lie ahead in the mainstreaming of integrated
reporting across companies worldwide. In this brief article, I'm going to highlight a challenge
that has been underemphasized, yet which | argue, is important to address in the coming
years—the role of lawyers in integrated reporting.

As sustainability is becoming a critical concern for companies and subject to growing
regulation, inside counsel are increasingly being called upon to respond to issues of corporate
social responsibility. The support of the Legal Department is essential before a company
issues an integrated report and discloses information based on corporate sustainability
reporting standards like the GRI. This means that reluctance by corporate counsel to engage
in these issues can serve as a significant obstacle. In order to mainstream integrated
reporting, one must first understand the roots of this reluctance.

Given the risk-averse tendencies of lawyers, they are frequently hesitant to publicly
disclose their companies’ social and environmental impacts for fear of future litigation. This is
particularly true in the United States after a 2003 case, Kasky v. Nike, where Nike was sued for
allegedly deceptive public statements about its labor practices. In this case, the U.S. Supreme
Court let stand a lower court decision that the company’s “commercial speech” was entitled to
only minimal free speech protection under the U.S. Constitution’s First Amendment. Fearing
similar lawsuits, many inside counsel are very cautious about public communications such as
sustainability reporting.

Another possible litigation concern involves a company disclosing “material” information
in a voluntary sustainability report that has not been included in a regulatory filing under federal
securities law. Materiality is the standard that determines what information should be included
in financial statements. For instance, according to the U.S. Securities and Exchange
Commission’s (SEC) 2010 Interpretive Guidance on Disclosure Related to Climate Change,
companies must disclose material information on the effect of climate change regulation and
physical changes on business operations. It is therefore critical that climate change
information in sustainability reports be consistent with that included in regulatory filings to the
SEC.
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Integrated reporting is an opportunity to address this concern by demonstrating the
relationship between sustainability issues, financial performance, and business strategy.
Within companies, the process of drafting an integrated report could promote better
communication between employees working on corporate social responsibility and members of
the investor relations and legal departments. It is also important for lawyers and law firms to
become more involved in the development of reporting standards. For instance, lawyers have
largely been absent in the development of GRI guidelines or the verification of GRI reports.
There are no legal experts on the GRI's Technical Advisory Committee even though the GRI
involves law-related issues (like the application of international human rights and
environmental standards) that would benefit from participation by lawyers. By involving
lawyers in sustainability efforts within companies and in the promotion of global standards for
integrated reporting, one can identify possible legal risks early on that need to be addressed
and thereby enhance the overall quality of the corporate sustainability endeavor.
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Part IX: Action Strategy Tactics

The Role of Stock Exchanges in Expediting Global Adoption of

Integrated Reporting
Christina Zimmermann, Manager, Public Policy and UN Engagements
Principles for Responsible Investment (PRI)

One of the most important issues discussed at the Harvard Business School
Workshop on Integrated Reporting begged the question: Who can drive the widespread,
and expeditious, adoption of integrated reporting? While the creation of the newly launched,
multi-stakeholder, International Integrated Reporting Committee (IIRC) focuses on the
collective action approach, the potential role of stock exchanges in promoting the integrated
reporting (IR) agenda deserves specific attention, especially given the rise of the
Sustainable Stock Exchanges initiative.

In the aftermath of the global financial crisis, a growing number of policy makers and
quasi-regulators, including stock exchanges, see a need to promote better risk
management, good governance, and enhanced transparency, in order to protect long-term
returns. These reforms include addressing emerging environmental, social and corporate
governance (ESG) issues, which are increasingly being seen as drivers of long-term
performance and stability, both on the micro and macro levels. A number of exchanges are
already implementing ESG strategies, such as enhancing listing rules and disclosure
requirements, setting up ESG indices and launching new exchanges for ESG-related asset
classes (carbon representing one such example).

In order to promote the undertaking of ESG issues by exchanges, the UN-backed
Principles for Responsible Investment (PRI)," the UN Global Compact, and the United
Nations Conference on Trade and Development (UNCTAD) co-convened the Sustainable
Stock Exchanges, a global initiative set up to explore how the world’s exchanges can work
together with investors, regulators, and companies to address corporate transparency and
promote longer-term investment. This initiative is an important step in encouraging more
stock exchanges to embrace a leadership role in enhanced corporate ESG disclosure.

A recent report by Responsible Research, commissioned for the Sustainable Stock
Exchanges 2010 dialogue,? found that the majority of exchanges surveyed believe they
have a responsibility to promote corporate ESG transparency.® However, barely twenty per

' The UN-backed Principles for Responsible Investment (PRI) is an investor initiative in partnership with the
UN Global Compact and UNEP Finance Initiative focused on mainstreaming the integration of environmental,
social and governance (ESG) issues into investment decision-making and ownership practices, and thereby
improving long-term returns to beneficiaries. The Initiative has 830 signatories who together represent over
US$22trillion in assets under management. For more information: www.unpri.org

% On 8 Septemeber 2010, the PRI, UN Global Compact, and UNCTAD co-convened the second Sustainable
Stock Exchanges dialogue. The first dialogue was held on 2 November 2009 at UN Headquarters. More
information about the conferences and the initiative itself can be found here:
http://www.unpri.org/sustainablestockexchanges

® Responsible Research (September 2010). Sustainable Stock Exchanges: Real Obstacles and Real
Opportunities. A Discussion paper prepared for the Sustainable Stock Exchanges 2010 Dialogue.
http://www.responsibleresearch.com/Responsible Research _ Sustainable Stock Exchanges 2010.pdf
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cent of those exchanges would consider changing listing rules to include ESG or
sustainability reporting. As the report outlines, stock exchanges are reluctant because,
among other reasons, they fear conflicts of interest between investors and companies, and
they claim an absence of visible demand from mainstream investors. To address at least
the latter objection, a number of PRI signatories have joined the Sustainable Stock
Exchanges initiative in order to demonstrate a clear demand from major institutional
investors for change.

A few exchanges have begun to build the business case to their member companies
for sustainability through enhanced ESG disclosure. By changing listing requirements or
establishing voluntary initiatives and guidelines, exchanges can catalyze corporate ESG
reporting and in turn enhance the attraction of the listed companies. For example, the
Johannesburg Stock Exchange now requires all listed companies to adopt integrated
reporting through a comply-or-explain basis enforced by the King Code on Governance
(King Ill). The JSE enforces the King Ill, not merely because it's a good idea, but because it
makes sound business sense.

Although there is no internationally accepted standard for integrated reporting, the
JSE’s comply-or-explain approach is building momentum for integrated reporting, while
showcasing a best practice as an example for other exchanges around the world. With
organizations such as the World Federation of Exchanges (WFE), representing 52
exchanges that together list over 45,000 companies, exploring the Sustainable Stock
Exchanges initiative, the potential impact for other exchanges to adopt and accelerate IR is
greater than ever before.*

The recent Responsible Research report for Sustainable Stock Exchanges also
recommends exchanges establish sustainability committees which should report directly to
the Board of Directors. Those committees should have a mandate to undertake initiatives in
three areas: listing requirements, ESG data and reporting standards (including assisting
with the development of IR), and stakeholder engagements. As suggested by Robert G.
Eccles and Mervyn King in the WFE article, “Integrated Reports Voluntary Filing,” stock
exchanges could also take on the responsibility of compiling reports and convening
workshops that could feed into the IIRC’s work and the eventual development of an IR
framework.®

In sum, there is now momentum for integrated reporting and a platform for stock
exchanges to get involved, just in time for the IIRC to take advantage.

* WFE (2009). Statistics and Key Market figures. http://www.world-
exchanges.org/statistics/annual/2009/equity-markets/number-listed-companies

> Robert G. Eccles and Mervyn King. (June 2010)."Integrated Reports Voluntary Filing." World Federation of
Exchanges. Focus.
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Part IX: Action Strategy Tactics

Integrated Reporting and Key Performance Indicators®
Steve Lydenberg and Jean Rogers

The number of companies issuing corporate social responsibility (CSR) reports has
seen remarkable growth since the early 1990s. According to the CorporateRegister.com, only
26 companies published CSR reports in 1992, but by 2008 that number had risen to over
3,000.

This worldwide momentum for increase disclosure of data relating to corporate
sustainability records and impacts—data relating to the environmental, societal, and
governance (ESG) policies and performance of these companies—raises two important
questions:

1. Should ESG reporting be mandatory and integrated into financial reporting?
2. How are users of ESG data best able to identify the most meaningful ESG data for
specific companies and industries?

In this paper we argue that mandatory, integrated reporting is desirable and then turn
our attention to the question of how key performance indicators (KPIs) can be used to
identify sustainability data points that can be most usefully disclosed industry by
industry. This paper proposes a process for identifying these KPIs, and leaves to future
research identification and agreement on specific industry KPIs.

Need for Mandatory, Integrated Reporting

Currently voluntary sustainability reporting has a number of shortcomings. Companies
often report on different sustainability indicators, use different formats and metrics for these
indicators, and choose different time periods for their reporting. Standardized mandatory ESG
reporting can address these shortcomings. Mandatory integrated reporting is desirable
because it:

¢ Allows investors and others to make apples-to-apples comparisons

e Creates a level playing field on which corporations can base their disclosure

e Enables the full range of stakeholders to assess and debate corporate performance
e Helps companies internalize the costs of their activities that they currently externalize

With comprehensive, mandatory reporting, third parties—including investors, regulators,
employees, and community and environmental groups—can fairly judge companies’
sustainability policies and practices; compare them to those of their corporate peers; assess

! This article is based on the white paper From Transparency to Performance: Industry-Based Sustainability
Reporting on Key Issues by Steve Lydenberg, Jean Rogers, and David Wood
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their progress or lack thereof; and understand the relationship of companies’ social and
environmental initiatives to governments’ efforts to create just and sustainable societies.

Integrated reporting means two things—combining ESG reporting with financial
reporting so that investors can make better buy/sell decisions, and integrating considerations
of corporations’ societal and environmental sustainability with considerations of the economic
value these companies bring to society. Ultimately, it is crucial that these various parties be
able to integrate evaluations of corporations’ societal and environmental policies and practices
into financial decisions, the day-to-day management of these firms, and the regulation of their
interactions with their stakeholders.

Voluntary ESG disclosure will not be sufficient to provide systematic, comparable data
or to integrate diverse societal and environmental considerations into the evaluation of
corporations’ relationships with all its stakeholders. Mandatory, integrated ESG reporting will
therefore be necessary.

In the U.S., the SEC recently issued interpretive guidance on the materiality of climate
change, stating that it is already a requirement to report on issues of material significance in
the Form 10-K (thereby in effect defining the Form 10-K as a mechanism for integrated
reporting). Therefore, one might argue that reporting on material sustainability issues is
already mandatory for listed companies—what is more urgent, therefore, is reaching
agreement on what issues are material, by sector, and providing clear guidance to reporters.

Challenges of Integrated Reporting

If one accepts that reporting on the risks and opportunities associated with material,
sustainability issues is already required (at least for listed companies in the U.S.), then why
isn’t it happening with more frequency and consistency? Currently, there is a lack of
understanding regarding how to determine the materiality of sustainability issues by CFOs and
those responsible for financial disclosure to the SEC, and there is no clear guidance on how to
translate these issues into performance indicators. This frustrates reporters and stakeholders
alike:

e Companies struggle with interpreting the concept of materiality as applied to
sustainability issues.

¢ Companies can expend substantial time and expense gathering data irrelevant to their
primary societal and environmental impacts.

e CSR reports can contain extraneous information, confusing to stakeholders and
detracting from the most fundamental challenges faced by the firm.

e Companies can be at the mercy of ever-increasing requests for information from and
ever-increasing number of interested parties.
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¢ Companies with prominent brands can be subject to disproportionate pressures to
increase their reporting.

KPIs Can Address These Challenges

By focusing corporate CSR reporting on sustainability Key Performance Indicators
(KPls), these challenges can be addressed. Properly conceived and identified, sustainability
KPlIs focus the attention of investors, managers, and other stakeholders on the issues most
material to the business model and financial prospects of the corporation, as well as on its
most important impacts on society and the environment. A focus on material KPIs frees
corporate executives’ time for the management of these issues; allows investors to assess
management’s effectiveness in addressing these issues, which are often complicated and
long-term in their implications; and helps employees, customers, communities, and civil society
organizations to better understand how companies can minimize their negative externalities on
society and maximize their positive externalities, while simultaneously remaining profitable. If
material KPls are agreed within a sector, then reporting becomes comparable and
benchmarkable for all companies within a sector. This encourages analysts to interpret
sustainability performance with respect to inherent challenges faced by the sector, and
enables companies to understand how to drive competitive advantage by improving
sustainability performance.

Process for Identifying Material KPIs

A properly conceived process will identify material KPlIs that produce comparable data
for firms in comparable industries; data that highlights the key challenges and opportunities
when it comes to issues of substantial societal and environmental relevance for the particular
subsector in which a company operates. We have identified a six-step process that we believe
can successfully identify these sector-specific sustainability KPIs.

The following describes this process. (We have not dealt with the complicated issue of
who would have the authority to impose mandatory reporting, by sector, of the most material
KPls.) The process of determining the material KPls, however, can be undertaken by any
organization wishing to provide more substantial guidance to corporations regarding how to
best meet disclosure requirements relative to material sustainability issues facing their
industry. Material KPIs can be determined industry by industry, however, there is value in
looking at the entire set of industries and mapping the relative materiality of sustainability
issues. Understanding the relative significance of sustainability issues by sector points to
implications for governments and industry groups: policy initiatives, funding, and R&D to
address global and regional issues such as water scarcity or climate change can be directed in
the most impactful way according to the sectors that are most affected.
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Prioritize
the Issues

Pool the
lssues

Develop
Materiality Test

Select Industry. Apply. Develop Industry.
Classification System Materiality Test Focused KPls

Step One: Assemble a broad universe of sustainability risk and opportunity factors that
could apply to all industries. The existing body of work on enhanced corporate sustainability
reporting offers an excellent pool of issues from which to work.

For example, the Global Reporting Initiative has developed a particularly rich set of
issues from which one can work. These include issues most relevant to the full range of
stakeholders including customers, communities, employees, the environment, investors
concerned with governance, and supply chain.

Step Two: Select an industry classification system. A number of industry classification
systems already exist. One of the best known is the Industry Classification Benchmark, jointly
developed by Dow Jones Indexes and FTSE. The ICB Universe Database identifies 114
industry subsectors into which it categorizes 60,000 companies worldwide.

For example, the Basic Materials industry is divided into two Supersectors (Chemicals
and Basic Resources). Basic Resources is then divided into three Sectors (Forestry & Paper,
Industrial Metals & Mining, and Mining), each of which is further subdivided. Mining, for
example is divided into five subsectors: Coal; Diamond & Gemstones, General Mining, Gold
Mining, and Platinum & Precious Metals. It is at this subsector level that KPIs must ultimately
be developed and applied.

Step Three: Establish a definition of materiality for non-financial issues. The next step is
to extract from the universe of sustainability indictors those that are most material to assessing
the performance of each of the 114 subsectors. This materiality test should include five factors:

1. Financial impacts and risks—societal and environmental factors that may have financial
implications

2. Legal, regulatory, and policy factors—emerging government policy or regulatory issues
(e.g., carbon emissions regulations)

3. Peer-based norms—sustainability issues generally recognized and reported by
companies within the subsector (e.g., safety in the airline industry)
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4. Stakeholder concerns and societal trends—issues of high importance to stakeholders
(e.g., genetically modified ingredients for consumers of food products)

5. Opportunities for innovation—issues where companies can demonstrate industry
leadership in finding innovative solutions to environmental, customer, or other
stakeholder challenges.

Step Four: Apply the materiality test to the sustainability issues potentially applicable to
each subsector of each industry. For each subsector of each industry, score the full range of
sustainability issues according to their relevance for each of the five aspects of materiality.

For example, for the airline industry the issue of energy efficiency in fuel usage has
substantial financial implications, may soon become subject to regulatory mandates, is widely
reported on by specific airlines, is of substantial concern to environmentalists, and presents
major opportunities for innovation in the identification of alternatives to conventional jet fuel. It
therefore scores high on the materiality test.

Step Five: Rank the materiality scores of these issues within each industry and
establish a threshold that defines those issues that are most key. Once the materiality test has
been applied to the broad set of sustainability issues, draw a line that establishes an
acceptable threshold for key materiality.

For example, within the airline industry, fuel efficiency, climate change management,
safety, impact on communities, customer satisfaction, and labor relations would in all likelihood
be among the highest scoring sustainability KPIs.

Step Six. Create a tailored set of metrics for each of the KPIs that are most material for
each subsector of each industry. Finally, it is necessary to determine for each of the
sustainability KPls what the appropriate unit of comparative measurement would be.

Again for the airline subsector of the transportation industry, the most appropriate
metrics might be customer miles flown per gallon of fuel consumed for fuel efficiency; total
annual carbon emissions in metric tons for climate change management; fatal and non-fatal
airplane crashes per miles flown over the past decade for safety; jet engine noise levels for
impact on communities; rankings in customer satisfaction surveys for customer satisfaction;
and percentage of workforce unionized and number and length of strikes for labor relations.

Results of KPI Selection Process

The KPI selection process described above will result in metrics for the measurement of
somewhere between 10 and 20 sustainability KPls for each of the 114 subsectors. Companies
in these subsectors can then be required to report on their performance according to the
metrics established for the KPIs in each subsector, as a minimum basis for disclosure of
material sustainability issues.
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These KPlIs will differ from one subsector to another, but they will be a manageable
number for each subsector, both from the point of view of corporations gathering and reporting
on the KPIs and from the point of view of stakeholders seeking to evaluate overall company
performance on the basis of these KPIs.

Importantly, they will reflect the most material issues faced by the sector, allowing
benchmarking of companies within a sector, and—ultimately—performance improvement on
the things that really matter.

Some of the KPIs will repeat across multiple, and possibly even all, subsectors, while
other KPIs will be relevant for a limited number of subsectors, or possibly even a single
subsector.

Next Steps

The definition of a process for establishing KPIs will inevitably be a part of the larger
debate about integrated reporting and how most efficiently and effectively the goal of
widespread disclosure on material sustainability issues can be reached.

Our report left for further exploration the challenging question of what organizations or
regulatory bodies are best qualified to establish material KPIs by sector, and maintain them
over time. In an appendix to the report we suggest that three types of organizations logically
suited for the task are accounting bodies such as the International Accounting Standards
Board or the Financial Accounting Standards Board; governmental and trade-association
regulatory bodies such as the Securities and Exchange Commission and the Financial Industry
Regulatory Authority in the United States; and national or regional stock exchanges, which
could establish the disclosure of sustainability KPIs as a listing requirement, much as the JSE
(Johannesburg Stock Exchange) has already done.

In addition, we noted that the Global Reporting Initiative has already taken important
steps toward the identification of KPIs for sectors and subsectors through its sector
supplement series of guidelines.

As the reach and scope of corporations around the world continues to grow and their
influence continues to extend into many sectors of our lives, it is only natural that increased
disclosure of their impacts upon society and the environment, as well as the risks and
opportunities that global sustainability challenges present to the corporation will be addressed
as part of mandated disclosure requirements. That disclosure must be rigorous and
comprehensive in order to assure an accurate assessment of these impacts and drivers of
change. At the same time, it must be balanced and focused, to assure that corporations, their
stakeholders, and regulators can appropriately focus on the most important of these
sustainability impacts. Balancing these two important requirements will be among the
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challenging next steps to be taken in the development of mandatory, integrated ESG
disclosure regimes.

Steve Lydenberg is the Chief Investment Officer at Domini Social Investment LLC. He has
been active in social research since 1975 and was a founder of KLD Research & Analytics,
Inc. He has written numerous publications on issues of corporate social responsibility and
responsible investing, including “Corporations and the Public Interest.”

Jean Rogers PhD is a Principal at Arup in San Francisco. She leads the management
consulting practice in the Americas Region and works with global clients in a broad array of
industries to integrate sustainability into their projects and operations. She is a registered
professional engineer and a former Loeb Fellow at Harvard University.
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Part IX: Action Strategy Tactics

Developing Key Performance Indicators to Support Integrated Reporting
Yoshiko Shibasaka, Associate Partner
KPMG AZSA

Integrated reporting is the most effective way to evolve communication and has much to
contribute to accomplish the most appropriate resource allocation on a global basis. The most
appropriate resource allocation is a very critical and challenging issue in order to advance
business sustainability.

We understand that we have many tasks at hand to realize such a change in the
economy through business reporting initiatives. One is the shared comprehensive framework
for effective and efficient communication to be adaptable for various business dimensions. A
more important one is Key Performance Indicators (KPls). We should make efforts to develop
KPls with various stakeholders such as report preparers (especially listed companies),
investors (institutional and retail), customers/consumers, accounting professionals, analysts,
regulation setters, academia and so on. We expect that sophisticated KPIs shall support
information, especially non-financial information, because that information is of such substance
for narrative description.

Financial information is the results and facts of past activities. These are measurable,
comparable and highly-usable among stakeholders. On the other hand, integrated reporting
should include information on intangibles. It should be required that management
communicate various estimated attributes. It is necessary to describe linkages to future
(reasonably expected) financial results and/or authorized reasons; moreover it is better to
provide quantitative perspectives, to establish understanding and avoid misunderstanding. In
addition, since intangibles are resources to accomplish companies’ business strategies,
appropriate KPIs would contribute to the decision making of stakeholders both internal and
external.

We all hope to implement integrated reporting in order to realize a good economic
society. For that, we have to make many efforts for non-financial information to acquire
accountable, transparent, relevant, credible and informative attributes. The development of
KPls is one of the most effective tools for doing that.

| know that there are many KPI libraries throughout the world. Many companies have
already started to control internal facts and resources based on processes like the balanced-
scorecard methodology. | think it is better to recommend that managers utilize existing
initiatives in their organizations if they have had success with them. However, in order to
improve and enhance qualities of (integrated) business reporting, we have to implement new
KPI ideas, and re-consider using a more effective focus on the enterprise’s own material
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resources and indicators. Companies should select and disclose their own KPls to fit their
business strategies and risks.

In addition, | think most importantly, which we have to handle very carefully, is not to
use KPIs only. KPIs should be used for supporting contexts of narrative information, and
should be used with relative, narrative described non-financial information that has evolved
from the comprehensive framework. In this context, KPIs may be a mixture of figures based on
internal information and disclosed public information.

WICI (World Intellectual Capital/Assets Initiatives Network) released a paper entitled
“Concept Paper on WICI KPI in Business Reporting” in June 2010. This paper was authored
mainly based on discussion held by members of WICI Japan. WICI Japan has already
released its own draft of KPIs libraries for three industries (Pharmaceutical, Automotive,
Electric devices/parts) to meet KPI concepts, and to fit the purpose of the integrated business
reporting.

In this paper, WICI sets the definition of KPIs for business reporting. As the most
important one, it suggests that “KPls are provided as numerical figures (metrics) related to
critical factors of value creation, and they support the explanation of business strategy linking it
to future financial or economic performance.”

If too many numbers of KPIs are required from various external people, especially and
unfortunately, if implementation would be conducted on a mandatory rule basis, | am afraid
that KPIs may have a negative impact to companies’ management, their business results, and
understandable communications. Too much information becomes just “noise” for users.
External stakeholders want to get more material and essential information related to future
value creation.

WICI mentions the following as its challenges for KPI development in the same report:

e Specific interest initiatives require company disclosure of certain indicators based on
their own needs (lack of common uses/definitions) and may not reflect any shared
interests (and thereby understanding) among relevant producers and consumers;

e The real implication of disclosed indicators cannot be easily understood due to the
lack of adequate explanation of their context (lack of contextualization);

e Most initiatives mandatorily require companies to disclose indicators as if one-size-
fits-all;

e Most initiatives focused on non-financial information do not tie the disclosure of such
information to the value creation processes and corporate performance, thereby
simply raising disclosure cost without adding value;

e The above elements and considerations have generally required companies to
respond in a defensive manner, just by “ticking the box,” resulting in boilerplate
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disclosures that do not communicate relevant information related to company
strategy.

Our challenge for integrated reporting is our tasks with innovation (e.g., New
Combination) for our human beings’ sustainability. It is necessary to gather our wisdom in
order to overcome “high walls.” We have to share the same vision and mission for the
blueprint for the future. So, we are just in the starting point to have a significant discussion
from various points of views. Involving all persons gives each a task and responsibility. We do
not much time. But, we have many possibilities.

Yoshiko Shibasaka is an Associate Partner at KPMG AZSA. She is responsible for
coordination of KPMG'’s activities and projects related to intangibles (intellectual property,
intellectual assets, intellectual capital), and collaboration with various external professionals
(e.g., regulation setters, policy makers, institutional investors, analysts, academia, IR persons,
management executives) in order to promote business reporting in a knowledge economy,
focused on companies’ value creation and competitive advantage. Yoshiko graduated from
Meiji University with a Bachelor of Arts in Economics, and earned a Master of Arts in
International Economics from the school of International Politics, Economics and Business,
Aoyoma Gakuin University.
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Part X: Lessons from Experience

Some Thoughts on Advancing the Vision and Reality

of International Integrated Reporting
Robert H. Herz, Former Chairman
Financial Accounting Standards Board

| participated in the initial meeting of the International Integrated Reporting Committee
(IIRC) in London in July 2010 and in the two-day Workshop on Integrated Reporting at Harvard
Business School (HBS) in October 2010. Both of these events clearly generated excitement
over the vision of integrated reporting, excitement that provides a good start in translating the
vision into reality. But these are clearly only first steps in what will need to be a well thought
out, organized and sustained effort, less integrated reporting suffer the same fate as the many
other well intentioned and promising initiatives aimed at broadening and enhancing corporate
reporting that have come and gone over the past twenty years.

As someone who has devoted a good part of my professional career to improving global
financial reporting as Chairman of the U.S. Financial Accounting Standards Board (FASB) and
the Transnational Auditors Committee and as a member of the International Accounting
Standards Board (IASB), and to supporting and participating in prior efforts to improve the
content and organization of corporate reports, | have experienced firsthand both the
challenges and the opportunities in trying to effect change in the world of corporate reporting.
The challenges can be formidable, but there are also significant opportunities. It is from this
vantage point that | offer some suggestions for improving the chances of the vision of
international integrated reporting becoming a reality.

My first suggestion is to continue to broaden the IIRC. The initial roster of members is
impressive and includes, among others, senior representatives of the Prince of Wales’
Accounting for Sustainability Project, GRI, major global accounting firms and the International
Federation of Accountants, the International Organization of Securities Commissions, the IASB
and the FASB, and international NGOs. But let’s always remember that corporate reporting is
an exercise in communication between companies and their investors and other key
stakeholders. Accordingly, greater representation from and active participation in the IIRC by
the issuer and investor communities will improve both the chances of these groups supporting
rather than opposing the vision of integrated reporting and will help ensure that the framework
the IIRC develops actually represents something investors want and that companies are
capable of following and implementing.

In that regard, | believe the IIRC needs to take a leaf from the world of strategic
planning. At the HBS conference, we split into various working groups that each developed a
symbolic vision for integrated reporting a decade from now in the form of a mock cover of The
Economist in the year 2020, along with the beginnings of some action steps to get to the
vision. The exercise was stimulating and fun. The IIRC needs to do something similar, but in a
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more extensive, intensive and disciplined way, employing classic strategic planning techniques
in order to more clearly flush out the vision, to carefully compare it against the current state of
the world in order to delineate and describe all the major gaps between the desired end state
and current reality, to identify the obstacles and opportunities in moving toward the vision, and
to develop a strategy and supporting action plan with appropriate milestones for addressing
the obstacles and capitalizing on the opportunities in moving from the current state to the
vision.

A key question in developing the vision and the strategy and supporting action plan is
whether getting widespread adoption of integrated reporting is best achieved and depends
primarily on obtaining general marketplace acceptance on a voluntary basis or whether it will
ultimately require governmental and regulatory support and action. My experience suggests
both may be needed for success, particularly on an international basis. For absent a clear
crisis, regulators are understandably hesitant to require significant changes that lack sufficient
visible support in the marketplace, preferring instead to encourage voluntary “best practices.”
But once such practices begin to take root and spread, regulators are more prone to begin to
regulate the space, particularly where they perceive there is an unacceptable level of diversity
in practice.

So obtaining sufficient marketplace support for the vision, the framework, and broad
adoption of integrated reporting is essential. And in turn that requires the development of a
clear “business case” on the benefits and overall cost/benefit to companies and their
stakeholders of integrated reporting. While the business case needs to be convincing, it must
also be realistic, neither overstating and overselling the potential benefits nor understating the
costs and challenges in moving to the new reporting practices.

That leads me to one final piece of advice to the IIRC and others involved in developing
and promoting integrated reporting. Please try to get a more consistent “story” amongst the
group. At both the initial IIRC meeting and at the HBS conference it seemed clear to me that
different people have latched on to this effort for very different reasons. For example, some
seem to view integrated reporting primarily as a path to reforming what they term a “broken”
financial reporting system. In contrast, others seem to view it as way of grafting the relatively
nascent reporting of environmental, social, and governance data and sustainability reporting
on to a well developed and generally accepted financial reporting system. While there is
nothing wrong with people coming at a subject from differing perspectives, interests and
motives, these disparate views need to be reconciled in order to develop and articulate a clear
vision, the business case for it, and the strategy and action plan to get there.

In summary, a very promising and important effort. But lots of work to do to translate it
into reality. In that regard, | believe we can take heart from and be inspired by John F.
Kennedy’s remarks in 1962 about putting a man on the moon by the end of that decade: “We
choose to go to the moon in this decade and do the other things, not because they are easy,
but because they are hard, because that goal will serve to organize and measure the best of
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our energies and sKkills, because the challenge is one we are willing to accept, one that we are
unwilling to postpone, and one that we intend to win...”
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Part X: Lessons from Experience

The French Grenelle Il Act:

Enacting Integrated Reporting and Further Developments
Patrick d’Humiéres and Nicolas Jandot
Institut RSE

The Grenelle Il Act, passed in July 2010, makes integrated reporting mandatory for
about 2,500 businesses and for a few hundred state-owned companies. Is it enough to
embody the vision of integrated reporting and enable better decision-making by taking the
environmental and social record into account? Probably not, because it is not sufficient, but
there are many lessons to draw from the 9-year experience of integrated reporting in
France.

The Grenelle Il Act is already the second milestone in mainstreaming integrated
reporting among French businesses. The first one, the NRE Act, kicked off integrated
reporting among French listed companies almost a decade ago (2001) but has shown its
limits. Nine years later, it was high time to broaden integrated reporting and enable better
decision-making thanks to CSR and non-financial data. The decree to the Grenelle || Act—
which specifies the size of the companies and organizations (most likely over 500
employees) that have to abide by the Act and specifically which information to disclose—is
being written and is due by the end of 2010. We will know more by then. However, the Act
makes mandatory two major progresses: an independent third-party verification' and the
comparability of the data.? It means that statutory auditors will verify (and not certify, which
possibly leaves room for other actors). This will enhance the reliability of non-financial data
and help businesses design better reporting processes and protocols. Regarding the
comparability of the data, CSR reporting is also on the agenda of the European
Commission (EC) as a corporate governance issue (and that is actually what it is). The EC
plans to publish a Green Paper in 2011 on CSR reporting and is discussing with the
stakeholders. The EU officially states that “These consultations could lead to legislative
initiatives.” The French initiative is likely to be a basis to debate on legislative initiatives.

What did the French initiative lack? What is next to go further in integrated reporting?
First, a strong political push is highly needed. Governments have to explain why integrated
reporting helps and what is the “carrot” for businesses. The G20 summit in France offers a
great opportunity to call for integrated reporting worldwide.

Second, accounting authorities have to keep on working on it and take action.
Businesses and investors often blame CSR reporting for lacking comparability, which is
true. That is a key point, and the debates on valuing intangible assets make sense when it

' “The social and environmental information with regard to legal and regulatory information is subject to
verification by an independent third-party body, according to terms set by Conseil d’Etat decree. This
verification gives rise to a recommendation which is sent to the shareholders’ or members’ meeting at the
same time as the report of the board of directors or executive board.”

2 “[...] the list of this information in line with European and international texts, as well as the terms of their
format so that they allow data to be compared.”

® http://ec.europa.eulinternal_market/smact/docs/single-market-act_en.pdf
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comes to explaining CSR performance. Their contribution could help bringing convergence
among the many—although interesting—reporting frameworks. Sometimes the rookies feel
lost between GRI, ISO 26000, Global Compact, etc. It is confusing for them and this might
even deter them from stepping in. Adapting accounting standards and integrating non-
financial data would lead to a very material financial evaluation of the environmental and
social impacts brought by a business. We often hear “as long as there is not financial
impact it has nothing to do with performance, so my shareholders and my managers do not
care that much about it.” Among the wide business community there is an emerging
consensus on the fact that CSR performance may impact the financial performance, but
doubts would remain without an official accounting standard integrating the environmental
and social impacts. Yet one can notice businesses rarely say they regret implementing
CSR when they have.

Third, it is crucial to engage with the financial market authorities. Engagement is
ongoing and they are showing growing interest as it is proven in the very interesting study
“Sustainable Stock Exchanges: Real Obstacles, Real Opportunities.” Aviva’s call to action,
among many other initiatives, demonstrates investors back and are ready for integrated
reporting. Now financial market authorities have to walk the talk. Recommendations or not-
so-much used ESG indices are very interesting steps forward, but the context is rather
favorable for more ambitious actions. What if, for instance, the AMF—the French SEC—
would only approve a listed company’s annual report if and only if it integrates the
mandatory environmental and social data? The first step might be to publish a manual for
investors (the CFA Institute did so more than 2 years ago) explaining how to do use the
CSR data and how this performance contributes to the financial performance, in the short
run and in the long run.

Yet legislative initiatives or actions from accounting and financial market authorities
are not enough. It does not help actors reach a consensus. The calls for integrated
reporting and improved CSR reporting coming from academics, investors or analysts
support the legislator’'s case. More important, it helps actors convince businesses that they
can achieve performance by seeking compliance. CSR is nothing but good management
because it adapts (and anticipates) core economic and social trends. To quote former GE
CEO Jack Welch, “An organization that is changing more slowly than its environment will
not be around very long.” Environmental, Social and Governance (ESG) analysis is nothing
but a more accurate, deeper and wider picture of a business’ activities. Brokers, rating
agencies, investment consultants, buy-side teams, index and data providers are developing
ESG analysis services, which is mainstreaming it among the financial community. For
instance, Enel estimates that Socially Responsible Investment (SRI) funds account for
about 19 % of its free-float (roughly 5.5% of its market cap).® SRI—as difficult as it is to
measure—is becoming significant. So too is ESG mainstream analysis, whose point is
about getting to know more about the business and seek value. This vision needs to be
promoted by the accounting and financial market authorities. They have a major role in
designing global metrics to take environmental and social impacts into account. Integrated
reporting answers to the growing demands and concerns coming from the investors

4http://www.ree‘.ponsibleresearch.com/ResponsibIe Research Sustainable Stock Exchanges 2010.pdf
s http://www.enel.com/en-GB/media/press releases/release.aspx?iddoc=1635967
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regarding non-financial data because it applies the principles of financial reporting to non-
financial reporting. It makes it more relevant to them.

The success of the integrated reporting initiative relies on convincing governments,
accounting and financial market authorities to take action. Those are the key three players
to engage: they can spur the initiative, achieve the comparability of the data and promote
CSR as part of the competitive advantage.

Academics increasingly publish research on CSR and it helps in making the case for
CSR. The business community will not split into two parts with the sustainable businesses
failing to achieve good financial returns on one side and unsustainable businesses with
high financial returns but high environmental and social negative impacts. Winning
businesses will be more sustainable and will perform better than others, possibly edging
them out of the innovative markets.

Publishing only a stand-alone CSR report is a way to let CSR be apart from the
business activities and take it off the agenda of the boards. That is why integrated reporting
can contribute much to CSR. The purpose of integrated reporting is not so much about the
data itself—as important as it is to measure the impacts, manage it and improve. To quote
the EC about ESG reporting, it is about “ways to enhance corporate functioning, with the
specific goal of increasing employee involvement, improving relations with shareholders
and facilitating more accurate valuation of businesses by the financial markets.” That is the
point, and this is where we have to head for. It is a 10-year agenda, starting now!
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Part X: Lessons from Experience

Sustainability Reporting: Where Does Australia Stand?
Terence L. Jeyaretnam and Kate Niblock-Siddle

In terms of sustainability reporting, Australian companies were slower off the starting
block than their European and North American counterparts. In 2005, only 23 per cent of the
top 100 companies in Australia had published sustainability reports, compared to 71 per cent
in the UK.

This situation has changed rapidly in recent times and Australia is now the world’s fifth
largest producer of sustainability reports.2 By 2008, 68 per cent of the top 100 companies
published information on their sustainability performance.3

Indeed, many global best practice examples of sustainability reporting come from
Australian companies. This article examines how sustainability reporting has evolved in
Australia and looks at some trends and examples from the region.

The origins of sustainability reporting in Australia

The origins of sustainability reporting in Australia are very much tied in to the natural
landscape of the country. As a resource-rich country, Australia’s first statements on
sustainability performance came from mining companies. These companies began issuing
Health, Safety and Environment Reports which addressed the very immediate concerns of the
health and safety of workers and the impacts on the local community and environment of large
mining operations.

WMC Limited, an Australian diversified mining company which is now part of BHP
Billiton, published an environment progress report in 1995, which was a first for the Australian
resources sector.* The company said “Our early environmental reporting encouraged us to
make some very frank and open assessments of our performance. While we believed we did
many things well, we acknowledge that we had much room for improvement in managing our
environmental performance.” This approach can be seen as being fairly advanced for its day.
Today, best practice reporting should reflect “positive and negative aspects of the
organization’s performance to enable a reasoned assessment of overall performance,”
according to the Global Reporting Initiative’s (GRI) Reporting Principle on Balance.®

' KPMG International Survey of Corporate Responsibility Reporting 2005

2 Corporate Register (2008) Assure View: The CSR Assurance Statement Report
® KPMG International Survey of Corporate Responsibility Reporting 2008

* http:/hsecreport.bhpbilliton.com/wmc/2004/approach/journey.htm

5 http://hsecreport.bhpbilliton.com/wmc/2004/approach/journey.htm

® Global Reporting Initiative Sustainability Reporting Guidelines (G3)
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A study by the Centre for Australian Ethical Research in 2003”7 which set out to identify
the number of Australia’s largest companies that had undertaken a Public Environmental
Report or were planning to launch a report that year, found that 70 per cent were in the mining
or manufacturing sector.

In the past decade, mining companies in Australia have played a crucial role in the
development of sustainability reporting guidelines, such as the GRI’'s Mining and Minerals
Sector Supplement and the International Council of Mining and Metals’ Sustainable
Development Framework.®

Today, sustainability reporting in Australia is common practice not only in the mining
sector but across many sectors. In the 2008 ACCA Australia and New Zealand Sustainability
Reporting Awards,® for example, winners were from the retail, telecommunications, property,
water, transportation, materials, professional services, public sector, financial services,
consumer and business services and energy and utility sectors.

The factors that have helped drive the increased public disclosure on sustainability
issues in Australia include “climate change...the introduction of the National Greenhouse and
Energy Reporting System (NGERS) and the Carbon Pollution Reduction Scheme (CPRS) by
the Australian government and the revision of the Australian Securities Exchange (ASX)
Principle 7, which now includes the consideration of sustainability-related issues as a material
business risk.”'°

It could be argued that being later off the starting block has enabled Australian
companies to bypass some of the hurdles that early European and North American
sustainability reporters faced. For example, much of the debate on reporting in these regions in
the late 1990s centered on developing a business case for a sustainability strategy and its
consequent reporting. The business case for managing and reporting on sustainability
performance in Australia has been driven by the tangible costs involved in managing natural
resources, reducing greenhouse gas emissions, as well as investor and consumer pressure to
manage environmental, social and economic impacts.

Use of standards, memberships and inclusion in sustainability indices
The use of international sustainability reporting standards such as the Global Reporting

Initiative G3 guidelines and AccountAbility’s AA1000 Assurance Standard is popular among
Australian reporters.

" The State of Public Environmental Reporting in Corporate Australia 2003

® http://www.icmm.com/our-work/sustainable-development-framework

® ACCA Australia and New Zealand Sustainability Reporting Awards 2008, Report of the Judges.
' KPMG International Survey of Corporate Responsibility Reporting 2008
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Approximately 49 Australian companies used the Global Reporting Initiative G3
guidelines in 2010 (as of the end of October 2010), according to CorporateRegister.com, the
global online sustainability resources website. CorporateRegister.com statistics also show that
use of AA1000AS is high, with Australasian users of AA1000AS representing a high proportion
of global users at 37 per cent, compared to 47 per cent in Europe in 2009.

Being geographically remote from international sustainability initiatives which are
headquartered in Europe and the United States, like the GRI and the UN Global Compact, has
perhaps provided impetus for Australian organizations to ensure they are included in global
sustainability reporting discussions and agenda-setting. For example, Australia is one of only
five countries around the world (the others are Brazil, China, the United States and India) to
have a Global Reporting Initiative Focal Point.

In terms of the UN Global Compact, more than 60 companies in Australia are currently
members of the Compact, a business membership organization where members commit to
aligning their operations and strategies with ten universally accepted principles in the areas of
human rights, labour, environment and anti-corruption.”’

Australian companies are relatively well-represented in sustainability indices. For
example, 18 Australian companies are listed on the Dow Jones Sustainability World Index,
which is made up of companies which represent the top 10 per cent of the leading
sustainability companies out of the biggest 2,500 companies in the Dow Jones Global Total
Stock Market Index. This compares to 52 UK companies.

Case studies from Australia

Many of the key issues that sustainability reporters are facing globally are also being
addressed by Australian companies. These include issues related to materiality, integrated
reporting and interactive reporting, examples of which are provided below.

Materiality

Materiality is one of the three principles of the AA1000AS (2008) standard, which it
defines as “determining the relevance and significance of an issue to an organization and its
stakeholders...An organization develops a comprehensive understanding of its sustainability
context and what its material issues are, as well as those issues that, while not material to the
organization, still require a response, and a balanced and robust understanding of who they
are material to and why.”'? Materiality is also one of the GRI's Reporting Principles.

" www.unglobalcompact.org
12 http://www.accountability21.net/uploadedFiles/publications/AA1000APS%202008.pdf
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BHP Billiton, a natural resources company listed on the stock exchange in both Australia
and the UK, has developed a process to determine material issues and asks its stakeholders
to comment on the issues it reports against. The process is based on three steps:

1) Identifying issues — A review process is undertaken based on AccountAbility’s five-part
materiality test which includes examining policy, peer-based norms, stakeholder
concerns, societal norms and direct short-term financial impacts.

2) Prioritizing issues — Issues are rated by significance to stakeholders and the potential
impact on the company’s business.

3) Reviewing issues — This involves a common sense check of the process outcomes.

This process led to the identification of a number of highly material issues, which it reports
in its 2009 Sustainability Summary Report. These include sustainability governance, safety
performance, occupational health exposures, access to resources such as water and land,
greenhouse gas emissions and energy use and sustainable community development, including
site closure.™

Integrated reporting

Integrating sustainability strategy into core business strategy is one of the challenges
that companies both in Australia, and globally, are facing. The next stage in this process is
reporting on economic, social and environmental issues in an integrated way.

Globally, companies such as Novo Nordisk, BASF, Veolia Environnement and Philips
have produced integrated reports. In Australia, some organizations have also been producing
integrated reports for some years now. For example, Australian superannuation fund, VicSuper
has produced an annual Sustainability Report on its economic, environmental and social
performance for the past six years. Barbra Norris, Chairperson, and Bob Welsh, CEO of
VicSuper, say in the organization’s latest report that “VicSuper has recognised for some time
the inter-connectedness of the environment, society and corporate governance (ESG)
structures of our system of economic production, distribution and exchange. We have
observed that when ESG factors are integrated into business strategy, risk and opportunity
assessment, organizational structure and culture, and measurement of results, delivery of
optimal long-term performance is enhanced.”™

For this reason, in 2010 VicSuper renamed its Sustainability Report to the VicSuper
Performance Report and combined it with its annual Member Report.

3 http://www.bhpbilliton.com/bbContentRepository/docs/sustainabilitySummaryReport2009.pdf
" http://www.report2010.vicsuper.com.au/chairman-and-chief-executives-introduction/

264



Interactive and dynamic reports

In response to stakeholders asking for reports to be more easily accessible, many
companies are using innovative ways to communicate the information in a targeted and more
meaningful way to audiences. This is also the case in Australia. For example, Stockland,
Australia’s largest diversified property company, recently produced its 2010 Corporate
Responsibility and Sustainability (CR&S) Report (www.stocklandsustainability.com.au). The
website has been designed to quickly communicate to areas of key performance including
moving boxes with sustainability performance data, which the reader can click for more
information and a video by the CR&S Committee providing a brief, balanced overview of
Stockland’s sustainability performance and future areas of focus. Siobhan Toohill, General
Manager of CR&S at Stockland said that “the online version of our report has been developed
to engage a wide audience on issues that are of real interest to our stakeholders—such as
housing affordability and energy efficiency—supported by compelling case studies.”

Reporting on specific issues

In terms of how Australian companies are disclosing information on specific areas of
non-financial performance, a research trilogy series produced by ACCA Australia and New
Zealand, in collaboration with the Net Balance Foundation, analyzes disclosures by Australian
Securities Exchange (ASX) top 50 companies. This series has included reports on disclosures
on water, social investment, corporate governance, anti-bribery, climate change, stakeholder
engagement and human capital management.

The reports demonstrate that there is much variation on reporting on specific issues
among Australia’s top 50 companies. For example, in the most recent report on water
disclosures, ' the average score for all companies was just 28 per cent. For disclosures on
anti-bribery and corruption the average score for all companies was higher at 41 per cent,
whereas for climate change disclosures it was just 21 per cent. This indicates that there is still
much to be done to raise the overall standard of non-financial disclosures throughout
Australian organisations.

The next steps

Australia has made substantial progress in sustainability reporting, after being slower off
the starting block, which has led to the emergence of Australian-specific best practice in
managing sustainability-related material risks and public disclosure of sustainability issues. So
where will Australian reporters go from here?

Over the next few years we will continue to see more ASX companies publicly
disclosing information on their sustainability performance. By 2015 we would expect to see 100

1 http://www.netbalance.com/research/Water_Report.pdf
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per cent of ASX 100 companies and 50 per cent of ASX 200 companies reporting on their
sustainability issues and performance. The ASX needs to encourage increased disclosure and
transparency by for example, including guidance on non-financial reporting in its good
reporting guidelines. This will also mean that there will be a greater uptake of assurance of
reports as organizations look to ensure credibility and relevance to stakeholders.

In this time period, the rigor of carbon disclosures will also be strengthened and we
believe 100 per cent of ASX 200 companies will be reporting to the Carbon Disclosure Project.
Like the rest of the world, we are likely to see an increasing trend towards integrated reporting,
with several companies experimenting with how best to do this. We will also see more
companies experimenting with interactive online formats to make the information more
accessible to specific stakeholder groups.

These emerging trends mean that Australian companies will continue to be innovative in
their approach and will continue to contribute to global best practice in sustainability reporting.

Terence L. Jeyaretnam is the Executive Director and Kate Niblock-Siddle is a Senior Associate
at Net Balance, one of the world’s leading dedicated sustainability advisory firms with over 40
specialists based in Melbourne, Sydney, Brisbane and London. Net Balance works with clients
on environmental, social and governance issues to build organizational resilience and long-
term value for stakeholders.
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Part X: Lessons from Experience

Integrated Annual Report Survey - New Zealand’s Top 200 Companies:
Exploring Responses from Chief Financial Officers

on Emerging Reporting Issues
Wendy McGuinness and Nicola Bradshaw

Background

This report presents the initial results of a survey designed to provide a snapshot of
the current practices and views on integrated reporting of the top revenue-earning
companies operating in New Zealand, as shown by responses from the Chief Financial
Officers (CFOs) of these companies. CFOs are key players in the development of
integrated reporting. They must provide timely and accurate data to the management team
and board to inform their decisions and monitor strategy, and also to stakeholders, who
have increasing expectations around the company’s footprint, its treatment of staff, and the
management of material risks. This all puts pressure on the quality of the company’s
publicly available information system.

In our ever more complex and connected world there is a need for risks to be better
articulated in the public domain—whether they are site-specific, national or global. In
particular, the public wants to know which companies it can trust and, more importantly,
which it cannot. Professional bodies need to work hard to develop a framework that
improves trust, not only between the public and private sectors, but also within the private
sector—insurers, suppliers and bankers also need integrated information. A significant
factor in developing this trust is communication. One of the notable findings of this survey
was that a significant majority (83.1%) of the companies that responded had not asked
stakeholders in the past five years whether they would like to receive more information on
the company’s environmental and social performance.

Our survey, and this report, provides insights into how accounting practitioners
regard integrated reporting, exploring the challenges and opportunities of integrated
reports, the nature of filing programmes, the optimal length of the reports and the extent to
which companies are consulting with stakeholders.

In addition, it is hoped the survey could be used as a template to benchmark New
Zealand against other countries, to assess progress over time, and to shape further
research. This would assist in enabling policy to be based on evidence and informed
debate, and that the accounting profession continues to build trust and add value to
integrated reporting in the future.

Integrated reporting in New Zealand today
Integrated reporting and, in the broader context, reporting environmental and social
performance alongside financial information, is not currently a significant focus of the New

Zealand government. This is evident in our inability to find regulations or guidelines which
require public agencies to report under an integrated framework. Despite these limitations
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some agencies have undertaken to provide information through integrated reporting and to
monitor sustainable development in New Zealand.

The Ministry for the Environment (MfE) provides information on sustainability
reporting through a list of case studies, guides, relevant organizations and other resources
on its website. In particular, the three guides that are listed provide information: (i) to assess
and improve businesses’ environmental, social and economic performance; (ii) to help
corporations to voluntarily monitor and report greenhouse gas emissions, and (iii) covering
the main aspects of sustainable development reporting.1

Statistics New Zealand, a government department, monitors sustainable
development and has published two reports on national sustainable development
indicators: Monitoring Progress Towards a Sustainable New Zealand (2002), and
Measuring New Zealand’s Progress Using a Sustainable Development Approach: 2008.
The 2002 report was “the first time indicators covering economic, social, environmental and
cultural spheres had been brought together and reported on in New Zealand.” The 2008
report was based on a new set of indicators that adhere to international best practice. The
publication measured 85 indicators along 15 themes, which included: population;
biodiversity; air and atmosphere; water; land use; energy; transport; waste; innovation;
work, knowledge and skills; economic resilience; living conditions; health; social connection
and governance, and culture and identity.?

In 2005, the Australian Centre for Public Agency Sustainability Reporting (CPASS)
undertook an investigation of sustainability reporting in the public sector, with the aim of
providing a snapshot of reporting practices internationally. The findings cited the New
Zealand Ministry for the Environment as among the first public agencies internationally to
produce sustainability reports using the Global Reporting Initiative (GRI) framework. The
report concluded by stating the continuing need to clarify the scope and practice of
sustainability reporting by public organizations, and described success in this area as partly
dependent on “building the capacity of agencies to engage in the reporting field and
continue to expand on the international best practice frameworks.”

Within the private sector, the New Zealand Business Council for Sustainable
Development (NZBCSD), in its 2009 report Corporate Reporting on Sustainable
Development, stated that integrated sustainability reporting is not yet occurring in New
Zealand, but that there are examples of environmental reporting. The paper highlighted the
five companies best known in New Zealand for their environmental reports, of which two,

See the Reporting section of the Ministry for the Environment website:
http://www.mfe.govt.nz/issues/sustainable-industry/tools-services/subjects.php?id=2

See The Sustainable Development Reporting Programme section of the Ministry for the Environment
website: http://www.mfe.govt.nz/environmental-reporting/about/sus-dev.html

Global Reporting Initiative, Sustainability Reporting by the Public Sector: Practice, uptake and form.
Research: A snapshot of sustainability reporting in the public sector. GRI G3:
http://www.globalreporting.org/NR/rdonlyres/FAFD9AQ06-702A-4AA8-988C-
979DBCCBC948/0/LeesonEtAlSustReortingByPublicSector.pdf
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Watercare Services and the New Zealand Refining Company, were respondents to this
4
survey.

In 2003, New Zealand’s main professional accounting body, the New Zealand
Institute of Chartered Accountants (NZICA), established a Sustainability Development
Reporting Committee (SDRC) with the objective of contributing to improvements in this
area, and providing continuing leadership and guidance. However, the NZICA’s 2010
review of its governance and operations, Fit for the Future, proposed organizational
changes that included disbanding the SDRC. The review was aimed at ensuring the
organization has the most effective and efficient structure to align with its strategic direction
and future challenges. The NZICA'’s justification for discontinuing the SDRC is as follows:
“‘While recognizing the importance of [sustainable development reporting] in today’s
environment, NZICA’s limited resources have been prioritized to other sector groups for this
year. Focus will be on strengthening linkages with Special Interest Groups and industry, re-
visiting the priority of these areas in the 2011 strategic review.”

The proposed disestablishment of the SDRC signals to the Sustainable Future
Institute (the Institute) that the New Zealand accounting profession may be pulling out of
this emerging area of study and business practice. As a result, there is the risk of New
Zealand falling behind while standards are being developed internationally. Further, there is
a lost opportunity to show strategic leadership that aligns with New Zealand’s clean and
green national brand.

Survey methodology

The Integrated Annual Report Survey was designed to produce a snapshot of
current practices and views with respect to integrated reporting in New Zealand, with an
additional emphasis on greenhouse gas emissions. The survey has enabled the Institute to
gather information on how New Zealand companies view the challenges and opportunities
presented by integrated reporting, as well as to gauge the level of interest in developing a
voluntary filing program.

The primary purpose of this survey is to learn more about integrated reporting practices
and the views of New Zealand’s Top 200 companies. To this end, we developed four
objectives to help us achieve the broader purpose of this report:

1. To investigate the thoughts of the CFOs of the Top 200 companies on the emerging
practice of integrated reporting, and in particular the challenges and opportunities it
presents.

2. To find out if the CFOs believe integrated reporting should be voluntary (a market-driven
initiative) or regulatory (a mandated initiative).

* New Zealand Business Council for Sustainable Development (1999), Corporate Reporting on Sustainable
Development, page 4. See: www.nzbcsd.org.nz/_attachments/CRS .doc

® NZICA, Fit for the Future: Phase 2 - Review of committees and boards.
http://www.nzica.com/AM/Template.cfm?Section=NZICA news&Template=/CM/ContentDisplay.cfim&Conte
ntiD=22144
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3. To learn more about the strategies and practices being used by Top 200 companies to
account for greenhouse gas emissions and obtain emission credits.

4. To understand the extent to which companies have consulted with stakeholders on non-
financial aspects of their performance.

Why the Deloitte/Management magazine Top 200 companies?

It is inevitable that the Top 200 companies6 operating in New Zealand will have a
significant impact on our economy, our people and our environment.

The economies of small countries can be strongly influenced by overseas-controlled
companies, and New Zealand is no exception. 57.5% of the Top 200 companies are “50%
or more controlled by overseas interests.” and only 26.5% are listed on the New Zealand
Stock Exchange (NZSX). In other words, almost three-quarters of our Top 200 companies
are not traded publicly on the New Zealand stock exchange (see Figure 1). Therefore it is in
our interests to ensure that the more invisible companies—those that are owned and traded
elsewhere—treat our citizens and country well. Thus, like other small countries, New
Zealand has a significant interest in the development of international standards that
improve the quality of integrated reporting. For this reason, we have much to celebrate with
the establishment of the International Integrated Reporting Committee (IIRC) earlier this
year.

Figure 1 Top 200 Companies by NZSX and by Overseas Control

B New Zealand controlled companies
not listed on the NZSX

B New Zealand controlled companies
listed on the NZSX

0O Overseas controlled companies
listed on the NZSX

O Overseas controlled companies not
listed on the NZSX

5.5%

Source: Compiled from New Zealand Management, December 2009: 70-83.

Survey design

The survey was designed to meet the four objectives outlined above, and to be quick
and simple for CFOs to complete (taking about 15 minutes), yet sufficiently open to enable

® For the criteria used to define the Top 200 companies, see Deloitte/Management Magazine, Top 200 A-Z
Listing 2009: http://www.management.co.nz/top200/200list09.pdf
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respondents to add more information if they so desired.”® Meeting these goals required a
fine balance, and we are very grateful for the assistance of a number of experts in the field.
To this end, we acknowledge the invaluable feedback we received from the following
people:

e Professor Robert G. Eccles (Harvard Business School);

e The Sustainability Development Reporting Committee (NZICA SDRC): Gary Swift
(Chair), Amanda Ball, Judy Brown, Peter Casey, Raechel Cummins, Leah Murphy,
Jamie Sinclair and Tony Uttley;

e Mark Hucklesby (Grant Thornton, Auckland);

¢ Dr Eva Collins (University of Waikato);

o Ken Warren (The Treasury, Wellington), and

e Mark Leadbetter (BDO Spicers, Auckland).

Data collection process

Chief Financial Officers were initially given four weeks to complete the survey; it was
sent out on September 24, 2010, with a closing date for replies of October 22, 2010.
Follow-up telephone calls were made a week before this date in an attempt to increase the
number of responses, and the deadline was extended by a further two weeks to allow for
late respondents to register their results. A total of 59 responses were received out of a
possible 200 (29.5%). The survey was able to be completed online or in hard copy.

Limitations and boundaries
This report outlines the Institute’s preliminary findings. Further analysis of the

responses is still to be completed, and will be reported on at a later date. The Institute is
aware of three main limitations to this research:

1. 70.5% of survey recipients did not respond. In addition, we consider that those who
did respond were more likely to have an interest and/or expertise in integrated
reporting.

2. While we were aware of the importance of defining the term “integrated report,” we

acknowledge that there exists some uncertainty over this definition (to this end it is
gratifying to learn that the IIRC is planning to develop a working definition).

3. CFOs are restricted by time limitations, and as a result some may have delegated
the undertaking of the survey to a colleague within their company. This could have
an effect on the responses, particularly if the respondent has less oversight and/or
understanding of the company’s reporting practices than the CFO.

In addition, we acknowledge that by focusing solely on the CFOs of the Top 200
companies we have excluded the large number of small to medium-sized New Zealand
companies that could have made valuable contributions to the survey. Further, we have
only obtained one perspective on integrated reporting; we have not gathered responses

” See the Sustainable Future Institute website for a copy of the final survey:
http://www.sustainablefuture.info/Site/Project/One _Integrated Report/Top 200 _Companies Integrated An
nual_Report_Survey.aspx

® The online survey provider was www.SurveyMonkey.com
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from board members, chief executive officers, investors, employees, bankers, consumers,
regulators, non-government organizations, insurers or other stakeholders. A research
program that integrates the views of a range of stakeholders would be a constructive way of
clearly identifying problems to be solved and solutions to be implemented.

While we acknowledge the existence of these boundaries and limitations, we do not
consider they have a significant adverse effect on this report and our subsequent findings.
We have gathered and analyzed a range of data, allowing us to learn and report valuable
lessons which can be considered in the context of our objectives of exploring the current
situation of integrated reporting in New Zealand.

Responses

Fifty-nine companies responded to the survey. Thirty-four advised the Institute that
they would not be completing the survey, with the reasons given generally falling into one of
three groups: (i) the company was in receivership; (ii) time constraints, or (iii) it was
company policy not to complete surveys. Some of the companies decided not to proceed
when they learnt the survey was not mandatory. Others wanted to know if completing the
survey was required in order to stay on the Deloitte/Management Top 200 list; once they
were advised that this was not the case, they made the decision not to complete the survey.
The remaining 107 companies did not respond to the Institute by the closing date.

It is with this context, we acknowledge the efforts of the 59 companies that did
respond, without their efforts the results obtained from this research would simply not exist.
Further details of the survey participants, such as annual revenues, NZSX listings, extent of
overseas control and ownership type can be seen on the Sustainable Future Institute’s
website.?

Before reading the results it is important to understand the logic that underlies the
survey. This effectively steers respondents through the questions to minimize the time
investment required (particularly for those with little interest in integrated reporting) while
allowing those with more knowledge and experience, or simply more interest in adding their
thoughts to the debate, the space and time to do so. The Institute hoped that this approach
would make completing the survey an easy straightforward experience and improve
response rates. Hence, the survey was designed to take 15 minutes or less. Figure 2 sets
out the survey logic.

° See analysis of the Top 200 companies, including lists of the 59 respondents, the 34 companies that
advised they would not be completing the survey and the remaining 107 companies on the Sustainable
Future Institute website at
http://www.sustainablefuture.info/Site/Project/One_Integrated Report/Top 200 _Companies Integrated An
nual_Report_Survey.aspx
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The boxed text below sets out the key findings, which are followed by a brief discussion
of the possible implications for integrated reporting, both in New Zealand and globally. The
specific responses for each question are available on the Institute’s website. '

% See the survey results for each question on the Sustainable Future Institute website:
http://www.sustainablefuture.info/Site/Project/One Integrated Report/Top 200 Companies Integrated An

nual Report Survey.aspx
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Figure 2 Survey Logic

A: Company information: Questions 1 to 6 [59 participants]

A 4

B: Published an integrated report in the last 12 months: Question 7

No [45]

\4

Yes [14]

A 4

C: Considered publishing an
integrated report: Question 8

No [37] Yes [8]

D: More about publishing your integrated
report:
Questions 9 to 11 [14]

A 4

E: Web-based technologies: Questions 12 and
13 [14]

A 4

F: Challenges: Question 14 [22]

G: Opportunities: Question 15 [22]

\ 4

H: Filing programme: Questions 16 to 18 [59]

A 4

I: Greenhouse gas emissions: Questions 19 and 20 [59]

A 4

J: Consultation with stakeholders: Question 21 [59]

[plus] Additional cross-tabulated questions: Questions 22 to 24
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List of Key Findings

A: Company information [59 participants]

Only 3.4% of respondents were willing to have text specific to their company made public.
(Question 3)

New Zealand-controlled companies participated at a slightly higher rate; 52.5% of the 59 respondents
were not “50% or more overseas controlled” (compared to 42.5% of all Top 200 companies).
(Question 4)

The sample of companies that responded was representative of the ratio of NZSX-listed vs non-
NZSX-listed companies in the Top 200 as a whole: 27.1% of the 59 respondents stated they were
“listed on the NZSX,” whereas 26.5% of the Top 200 companies are listed on the NZSX. (Question 5)

A high number of respondents were from the (i) agriculture, forestry and fishing, (ii) manufacturing, (iii)
retail trade, and (iv) wholesale trade industries. (Question 6)

B & C: Respondents who have experience in integrated reporting [37 participants]

Over a third of respondents (37.3%) had some experience of integrated reports: 23.7% had published
an integrated report in the last 12 months (Question 7); 3.4% had considered publishing an integrated
report, but the initiative remained a work in progress, and 10.2% had considered publishing an
integrated report, but at this time had decided not to progress this type of report. This equates to the
majority of respondents having no experience with integrated reports: 62.7% of respondents had
never considered publishing an integrated report. (Question 8)

Respondents who have published an integrated report in the last 12 months [14 participants]

Respondents who had prepared integrated reports were more likely to be companies operating in the
“electricity, gas, water and waste services” and “transport, postal and warehousing” sectors. Notably,
those with less knowledge or interest in integrated reporting were from sectors such as “agriculture,

forestry and fishing” (only one of six had published an integrated report),”manufacturing” (one out of
nine), retail (two out of 10) and wholesale trade (one out of seven). (Cross-tabulated Question 22)

It is also of note that of the six State-owned Enterprises (SOEs) that responded to the survey, five had
completed integrated reports. Unfortunately, four other SOEs in the Top 200 did not respond to the
survey. (Cross-tabulated Question 22)

Seven of the 14 companies that had published an integrated report stated that they had “relied on”
guidance from chartered accountancy firms and/or best practice company reports. When asked what
other guidance they had “considered but not relied upon,” they noted the NZICA, GRI, best practice
company reports and industry organizations. Question 10)

Over a quarter of the 14 companies that had already published integrated reports (28.6%) were aware
of the formation of the IIRC before receiving this survey. (Question 11)
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E: Web-based technologies [14 participants]

e The majority of the companies that had already published an integrated report had made the report
available to the public via their websites: 78.6%o0f respondents provided a website link to view their
integrated report. (Questions 7 and 9)

o Use of web-based technologies in the preparation, publication and communication of integrated
reports was not viewed as having delivered significant benefits in 2010, although one respondent did
note that podcasts and video sharing had proven beneficial (Question 12). However, the perception is
that by 2015 further benefits will be experienced across all types of web-based technologies,
particularly in terms of increased use of XBRL and RSS feeds. (Question 13)

F: Challenges [22 participants]

e All of the 15 proposed challenges listed in Question 14 were acknowledged by one or more
participants. No additional challenges were reported by participants, however two commented on the
cost of information and the lack of guidance as significant challenges. (Question 14)

e The most significant challenge identified was (i) time constraints, followed by (ii) adequate guidance
from standard setters, and (iii) generating new information in-house. (Question 14)

e The major challenges identified (derived from the addition of significant and moderate challenges)
were: (i) time constraints, (ii) presenting information in a useful format, (iii) generating new information
in-house, and (iv) obtaining independent assurance over information. (Question 14)

e The less concerning challenges (derived from the addition of minimal and N/A) were: (i) funds to
prepare the report; (ii) meeting the needs of employees, (iii) meeting the needs of neighbors (e.g.,
air/noise/light pollution), and (iv) [obtaining] shareholder commitment to prepare the report (Question
14). Points (ii) and (iii) are particularly interesting when seen beside the findings of cross-tabulated
Question 24 — see findings in J below.

G: Opportunities [22 participants]

e All of the 18 proposed opportunities listed in Question 15 were acknowledged by one or more
participants. No additional opportunities were reported by participants. (Question 15)

e The most significant opportunity (which was identified by half the participants) was (i) positioning the
company as socially responsible, which was followed by (ii) positioning the company as
environmentally responsible, (iii) producing a long-term sustainable strategy/s, and (iv)
communication with employees. (Question 15)

e The major opportunities identified (derived from the addition of significant and moderate opportunities)
were: (i) positioning the company as socially responsible, followed by (ii) positioning the company as
environmentally responsible, (iii) communication with shareholders, (iv) communication with the media
and the general public, (v) communication with employees, and (vi) positioning the industry as
environmentally responsible. (Question 15)

e The less important opportunities (derived from the addition of minimal or N/A) were: (i) productivity
gains, (ii) recognizing trade-offs, (iii) communication with NGOs (including lobby groups), and (iv)
communication with neighbors (air/noise/light pollution)."" (Question 15)

" Note, the export option was excluded from this ranking as it was only relevant to a few of the participants.
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H: Filing programme [59 participants]

e When asked whether respondents would support a filing program for the Top 200 companies’ reports,
64.4% selected “unknown, our company has not discussed this issue.” Of those remaining 15.3%
noted that "our company would not support any form of filing program,” 6.8% said yes they would
support a voluntary filing program, 5.1% said they had discussed the options but had not reached
consensus, 6.8% made comments that indicated possible movement towards a voluntary regime and
1.7% noted a preference to a mandatory filing program. (Question 16)

¢ Inthe event that either a voluntary or a mandatory filing program was implemented, 8.5% supported
the NZSX maintaining the register, 16.9% of respondents believed the Securities Commission, or its
proposed replacement the Financial Markets Authority, 67.8% had “no preference” and 6.8% marked
other. (Question 17)

e 52.5% of respondents believed fewer than 20 pages was an ideal size for an integrated report
(Question 18). However, it is worth noting that those who had not published an integrated report in the
last 12 months tended to prefer fewer than 20 pages (66.7%), whereas those who had recently
prepared an integrated report generally selected a preference for between 20 and 100 pages. No
company believed integrated reports should be longer than 100 pages. (Cross-tabulated question 23)

I:  Greenhouse gas emissions [59 participants]

e 44.1% of companies responded that they had calculated their greenhouse gas emissions in the last
12 months and 18.6% had reported that figure in their annual report (Question 19). In a further
question on their strategy to obtain emission credits; 15.3% responded through free allocations from
the government, 8.4% responded through earning forest sinks and 15.3% through purchasing units.
(Question 20)

J: Consultation with stakeholders [59 participants]

e 83.1% of the 59 companies said they had not asked stakeholders in the last five years whether they
would like to receive more information on other aspects of the company’s performance, such as
environmental and social impacts (Question 21). Notably, 57.1% of those that “had published” an
integrated report in the last 12 months had not asked stakeholders, whereas the corresponding
percentage was 91.1% for those that “had not published” an integrated report over the same
timeframe. (Cross-tabulated question 24.)

Discussion

It is heartening to learn that more integrated reports have been prepared than we
initially expected and that Chief Financial Officers are working hard to produce best practice
reports. However this interest was not shared across all companies; some from
“agriculture, forestry and fishing,” “manufacturing,” “retail” and “wholesale trade,” arguably
industries with large footprints, appear less interested in progressing this type of reporting.
The fact that the majority of respondents who had prepared integrated reports were more
likely to be companies operating in the “electricity, gas, water and waste services” and
“transport, postal and warehousing” sectors, indicates that these service industries see
greater value from reporting non-financial information to stakeholders.

Half of the respondents who had published an integrated report in the past 12
months had “relied” on guidance from chartered accountancy firms; in contrast respondents
had only “considered” seeking guidance from the NZICA. This implies that best practice is
being led by practitioners in the field (what is referred to as a pull strategy), rather than by
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standards developed by regulators and professional bodies (a push strategy). This,
combined with the fact that challenges to integrated reporting tend to stem from time
constraints and a lack of adequate guidance from standard setters, suggests CFOs
committed to this type of reporting are not well supported by their professional bodies.
Further, the perceived challenges of presenting information in a useful format, generating
new information in-house, and obtaining independent assurance over information, indicate
that to progress integrated reporting, effective guidance is imperative.

One notable finding was that 44.1% of the respondents had calculated their
company’s greenhouse gas emissions. The requirement for companies to calculate and
mitigate their greenhouse gas emissions for legal compliance under the recently introduced
New Zealand Emissions Trading Scheme can be assumed to be the catalyst and driver for
this result. A reasonable conclusion from this finding is that regulation is an effective
mechanism for enforcing change in internal reporting systems and improving public
reporting practices.

A possible way forward would be the establishment of a national filing program for
integrated reports. South Africa is the first country to introduce a mandatory filing regime for
all listed companies, and a number of other countries seem set to follow. In New Zealand
this initiative has not been widely discussed (over half of respondents indicated they had
not discussed this possibility); however, of those who had, opinions on its form were mixed.
Like most policy initiatives, it comes down to alternatives, costs and benefits; in particular
who pays what costs and who gets the benefit. New Zealand has the opportunity to look
more deeply at the option of a mandatory filing program as part of the current review of our
Securities law, which includes the proposal for a new Financial Markets Authority (FMA).
Respondents showed a preference for the proposed FMA as the holder of any filing register
(rather than the NZSX).

Notably, a significant majority (83.1%) of the companies that responded to the
survey had not asked stakeholders in the past five years whether they would like to receive
more information on the company’s environmental and social performance. This figure
increased to 91.1% when the publishers of recent integrated reports were removed from the
sample. This might be explained by the decisions of some international companies not to
consult with New Zealand stakeholders because of our relatively small market size. In
support of this, one respondent stated “we are [a minute percentage] of the world wide
group,” implying that consulting with stakeholders on their New Zealand operations was
immaterial to their company’s overall reporting practices. This is a problem that could be
addressed by a filing regime for large companies and/or the development of a set of
international reporting standards for integrated reports.

The underlying purpose of integrated reporting is the notion that a licence to operate
exists between a company and the public. Ideally, stakeholders and the general public can
develop ways to learn more about the activities of companies and appreciate some of the
complex trade-offs that are necessary to remain commercially viable. Further, as
companies increasingly appreciate the nature of emerging social and environmental goals,
business practices may change before regulation is necessary. However, it remains
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unclear how companies that have not shown an interest in reporting beyond their financial
information will ever report such information voluntarily. While acknowledging that
companies and society need each other, most importantly society needs well-governed
companies more.

Wendy McGuinness is the Chief Executive and Nicola Bradshaw is a Project Manager at
the Sustainable Future Institute in Wellington, New Zealand.
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Part X: Lessons from Experience

The Climate Disclosure Standards Board —

Setting a Standard for Realism and Resilience
Lois Guthrie, Secretary to the Climate Disclosure Standards Board

Responding to crises after the event

Crises in financial compliance, environmental stewardship, healthcare and social
services are inevitably followed by demands for change. In response, the causes of crises
are investigated, policies are devised to avert further crises and enabling architecture is put
in place to monitor progress and enforce compliance. Society seems to revolve around a
perpetual cycle of crisis, investigation, policy and review—a cycle of control lost and
regained.

Predicting and preventing crises before the event

Much has been written about why we fail to predict crises, including the recent
financial crisis. Some have explained it as part of a recurrent pattern of financial crises that
have taken place over centuries.! Others point to the complacency that comes from belief in
the self-equilibrating properties of the financial markets.? Similarly, climate change is
sometimes explained as part of the recurrent pattern of environmental change to which the
planet has always adjusted. However, with the prospect of tipping points, irreversible
damage and our very survival at stake, decision and policy makers are not waiting for the
crisis to happen. All over the world, they are attempting to take pre-emptive action to avert
disasters associated with climate change and there has been an explosion of national and
international policy activity designed to stabilize atmospheric concentrations of greenhouse
gases. This article examines what is needed to make those policies successful, focusing
particularly on the complementary information architecture that will accelerate and support
policy activity on climate change and the work of the Climate Disclosure Standards Board in
helping to create that architecture.

New paradigms

Achieving stabilization of atmospheric greenhouse gases and making climate
policies work depends on complex factors including political consensus, development of an
investment in new technologies and new private and public investment practices that are
focused on the long-term. The changes necessary to shift to the low carbon economy
represent what has been described as “a new paradigm in world financial markets.” This
article argues that the new paradigm must have resilience at its heart. A full analysis of the
resilience perspective is beyond the scope of this article, but briefly, resilience focuses on
the capacity of systems not only to absorb shocks and continue to function but also to

' Carmen Reinhart and Ken Rogoff examined eight centuries of financial crises and showed this to be a
recurrent pattern in history (This Time is Different: Eight Centuries of Financial Folly).

2 Joseph Stiglitz, letter to the Financial Times, 19 August 2010

® Global Climate Change Policy Tracker: The Green Economy, the Race is on. DB Climate Change Advisors,
March 2010.
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respond to shocks through renewal, re-organization, innovation and development.* This
type of resilience depends on policies that recognize an unpredictable future and that
prepare for adaptation and change, rather than those designed to control and to maintain
equilibrium.

New paradigms —from equilibrium to complex, adaptive systems

The resilience perspective is supported by Eric Beinhocker's work® on complexity
economics in which he argues that, by definition, an economic equilibrium state cannot
grow explosively, create novelty, spontaneously self organize or spontaneously crash—all
of the things that have actually happened to the world economy. Rather than the
equilibrium system that it was traditionally assumed to be, he claims that the economy is a
complex adaptive system that is dynamic and never in balance, involving many interactive
agents and organizations of agents, designs and strategies that evolve over time and
macro patterns that evolve from micro behavior. Beinhocker claims that this new economic
thinking is crucial for dealing with climate change, which is also characterized by non-linear
effects, tipping points and deep interconnections between the physical and economic
worlds.

Unlocking the inertia as we shift to the new paradigm

At the moment, policy makers and markets seem frozen by the shock and uncertainty
that the financial crisis brought. A 2009 report by Barclay’s Wealth and the Economist
Intelligence Unit claims that unpredictability and uncertainty causes inertia, pessimism and
a retreat to the familiar. What can policy makers and complementary support structures do
to unlock markets from that apparently inert state whilst recognizing the dynamism and
complexity of both the economy and the environment? Beinhocker suggests various things
including:

¢ New modelling techniques that recognize complex interactions between individuals,

the economy and physical systems;

e An assessment of climate risk that takes account of and builds into pricing and

discounting the effects of non linearity, time and irreversibility;

e A view of the low carbon future as an evolving one dependent on constant

innovations;

e A new view of institutions as an “evolving set of nested collective action.”®
This article examines how these principles can be applied to the development of the
information architecture that will complement, accelerate and support policy activity on
climate change and build resilience. That architecture is designed to ensure that climate
change-related information reaches decision-makers so as to support robust policy action,
enable risk to be understood and capital deployed to new innovations.

* Resilience: The emergence of a perspective for social-ecological systems analyses. Carl Folke — Global
Environmental Change 16 (2006) 253 - 267
Z The Origins of Wealth. Eric Beinhocker, 2006.

Ibid.
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Climate change-related information includes:

e analysis of the impact that climate change has or is expected to have on the financial
and operating condition of companies and their ability to satisfy strategic objectives;

¢ the way in which companies manage and govern risks and opportunities associated
with climate change;

e greenhouse gas emissions reporting.

The need for new information models

The financial crisis indicates that the existing model for the provision of financial
information by corporations to their shareholders and regulators is not working.

“Shareholders, board members, regulators, employees, customers, journalists and other
stakeholders have had a very limited view of the corporation. The irresistible force of
transparency has met the immovable object of an outdated and even dangerous model of
reporting. Exhibit A? The world could not foresee the impending collapse of the financial
services industry...”

The model is not working for the provision of climate change-related information
either. Deficiencies in the provision of information about climate change have been
compared to the hidden risks embedded in packages of subprime mortgages and credit
default swaps. In contravention of the securities legislation of many jurisdictions,
mainstream financial statements currently fail to warn investors and others of material
corporate risks associated with climate change.

“.analyses of the financial filings investors depend on to warn them of material corporate
risks have repeatedly revealed widespread deficiencies when it comes to climate-related
risk disclosure...” Mindy Lubber, CERES

The fact that there are deficiencies by no means detracts from the significant
achievements of the Carbon Disclosure Project in creating the de-facto standard for
information about climate change that is useful to institutional investors. Nor are the
deficiencies attributable to lack of policy activity. From research conducted in 109 countries,
Deutsche Bank® has identified 270 policies that set targets to reduce GHG emissions and
Appendix 1 to this article lists examples of policy activity at national and regional level to
require or encourage disclosure of climate risk, greenhouse gas emissions and other CSR
related information. With all of this activity, it is hard to diagnose why information
apparently continues to be deficient and to fail the needs of users. The author offers two
possible diagnoses. First, a confused disclosure landscape and secondly the absence of
language for the expression of some of the risks associated with climate change.

" One Report — Integrated Reporting for a Sustainable Strategy, Robert G Eccles and Michael P Krzus
® Global Climate Change Policy Tracker: The Green Economy, the Race is on. DB Climate Change Advisors,
March 2010.
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The confused disclosure landscape

“...today, business is presented with a constantly evolving labyrinth of local and purportedly
global voluntary and mandatory protocols, methodologies, standards, initiatives, guidelines
as well as local and point solution based regulations...”

It is precisely the extent and scale of activity that has led to what many call “a
confused disclosure landscape” in which the number and type of voluntary and regulatory
schemes designed to collect information about mitigation of climate risks and greenhouse
gas emissions is at variance with the global and shared nature of climate change and
produces variation in the quality, quantity and relevance of disclosures.

In practical terms, the confused disclosure landscape means that companies:

e Receive multiple requests for information from nongovernmental and governmental
organizations, this leads to duplication of effort and increased administrative
burdens;

e Are uncertain about what they should report and how to comply with users needs for
information.

For users of information, including investors, the variation in the quality, quantity and
type of disclosure caused by the confused disclosure landscape manifests itself in a
number of ways, including:

1.Fragmentation - In the absence of a single standard prescribing where information
about climate change should be disclosed, information about a company’s climate
risks and GHG emissions can be found in a variety of places. Although CDP is
recognized as a central repository, information about climate change can also
appear in corporate social responsibility reports, on company websites, in
companies’ annual reports, in individual country reports, in reports to regulators and
in sustainability reports. Whereas investors know where to find a Group’s
consolidated annual financial statements, climate change information is more
fragmented.

2. Calculation — Various approaches can be used for calculating GHG emissions and it
is often not clear how quantitative results have been calculated. Although individual
organizations, particularly the World Resources Institute through the development of
the Greenhouse Gas Protocol, are doing much to resolve the issue, there is no
globally prescribed method of calculating GHG emissions, no central database of
emission factors or other coefficients, no agreed approach to the units in which
results should be expressed and so on. This makes comparisons difficult.

3. Organizational boundaries - Differences in the way that businesses and corporate
structures are owned and organized mean that groups of companies can take
different approaches to the way in which they define the boundaries of their

® Reuters Market Intelligence Series — Sustainable Banking: Risk, Reward and the Future of Finance
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organization. In the absence of a single prescribed approach, it is possible for a
Group to provide complete greenhouse gas emissions information for entities over
which it has financial control or to provide information based on its equity share of
the controlled entity or to provide information only for operationally controlled
companies or to use a hybrid approach. The variety of approaches that can be taken
to organizational boundary setting mean that investors and other stakeholders have
difficulty comparing information across companies and sectors.

A language for expressing climate risk

“Despite the existing legal requirements, corporate disclosure of climate change-related
risks has so far remained limited. In a review of 6,000 filings by S&P 500 companies to the
U.S. Securities and Exchange Commission (SEC) between 1995 and 2008, CERES and
Environmental Defense Fund (2009) found that 75% of annual reports filed in 2008 failed to
mention climate change and only 5% articulated a strategy for managing climate-related
risk. In other countries, disclosure requirements have also elicited limited response from
companies...”®

As the legislative examples listed in Appendix 1 show, annual reports are designed to
alert investors and other stakeholders to corporate risks, factors that enhance or threaten
the company’s ability to meet its corporate objectives and matters that affect the business’s
operational condition and financial performance. However, Eurosif and others claim that
financial statements alone capture only a small percentage, some say less than 20% of the
information needed to assess the condition of the company. The balance of information
comes from intangible factors, such as climate change.

While there is consensus about the type of information that companies should provide
about climate change, there is no universally agreed language or approach for expressing
the degree of economic value and operational efficiency at risk from intangible factors or for
expressing uncertainty about the measurement, timing and impact of climate change in
future or for determining the extent to which that information should be identified as relevant
and material. The absence of language, guidance and tools for providing this information
has led to poor compliance with existing law.

“...carbon abatement efforts will put dramatically different levels of stress on the cash flows
and valuations of different industries...Companies will need to focus on how and when to
signal the value of their climate change bets so that investors can assess them...However,
very few public companies have succeeded in explaining the more deeply hidden effects of
climate change on their cash flows and competitive strategies...”"

"% Transition to a low-carbon economy: public goals and corporate practices by

Céline Kauffmann and Cristina Tébar Less - OECD Directorate for Financial and Enterprise Affairs,
Investment Division

" McKinsey & Company — How climate change could affect corporate valuations: Autumn 2008
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The Climate Disclosure Standards Board - routes to solutions

The next part of this article looks at how the Climate Disclosure Standards Board seeks
to address these issues through:

e Collaboration with all participants involved in climate change disclosure;

e Efforts to standardize climate change related disclosure in mainstream reporting;
e A focus on the needs of investors as the main users of mainstream reports;

¢ Innovation.

Background to the Climate Disclosure Standards Board
Origins
At its 2007 annual meeting in Davos, the World Economic Forum convened a group

of seven organizations working on climate change to form the Climate Disclosure
Standards Board.

CDSB’s Board members

The Carbon Disclosure Project

CERES

The Climate Group

The Climate Registry

The International Emissions Trading Association
The World Economic Forum

The World Resources Institute

Mission

CDSB’s mission is to promote and advance more standardized disclosure of climate
change-related information in mainstream reports (meaning the annual reporting packages
in which companies deliver their financial statements), through the development of a
reporting framework designed to integrate climate change into mainstream filings.

Operation

The CDSB Board appointed the Carbon Disclosure Project as its Secretariat,
responsible for conducting the day-to-day activities of the Board in advancing its mission.
In order to supplement the experience of Board members, a Technical Working Group was
established comprising large accounting firms and their professional bodies together with
academics. An Advisory Committee of leading industrial and financial services companies,
governmental and non-governmental bodies provides advice and guidance to the Board
and Technical Working Group.
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Convergence and coalescence

As it embarked on its work, the Technical Working Group found that, although
sometimes described as a labyrinth or patchwork of rules, the legislation, standards,
industry and program protocols and guidelines that have developed to assist corporations
to report on climate change share many fundamental characteristics. Using as its model the
International Accounting Standards Board’s work on the convergence of accounting rules
into International Financial Reporting Standards, CDSB seeks to enhance and encourage
coalescence around those shared characteristics through the development of a global
Climate Change Reporting Framework, the first edition of which was published in
September 2010.

CDSB’s Climate Change Reporting Framework

The objective of the Framework is to set out requirements that clarify for preparers of
information what and to what extent they should make disclosures on climate change,
thereby reducing the variation in the quality, quantity and relevance of disclosures.
Achievement of this objective should, over time elicit for investors increasingly decision-
useful information that complements and supplements financial statements. The
requirements of the Framework are also designed to represent suitable criteria for
conducting assurance activities and to support the International Auditing and Assurance
Standards Board’s work to develop a new International Standard on Assurance
Engagements for Carbon Statements.

Challenges

CDSB experiences a number of challenges in its work, many of which are also
encountered by financial accounting and supervision standard setters. Some of those
challenges are summarized below.

Rules versus principles, materiality, uncertainty and forward looking statements

The concept of standard setting is suggestive of rules, finality, certainty and
prescription; whereas CDSB seeks to develop a standard and elicit disclosures that can
continually develop against a background of dynamic and interconnected systems and
circumstances. Similar issues have prompted debate about the right balance between
principles and rules in devising or reforming approaches to accounting and financial
supervision.

Demand for standardization of climate change-related information is strong. In
common with others, the UN Conference on Trade and Development’s 2010 World
Investment Report calls for “internationally harmonized reporting [as this would be] useful
for further climate change work at the global level, as well as providing investors and other
stakeholders a clear, comparable view of emissions around the world...”. Comparability of
financial and other types of information, that is the ability to analyze, understand and
compare results amongst various companies, is the Holy Grail of disclosure for investors
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and many others. CDSB knows that some level of standardization must emerge to bring
order to the perception of a confused climate change-related disclosure landscape.

For some aspects of climate change-related disclosure, particularly volumetric
information, the route to standardization is clearer than others. What is less clear is how to
standardize or bring some order to determining “what information is enough.” Scientists say
that our survival depends on a “Goldilocks planet” that is neither too hot nor to cold.
Similarly, disclosures should find the balance between too much and too little information.
This ubiquitous issue means that every discussion about climate change-related disclosure
will eventually turn to materiality and uncertainty—but what is material and how can it be
determined against a background of uncertainty about the time, place, extent and effects of
climate change? How can companies respond to investors’ demand for disclosures to be
oriented to the future when the future is unknown? How can the type and volume of
disclosures be focused so as to enable investors and other stakeholders to distinguish the
most crucial impacts of climate change on the disclosing organization’s financial and
operational performance from what some professionals have called “immaterial clutter?”'?

These questions are daunting, but progress is being made. In particular, the U.S.
SEC’s interpretive guidance on disclosure of climate change issues published in February
2010 has been helpful in response to the questions posed above. The guidance was issued
in response to petitioning from investor groups about the application of existing S-K
Regulations under the Securities Act to climate change-related disclosure. The guidance
recognizes that existing disclosure requirements (see Appendix 1) place particular
importance on a registrant’s materiality determinations and that “the effectiveness of
[disclosure]...decreases with the accumulation of unnecessary detail or duplicative or
uninformative disclosure that obscures material information...”

The SEC does not set quantitative thresholds for determining what is material, but
advises management to report on known trends, demands, commitments or events that are
reasonable likely to occur or, where management cannot make that decision, it should
make disclosures on the assumption that the trend, demand, commitment etc., will come to
fruition, provided also that a material effect on the registrant’s financial condition or results
of operations is reasonably likely to occur.

In line with the SEC’s guidance, CDSB does not set quantitative thresholds for
identifying material issues and it advises companies to err on the side of materiality where it
is difficult to draw final conclusions and to disclose difficulties involved in assessing the
situation. CDSB’s Climate Change Reporting Framework also incorporates traditional
accounting remedies for focusing attention on wanted, and filtering out unwanted,
information. In particular, it adopts relevant principles from the International Accounting
Standards Board’s “qualitative characteristics of decision-useful information” to provide
focus on what is most relevant, reliable, complete and understandable. CDSB’s stakeholder
engagement programmes seek to define further what is most relevant from the combined
perspectives of preparers and users of information.

"2 From the Accounting Standards Board’s Review of 2008/2009 narrative reporting by UK listed companies.
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Further progress is reflected in the response by some large companies to the
demand for material information by using and including in disclosures what some call
“materiality matrices” as a means of showing stakeholders how management has identified
what is most important to the company. CDSB plans to issue application guidance to
complement its CCRF by using such examples to illustrate how companies are tackling
issues such as the determination of materiality.

This progress is encouraging, but the difficulty remains that financial reporting
models do not adequately cater for the expression of uncertainty. We lack a language to
convey uncertainty and its meaning. We fear that expressions of uncertainty might impair
confidence and jeopardize investment streams. CDSB is seeking to learn from ISO’s guide
to the expression of uncertainty in measurement and IPIECA and the American Petroleum
Industry’s technical guidance on addressing uncertainty in greenhouse gas inventories for
the oil and natural gas industry. The fact that the latter document runs to 186 pages
indicates the nature of the some of the difficulties!

Organizational boundary setting

Even if the most robust standard for disclosure of climate change-related information
existed, investors would struggle to compare results across companies and sectors if the
standard did not include rules on how organizational reporting boundaries should be set.

The achievements of the WRI’'s GHG Protocol team in establishing a standard for
the preparation of corporate inventories are laudable and are adopted in CDSB’s Climate
Change Reporting Framework. However, one observation about the Protocol is that it
allows too much flexibility in the way that companies may set their organizational
boundaries, according to financial control, operational control or equity share. CDSB seeks
to address this by recommending that information for groups of companies should be
reported according to financial consolidation rules.

While this establishes conformity of approach, CDSB recognizes that disclosures
would not include GHG emissions information relating to indirect upstream impacts,
downstream impacts from products after sale and emissions from operationally controlled
entities, activities and facilities.

CDSB addresses this by requiring disclosure of GHG emissions:

e That are not within the financial consolidation boundary but which must be reported
under regulatory requirements by the disclosing organization in its capacity as
operating licensee or in any other capacity; or

o Where, due to the nature of the contract for the operation of the entity, activity or
facility, the reporting entity is exposed to risk, opportunity or financial impacts or has
sufficient authority to influence the extent to which GHGs are emitted.
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CDSB recognizes that this approach needs testing and refining. Initial reactions to it
suggest that whilst implementation might be difficult to achieve in the short term, the overall
aim of the approach makes sense and is the right direction for climate change-related
reporting to be heading in the long-term.

Interactive data standards and formats

The SEC has mandated the use of interactive data formats using extensible Business
Reporting Language (XBRL) for securities filings. The SEC’s stated objective is to improve
the usefulness of information for investors by requiring it to be provided in a format that can
be downloaded “directly into spreadsheets, analyzed in a variety of ways using commercial
off-the-shelf software, and used within investment models in other software formats.” The
SEC notes that “interactive data has the potential to increase the speed, accuracy and
usability of financial disclosure, and eventually reduce costs.” As exactly the same
conclusions could be drawn for any reporting, some say that developing such formats for
climate change-related reporting eclipses the importance of defining materiality and makes
the concept of “a report” (integrated or otherwise) outdated. Properly used, XBRL would
enable users of information to view and analyze data according to their own preferences,
across companies, time and subject matter. A recent report in the Murningham Post says
that “XBRL portends the death of the traditional report defined by clear boundaries of time
and space—and the resurrection of a transcendent form of reporting, where data interacts
independent of reports.”’® CDSB is looking closely at the development of interactive data
standards for climate change-related disclosure.

Collaboration

The matters summarized above are certainly not the only challenges with which
CDSB is grappling. We know that there is work to be done on establishing a set of
standardized performance indicators or metrics to facilitate more immediate assessment
and benchmarking of corporate performance on climate change across time and sectors.
We know that there is more work to be done on the practicalities of integrating climate
change related information with financial and strategic information and so on.

Describing CDSB’s Climate Change Reporting Framework as “Edition 1.0”
acknowledges that addressing these and other challenges is a journey that is just
beginning. It is one that CDSB cannot and does not wish to travel alone. Rather, CDSB’s
aim is to act as a focal point around which, as Beinhocker would put it, “non-linear
interactions can create emergent patterns.”14

There can be few disciplines that necessitate meetings of astrophysicists with
accountants. However, any conference about climate change disclosure will often attract
both, together with engineers, scientists, metrologists, meteorologists, sustainability
practitioners, activists, investors, pension fund managers, supply chain managers,

3 Commentary by Bill Baue, Editor in Chief, Murninghan Post, 17 August 2010: Cutting in line —GRI and
integrated reporting.
' The Origins of Wealth. Eric Beinhocker, 2006.
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assurance professionals and even tax advisers. This is understandable given that climate
change threatens to impact on every aspect of our life.

CDSB seeks to advance its work by drawing on the experience of all of these
disciplines as well as on the work of its Board members, on regulatory developments and
on the work of the International Accounting Standards Board. Through this collaboration,
the requirements of the CCRF aim to be as consistent as possible with the common
features of voluntary and mandatory reporting, with the established financial reporting
model and with other areas of sustainability reporting, such as water and waste as well as
advancing disclosure to recognise the uncertain, dynamic background against which
information is prepared.

Inevitably, this involves negotiation to align the sometimes divergent perspectives of
the collaborators. For example, the proper and necessary efforts of scientists and engineers
to agree the most accurate emission factor for converting a measure of a given fuel source
into carbon dioxide equivalent metric tons is vital for some purposes. However, itis a
lengthy process that can delay or discourage the preparation of GHG emission results
where factors are absent or uncertain. Depending on the fuel source and the degree to
which its cost exposes a corporation to financial risk, it might not be necessary in all cases
for a reporting entity or an investor to use or understand that emission factor. In some
cases, we would argue that a proxy value would ease reporting burdens for corporations
without diluting meaning for investors. Similarly, in the characterization of carbon trading
permits, what activists might regard as a liability or an impaired asset, others will treat as a
valuable asset. How is an investor to understand the cost/revenue implications of carbon
trading permits against the background of such polarized views and what is their
characterization of the permits? In short, there are important discussions to be had about
the roles that each essential stakeholder in the development of climate change disclosure
rules must play and how their roles and requirements intersect. CDSB, the International
Integrated Reporting Committee and the Finance Innovation Laboratory established by the
ICAEW and WWEF provide a vital forum for these discussions to take place.

The ends

Thus far this article has examined the reason for and means of CDSB’s standard
setting activities. However, it is the ends that will justify the means. The standard we aspire
to set is designed to support public policies to mitigate climate change, which in turn
depend on harnessing private sector investment in energy efficiency and low carbon
technology and investment in minimizing or adapting to risks from climate change.
However, research and analysis suggests that capital is not currently being deployed to
technologies and measures that will reduce GHG emissions. For example, the World Bank
Group’s finance for fossil fuels was $4.7 billion in the first ten months of 2010 represents an
increase in investment in fossil fuels compared to renewable or energy efficiency. The Bank
anticipates that “fossil fuels will remain an important part of the energy mix in both
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developed and developing countries for some time.”'® CDSB’s work is designed to propel
the so called “virtuous circle” whereby investors would reward stock prices of companies
that integrate sustainability to their business and companies would respond by further
improving their sustainability performance. Whether we are successful remains to be seen.

Conclusion

The privilege of writing an article for this illustrious publication has been cathartic. It
leaves the sense that any contribution to what Thomas Friedman calls “the biggest
industrial project mankind has undertaken since the Tower of Babel” is too small. However,
Friedman also sees a role for we “revolutionary bureaucrats” that “help to decipher our
crises” and have the potential to bring change with “the flick of a pen.”'® It will surely take
more than a mere flick of the pen but the first tentative marks have been made on the map
that sets the direction for our journey.

Lois Guthrie spent twenty years as a taxation practitioner before joining the Carbon
Disclosure Project in 2004. At CDP, Lois has led the work of the Climate Disclosure
Standards Board. The views expressed in this article are those of the author and do not
necessarily represent the views of the Climate Disclosure Standards Board or its members.

1 Kseniya Lvovsky, Climate Change Team Manager, World Bank,
http://discuss.worldbank.org/content/interview/detail/10375/

'® Thomas L. Friedman, Hot, Flat, and Crowded: Why We Need a Green Revolution (New York: Farrar,
Straus, Giroux, 2008).
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Appendix 1 — Examples of policy activity affecting disclosure of climate risk and/or
greenhouse gas emissions

Australia — Under the Australian Corporations Act 2001, the financial report must disclose
environmental information to the extent that it affects financial performance, the directors
report must disclose significant environmental regulation that affects the company’s
performance and the ASX listing rules require disclosure of information that a reasonable
person would expect materially to affect the price or value of an entity’s securities.

Canada — National Instrument 51-102 Continuous Disclosure Obligations requires
disclosures in management’s discussion and analysis that accompany financial statements
about important trends, risks commitments and uncertainties that would be material to
investor decision-making. Companies listed on the Toronto Stock Exchange are required to
disclose the financial and operational effects of environmental protection requirements in
the current and future years, steps taken to implement environmental policies fundamental
to operations and details of any risk factors and regulatory constraints likely to affect
investor decision-making.

Denmark — From 2009, over 1,000 of the largest companies in Denmark have a statutory
responsibility (according to the Act amending the Danish Financial Statements Act) to
account for their corporate social responsibility activities in their annual reports.
(http://www.csrgov.dk/sw51190.asp)

European Union at EU level — the Modernisation of Accounting Directive (EUAMD)
2003/51/EC requires certain companies to include a balanced and comprehensive analysis
of the development and performance of their business in the Director’s Report including
both financial and, where appropriate, non-financial key performance indicators relevant to
the business and information on environmental matters. As at 2008, twenty-one member
states had implemented EUAMD requirements on environmental reporting into national law
and/or guidance.

France — The Nouvelles Regulations Economiques law passed in 2001, through article 116
makes reporting on social and environmental impacts mandatory for listed companies. (A
guide to CSR Europe — Country Insights by CSR Europe’s National Partner Organisations —
October 2009)

Japan - the Financial Instruments and Exchange Act potentially requires listed companies
and the equivalent o issue annual filings including sections on business risk and analysis of
financial condition and performance.

Singapore — The Singapore Stock Exchange has issued a policy statement on
sustainability reporting and is consulting on proposals for mandatory sustainability
disclosure.

Spain — Although there is no provision for mandatory CSR disclosure, a State Council is
working to develop common standards and characteristics of CSR reports (Report of
European Workshop on disclosure of environmental, social and governance information on
18 September 2009).

USA — Securities and Exchange Commission Regulation S-K ltems 101 (Description of
Business), 103 (Legal Proceedings) and 303 (MD&A) require disclosures in the material
effect of compliance with environmental laws as well as information necessary for an
understanding of a company’s financial condition, changes in financial condition and results
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of operations including any known trends, demands, commitments, events or uncertainties
materially affecting liquidity, capital resources or results of operations.

Examples of existing or impending legislation that directly or indirectly affects the
way in which GHG emissions are monitored and measured

The USA Mandatory Reporting of Greenhouse Gases Rule

Administered by the US Environment Protection Agency, made under the Clean Air
Act section 307(d) and amending the Code of Federal Regulations (esp 40 CFR Part
98).

The Australian National Greenhouse and Energy Reporting System

Administered by the Australian Climate Change Regulatory Authority, made under
the National Greenhouse and Energy Reporting Act 2007 & associated reporting and
determination regulations.

The Japanese Mandatory Greenhouse Gas Accounting and Reporting System
Administered by the Japanese Ministry of the Environment, based on Article 21 of
Act No 117 of 1998 — Act on Promotion of Global Warming Countermeasures.

UK DEFRA Guidance on how to measure your greenhouse gas emissions.

The guidance was issued in September 2009 under requirements in the Climate
Change Act 2008. In December 2010, the Secretary of State must conduct a review
to evaluate the contribution that reporting on GHG emissions is making to the
achievement of the UK Government’s climate change objectives. The results of the
review will inform the UK Government’s decision-making on whether and when to
introduce mandatory reporting of GHG emissions.

The UK Carbon Reduction Commitment Energy Efficiency Scheme.

Introduced in April 2010, the scheme requires participants to buy allowances based
on their expected energy use. GHG emissions associated with energy use must be
reported to the scheme administrator in July each year at which point participants
determine whether to cancel or hold allocates equal to their emissions in that year.
The European Emissions Trading Scheme In 2007

The European Commission established guidelines for monitoring and reporting GHG
emissions pursuant to the EU Emissions Trading Scheme.
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Part X: Lessons from Experience

CDP’s Lessons from Ten Years of Climate Disclosure
Nigel Topping, Chief Innovation Officer
Carbon Disclosure Project

How to use the authority of 534 investors and $64 trillion, the experience of 3,000
companies, and the power of mass collaboration to accelerate progress on
integrated reporting.

Introduction

The global system of capitalism, provided with appropriate information on hidden
risks, is capable of a rapid transformation which will generate the solutions to such
challenges as climate change, water stress, deforestation, systemic hunger and poverty. |
am talking about the global system in the same sense that Anatole Kaletsky does in his
recent book Capitalism 4.0, that is as the whole system of businesses, regulators and
democratic civil society, seen as a complex adaptive system which evolves over time. If my
assertion is true, the key to transformational change becomes the definition of appropriate
non-financial reporting standards and their effective enforcement. How will such
information lead to transformational change? In three ways. Firstly it will help managers
and shareholders understand true costs of items currently not internalised in their economic
models—if you don’t know the risk of flooding in a potential location for a new plant, you will
make a bad decision. Secondly, it will help regulators understand these same issues and
lead them to regulate in one way or another to internalise these costs into the economic
system—when regulators realise the scale of the burden on taxpayers, they are more likely
to introduce laws which place the burden on business to eliminate problems at source. And
thirdly consumers, both BtoB and BtoC will start factoring such data into their procurement
decisions. Money talks and, whether it is the trillions of dollars of global investment capital
or the billions of consumer purchasing decisions each year, the transformative power is
hard to deny.

CDP was delighted to be involved in the HBS Workshop on Integrated Reporting in
October 2010. Given the scale of the systemic problems faced by humanity today and the
fact that they are still getting worse, the rapid creation of a standardised framework for non-
financial disclosure is to be welcomed. It is a daunting but crucial challenge. At CDP we
have 10 years of experience of this kind of work in the domain of climate change. We offer
our experience of both successes and setbacks to the broad community of experts from all
sectors who have come together to take up the challenge.

In this article | explain briefly the work of the Carbon Disclosure Project and its sister
organization, the Climate Disclosure Standards Board, before outlining some of the lessons
learned and traps to avoid in the creation of standards and systems for non-financial
disclosure. | end with some thoughts on how to accelerate the creation and adoption at
scale of standards for integrated reporting of non-financial data.
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The Carbon Disclosure Project

The Carbon Disclosure Project (CDP) is an independent not-for-profit organization,
holding the largest database of primary corporate climate change information in the world.
CDP was launched in 2000 and operates the only global climate change reporting system.
In 2010, CDP worked on behalf of 534 institutional investors with $64 trillion of assets under
management. Over 3,000 organizations in some 60 countries around the world measured
and disclosed their greenhouse gas emissions and climate change strategies through CDP.
Also in 2010, in response to investor and corporate interest, CDP launched the CDP Water
Disclosure program. CDP anticipates that this initiative will follow the lead of the core work
on climate change and help to accelerate the creation and adoption of meaningful
standards on water disclosure.

Data collected by CDP is used by institutional investors such as Goldman Sachs,
Morgan Stanley, Deutsche Bank and Schroders, asset owners such as CalPERS and
CalSTRS and by many of the leading data and index providers, such as Bloomberg, FTSE,
Markit, Trucost and EIRIS. For more information see www.cdproject.net.

The Climate Disclosure Standards Board

The Climate Disclosure Standards Board (CDSB) is an international organization
committed to the integration of climate change-related information into mainstream
corporate reporting. It was launched by WEF at Davos in 2007. CDP acts as the
secretariat, coordinating the work of the Technical Working Group which includes expert
representatives from the major accounting firms, national and international accounting
bodies. In support of its objectives, CDSB has developed a Climate Change Reporting
Framework (published October 2010) by drawing on the work of its Board members, on
international developments in climate change regulation and on the work of the
International Accounting Standards Board.

By drawing on these sources, as well as on ten years of good practice in climate
change-related disclosure to CDP by thousands of companies worldwide, CDSB’s
Framework prescribes reporting requirements that are as consistent as possible with the
most common features of voluntary and mandatory climate change disclosure and with the
established financial reporting model. For more information see http://www.cdsb-

global.org.

Lessons learned
Lesson 1 - It’s not just about numbers

What gets measured gets managed. We all know this is true—in the case of climate
change, what gets measured is GHG emissions. The first time a company measures its

emissions it always learns. Sometimes it is surprised to find that an unexpected part of its
business is a major source of emissions—such as refrigerators at Walmart or asthma

295


http://www.cdproject.net/
http://www.cdsb-global.org/
http://www.cdsb-global.org/

inhaler gas propellants at GSK. In many sectors companies have only realized the extent
of climate change risks and opportunities up and down the value chain after completing a
study of emissions. This is important information to ensure best ROI for emissions
reduction activities.

However, qualitative data plays an important part in non-financial disclosure for two
main reasons. Firstly it is what investors want—at CDP we collect data on risks and
opportunities, governance and strategy as well as emissions numbers. Investors have
consistently told us how they value this information to get a richer picture of company
activities, as a proxy for understanding quality of management and to check the
sophistication of disclosure. For example if a company discloses a certain risk associated
with climate change but then fails to address this risk in its strategy alarm bells should ring.
The second reason is that qualitative questions must be addressed by senior managers—
they cannot be delegated to the young green engineer. This leads to rich learning
conversation around the boardroom table as executives get to grips with the range of
issues climate change represents to their business. They soon learn that there are not only
cost implications because of fiscal regulations regarding emissions but a whole host of
product regulations, physical issues in the supply chain and reputational banana skins to
avoid. Once leaders understand the risk landscape, they are well placed to figure out how
to turn competitors’ risks into their own opportunities, a growing trend we see as disclosures
mature over the years.

Lesson 2 - It's complicated so — Focus!

At CDP we have benefited tremendously from sticking to one topic only—climate
change. This helps drive quality and scale, ensuring the whole team are working towards
one goal. We have recently extended our work into Water Disclosure but only after a long
internal process to ensure we were not diluting our mission or embarking on something that
others were better placed to undertake. Of course the victim of focus is breadth—any
initiatives to create broader ESG reporting standards will need to carefully consider how to
manage these two dimensions. The IIRC’s plans to create an overarching framework in a
very short time are welcome—key to their success will be to limit the level of detail and to
specify how more focused standards will slot into the broad architecture

Lesson 3 - It’s complicated — Maintain low barriers to learning

In order to transform whole economies, high standards of non-financial disclosure
will soon have to be mandatory. This should not be taken to imply that rapid introduction of
sophisticated transparency regimes is to be welcomed however. This is complicated stuff—
even large multi-national corporations take time to learn and to embed new practices
across hundreds of sites with different languages and cultures. At CDP we have found that
a low barrier to entry is extremely helpful in getting people to take the first step on their
journey. We often hear first time disclosers saying “now that | know investors are taking
this seriously | will put in place resources and systems to be able to disclose much more
thoroughly next year.” People generally want to make a good job of disclosure. If the bar is
set too high to start they are often reluctant to begin.
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Lesson 4 - Keep score — The C-suite is competitive

Bill Clinton once described the power of CDP’s work by saying “you’ve got to keep
score.” At one level this score-keeping is accomplished by the reporting of quantitative
indicators but given the above remarks on the importance of qualitative data, in practice we
have found two more powerful ways to keep score. Firstly CDP has developed Carbon
Disclosure and Carbon Performance scores with our global advisor PwC helping ensure an
accountant’s rigorous eye was on the process. We publish both scores annually and find
that C-level execs are particularly keen to know where they stand. Bragging rights are
reserved for those top-performing companies who are listed in our Carbon Disclosure
Leadership Index and Carbon Performance Leadership Index each year. Individual execs
sometimes have part of their annual bonus linked to an improvement in these scores. A
more powerful way of keeping score is to incorporate this data into investable indices—in
the last year CDP’s partners Markit and FTSE have launched new climate change indices
based on the data disclosed to investors via CDP. In both cases high performers are over-
weighted against their sector peers. This is a good way of catching CFO attention—a direct
link between non-financial disclosure and share price!

Lesson 5 - It's complicated so - Collaborate

Non-financial disclosure is very complicated. It requires deep understanding of
various investment processes, the reality of how corporations work in the world, complex
scientific and technical areas of knowledge, the standards and regulations setting
processes and the ecosystem of technology and knowledge service providers in the data
value chain. At CDP we took a decision a long time ago to concentrate on just one piece of
this puzzle and to collaborate with experts in all other areas. Running the global climate
change disclosure machine in 25 countries and partnering in all the other areas listed keeps
our staff very busy. This is a corollary of focus of course but there are two other reasons for
adopting a collaborative style. Firstly, as a mission driven not-for-profit, we don’t need to
maximize revenue. This allows us to focus on impact. It is harder for a private sector
organization to remember that revenue is a result of pursuing the mission; it is not the
mission itself. Secondly, extending the mission can lead to competition with organizations
that can do more to help your mission as partners. We decided that if we extended our
services into training for example, that we would be competing with organizations who a)
have more expertise than us and b) are our natural partners in the value chain from data to
decision.

Lesson 6 - Tell people where you are going

The field of non-financial disclosure is rapidly changing. As a leading organization in
the area of climate change disclosure, regulators, investors and corporations naturally look
to us for expert guidance on future developments. Historically we have often been so
involved in running a growing disclosure machine that we have spent little time
communicating future direction. Recently we have realized just how much demand there is
for a “roadmap” and how powerful such a tool could be for accelerating change. This will
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allow early adopters to plan innovation with less risk and encourage the service sector to
develop new offerings earlier. In Q1 2011 we will publish our first such roadmap. See
below for more ideas on how we are approaching this.

Lesson 7 - Use the accountants

For years CDP has developed a framework for climate disclosure by defining the
data architecture of our annual information request. We have done this by consulting
annually with the many investors and corporations who use our platform. As we move
towards regulatory disclosure, this consultative process needs tightening up to reflect the
language, standards and rigor of the accountancy profession. This is where the Climate
Disclosure Standards Board comes in. Their recently published Climate Change Reporting
Framework builds on the work of the GHG Protocol in emissions reporting and international
financial reporting standards for risk, governance and strategy disclosure to create a
rigorous disclosure framework which companies can follow. Only the accountancy
profession has the expertise to create such frameworks. Only through the application of
such rigor will the worlds’ investors, stock exchanges and governments be able to have
faith that the capital markets are being adequately served with their non-financial
information needs.

Lesson 8 - Ensure sustainable resourcing

The first priority of organizational sustainability has to be an economic one—without
sufficient resources no mission can be adequately pursued whether it is profit, regulation or
public good. Hence companies have pricing policies, governments have tax regimes and
NGOs survive somehow! As much of the work of standards creation is performed by not-
for-profit organizations this issue needs to be addressed early on in the building of new
organizations. At CDP we started with a purely philanthropic funding base but have
gradually diversified to include fee-for-service, sponsorship, membership and licensing
streams of revenue. This doesn’t change our charitable status but it has allowed us to
extend our impact faster than if we had maintained a philanthropic-only model. Most of the
organizations involved in setting global non-financial reporting standards are small and
under-resourced. If the provision of adequate resources to carry out this complex work is
not addressed, lead-times from concept to impact will be significantly extended.

Traps to avoid
Trap 1 — Too many masters

Trying to be all things to all men can be exhausting and is very difficult to manage.
Disclosure requirements for investors may well be very different from those for customers,
employees or local community. | believe that a clear focus on the audience of a particular
disclosure statement will be helpful in many ways. It will reduce the number of parties who
need to be involved in consultation, reduce the time to create a standard, reduce the
complexity of any such standard and make any such disclosure much easier to interpret.
For integrated non-financial reporting to investors this is already taken care of by definition
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but work to create broader standards for multi stakeholder reporting should be wary of this
trap.

Trap 2 - Clumsy governance

The failure of the UNFCCC to produce substantive regulatory results at Copenhagen
can be seen as one due to excessive governance. Too many bodies with too broad a remit
and vague consensus decision-making mechanisms is an unlikely recipe for success. As
an issue becomes more political such structural deficiencies are exacerbated so that a
policy debate on climate change somehow morphs into one on biodiversity, water, scientific
due process, global trade and much more. As one esteemed attendee commented to me in
Copenhagen, “we’ve over-cooked it.” Non-financial disclosure standards need to be
created in a compressed timescale, adopted broadly and then iterated rapidly in the light of
experience. If we are to avoid a 30 year project to create integrated standards, | believe
that a simple governance structure along the following lines will be most effective;

- Relatively small governance boards with fair representation of the main stakeholder
groups.

- Much broader “Ambassadorial Boards” of the great and the good, influencers with
access to institutional power who can advocate for engagement and adoption of new
standards as they emerge.

- Focused expert Technical Working Groups staffed by lean secretariats and leading
practitioners from around the world who can actually create the standards.

- Broad advisory/consultative groups, open to all interested stakeholders from those
sectors directly implicated by the standards.

Trap 3 — Institutional fragmentation

Everyone gets confused when multiple approaches to the same problem vie for
attention. This potentially dilutes focus, credibility and impact of all initiatives. For this
reason CDP has always referred disclosing companies to the GHG Protocol as the de facto
starting point for corporate emissions reporting. Also CDP has always worked closely with
the GRI to explain to stakeholders how the two organizations’ information requests
complement each other. When CDP started its water disclosure work, it referred disclosing
companies to the GRI metrics as well as broader water disclosure issues. Early research
had led us to believe that other metrics might better serve the investor community but a
desire to avoid confusing fragmentation let us to decide to use the well know and supported
GRI metrics at least in the early phases of the project before CDP, GRI and others are able
to collaborate on next generation metrics.

Trap 4 — In-fighting amongst the experts

As far as possible stakeholders in the standards setting world should collaborate
early to agree on roles. Such organizations often compete for the same small funding pot
which can lead to competition for resources which distracts from mission and portrays a
poor image. To avoid such a trap when CDP was considering starting up a water
disclosure initiative, we convened a joint meeting with UNEP, GRI and the UN CEO Water
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Mandate, inviting the major bodies and the leading thinkers involved in related work to a
workshop so that we could map out the landscape and ensure as far as possible that our
various initiatives were complementary. This helped build trust and avoid conflict.

Trap 5 - Quality v speed 1 — The Betamax trap

There are two possible traps to fall into when trying to establish new disclosure
standards in a hurry. The first is a risk of moving too fast—that a superficial standard which
does not truly meet the needs of investors might be adopted in a hurry with no mechanism
to upgrade as better standards are developed. This could lead to weak regulation and a
false sense of accomplishment. For example, we believe that CDSB’s Climate Change
Reporting Framework is an appropriate framework to meet investors’ needs regarding
climate change. If a government or stock exchange were to mandate emissions reporting
alone and on that basis it were to communicate “mission accomplished” on climate change
disclosure, the business and regulatory community might relax but the investors’ needs
would not be best served.

Trap 6 - Quality v speed 2 — Take the evolutionary route to perfection

The second such risk is of moving too slowly—for example, by waiting to produce
the perfect global, holistic, integrated reporting standard before starting to implement. All
such standards are likely to be modular and will necessarily evolve over time. For this
reason a phased and iterative approach along the following lines should be adopted.

- Define top level framework

- Clarify mechanism for module creation and adoption

- Publish timetable and responsibilities for module creation

- Implement modules when ready (CCRF now for instance)

- Iterate modules based on stakeholder experience at regular intervals

Routes to scale

The above thoughts are based on CDP’s learning to date, in ten years engaging with
investors, corporations, governments and standard setters on the issue of corporate
disclosure of climate change data to investors. As we look to the future, the major
challenges facing CDP and the broader integrated reporting community are how to scale up
massively and how to achieve the necessary levels of rigor in disclosed data. | believe the
two key capabilities which all those involved need to develop are the ability to collaborate
on a massive scale and the ability to draw maps showing the way into the future. Below are
some early thoughts on how CDP is thinking about these two issues which are easily
extensible to many other organizations/initiatives to do with integrated reporting.

Mass collaboration
CDP has always been a collaborative organization but as we progress on our

mission, the complexity of our collaborative landscape is growing. Figure 1 represents a
simplified view of how we now see this landscape which has developed over time. At its
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simplest, CDP provides an intermediary service between listed corporations and
institutional investors, indicated by the broad arrow. Our mission points to these two key
stakeholder groups and our early operating model simply provided this service. In order to
carry this out we had to learn how to collaborate on a large scale to cope with the
geographical reach of our first global disclosure request (we started with the global 500
largest listed companies in 2002) and to attain the scale of participation needed. Thus in
our first phase of collaboration we learned how to engage with investors to help them
understand the ways in which climate change affected them so that they would lend their
name and authority to the information request. We collaborated with corporations to the
extent needed to help them understand the reasons why investors were asking for this
information and we collaborated with partner NGOs around the world with something like a
franchise model which allowed us to grow quickly to the point where today we have
operations in 25 countries.

As well as these two stakeholder groups, CDP now sees and works with four other
broad categories shown in Figure 1.

Figure 1 — The CDP partner ecosystem
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1. Standards collaborators

These are the organizations we work with to adopt, link, evolve or co-create
disclosure standards. Since CDP’s inception we have pointed corporations to the GHG
Protocol, itself the result of a collaboration between WRI and WBCSD. Recently we have
contributed to the GHG Protocol team’s work on corporate supply chain and product
emissions reporting standards as a member of the steering group and contributor to
technical working groups. We work with the GRI to help corporations understand how our
two disclosure protocols support each other. Mass collaboration is most apparent in the
standards work of the CDSB —the institutions who are involved in one way or another in this
work include; WEF, IETA, The Climate Registry, Ceres, UNCTAD, OECD, IFAC, IASB,
WRI, WBCSD, The Climate Group, AICPA, CICA, JICPA, DEFRA, ICAEW and many more!
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2. Investor Service Providers

As investors have become more interested in climate change data disclosed via
CDP, so we have developed closer working relationships with professional services
providers. We work with many of the firms providing data services such as Bloomberg,
Trucost and RiskMetrics. Recently we have seen an increase in the levels of interest in
using standardized disclosure data in investable indices which has led to partnerships with
Markit and FTSE for example. Finally, as stock exchanges around the world start to take
an interest in sustainability disclosure, we expect to partner with the leading exchanges by
providing data for their own indices either directly or via one of our data partners.

3. Corporate service providers

As investors make more use of disclosure data the importance of getting disclosure
right increases. CDP has three partnership programs in place in this area. Firstly we
started partnering with the software vendors who are providing carbon accounting solutions
to large corporations. In the next twelve months we will be working with our major software
partners SAP, IHS, PE International, CA and Credit360 to develop the API which will allow
automated upload of disclosure data from these vendor applications. Over time we expect
all disclosure to happen like this. Next year we will start to work with the broader
community of technology experts to create the XBRL taxonomy for climate disclosure which
will allow the machine-to-machine communication essential for the early creation of a
network effect within this ecosystem. Our next partnership program in this area is with the
verification and assurance service providers as we work to increase the level of third party
assurance. And finally we have just started a program partnering with the consultants who
help companies disclose as part of their climate change services. With these three
programs we expect to grow the scale of disclosure, improve the quality of data and to help
accelerate the development of the service sector.

4. Regulators and “enforcers”

This group is becoming more and more important for CDP as we continue to push
the necessary development from voluntary to mandatory disclosure. Historically we have
often provided input to governments considering regulation. This will continue but
additional players are becoming active tin this area. For example, the UNPRI has become
an important partner for CDP—through their clearing house mechanism, more active
investors can engage with specific companies to challenge them to disclose if they haven’t
or to set targets if they are missing. Another interesting group of enforcers is the world’s
stock exchanges. Depending on jurisdiction they have varying powers to determine listing
criteria and we expect this to be an important area for partnering. As well as existing
sustainability reporting requirements in Johannesburg, the recent consultation from the
Singapore Stock Exchange on sustainability reporting is a good indicator of things to come.
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5. Core partners

Finally, CDP relies on a small group of core global partners for expertise and
technology support. These include PwC, Bank of America, SAP, Microsoft and Accenture
who all provide significant input in various ways according to their expertise. As well as
these global partners, we have further partners at a country or program level. These
partners work closely with CDP to develop the expertise, technology and capabilities to
enable us to deliver a global disclosure program at scale. Without their support none of our
work would be possible. For example, a recent collaboration with SAP now allows CDP
stakeholders to do sophisticated benchmarking by creating bespoke reports based on the
entire set of CDP data.

As you can see from this quick overview, | am not joking when | talk about mass
collaboration! One caveat though—collaboration requires resources. We are learning to
temper our enthusiasm for partnerships with a more strategic approach to planning—in
particular ensuring that all partnerships align with core mission, do not violate any of our
operating principles and, most importantly, that we are able to make the necessary
investment to ensure success.

Maps to the future

As mentioned above, the idea of such maps is to help all stakeholders understand
the direction of travel, thus allowing them to prepare appropriately. This is relatively new
development at CDP and one which we are finding really helpful in communicating both
internally and with partners. Partners are able to give us feedback from their perspective so
that over time these roadmaps will be co-developed by CDP’s broader ecosystem of
stakeholders and partners.

Figure 2 shows a simple example of such a map to help plot the journey to the
highest quality of disclosure program—one that is mandated by regulation and that requires
companies to disclose according to a rigorous accounting standard and to have disclosures
assured by a third party.
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Figure 2 — Example of roadmap to the future (definitions in Appendix A)

Level of rigor

Lo Hi
Lo Simple Structured | Rigorous
framework | framework | framework

None

Voluntary A 2010
Level of | disclosure

enforce-

Encouraged B 2011 a 2012 b 2014
ment

disclosure

Disclosure C 2012 D 2013 E 2014
datain
index

Disclosure F 2015
Hi required € 2016

This matrix could be used by an individual company to plan their improvements or by a
stock exchange regulator to communicate the timetable for the introduction of mandatory
disclosure.

The first example (a-c) shows an ambitious stock exchange seeking to position itself
as the leading “Climate Resilient Exchange” by introducing a listing requirement to disclose
according to CCRF and have this disclosure assured by 2016 with two intermediary steps,
starting with an encouragement to disclose according to CCRF in 2012. This trajectory
makes it clear to listed companies what they will be expected to do by 2016 and gives them
plenty of time to prepare. The stock exchange would likely use 2011 to run extensive
awareness training for listed companies and the service sector would plan R+D and
marketing activities with a good understanding of expected market for their services in 2016
and likelihood of early adoption of some beforehand. A-F shows an individual company
planning to meet the exchange requirement a year early—it shows more detailed
intermediary steps allowing the company to measure progress and to phase learning and
investment in software, internal and external capabilities.

Conclusions

In ten years CDP has learned a lot about how to run a global non-financial disclosure
program. This has been a combination of accident, good advice, clear strategy, good luck
and quickly adjusting after mistakes. At every stage partners have been key. Although to
those who work at CDP, climate change disclosure can sometimes become the whole
world, we have worked hard to constantly listen to the experiences of partners to ensure
our work retains its relevance.

| haven'’t really addressed the issue of integration in the above—I fear this is too
complicated to address up front and expect it to happen as a result of getting “modules” of

304



non-financial disclosure right and the use of XBRL tagging to allow creative mash-ups of
data to serve the needs of different stakeholder groups.

| am excited by the formation of the IIRC, by the broader moves towards integrated
reporting and by the level of interest and expertise brought into one room at the HBS One
Report workshop in October 2010. There is a palpable sense of the imminent transition to
a more intelligently designed basis of corporate reporting.

The timetable set out by the IIRC is aggressive—this is a good thing provided
governance arrangements are agile and the top-level framework focuses on structure and
principle, rather than getting lost in detail. Climate change disclosure has come further than
any other area of ESG—Ilet’s work together to build on that to make sure we all benefit from
the lessons learned and avoid the traps we have seen along the way.

Nigel Topping spent nearly 20 years in industry, initially as a lean manufacturing and
process redesign consultant before running plants and businesses. Before moving to CDP
he was a member of the MBO team at a global component manufacturer where he held
positions of VP Operations and CPO. At CDP Nigel has been the driving force behind the
creation of new disclosure programs in the areas of Supply Chain, Public Procurement,
Water and Cities. Nigel leads CDPs major technology partnerships and is always looking
for new ways to make a big difference.
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Appendix A- Definition of terms used in Figure 2

Note this is a generic table but for climate change disclosure, terms in table could take on

the following meaning
Level of rigor

None

Simple framework
Structured framework

Rigorous framework
CDP)

Assurance
Level of enforcement

None

Voluntary Disclosure

Encouraged Disclosure

Disclosure data in index

Required disclosure

No disclosure
Disclose scope 1 and 2 emissions and material risks
Disclose via CDP’s annual information request

Disclose according to CDSB’s CCRF (note this can be done via

Have your CCRF disclosure assured

No stakeholder expectation (eg small private sector company
not expected to disclose by investors, regulators or customers

Voluntary program exists but not encouraged (eg small listed
company not yet requested via CDP

Stakeholders encourage disclosure (eg 534 investors via CDP)

Disclosure data is built into an index which affects reputation
and/or directly influences share price

Disclosure has become a compliance issue
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Part XI: Final Reflections

Integrated Reporting and the MBA Education
Daniela Saltzman
Harvard Business School MBA Class of 2011

Education in business leadership is constantly evolving. Theories are developed,
taught, implemented, and refined, linking business school classrooms to the realities of a
changing world. Integrated reporting—the combined measurement of an organization’s
performance through both financial and environmental, social, and governance (ESG)
metrics—is a critical element of sustainable capitalism. Business schools, take note.

Sustainable capitalism, a term that entered my lexicon while | was a Summer Associate
at Generation Investment Management this year, “challenges us to generate financial return in
a long-term and responsible manner”' by integrating ESG factors “into strategy, the
measurement of outputs, and the assessment of both risks and opportunities.”> From the
recent financial crisis to ongoing environmental disasters, it is clear that businesses need to
change the way they view their long-term positioning and impact. Specifically, reporting ESG
factors, in addition to traditional financial metrics, is an important component of this effort as it
provides deeper insight into the long-term viability of an organization.

As it currently stands in its nascent stages, integrated reporting is messy, ambiguous,
and challenging. Discerning which ESG factors are most relevant, accurately measuring these
metrics, and integrating them into traditional financial reporting practices requires significant
additional effort, coordination, and investment by management teams. |Initiating and
maintaining an integrated report might require drastic changes within organizations, forcing
managers and executives to cross previously siloed areas and adopt new performance
measurements. As demonstrated by early adopters, overcoming the challenges of producing
an integrated report demands resourcefulness and creativity by leaders as they depart from
common practices and push towards a new method of communicating company performance.

The skills needed to successfully advance these efforts must be cultivated in business
schools, where leadership skills are developed for many individuals. MBA programs need to
adopt a broader view on leadership by embedding the topic of sustainability into the
curriculum. Incorporating this topic into the classroom should be cross-disciplinary, replicating
the actual practice of integrated reporting. This could take shape in a variety of ways. An
accounting professor could teach reporting of ESG metrics in conjunction with traditional
financial analysis. In finance, students could study opportunities and threats arising from ESG
issues and quantify their potential impact on a company’s valuation. Courses on operations
could add sustainability issues to the study of efficient supply chain management. Political
economy classes could include modules on individuals’ collective responsibility as global

; Al Gore and David Blood, “Toward Sustainable Capitalism,” The Wall Street Journal, June 24 2010.
Ibid
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citizens and ways in which businesses should partner with governments to advance
sustainability.

Students will become more effective champions of sustainability if they understand its
application within each function. There are key technical skills necessary to produce an
integrated report, but of paramount importance is a redefinition of business leadership that
looks beyond short-term financial results. After all, real progress towards a sustainable future
will require innovation by bold and imaginative thinkers who accept that shareholder returns
are impacted not just by quarterly financial results, but by a broader understanding of a
company’s positioning and health.

The convergence of functional practice areas and sustainability remains on the horizon
for most business schools. Harvard Business School continues to make strides in this
direction. In administrative operations, Dean Nitin Nohria has stated his commitment to adopt
an integrated report for the school’s annual report. In the MBA curriculum, professors are
increasingly including cases and offering courses that link ESG issues with conventional
business analysis.

But we have only begun. Business schools can play a critical role in shaping our world
and can have a profound impact on creating a more sustainable future. As academic
institutions often have latitude for experimentation, | urge business schools to assimilate these
concepts in their operations and classrooms, thereby exemplifying the same innovation and
boldness they aspire to instill in the next generation of leaders.

Daniela Saltzman is currently a second-year MBA student at Harvard Business School. Prior
to business school, Daniela spent two years at Goldman Sachs in the Investment Banking
Legal Group in New York. Most recently, she was a summer associate at Generation
Investment Management in London, where she wrote the business plan to launch the
Generation Foundation. Ms. Saltzman received her B.A. from Brown University in the study of
public and private sector organizations. As an undergraduate student, she helped develop and
teach a course on Social Entrepreneurship, leading to her senior honors thesis on corporate
social responsibility on Wall Street.
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Part XI: Final Reflections

A Proposed Research Agenda on Integrated Reporting
Beiting Cheng

The first annual integrated reporting workshop was officially entitled “Workshop on
Integrated Reporting: Frameworks and Action Plan.” The purpose was to bring together a
group of experts with diverse backgrounds, all of whom are devoted to promoting sustainability,
to share thoughts and generate ideas on spreading the practice of integrated reporting.

During the two-day workshop, participants identified potential obstacles to adoption and
support in companies, in the investors’ community, etc. As a doctoral student who seeks to
conduct academic research to answer practitioners’ questions, one of my takeaways is
people’s concern that a large amount of relevant data, still growing at an explosive pace, are
sitting somewhere with few people analyzing them or motivating a good theory to enhance our
understanding of how ESG (environmental, social and governance) information relates to the
financial performance and sustainability of corporations. Without a careful examination of these
problems, it is hard to guide companies to report the most relevant metrics and ill-grounded to
ask for more responsible investing behavior.

Pulling together the resources available today, | would like to outline some research
ideas that address the fundamental question: why ESG information, sustainability reporting
and integrated reporting matter. My outline focuses on laying out a stepwise research agenda
instead of doing comprehensive accounting or reporting literature review.

The first step is for us to understand the status quo of the use of ESG data. Potential
cooperation with data vendors, such as Bloomberg and Thomson Reuters, would allow
researchers to count and analyze online hits of each ESG-related data field by different
professions (buy-side or sell-side analysts, portfolio managers, etc.), from different countries
and for different asset classes over time. This descriptive study will give us the big picture of
whether and how the investor community uses ESG information.

And in dealing with the problem, we also need to broaden our definition of the “users” of
financial and nonfinancial information. Accounting literature has traditionally focused on
stockholders alone as the information users outside the firm and we make inference about how
investors use information from stock price changes in response to certain news or number
release. This is understandable in a time when we could not observe people’s decision making
process directly. Although this limitation remains a challenge today, advanced technology
could at least allow us to conduct a more direct study on user behavior.

It is easy now to track the entire history of each visit to a website. This allows the firms

to analyze what site visitors actually read and what they care about, by looking at how long the
users stay on a particular page, what words they search for, what comments they leave and
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when during browsing the site they leave the comments. It would be even more informative if
each visitor is asked to identify himself/herself as a regulator, scholar, investor, or analyst, etc.,
upon first visiting the website, which a few companies have already started doing. Then
researchers can be able to work out a unique browsing pattern and information set for each
group of information users.

It is true that investors in general acquire company information from data vendors and
newspapers, but corporate websites capture a more diverse group of stakeholders other than
professional investors, such as employees, consumers and NGOs. Several trends may also
bring about more online users. First, the emergence of integrated reporting motivates the firms
adopting this new framework to make their annual reports more interactive, so people will
prefer reading an interesting web report instead of downloading a non-responsive pdf file.
Integrated reporting plays a crucial role here in making the online reading of annual reports a
more valuable and informative experience than just looking at a set of key metrics from
databases or newspapers. Second, with the increasing popularity of cloud computing, | see in
the future that documents will be produced, processed and read at online platforms, leaving
every change, view and comment trackable, thus generating a huge amount of data that
contain valuable information to researchers.

From the analysis of such data, we can achieve at least two objectives. First, we will be
able to study directly what information matters to the users, and the findings can in turn
enlighten the companies about the best way to present such information. Second, if we are
able to identify website visitors or data vendor clients by their user group, we can produce a
unique browsing pattern and information set for each group, based on which a firm could
customize and have distinctive versions of the annual report ready for different stakeholders.

The second step of my research agenda is to establish the link between nonfinancial
information and financial information. Proponents for integrated reporting or sustainability
reporting believe that more sustainable firms generate higher returns to investors. And
academics need to go further to explore the underlying mechanisms that give the advantages
(or disadvantages) to firms that score high on sustainability. Are more sustainable firms less
financially constrained? Do they acquire capital at a lower cost and allocate capital more
efficiently? Does better disclosure on ESG information help them manage risk better and also
reduce the risk that investors perceive about them?

Answers to these questions not only tell companies why they should (or should not)
devote time to certain ESG metrics, but also provide guidance to investors on how to
incorporate ESG data in their portfolios. The difficulty lies in the heterogeneity of ESG
practices and metrics across countries, sectors and industries, so cross-sectional comparison
studies are required to study local, sectoral and issue-based differences, which can help
investors, in particular socially responsible investors, refine their investing strategies. These
socially responsible investors recognize that societal concerns are significant parts of
investment decisions, and their success will signify the real value of corporate responsibility
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and offers another powerful incentive for companies to adopt better management and
disclosure of ESG information.

So far, my proposed research centers around the value of ESG data, with no mention of
integrated reporting yet, but this patience is essential because for integrated reporting,
financial and nonfinancial information are two pillars, for which we have to develop a deep
understanding first before studying the additional value brought by combining the two. Once
we have that, the next step is to extract the “synergy” from “merging” the two sets of
information.

Public firms usually issue separate reports on their financial performance (annual
reports) and environmental, social, governance issues (Corporate Social Responsibility
reports), which a lot of times tell inconsistent stories. More than simply putting the financial
report and CSR report together, integrated reporting requires a variety of functions within a firm
to coordinate closely, so the adoption and practice of integrated reporting is likely to foster
change in corporate strategies and bring about improvement in reporting efficiency. It may also
lead to structural governance changes that enhance other decision making processes. In order
to identify and document such changes, field research is called for to make qualitative and
quantitative analysis within firms that are undergoing the transition to integrated reporting.

In addition to field studies, South Africa, the first country to mandate integrated reporting
for companies listed on its main stock exchange, provides a great setting for researchers to
conduct large-sample cross-sectional research on what various integrated reports look like,
then come up with a framework for what they should look like, and identify which companies
are more likely to produce better integrated reports as well as how investors respond to the
change.

For proponents of integrated reporting, there is a further piece to consider regarding
how effective different groups of stakeholders are in promoting the global adoption of
integrated reporting. Customers’ preference for products from more sustainable, more
environmentally friendly companies can motivate companies to adjust to the customers’ taste;
firms tied to each other by their supply chains are likely to influence each other’s reporting
framework as well; shareholders have become more and more active in bringing about
changes in the target companies; and countries like South Africa resort to regulation to
mandate integrated reporting. Each of these action strategies has its pros and cons from the
economic perspective and the implementation perspective, so careful studies of the influence
of each strategy and the interaction of multiple strategies are prerequisites for an effective
coordination among all stakeholders, which is key to take the world today to the next
equilibrium of corporate reporting.

Therefore, scholars and researchers also have their roles in this move towards a better,

healthier and more sustainable reporting landscape. | have laid out my brief thoughts on
potential research projects that address what integrated reporting could bring us and what we
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want to achieve with it. The HBS workshop was a great success in bringing key practitioners
together to brainstorm action plans, and | see it is also essential in the future to bring together
scholars interested in the topic to share resources and exchange feedback, especially because
this is a field that has attracted limited attention so far but is witnessing increasingly faster
growth and greater impact.

Beiting Cheng is a second-year doctoral student in the Accounting and Management Unit at
Harvard Business School. She graduated from Harvard College with an A.B. in philosophy in
2009. Her research interests are environmental and social performance of companies,
corporate governance and stakeholder influence.
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