EXPLANATORY MEMORANDUM TO

THE COMPANIES ACT 2006 (STRATEGIC REPORT AND DIRECT ORS’ REPORT)
REGULATIONS 2013

2013 No. 1970

This explanatory memorandum has been preparedebyepartment for Business,
Innovation, and Skills (BIS) and is laid beforalRenent by Command of Her Majesty.

Purpose of the instrument

2.1. These Regulations aim at simplifying andruesuring companies’ narrative (non-
financial) reports by amending the Companies A&&2(“the 2006 Act”) to create a
separate strategic report to replace the exiséiggirement for a business review. They
will also remove some reporting obligations frolhcampanies and require quoted
companies to make some additional disclosures REgeilations will also provide that

the strategic report rather than a summary firedrstatement can be sent to members who
do not wish to receive the full set of accountd eeports.

Matters of special interest to the Joint Committe on Statutory Instruments

3.1 None. The amendments to the Companies Act lbeee approved by
Parliamentary Counsel.

Legislative Context

4.1 These Regulations make amendments and addibahe Companies Act 2006
(c.46) (“the Act”), the Large and Medium-sized Canpes and Groups (Accounts and
Reports) Regulations 2008 (S.l. 2008/410) andedSimall Companies and Groups
(Accounts and Directors’ Report) Regulations 2083. (2008/409).

4.2  The Regulations amend Part 15 of the 2006 Ar¢peal section 417 (business
review) and remove it from the directors’ reportddo insert new provisions (sections
414A to 414D) requiring the preparation of a sgateeport containing substantially the
same material.

4.3  The Regulations amend Schedule 7 to the LamgeMedium-sized Companies
and Groups (Accounts and Reports) Regulations 8@8roduce reporting requirements
for UK quoted companies (as defined in section @Hhe 2006 Act) on their greenhouse
gas emissions as defined in the Climate Change@@3.

4.4  The Regulations amend both Schedule 7 to thgeland Medium-sized
Companies and Groups (Accounts and Reports) Reguta2008 (S.1. 2008/410) and



Schedule 5 to the Small Companies and Groups (Atsa@nd Directors’ Report)
Regulations 2008 (S.I. 2008/409) to remove somaaksre requirements that have
become superseded by later legislation or provadmeaningful disclosure.

4.5  The Regulations amend section 426 of Part 16eo2006 Act (option to provide
summary financial statement). Companies will ngkambe required to prepare a
summary financial statement to submit to members &lact not to receive copies of the
full accounts and reports, but instead in thossuanstances companies will be able to
send a copy of the strategic report. In that case, section 426A provides for certain
supplementary material to accompany the strategiort for the information of members.

Territorial Extent and Application
5.1 This instrument applies to all of the United Kingao

5.2  The Northern Ireland administration has agjteat, while company law remains
a transferred matter within the legislative compeéeof the Northern Ireland Assembly,
the Companies Act 2006 should apply to the wholthefUnited Kingdom

European Convention on Human Rights

The Minister for Employment Relations and Consu#igairs has made the following
statement regarding Human Rights:

In my view the provisions of the Companies Act 2Q86ategic Report and Directors’
Report) Regulations 2013 are compatible with thev@ation rights .

Policy background
* What is being done and why

7.1 One of the strengths of the UK corporate goaece system is the power
shareholders have to challenge their directorshataithem to account. The primary
source of information they have to do this is thewal report.

7.2 Over the years, greater emphasis has beerdpdacte narrative (non-financial)
section of the annual report, which aims to expaid put into context the financial
information. There have been a number of initiatitieat have added to the complexity
and length of annual reports.

7.3  There is growing concern that the narrativéiceof the report has become
unhelpfully cluttered. Those important messages bseshareholders to assess the
performance of their company are being lost inntlass of textual information. In
addition, existing provisions in the law often dmt match current best practice in
reporting or shareholders’ needs.



7.4 In the Coalition Agreement of 2010, the goveentrmade a pledge to improve the
quality of annual reporting and reinforced thighe Growth Review of 2011. The
proposed Regulations fulfil this commitment.

7.5  The suggested restructure and simplificatiothefreports aims at giving all
stakeholders, whether potential shareholders atiagishareholders, the information
they need in a clear and effective way so theybeaactive stewards of the companies
they own.

7.6 In addition to the restructuring of the reptrg instrument will add disclosures to
help shareholders’ assess the performance ofd¢beipanies. The first is the number of
men and women on their board, in senior managepusitions and in the company as a
whole. This will implement some of the recommenaladi by Lord Davies of Abersoch in
his review of board diversity in 2011.

7.7  The regulations also add a requirement toasechuman rights issues, a
significant move from an otherwise implicit assuimpt Companies would be expected to
report on any human rights issues, where necefsaayn understanding of the
development, performance, and position of the camyiabusiness.

7.8 The final disclosure in the regulations is¢benpanies’ greenhouse gas (GHG)
emissions, from activities for which the companyasponsible. This disclosure
originates in the requirements of the Climate Cleafgt 2008, section 85.

¢ Consolidation
7.9 None
Consultation outcome

8.1 The Department for Business has consulted twichemssues surrounding

narrative reporting. The first, The Future of Méive Reporting published in
August 2010 sought views on the problems withcilreent reporting framework. This
consultation ran for 12 weeks between 2 Augusti&n@ctober 2010, receiving 89
responses.

8.2  The majority of responses were received fromganies and business
representative bodies, lawyers and accountanisekfer responses were also received
from non-Governmental organisations and Trade kiio

8.3 Many felt that although UK companies are poaadg high quality reports that
there was room for improvement. Many noted themewrity and overlapping
requirements of the current regime that pointeshsfly to the need for a more
thoroughgoing look across the whole of the nareateporting landscape.



8.4 A number of respondents highlighted how tlifedént information needs of
shareholders, regulators, and wider stakeholteEt2p overly complex and long annual
reports. It is challenging to define what conséiturelevant data, but it has emerged a
great interest in being able to compare companggsirts, to facilitate performance
analysis in specific areas.

8.5 In response to these results, BIS issuedandamonsultation, The Future of
Narrative Reporting: Consulting on a new reporfiragnework. This ran for 12 weeks
between 19 September 2011 and 25 November andedcEL6 responses.

8.6  The majority of responses came from busirseasd shareholder representative
organisations. Additionally, responses were resgtivom non-governmental
organisations, trade unions, lawyers, and accaotsita

8.7 BIS sought views on proposals to replace timeeat Director’'s Report containing
Business Review with a Strategic Report and anuAhBirectors’ Statement (ADS), a
supporting document for the strategic report. 8i§gested that ADS could be in a
prescribed format so that those shareholders wkdead to could compare company
performance in specific areas. We also suggektdhis document could be placed
online.

8.8 Feedback from this consultation was broadppsttive of the intent of the BIS
proposals, but critical of some of the suggestehges to the framework, in particular
the ADS.

8.9 In regards to the greenhouse gas emissiongtirgprequirement, the Department
for Environment, Food and Rural Affairs (DEFRA)sultation ran from 11 May 2011 to
5 July 2011 and received 2018 responses, witmggerity from individuals and
companies; however, responses were also recawedrot-for-profit organisations,
campaigning organisations, shareholders and tgabrities.

8.10 The consultation sought views on which congsashould be required to report
their emissions and how they should approach B#$:RA suggested one voluntary and
three regulatory options. These would capturéaedle and quoted companies and those
companies whose electricity consumption exceedbdeahold respectively.

8.11 There was broad support for introducing meorglaeporting for all companies.
However, because of the Government’'s commitmergdace the regulatory burdens,
DEFRA Ministers decided to mandate for quoted canms only, due to the

uncertainty of the costs and benefits and theeguent administrative burden. Following
a review in 2015, DEFRA will deliberate whetheretgand the mandation to large
unquoted companies.



10.

11.

12.

Guidance

9.1 BISis not planning to produce guidance on the ensittovered by these
Regulations but the Financial Reporting Council @3S currently working to update its
guidance to take into account the new frameworksdmport the introduction of the
requirement to report on greenhouse gas emissi&fRIB will issue supporting
guidance.

Impact

10.1 The impact on business is a small reductidharcost of producing an annual
report. The requirement to report on GHG emisswiticreate a small burden for
business. There is no impact on charities or valynbodies

10.2 The impact on the public sector is that thrahebe small ongoing costs to the
Financial Reporting Council, the regulatory bodydanual reporting.

10.3 An Impact Assessment for both policies ischiea to this memorandum and will
be published alongside the Explanatory Memoranduartine OPSI website.

Regulating small business

11.1 The legislation will apply to small companigko choose not to apply the small
companies’ exemption available in The Act.

Monitoring & review

12.1 The BIS Impact assessment commits to a resfeéhese regulations in 2018 and
the regulations will be reviewed by DEFRA in redpafcgreenhouse gas emissions
(GHG) in 2015

12.2  The review will consider if the reforms to therrative reporting framework have
led to companies producing concise clear repartsohsidering this the review could
look at:

» Shareholder perceptions of the new reporting fraomk

* The level of enforcement activity undertaken by BRC

» The quality of disclosure made especially on sggtand business model
* The length of annual reports

12.3 The review will include an analysis of theqagations of preparers and users of
annual reports on the changes. Success will benprovement of engagement between
companies and shareholders and surveys showing@onvement of disclosure in annual
reports.



13.

12.4 Interms of the GHG reporting, the review wihsider the number of
shareholders making use of the information, thésc@sd benefits to companies, the level
of enforcement activity undertaken by the FRC amneldaiction in emissions.

12.5 The review will include quantitative and qtegive research with companies and
shareholders, and econometric evaluation of enmissieduction and an analysis of these
results

Contact
Mark Jackson at the Department for Business Inmavand Skills can answer any

guestions in relation to the reforms to the NaveaiReporting Framework. He can be
contacted on 020 7215 0352moark.jackson@bis.gsi.gov.uk

Davinder Lail at the Department for Environmerdap# and Rural Affairs can answer
gueries regarding reporting on Greenhouse Gas ieméssShe may be contacted on 020
7238 3048 odavinder.lail@DEFRA.GSI.GOV.UK




