QCA Overall Comments: 
We had high hopes when we saw the title of this consultation paper as we are strong believers in the importance of stewardship, however we were disappointed when we looked at the content.  This consultation focuses on quality control of corporate annual reports. Effective stewardship is a much wider topic.  If the FRC were to consult anyone with production experience they would be informed that the key to a quality product is the quality of the original production and that quality control processes are of secondary importance.  The same applies to ensuring high quality corporate reporting.

In our opinion the major element that is lacking from effective stewardship is effective engagement by shareholders.  It is this engagement that leads to trust and without trust there will be onging demands for increasing regulation.  If shareholders demonstrate that they care through engagement, then directors will be motivated to improve their stewardship and the reporting of stewardship.  If the majority of shareholders continue to be disengaged, then corporate reporting, and quality controls around corporate reporting (e.g. auditors and audit committee), will remain peripheral to the activities of most key executives responsible for the performance of the business.  At present, the majority of the content in corporate reports is a compliance exercise, not an exercise in communication. We believe that the FRC should be focussing on the fundamental (and difficult) problem of ensuring that corporate reporting is a communication exercise, rather than trying to tinker at the edges by looking at methods of marginally improving quality control.  We believe that this is the key to meeting the FRC’s principal aim set out on page 5 of “higher quality narrative reporting”.
We believe that this is in essence a behavioural issue and not a regulatory issue.  We would like to see the FRC come forward with some proposals that address these behavioural issues.  As we suggested in our response to the recent consultation on the updating of the Combined Code, the FRC needs to step back and consider the appropriate tools that shareholders require to encourage good stewardship, since the current suite of tools, based around standard AGM resolutions, is not well targeted.  The current tools hinder effective engagement and thus effective stewardship.
We are concerned that yet again the FRC has produced a report with input from an advisory group that did not include adequate smaller company representation [check membership of advisory group].  The FRC’s proposals will affect a vastly greater number of smaller companies than larger companies, and the FRC should ensure that it receives input from SQC’s at an early stage in future projects.  The FRC needs to take care that its proposals are proportionate and targeted.
[We are not impressed with the structure of the discussion paper.  We would prefer to see specific questions in future discussion papers.  We are assuming that it is only the “Key Recommendations” that the FRC is seeking comments on, and have confined our response below to the points in that chapter.]
KEY RECOMMENDATIONS

1. Directors should take full responsibility for ensuring that an Annual Report, viewed as a whole, provides a fair and balanced report on their stewardship of the business.

QCA Comment: [legal committee to confirm that this is just a restatement of existing duties, and any additional wording in the annual report would just add to boilerplate]  
We agree that companies should “communicate high quality and relevant narrative and financial information to the market”.  This is an existing requirement in the business review and financial statements.  The Annual report is also required to include certain other statutory, factual, information such as remuneration reports.  We do not think that voluntary inclusion of additional “marketing” type information over and above the legal content requirement should be banned.  Especially since the auditors are already required to read such information and comment if it is not consistent with their knowledge of the business.

The FRC has quoted an ASB study showing the percentage of reports reviewed falling short in meeting the reporting requirements of the Companies Act 2006.  If this is a representative sample, the question that this raises in our minds is “what are the shareholders doing about this?”  If there are such major shortcomings in reporting, why are the shareholders not complaining vociferously?  Is it that shareholders are content with the quality of reporting?  Or are they not content and their complaints are not being heard?  Or is it that they are not content and not complaining?  The solution that is required is one that encourages shareholders to complain about the quality of reporting in a constructive manner.  How can the FRC encourage better engagement?  This ASB review should not be used to justify extra regulation on companies.  Investors are the key to changing board behaviours and they need to be active in pointing out to boards areas where reporting can be improved.

In chapter 4 of the consultation document the FRC states that “investors need to have confidence in the integrity of the narrative and financial information that they receive in the annual report”.  We agree with this statement.  We think that this should primarily be achieved by investors having confidence in the integrity of the individuals that they have elected as directors.  While there is a role for auditors in keeping directors honest, confidence in reporting should flow from confidence in the directors, and shareholders need to reassess how they interact with boards to achieve that confidence in directors.
Business activities vary so considerably that a narrative reporting standard produced by the ASB can only be very high level and will not be able to act as a driver for improvements in quality.  It is questionable whether such a standard will be able to improve upon current best practice.  We believe that shareholders should be the driver for improved reporting as they will be able to tailor their requests to the particular circumstances of the business.
Any requirement that the “Annual Report, viewed as a whole, provides a fair and balanced report on [the] stewardship of the business” will lead to the Annual Report being stripped of any content not required by law and such content being provided in a separate report, probably bound in with the annual report, so such a requirement will not be practical or effective.
2. Directors should describe in more detail the steps that they take to ensure:

• the reliability of the information on which the management of a company, and therefore directors’ stewardship of the company, is based; and

• transparency about the activities of the business and any associated risks.

QCA Comment: [need to be careful that this does not just add to boilerplate/clutter.  Prefer that the annual report is transparent about the activities of the business and associated risks, and this boilerplate reporting is not required.]
The justification for recommendation 2 is based on large businesses where directors are divorced from the day to day activities and “it is not possible for senior management of larger companies to have a personal knowledge of all the activities of their business”.  This is not the situation in many SQC’s and the FRC’s proposals are not proportionate and need to be adapted to be suitable for SQCs.
3. The growing strength of Audit Committees in holding management and auditors to account should be reinforced by greater transparency through:

• fuller reports by Audit Committees explaining, in particular, how they discharged their responsibilities for the integrity of the Annual Report and other aspects of their remit (such as their oversight of the external audit process and appointment of external auditors); and

QCA Comment: [This is already best practice.  The QCA Audit Cttee Guide (p35/9) covers this]
• an expanded audit report that: 
• includes a separate new section on the completeness and reasonableness of the Audit Committee report; and 

QCA Comment:  The audit report is already too long and includes too much clutter.  If further assurance statements are to be included in the report, then process related statements must be excluded.  The FRC should consider the extent of any additional benefit that will be conveyed to users as a result of any proposed changes in the audit report.
• identifies any matters in the Annual Report that the auditors believe are incorrect or inconsistent with the information contained in the financial statements or obtained in the course of their audit.

QCA Comment: [is this not already a requirement?]
4. Companies should take advantage of technological developments to increase the accessibility of the Annual Report and its components.  Access to the information in Annual Reports would be improved if companies were to:

• provide access to Annual Reports and accounts through the web in a form that enables them to be searched quickly and easily;

• adopt common reporting languages such as XBRL if that would facilitate engagement ; and

• be relieved of the burden of producing Annual Reports and accounts in printed form which is a drain on the resources they have for developing better methods.
QCA Comment: We support increasing opportunities to make better use of technology, but a proper cost/benefit assessment should be made before requiring such changes.  

Most companies already provide access on their web site to accounts readable using adobe acrobat (“pdf” files) and these can be searched for key words.  Most accounts are therefore already available on the web in a form that enables them to be searched quickly and easily.

If the FRC wishes to recommend use of iXBRL it should clarify how it believes this would facilitate engagement.  The QCA’s view is that while iXBRL is useful as a high level filter there are significant dangers from using iXBRL for detailed searches: such as parts of individual disclosures which could easily be taken out of context and misinterpreted.  

As the FRC should be aware from the number of consultation documents that it produces, the burden in producing reports is in their drafting rather than in their printing.  The marginal cost arising from producing an annual report on the website, and not in print, is negligible for many small companies.  The bulk of costs arise from production of the report in a quality suitable for a “pdf” file.  The additional cost of printing and posting an annual report is minimal.  Requiring publication in anything other form in addition to a pdf or printed form will add to burdens on businesses and this will need to be justified on a cost/benefit basis.  The challenge that the annual report places on smaller companies is in creating a peak in the workload.  If the FRC wishes to reduce the burden of reporting, it needs to consider how this workload can be better spread.  If reporting is only via a website, then it would be possible for different parts to be updated on a different time schedule.  For example the corporate governance report could be updated at a different time of year.

5. There should be greater investor involvement in the process by which auditors are appointed.

QCA Comment:  While this is arguably desirable, we do not believe that this is practical if all shareholders are to be treated equally.  In particular we believe that any report on the process by which an audit committee selected an auditor will quickly degenerate into boilerplate.  We consider that auditor independence is best handled as an ethical matter for auditors subject to review by the audit committee and disclosure.
6. The FRC’s responsibilities should be developed to enable it to support and oversee the effective implementation of its proposals.

QCA Comment:  The FRC is attempting to address the symptoms and not the cause of the problem.  The FRC needs to consider how to change the behavioural dynamics so that these reporting issues are eliminated at source, rather than through the introduction of additional checks and balances in the system.  
We are sympathetic to an extension of the FRRP’s responsibilities to cover those parts of the annual report required by law (and covered by safe harbour provisions).  We do not want to extend the FRRP’s responsibilities to cover additional voluntary sections in the annual report.

We are concerned about the behavioural changes that might arise as unintended consequences of an extension of the AIU’s supervision to the auditor’s consideration of the narrative content of the annual report.  We are concerned that this could lead to auditors requesting companies to provide support for the narrative sections, leading to a de facto audit of such sections, requiring a full verification exercise on those sections, and turning those sections into uninformative generalisations, rather than quality communications.
7. The FRC should establish a market participants group to advise it on market developments and international initiatives in the area of corporate reporting and the role of assurance and on promoting best practice.

QCA Comment:  It is not clear how a market participants group would avoid overlap with existing FRC bodies such as the AIU, FRRP, ASB and the FRC’s own corporate governance committee.  The FRC should instead consider how it can better utilise the expertise available to it through those bodies.
If the FRC were to set up such a group or groups, it should ensure that there is adequate representation of SQCs on the group.
