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Preface

This discussion paper is issued by the ICAEW Financial Reporting Committee at a time of growing awarene
of the limitations of external corporate reporting. Its proposals come from a broadly based Steering Group
senior financial managers from business together with key representatives from the accounting professior
investor relations, fund management, financial analysts and the academic community.

As a response to calls for change the Institute has instigated a review of the entire process of
communicating information externally in “The Corporate Report-New Horizons’. This wide-ranging review
will consider, inter alia, the demand for more information on intangibles, future prospects and stakeholdel
issues together with the impact of globalisation and information technology on reporting.

This paper brings to that over-arching review a perspective on the accountant’s traditional contribution
to the communication process, the annual report. We make proposals designed to meet investors’
increasing focus on ‘shareholder value’ creation and, therefore, their growing demand for information
about the future prospects of a business.

The paper builds on the Financial Reporting Committee’s earlier work on financial performance and risk
reporting. The January 1999 discussion paper “Financial Performance: Alternative views of the bottom
line” noted that the underlying financial performance of a business is best represented by the change in
its economic value, that is, the change in the net present value of its expected future cash flows.
However, it concluded that, because the future is uncertain, changes in economic value cannot be
reported as a matter of fact. We need, therefore, to supplement measures of performance with narrative
disclosures and indicative measures of future potential for creating value.

In December 1997, our discussion paper “Financial Reporting of Risk: Proposals for a Statement of
Business Risk” made recommendations for the enhanced reporting of that aspect of future prospects. A
follow-up report in July 1999 “No Surprises: The case for better risk reporting” reaffirmed the view that
enhanced disclosures about key business risks and how each risk is managed and measured would
provide practical forward looking information and help meet investors’ needs. The report also
acknowledged that companies’ risk management could only be understood in the context of the
strategies adopted by management. The present discussion paper focuses on disclosure about those
management strategies and indicators of their effective implementation.

The common thread linking these projects, including the present paper, is the need for enhanced
information about business performance reflecting a more forward looking focus.

We encourage readers of this paper to send us their views:

° If you support our proposals let us know and, even better, send us examples of
corporate reporting consistent with them.

° If you believe that there are further implementation issues that should be addres:
tell us what they are.

° Or, if you believe that our proposals are wrong in principle, tell us why.

Comments on this paper will be analysed for ‘“The Corporate Report-New Horizons’ project and should
be received by 31 January 2000. Unless a commentator requests confidentiality, comments will be placed
on the public record. They can be sent by email to jparkins@icaew.co.uk or by post to:

Robert Langford, Head of Financial Reporting,
Institute of Chartered Accountants in England and Wales,
2 Chartered Accountants’ Hall, PO Box 433, Moorgate Place, London EC2P 2BJ.
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Summary

Investors’ needs

Investors today want information about a company’s potential for creating shareholder value. Value is
created by enhancing a company’s prospects and this, to a large degree, stems from a company’s
competitive advantage together with the ability of management to choose and implement a strategy
which exploits that advantage.

Annual reports give a primarily historical perspective and provide limited information on these matters.
The Accounting Standards Board statement on the Operating and Financial Review (OFR) already
recommends the inclusion of a discussion of the main factors that may influence future results,
including the principal risks and uncertainties, but the reporting of forward looking information by
companies is generally very sparse.

When given the opportunity to question management, it is our experience that analysts and
institutional investors are keen to understand a company’s strategy and the key ‘drivers of value’ that
must be managed in order to execute that strategy. Questions asked include:

® What is the company’s strategic vision and strategy for achieving it?
® Why is that the appropriate direction?
° Does the organisation have the capability to implement the chosen strategy?

° What does management need to manage in order to achieve its objectives?

These are important issues that should be addressed in the annual report. We believe it to be undesirable
for the answers to be restricted to those able to attend a briefing meeting. Indeed, companies could
benefit by communicating to a wider audience the clarity of management’s purpose and the linkage
between their strategic direction and their performance.

Management’s pivotal role

Many managers believe that a gap exists between the internal perception of a company’s potential and
that of the stock market. One of the roles of effective management is to act as a bridge between the
external world and the company, ensuring that the external perception of a business reflects the way in
which the company operates. To do this, management must understand the investment process, and
understand investors’ valuation models in order to ‘speak their language’.

At the same time, implicitly or explicitly, management will have its own business model and will have
chosen strategies expected to optimise future performance. Many companies have developed value
related measures of performance and lead indicators that reflect progress towards achieving the chosen
strategy. The measures and the lead indicators used, at board level, to manage a business are equally
important to the stock market in ensuring a fair judgement of the business and reliable forecasts of
future returns.

The challenge for management is to link the internal and external perspectives, thus making key aspects
of a company’s capabilities more transparent to investors. The phrase ‘Inside Out’ in the title of this
paper reflects our belief that management must be more open in the external disclosure of key elements
of the information used internally to manage the business.
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The future is uncertain and cannot be reported as a matter of fact, but reporting the past alone is no
longer enough. We believe that the annual report should be designed with the aim of encouraging
managers to report both why their strategies are expected to lead to the creation of value over the long
term and their view of performance. These together will enable investors to make their own assessments
of the future prospects of a business and take better-informed decisions.

We propose structured, qualitative disclosures, supported by trends of the most important performance
indicators and measures used by management. We are aware that commercial sensitivity may impose
limitations on the disclosure of forward looking performance measures and targets but we are of the
opinion that there remains considerable scope for additional information to be disclosed.

Our recommendations

Our proposals are relevant to all companies whose shareholders are remote from management. The
proposals are, therefore, aimed principally at listed companies.

We believe it is important for explanation of a company’s strategy and the progress it is making towards
achieving that strategy to be placed within a structured framework. Therefore, we recommend that a
listed company should disclose, either in its OFR or in a similar statement, the key features underpinning
its internal ‘model’:

For the company as a whole:
° Its ambitions;

° Its strategic direction, together with targets or milestones towards achieving its
objectives;

® A description of the strategic decision-making process;
® A description of the performance management process;

® The preferred measures used internally to monitor economic performance.
In addition to the above, for each significant business activity as identified for management p

°® A description of the key drivers of value in the business, derived from, inter alia:

- A description of the market in which the business operates, using both qualitativ
terms and quantitative data;

- Why management believes it is the right market to be in;
- The business’s competitive position within the market;
- Future trends anticipated in the market;

- How management intends to maintain or alter the business’s position within the
market.

° Measures of performance appropriate to the business, including non-financial
measures, and/or lead indicators, derived from the key drivers of value, that are
internally to monitor potential in that business.



Inside Out: Reporting on Shareholder Value

We see these proposals as providing a practical framework for the introduction of a more forward
looking perspective into annual reports. They should not be considered a theoretical ‘wish list’. Our
proposals are incremental, building upon and giving a structure to the practice which is already
emerging around the world, largely outside the UK. The final section of the paper brings together some
examples from current corporate reporting which illustrate the thinking behind our recommendations.

We ask companies to experiment immediately with the additional disclosures we propose. There is
nothing radically new in our proposals but putting these disclosures together can present a sharper
image and differentiate a company in increasingly demanding capital markets.

The proposals create a link between external reporting and the processes and performance indicators
used internally. We believe that this more transparent disclosure will lead to an improved understanding
of management objectives and of the risks and opportunities associated with an investment. An

improved understanding of the business and management’s objectives will permit investors to assess
performance against the targets set by management and should, therefore, build management credibility.
Better information about the risks and opportunities faced by the company should help investors to

value a company more accurately and with less uncertainty, which may reduce capital market volatility.
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1. The need for shareholder value reportin

This paper starts from the view that the economic value of a business is the present value of its expected
future cash flows. The value created by a business is, therefore, best represented by the change in its
economic value, that is, the change in the net present value of its expected future cash flows.

However, because the future is uncertain, changes in economic value cannot be captured in a single
figure and reported as a matter of fact. The measurement of value created is, inevitably, subjective and a
system of financial reporting based upon expectations of future cash flows would not, currently, be
thought sufficiently reliable to be widely acceptable.

Many investors do, however, base share valuations on their forecasts of future cash flows and want
forward looking information to feed into their valuation models. Capital markets around the world have
become more competitive as a result of the removal of restrictions on cross-border flows of capital and
improved technology. So, active institutional investors, under ‘perform or perish’ scrutiny themselves,
are today looking for information from companies about their potential for creating value.

The objective of this paper is to stimulate the development of ways of giving this information.

1.1. What is shareholder value?

‘Shareholder value’ has become a widely used cliché but it is, perhaps, not widely understood. This may
be because the different measures of shareholder value capture different aspects of performance.

From the investors’ perspective, value created is commonly measured as the growth in a company’s share
price over a period together with dividends received from it, the Total Shareholder Return (TSR). This is
an essentially forward looking measure since share prices reflect the market’s expectations of future cash
flows. If a stock market prices shares efficiently, this will reflect the value created by management in a
period.

From management’s perspective, the insight offered by a ‘value’ focus is that the use of equity capital is
not ‘free’, it is invested in the expectation of earning a return and this required return defines the
company’s cost of equity capital. Management can only create value for shareholders if the company
consistently, over the long term, generates a return on capital which is greater than its cost of capital.

Companies can use this value focus both in their strategic planning process and in measuring
performance. Forecasts of expected cash flows are commonly used in project appraisal and Total Busines:
Return (TBR) applies this forward looking, cash flow perspective to an appraisal of the performance of a
whole company or business. Alternatively, economic profit measures of performance, including

Economic Value Added (EVA), are calculated historically. The different measures capture different aspects
of performance and there is no single ‘right’ measure of shareholder value created. Appendix | provides a
brief description of the more common shareholder value measures.

There are other issues too. Share prices react to factors outside the control of management in the short
term, for example, the raising of interest rates. Is it right that performance measurement reflects this, as
measure based on share price will? There may, also, be a disconnect between the market’s measurement
of value, based on share price, and management’s view of the value created. A recent survey of 100 UK
senior executives by PricewaterhouseCoopers (PwC) found 34% believed the shares of their company to
be undervalued and 6% believed them to be overvalu8tdare prices are volatile and, while most people
accept that the stock market prices shares efficiently in the long term, many believe that it over-reacts to

6 :Reporting Gaps in the UK: The Chief Executive’s Perspective; R. Eccles, D. Phillips, H. Richards, PricewaterhouseCoopers, 1998.
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news in the short term. Furthermore, the estimation of a cost of capital is not straightfoPvardthese
reasons, the measurement of value created is not easy and it is important to look at the creation of value
over several periods; whatever the measure used, the trend is as important as its size in a single period.

Figure 1 summarises key elements of the internal and external perspectives on shareholder value

creation. While management and investors both measure value created, it is management that creates
value by developing and implementing an appropriate strategy that recognises the cost of capital.

Figure 1: Investors’ and management’s perspectives on shareholder value

The cost Performance

of capital \ measurement by
Investors’ investors
Perspective e.g.

® TSR

@® Market Value Added

Company objective -

increase

shareholder value \

Y Performance
measurement by
management

Management’s e.g
Perspective e
Strategy / @ Total Business Return
development and ® Economic profit
implementation ® CFROI

1.2. Creating shareholder value

In the highly competitive business environment of today, management seeks to enhance future cash
flows and create value by recognising and sustaining the company’s sources of competitive advantage.
Management’s ability to develop a strategy which builds on the business’s sustainable competitive
advantage is a significant factor in the creation of shareholder value. Equally important is the ability to
implement that strategy, to recognise and manage the risk inherent in the strategy and to identify future
sources of potential competitive advantage, including trends in markets.

2Some companies compare the return on net assets with a weighted average of the costs of equity and debt capital
(WACC); others compare the return to shareholders with the cost of equity capital alone. Calculation of the cost of equity
capital poses a considerable challenge in practice as it relies on a number of assumptions and estimates, chiefly relating to
the relationship between risk and investors’ required return. An investor requires a return on his investment greater than
the risk free rate obtained from investing in government bonds and his required return increases as the perceived risk of
an investment increases but the exact relationship is unclear.
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Management has two principal ways to create shareholder value:

® Obtain greater efficiency, either margin or asset, from the existing capital
to as numerator management and denominator management. Numerat
improving margins or achieving sales growth from the existing capital
management is about asset and cost efficiency.

® Growth, by investing in projects which are expected to generate a
capital.

Managing for shareholder value creation has been criticised for e
growth? This is a misapprehension, as creating shareholder val
An important part of management’s strategy must be the sea

Competitive analysis is a widely used management tool in

used to identify markets in which a business has a stron

its sources of competitive advantage. A good strategic

created by additional investment in these markets.

strategic position of a business as a combination of
competitive position within each market, as illustn

the average business expects to earn a positive retu
competitive position of a business is derived from the spe
business which can be sustained over time and exploited in tha

Figure 2: Strategic positioning

High
Market attractiveness

Low

Weak Strong
Competitive position

An under’ 3s gained from
compet’ .lar market is likely to create
value .ng in that market.
Th nental investment, will not create
) of capital is anticipated. This is

illustrated in Figure 3, where value is created only on the right-hand side of the diagram.

8 As recently in ‘What’s driving your share price today?’ A.T.Kearney, 1998.



Figure 3: Growth and return
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.Irely quantitative approach to reporting is not currently, and may
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.q1an the market expects, in other words - on creating shareholder value.

chis paper:

esent form, the annual report includes too little strategic and other future-
for it to retain its importance as a source of information for investors.

ice of investors’ keen interest in disclosures about the development and
of a company’s strategy.

2 our belief that investors’ needs should be the main focus for the annual report.

management to report more transparently the information used to manage the

cify our preference for structured narrative disclosures of a company’s strategy, supported by
a set of performance indicators, within the annual report.

areholder Value
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2. Limitations of the annual report

Annual reports give a primarily historical perspective and provide limited information about strategic
strength or any other future-oriented matters. The financial statements themselves remain focused on
past events and financial performance. The Accounting Standards Board (ASB) recognises, in its proposed

Statement of Principles for Financial Reporting, that this focus does not provide a sufficiently
comprehensive view of performance and prospects and that financial statements need to be
supplemented by other reports:

The financial statements form the backbone of an annual report, but they are usually accompanied by oth
material, principally the company’s Operating and Financial Review (OFR). The annual report is not the on
form of external corporate reporting but it has historically been at its heart, as is illustrated by Figure 4.

“Financial statements have various inherent limitations that make them an imper

vehicle ... for example:

..they focus on the financial effects of transactions and other events and do not f

to any significant extent on their non-financial effects or on non-financial
information in general.

..they provide information that is largely historical and therefore do not reflect fu
events or transactions that may enhance or impair the entity’s operations, nor
they anticipate the impact of changes in the economic or potential envVironment

Figure % The communication of decision-useful information

Information useful for economic decisions

A

Corporate Reporting

A

e.g.

Financial
Statements

Statement(s) of
financial performance
Statement of financia
position

Cash flow statement
Notes

Annual Reports——»

Accompanying

the financial

statements

e.g.
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e Historical
summaries
and trends

e Non-financial
information

Other means of

communication

by the company

e.g.

e Investor and
analyst briefings

e Websites
Interim and
quarterly
reports

e Letters to
shareholders

® Press releases

!

Other market
information

e.g.

e Analysts’
reports

e Industry
journals

e Economic
statistics

e News articles

‘Revised Exposure Draft of the Statement of Principles for Financial Reporting, ASB, 1999, Ch.1 para.1.7-1.8

10

’Developed from the diagram ‘Categories of Financial Information’ on p.16 of the above Exposure Draft.
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The Cadbury Committee highlighted the need for a supplementary, future-oriented report to accompany
the financial statements and expressed the hope that the OFR would meet this need:

“The Committee recognises the advantage to users of reports and accounts of some
explanation of the factors likely to influence their company’s future progress. The
inclusion of an essentially forward looking Operating and Financial Review, along the
lines developed by the Accounting Standards Board ... would serve thfs purpose.”

Unfortunately, the OFR has not developed into ‘an essentially forward looking’ operating and financial
report. The ASB statement on the OFR recommends the inclusion of a discussion of the main factors that
may influence future results. However, surveys of OFR repottingsistently show that companies have
been slow to respond to the needs of investors and the challenge of providing forward looking
information, both financial and non-financial.

In addition, the emphasis on historical, financial effects is unfortunate because accounting profit is an
unreliable indicator of the creation of economic value, especially where significant expenditure that is
expected to confer a future benefit is charged against profit in the financial statements. Such ‘revenue
investment’ includes spending on brands, research and development, people, knowledge management
and innovation.

These limitations are widely acknowledged but the annual report continues to be used by investors
despite its shortcomings. So why is change necessary? Chris Swinson, the immediate past President of
the ICAEW, gave an answer to this question in introducing a presentation on ‘The 21st Century Annual
Report” when he called for ‘a formal and broad review of corporate reporting’:

“Why should we now pay more attention to complaints about the usefulness of
corporate reports? The answer to this may be that the assets and risks not measured by
historical cost accounts appear to be becoming more important as determinants of a
business’s future succéss.”

Our view is that the annual report must include more information useful to investors’ decision-making
or it will become, at best, a secondary source of information.

®Cadbury Report, para. 4.53

"Operating and Financial Review: Experiences and Exploration, P. Weetman & B. Collins, ICAS, 1996; What's the story? Arthur
Andersen, 1996 and A Critical Evaluation of Forward-looking Information in the OFR, ]. Smith, 1997 dissertation, Heriot-Watt
University, Edinburgh. In particular the last of these references reported a pilot study of the 1995 annual reports of ten

FTSE 100 companies in which forward looking information averaged only 10% of the OFR.

8The 21st Century Annual Report, ICAEW, 1998, p.5
11



Inside Out: Reporting on Shareholder Value

12

3. Investors’ needs

The annual report can rarely provide the answers to every question that an investor may ask. However,
we believe that the significant gap in the reporting of future-oriented and value based information must
be addressed because historical financial information alone is increasingly perceived as lacking predictive
value.

We believe that investors place importance on forward looking information in general and information
about strategy in particular. Our perception is supported by evidence from recent surveys of investors’
needs, which are described in more detail in Appendix I, and by our own experience.

All the surveys confirm both investors’ desire for more forward looking information in a company’s
annual report and the importance to their investment decisions of key drivers of future performance,
especially strategy. However, particularly pertinent is evidence obtained from a large scale study by
researchers from the Ernst & Young Centre for Business Innovation in the’UB#ey found that the
non-financial information most valued by portfolio managers was information relating to:

° Strategy execution

“how well management leverages its skills and experience, gains employee comn
and stays aligned with shareholder intétests”

° Management credibility

which will primarily depend on the integrity of management and its ability to achi
targets.

° Quality of strategy

“management’s vision for the future, whether it can make tough decisions and qu
seize opportunities, and how well it allocates resBurces.”

When given the opportunity to question management in briefing meetings, it is our experience that
analysts and institutional investors want to look ahead to the opportunities and challenges of the future.
They are particularly keen to understand a company’s strategy and the key levers, or drivers of value,
that need to be managed in order to execute that strategy. Questions asked include:

° What is the company’s strategic vision and strategy for achieving it?
° Why is that the appropriate direction?
° Does the organisation have the capability to implement the chosen strategy?

° What does management need to manage in order to achieve its objectives?

These are not, of course, the only questions raised but they are important issues and they could be
addressed in the annual report.

° Reported in Measures that Matter, Ernst & Young LLP, 1998.

®Measures that Matter, p.1

“These were two of the factors found to be very important to investors in a study conducted by the Institute of Charter
Accountants in Scotland and described in Appendix Il.

2Measures that Matter, p.2
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We believe it to be undesirable for the answers to these questions to be restricted to those able to attend
a briefing meeting. In this country, it has long been established that factual information disclosed should
be equally available to all investors. Indeed, companies could benefit by communicating to all users of
the annual report the clarity of management’s purpose and the linkage between its strategic direction
and performance.

Some companies recognise this and make statements about strategy and objectives in their annual
reports that go some way towards dealing with the issues, as illustrated by the examples of existing
disclosures in the final section of this paper. But such disclosure is not common and is usually restrained
or fragmented.

This does not mean that we are opposed to briefing meetings, just that we believe that these issues are
too important to be reported only to a minority of shareholders because companies simply do not have
the resources to meet all those with a legitimate interest in the information. The disclosures that we
propose are intended to improve investors’ understanding of a business, enabling briefing meetings to
become more of a dialogue, with feedback given to management by investors.

To summarise, the evidence from recent surveys supports our experience of investors’ needs. We

therefore consider it vital that external corporate reporting reflects the long term future-oriented
perspective, often shared in briefing meetings, between some investors and management.

13
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4. A ‘stakeholder’ perspective?

Some have called for the annual report to adopt a ‘stakeholder’ rather than a ‘shareholder’ perspective.
In its review of company la¥ the Department of Trade and Industry (DTI) referred to this as the
‘pluralist” approach. A contrast was drawn with the ‘enlightened shareholder value’ approach and views
were sought on which approach should now be enshrined in company law. We prefer the ‘enlightened
shareholder value’ approach. We believe that adopting as a company’s governing objective the creation
of wealth, or value, for its investors is, in principle, also the best way of securing overall prosperity
through economic growth and international competitiveness.

However, adopting this objective for a company does not mean that the needs of other stakeholders can
be ignored. Critical to this definition of shareholder value is a forward looking perspective which
requires the company to build long term relationships to succeed, as the DTI notes:

“Very often [co-operative and long term] relationships are important ingredients c
success. Relationships founded on mutual trust make it more likely that employee
acquire high levels of skill and knowledge. Similarly suppliers will make investmer
plant geared to the needs of a particular customer. Such relationships between th
company and its customers also lead to stable and efficient markets downstream
supply chain*

In many cases, some or all of the other stakeholders will be critical to the success of a business and it will
only be by meeting the needs of those stakeholders that a company will create the greatest shareholder
value. A survey of 20 listed companies has provided some evidence that companies which adopt an
‘enlightened shareholder value’ approach do value their long term relationships with all stakeholders
and also, therefore, rank well in terms of the ‘stakeholder’ value they cfeate.

Because we believe that the creation of shareholder value is the appropriate objective of a company, we
believe that external reporting should continue to focus on investors’ information needs.

Another, commonly expressed, reason for preferring to report primarily for shareholders is that, by
providing equity capital, investors take the greatest risk and, therefore, require the greatest level of detail
about the company. So information designed to meet their needs is also likely to meet many of the

needs of other stakeholders. We believe that this too continues to be true.

B3For example the Royal Society for the Encouragement of Arts, Manufactures and Commerce project Tomorrow’s Com
*In Modern Company Law for a Competitive Economy: Strategic Framework, DTI consultative document, para.5.1.12, 1
“From the same document para. 5.1.10

%Reported in Shareholder Value, 1. Cornelius & M. Davies, FT Financial Publishing 1997, pp.199-204.
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5. Management’s pivotal role

Many managers believe that a gap exists between the internal perception of a company’s potential and
that of the stock market. Management has a pivotal role to play in the communication process, acting as
a bridge between the external world and the company, to ensure that the external perception of the
business reflects the way in which the company is positioned and operates. Implicitly or explicitly,
management will have a model of business performance and will have chosen the strategies it believes
most likely to achieve optimum levels of future performance, based on that model. To implement the
strategy management must understand the internal processes and performance drivers and operate in
that ‘language’. However, to communicate effectively with the external world management must also
understand the investment process and investors’ valuation models in order to be able to ‘speak their
language’. The key, in our opinion, is greater transparency in the external reporting of internal processes
and measures.

We are therefore proposing the disclosure only of information already available to management. In

today’s global markets, management need to be able to meet the challenges of greater competitiveness in
both capital and customer markets and be in a position to take advantage of potential world-wide
opportunities. Successful companies usually focus on where they want to be and how they are going to
get there, rather than where they have been. So, typically, managers no longer rely on a small number of
historical, financial measures to manage their company. Increasing emphasis is placed on forward

looking strategic processes and measures useful in monitoring progress towards the successful
implementation of a strategy. These are likely to include both leading indicators of financial performance
and non-financial measures.

5.1. Strategy development

The process of developing strategy is more formalised in some companies than others but the same
questions usually need to be addressed:

“The first stage is the selection and analysis of all relevant information: What is our
current situation? How do we seem to our customers? How do we stand competitively?
Do we see trends - and if so, in which direction? ...

Then: What is possible for the future? What is our most desirable (practical)
destination? ...

And then finally: How do we get there? What actions, deeds, changes, inventions,
investments do we need to make that will make our arrival at that destination most
probable?”

It is impossible to be successful long term without a view of the future direction to be taken by a
company. A focus on strategy is, therefore, vital to the management of a company and recent research
shows it to be of significant importance to investors.

Fundamental to an assessment of a company’s strategic position is a review of the market place and its
positioning within that market vis-a-vis competitors. This information is vital to an understanding of a
company'’s ability to compete and create value in the future. While many investors undoubtedly perform
their own competitive analysis, we believe that they also want to understand the options considered by
management and the rationale underlying management’s choice of strategy.

"Edited from an essay Why we exist: Time-and-Motion Man and the Mad Inventor by Jeremy Bullmore, included in the 1998
Annual Report and Accounts of WPP Group plc at p.18. 15
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5.2. Performance indicators

But a strategy does not exist in a vacuum. The choice of strategy will both affect, and be affected by, the
key drivers of value of a business - those areas in which a business must perform well for its strategy to
be successfully implemented. Many businesses have developed performance indicators to monitor their
progress towards achieving their chosen strategy.

Performance indicators are, as the name suggests, intended to give early indications of performance rathe
than measure performance itself. The financial measures of sales growth, profit margins and capital
investment will be important lead indicators of performance for all businesses; but many businesses also
use other measures, derived from their specific value drivers and individual circumstances.

For example, a company operating in a new and developing market will probably have identified a
strategy of market penetration as likely to create the most value. In this case, the key process is
marketing and the indicators used to manage the business could include measures of market growth,
market share and customer acquisition.

Another business, manufacturing products to sell in a very competitive, mature market, may choose a
strategy of being the lowest cost producer. The purchasing of raw materials and the manufacturing
conversion may then be the processes that drive value and the performance indicators used would focus
on the critical aspects of those processes, perhaps monitoring input price inflation, asset utilisation and
employee productivity.

Appendix Il provides some examples of performance indicators. Some of the performance indicators
provide information about ‘assets’ that are hard to quantify such as the efficiency of a company’s process
or intellectual capital. Others are lead indicators of either external or internal conditions, for example:

) a prediction of market growth;
® the trend in customer retention; or

® anindicator of employee morale such as the trend in employee turnover.

Investors’ primary interest is in a company’s ability to produce value in the future. Their main concern
with traditional accounting based measures is their lack of predictive power. However, the primary
reasons for this perceived deficiency are the same as those which have led management to use a more
extensive set of performance indicators. The needs of investors and management, therefore, overlap to a
considerable degree and indicators that are used internally are equally important to the stock market in
making a fair judgement of the business and forecasts of future returns.

A business may use a wide range of performance indicators internally for different levels of management.
We propose the disclosure only of those monitored at board level as the key measures. We do not believe
this would be too onerous. For example, for Jack Welch of General Electric Inc. there are three key
measures to track:

“The three most important things you need to measure in a business are custome
satisfaction, employee satisfaction and cash flow. If you are growing customer
satisfaction, your global market share is sure to grow too. Employee satisfaction ¢
you productivity, quality, pride and creativity. Cash flow is the pulse - the vital sig
life in a company?”

®*Quoted in Performance Measurement: The New Agenda; Using Non-financial Indicators to Improve Profitability, ). Geat
16 and |. Meiklejohn, 1993, p.6.



Inside Out: Reporting on Shareholder Value

In addition to using performance indicators, companies are increasingly monitoring underlying, or
economic, performance using one or more of the shareholder value measures described in Appendix I.
We encourage the external disclosure of these measures where they are believed to be important
measures internally.

The challenge for management is to link the internal and external perspectives thus making key aspects
of a company’s capabilities and underlying performance more transparent to investors. The phrase
‘Inside Out’ in the title of this paper reflects our belief that management must be more open in the
external disclosure of key elements of the information used internally to manage the business.
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6. Reporting performance - past and poter

In January 1999, the ICAEW published a paper on reporting performahte encourage people to think
beyond current financial statements to how performance might be reported. The paper described six
possible ways of measuring financial performance. Any historical measure of performance will not
capture the effect of actions and decisions already taken whose financial effect lies in the future. The
paper therefore concluded that the underlying performance of a business is most completely represented
by the change in its economic value, i.e. the change in the net present value of its expected future cash
flows. A few companies have begun to experiment with use of this kind of measure internally. However,
because the future is uncertain, the calculation inevitably involves a higher degree of subjectivity than is,
currently, likely to be acceptable for an external financial reporting system.

When ‘performance’ incorporates expectations about future events, it cannot be reported as a matter of
fact and cannot, therefore, be perfectly captured within a single measure. Our preference is therefore for
the annual report to include, not a single measure of shareholder value created, but a set of data,
supported by structured narrative disclosures from which investors and their advisors can draw to meet
their own individual needs. Our preferred approach is for the historical cost financial statethemte
supplemented with future-oriented reporting which reflects a long term perspective.

We propose structured qualitative disclosures about the nature of a company’s strategic and performance
management processes and its position within the markets in which it operates. These should be
supported by trends in any value based performance measures used by management and those
performance indicators identified by them as relating to the key value drivers for their business.

We are aware that there will be some information that management believes to be too commercially
sensitive to disclose either because it would damage a business’s competitive advantage or because it
could prejudice the outcome of a future event. It is for management to decide upon the extent of
additional disclosures. However, in exercising their judgement, we ask that they do not consider only the
potential costs of disclosure but weigh against that the benefits that increased transparency can offer,
either directly through an improved relationship with investors, or indirectly as a result of competitors’
disclosures. We are of the opinion that there remains considerable scope for additional information that

is useful to investors to be disclosed. In particular, we believe that factual disclosures made in analyst anc
investor briefing meetings should be incorporated into the annual report.

We are also aware that, in asking for disclosure about processes, there is a risk that the disclosures made
may become the standardised, non-specific and uninformative statements known as ‘boilerplate’.
However, we believe that investors will place little value on such statements. Further useful disclosure is
possible and we believe the market will reward those companies able to demonstrate that they have a
clear strategic vision and the capability to implement it effectively.

We are not proposing the disclosure of detailed profit or cash flow forecasts but recommend that
companies should make some predictive statements, for example, the expected growth in the market for
its products over the next three years. Companies will be aware of the need to guard against the making
of over optimistic predictions and, to promote balance, we encourage companies to report back against
the predictions previously made in a company’s annual report.

In addition, we recommend that forward looking and predictive statements are identified as such and
that the nature of such statements is made clear. UK companies with a US listing will already incorporate
a cautionary statement in their 20-F report, in order to come within the US ‘safe harbour’ legislation. We
do not propose such legislation for this country, but a cautionary statement would still be appropriate to
clarify the nature of prospective information.

“Financial performance: Alternative views of the bottom line, ICAEW, January 1999
2We acknowledge that current values are already incorporated into a balance sheet for certain assets - but the focus of
financial statements remains historical.
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7. Our recommendations

Our recommendations start from the view that management should report more transparently to
investors on the foundations of their business model, in particular, management’s strategy and the key
indicators of successful implementation of that strategy. We believe that our proposals are relevant to all
companies whose shares are, primarily, held by those not involved in the management of the company
or represented on its board. The proposals are, therefore, aimed at listed companies but would also be
appropriate for private companies with shareholders remote from management.

The proposals are intended to provide a framework for explaining a company’s strategy, and the progress
that the company is making towards achieving that strategy. As narrative disclosures and non-financial
measures form an important part of our proposals we believe that the appropriate place for these
disclosures is in a company’s Operating and Financial Review, or in a similar statement.

Our proposals are based upon disclosures relating to:

° Strategy;
° Markets and competitive positioning;

° Key performance indicators and ‘value’ based measures of performance.

In presenting this information, we believe it to be essential that companies report in a structured way,
demonstrating how these elements relate to and/or are derived from each other.

We propose that a company make the following disclosures, both for the company as a whole and, in
addition, for each significant business activity of the company:

® Describe the strategic ambitions.

We recognise that a company with diverse businesses may only be able to express its ambitions as
a numerical target. This overall goal would, usually, be translated into one or more specific
objectives for each business activity and we would expect a more detailed description to be
possible at that level.

°® Indicate the strategic direction, together with targets or milestones towards
achieving its objectives.

We are asking for disclosure of how management intends to achieve these ambitions. Some
companies already disclose this information for the company as a whole. However, it is difficult to
assess the overall corporate strategy without an understanding of the alternatives available and the
strategy adopted by the individual business activities. We, therefore, go beyond recommending
disclosure of the corporate strategy and propose both disclosure of the strategies adopted by
significant business activities and information relevant to the choice of that strategy.

°® Describe the strategic decision-making process.

Although it can be difficult to avoid standardised statements when describing a process we believe
that there are differences in the way companies or business activities operate which can usefully
be disclosed. These include the degree of decentralisation of strategic decision-making and the
way in which companies ensure that the strategic direction of individual business activities is
consistent with the corporate strategy.

19
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Describe the performance management process.

Performance management incorporates but is not limited to performance measurement.
Performance management seeks to ensure that a business delivers the planned performance or,
where actual performance diverges from plan, action is taken to change either the strategy or the
planned performance. As part of this process performance measurement seeks to identify and
monitor the most appropriate intermediate measures for managing a business. In addition,
performance measures are increasingly used to align managers more closely with shareholders’
interests through performance related incentive schemes.

We propose that a company describes its performance management process and, as companies
move away from traditional accounting based performance measures to manage a business, we
believe it will be helpful to disclose how the performance measures monitored are developed from
and align with the corporate strategy or that of the business activity.

Incentive schemes for senior management are, usually, already well documented in a company’s
annual report. We are not proposing any additional disclosures except that it would be helpful if
management could indicate links between an incentive scheme and the key drivers of shareholder
value.

Provide a calculation of the preferred measures used internally to monitor econor
performance.

Most businesses will use shareholder value measures to some extent. For example, the use of
discounted cash flow analysis in project appraisal is widespread. Any value based measure depends
upon an estimate of the cost of capital, either to calculate the measure or as a comparator. Where
any value based measure is used internally, we recommend disclosure of a management estimate
of the cost of capital, together with the principal elements of the calculation. It would also be
helpful for a company to indicate whether management believes its current financial structure to
be appropriate and, if not, the target gearing.

As indicated in Appendix I, there are a number of different shareholder value measures which
capture different aspects of performance. Where one, or more, of these measures is important to
management, we recommend that it is disclosed externally, together with sufficient detail for the
calculation to be reconciled to the financial statements, if the measure is derived from those
statements, or any other supporting detail needed for a proper understanding of the measure.

Whatever the measure used, the trend is as important as its size in a single period. Consequently,
where management has the information available, we propose that a five year trend is reported,
calculated on a comparable basis.

In addition to the above, we propose the following disclosures for each significant business activity:

A description of the key drivers of value in the business activity

The key value drivers are those processes or factors that are critical to the creation of value for the
strategy adopted by a business activity. The choice of strategy is likely to have been influenced by
an analysis of the market place and the business’s competitive position within that market.
Therefore, we recommend that a company provide:
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- A description of the principal market in which the business operates, using both
qualitative terms and quantitative data;

- An explanation of why management believes it is the right market to be in;
- A description of the business’s competitive position within the market;

- A prediction, in general terms, of the likely future trends anticipated in that
market;

- A statement of how management intends to maintain or alter the business’s
position within the market.

Although this disclosure is likely to be most informative at the level of a business, we recognise
that, for companies with a considerable number of significant businesses, it is likely only to be
practicable at the level of a business activity as identified for management purposes.

® Measures of performance appropriate to the business, including non-financial
measures, and/or key lead indicators, derived from the key drivers of value, that are
used internally to monitor potential in that business.

Again, we recommend that the trend in a performance indicator or measure is shown over five
years and that sufficient supporting detail is provided for a proper understanding of the measure
used. We do acknowledge, however, that the measures monitored internally will change over time
and we would not expect a company to disclose a value for a measure for a period during which it
was not regarded by management as an important internal measure.

We see these proposals as providing a practical framework for the introduction of a more forward
looking perspective into annual reports. They should not be considered a theoretical ‘wish list’. Our
proposals are incremental, building upon and giving a structure to the practice which is already
emerging around the world, largely outside the UK. The final section of the paper brings together some
examples from current corporate reporting, which illustrate the thinking behind our recommendations.
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8. Examples from current reporting practic

In this final section we bring together some examples from current corporate and public sector reporting
to illustrate our proposed disclosures. We cannot illustrate all our recommendations from the annual
report of any one body but many companies provide some of the disclosures we suggest. These examples
are not intended as templates to be copied but should, rather, be seen as an indication of the route we
propose.

We ask that a company:
° Describes its strategic ambitions;

° Indicates its strategic direction, together with targets or milestones towards
achieving its objectives.

Many companies already state their strategic ambition, but we believe that the usefulness of this
disclosure is greatly enhanced by linking the ambition to the direction a business intends to take and by
providing targets or milestones against which subsequent achievement can be monitored.

In these extracts, from the Cadbury Schweppes 1998 Annual Report, clear statements are made about the
company’s overall objective, its business philosophy, the long term targets management has set itself anc
the strategic direction pursued in each of the business segments. In addition, performance against target
is reported for the three year period since the introduction of those targets.
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We commend the clarity of the reporting of Cadbury Schweppes of its targets for the company as a
whole and the reporting back against those targets. However, we would also like to see the overall target
linked to the targets for individual business segments, as in the following extracts from the 1998 Annual
Report of the Swedish company, Ericsson.

In the first extract the company states its growth target for each segment and relates the overall target, o
20% annual growth, to targets for other financial indicators. The second extract gives the target market
position for each business segment and growth expectations for markets within those segments.

ERICSSON =

Asse=dl clrkslies Sx Zemmon 3 13 SRR PANTETIRGT
valar grecevh fer e abaret ol dere Thik Ao rhe colle
re dersaguearar of BH sams alrns el Eyizhasds Lo
Srivaoar abarzisdoum, sl e pieiicd :n Traoman
thar Uomssznes mabee greemeh Teurs rhar e on
Fh A R B T P S i e coamigaialel
-] CEL Rt [o AT

Breurih mrget
oom e cespeee s adipo ling o= e ans mptdiy th
bz Aoz, whick vk bergerene pemrn oA ae wor
A2 s vardwdls This zieerh obijtiss Sonis Caies o
Ve g, Aoe Lo ompcane slineie e azriain
rzail wardsie. pargadads woknb An sammeae
wean, #all 8ot qun pacr ure cnes the rear cwTmen I Ea
ErRTe chjemiee i) b arhier - b e viag i

gl AT v Aliven B causin apealic aoqozals I e

Zaniet s Someaice Brivacl Gipenaiom sel sz H. :_HL'-":;‘JI?;DI
‘e arel | rreimer Frostire, provanh sl pavss 51
ptiteck Loths Diokiisn Topensl Swaacia Scolban.
ShaAl ol 20y % pand ouges oo, wld 0 noah-
net v slla e ez onnm Dy Frer Syeore

L e 10 arel ok el el groe by 10 parosnn eramally

Sirsh ey eawd supitul benoesr

Pt s o lere paniioe e Thee Lacdoo stz
reagezni, Ceznniy el o kel o pumenl smdy g prabe:
ek Arer ropriress ul? on il smcdepsd =f 21 e
CEARE e bl o @bl s i fee e i e
) Do ibvelags o sy neie e ol D0 paae, i
e s ramr el e s 2w o
Lzwrw=- thet renner e e rar we as i e
GERCIRED: & GEE O erafilg deagi oo Lo ol B g
AlEder v o mgeied biwer Sl s ey o -
Himema Lo o Lokaats dacbrrlinem - bassa
Absrirer prefie mepansl il This mrane tar eshnrie

Longsserm yrsslh e

L LR LR TR B HES FURTER (] EFTY CoPTPTT YORTTS [ Zrka
Lo b e olraer o sl vl s '-""-'a
Heaboea b ipea rzea gw] Sz P oaddas el
LR LR T ] il
Forveor o fadlnde L nr
Jreer [ Ju]

v ar B




ERICSSON =

Inside Out: Reporting on Shareholder Value

e e Fm ) s
Toerp's thraane deadenunw, preidee dhs bedkarmnad m
Rl J & Fi R l-r.mg-'r:rrr LITRT SR AT I B R e b
W e Tl seesans TEr psE D0 Thed AR e,
g R, T gice® b ok ki ssomarde wezr g sorsd o
ilnims inp Loy rpn
T ko, e de e B chazies Bl i
viturares in ckz rwmpp o LI 0035 bl (1857
T B R T L e Lt LY T Rl
Tl Telee s sivioes ol e dileoaa azisaeks
Hremn §oeem o wede 1 imdbioerd U o
o s agmns Ll
Frv=ear preaeth o ke drermiiand be i chiing o
dfzrd arel adrene b et e o iHse eibers The
gl rhiar Lo boasondl i Siirisy o semione wi b o e
lie= praie, ans gwinipebed anaed rzsay ke nerka
thadiy o s powd, s pamesd el
e BT 8T D e e e e
s ok s el T T aiwes Aices Rrsike 2o
wnd [ubran Sz
+  hainlon vedad peesnow M1 ook ebpeere
anaml meder crenr lamrared 10 e,
= lrshlish pewiranas ko D sl sadar Dessam
Foaparet aricid owalion gt s catoonede 1
Thiz wlprtisg alwadd be rdcecd i a soimsedut
b pooreade, wlen ko arewth erme sk o
rrh ram derog
= Diderd ceaerr peebmice 4 ode O rhe f b e
b= O aiic 14 Tacliin: ¢ llosiay
Ercpabed pmamods dn il maiun: nadza sanr
=ezowd vzl dlamn v pra o amaliy
v sl nicke Josin sarez s theiee Tt bd e
ip i ivwe i bate L oo pie diiei ceal liane:
i o kil bl gosedde 300 33
Pl
Brss Spare Caiaeas Fianen
ety Db Auce Mul ik Flaes wsl
L TTETR e
+ Sloaggleu weres, somia el dcre v b, s1e
=t ez kaden in il wa o, Veeerad weekd
rmarker oreTh iamerr 1 peacenr
& lerardivh ki s ow vmie o Cee U Dol B el
Al T RnmH ¢ vl &Ll pigoonn] pecal
FATIEY | TECRTS WA T AR T
= Euakadineda pz-niem anemy b cree Ly panes
18 i int Sdr e o remtie s otal-rie
mia Awsacde Lalinie al oooed asibe, gieedis
g Figh

Lot Swgran Bampnes Yol
L rar e ar ries i nen lhes s Ao Wil Smiean,
armd Jodimier. B2 mnun]

P Infas a hwdng perrsn o owrdrse cress e edeery
3 armar e e e el vl gramT 1l emieis of LG
Ll TR B I PTR I S PR TR TR ol PR
[T R TE LT TE L T P S T TR

r Zmchbah Docsor w one of the mrarker s theee baclire
in ik e g owm wr wne el ol
Eiomals o boden g 30 pmom =11,

* Talad pomies mocer 2lcke marleee 5o ladng
eermpares i mirmboe e, 3 aamn B (el
srETclakle Lia 5 pri-oan anandly

Wardad Parcstion

Hervsiad Opeidiers add Sernca Proadeee
Foubr L

LT I T T TR R ETTN (T
= Hid make eonl




Inside Out: Reporting on Shareholder Value

26

We ask that a company:

Describes its strategic decision-making and performance management processes

There is little current disclosure about these processes. However, the following extracts from the 1998
Annual Report and Accounts of Stakis do give some clues.

channelled to the projects with rates of return in excess of

4
e # the highest internal rates of our 10.5% hurdle rate. ... In
z ,“ z J\ return. All projects are subject to making capital expenditure
a post-completion audit to ensureand acquisition decisions we

that returns are as expected and routinely forecast our results
We place a great deal of that lessons are learned. We do and cash flows for the
emphasis on generating cash andot claim that this is rocket current and following two
reinvesting it. Managers at all science, but we do claim that we financial years to indicate the
levels are encouraged to create do it diligently, that it avoids impact upon our financing
high return projects and enter under-performing investment andatios of the investments
these in an internal competition that it does drive growth. ... We being considered.

to ensure that funds are make investments with internal

This, rather general, extract from the 1998 Annual Report of Skandia gives some indication of the scope
of its new Navigator model and IT system.

mEi!v.;.umli_:fl - The Navigator

Starting in 1999, Skandia no longer prepares a budgefirst-class data support is needed to make the

at the group level. Instead, the group uses the Navigator the effective real-time tool that we are
Navigator concept - developed internally at Skandia -striving for. Toward this end the Dolphin system has
for its business planning. been developed internally within Skandia. Dolphin is

an IT system that became available to all Skandia
Through use of the Navigator, the group's planning employees in October 1998 on Skandia’s intranet.
work is widened to encompass the five focus areas ofDolphin provides a platform for the various Navigators
the Navigator: within the group, giving the employees concerned

immediate access to updated planning material.

o FINANCIAL FOCUS
e CUSTOMER FOCUS In Dolphin we have created the conditions for a new
e HUMAN FOCUS structure for development, knowledge-sharing and
e PROCESS FOCUS strategic analysis.
o RENEWAL & DEVELOPMENT FOCUS

Today every business unit and subsidiary in Skandia
Through this approach, consideration is given to has its own Navigator. The system enables the
historical data as well as to the current situation and creation of process models and Navigators on the
future outlook in every planning process. The individual level, and the goal is to broaden the

Navigator creates conditions for continuous planning concept so that every Skandia employee will have his
based on a moving follow-up. Time-consuming budgebr her own personal Navigator.

work has thereby been replaced by a real-time
planning process. This creates flexibility and
adaptability. Less time is spent following up activities
and more can be used for future-oriented action.

Skendin's Proosss Mods
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In addition to the five focus areas, each Navigator
includes a process model that is built upon Objective
and Visions through Success Factors and Indicators t
Action Plans.
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We ask that a company:

° Provides a calculation of the preferred measures used internally to monitor economic
performance.

The measure of group performance preferred by the Boots Company PLC is long term total shareholder
return. In this extract from the Report and Accounts for the year ended 31 March 1998 Boots states the
time period over which the calculation is made, indicates the basis of the calculation, and lists, on that
basis, the total shareholder returns of comparator companies.

Sharchelder returns of

The Boots Company compared

with peer companies

Retarms are <alc.lztec Lsag sverags

share proes over the three morths o

THE BOOTS COMPANY F5 arch.
Fivé years to 315t March 9% ) ?;
, X . X 1 Sovihkline Beedharn 7874

Performance measurement The company’s governing objectiv( ;= PP
maximise the value of the company for the benefit of its 3 aus 1795
shareholders. 4 Bools 128.2
In line with this we believe that the best overall measure of group| & kingiser 1176
performance is total return to shareholders calculated from the &  Narks & Spenzer 180.4
movement in the share price and the value of dividends as if 7 Reckill anc Colrmian 861
reinvested when paid. We monitor our performance on a rolling fif & 1" & Nepnew 373
year basis against ten peer companies, the results of which are sH ?D T‘SH_ E:"" 36;
. e Airsh.iry
in the adjoining table. i .

11 Sears {35.8]

The German Metallgesellschaft Group prefers a calculation of economic profit. In this extract from its
website the company states its cost of capital, gives its definition of return on capital and shows how
both the numerator and denominator are derived.
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And in addition to the above, for each business activity, we ask for:
° A description of the key drivers of value in the business, derived from:

- A description of the market in which the business operates, using both qualitativ
terms and quantitative data;

- An explanation of why management believes it is the right market to be in;
- A description of the business’s competitive position within the market;
- A prediction, in general terms, of the likely future trends anticipated in that marl

- A statement of how management intends to maintain or alter the business’s
position within the market.

The following extracts are taken from the 1998 Annual Report of SCA, a Swedish company in the paper
products industry, and relate to its hygiene products segment. The key drivers of value for the segment
are identified as continuously updating the segment’s products and expanding its business, being a low
cost producer and being able to offer both branded and retailers’ own label products. A good description
of the segment is provided, with the principal markets identified and quantified and predictions are
made about expected market growth. Indications are also given about competitive position, although the
disclosures could be more complete. Good use is made of charts, for example, to indicate the maturity of
the market for each of the principal product groups and the company’s market share.

|"':ﬂl \

||||l To meet market demand, SCA sells products
”l ||| under its own brands as well as under private
||||“| lmuuuulnl“\ |||||| labels - retailers brands.
! m m g The business area has sales in more than 40
|||| i, : . . .
countries, with Europe being its principal
SCA market. SCA is a world leader in incontinence
products and is Europe’s second-largest supplier
of tissue.

The Hygiene Products business area is one of

Europe’s leading manufacturers of tissue and MARKET

fluff products for personal hygiene and other  The world market for absorbent hygiene

applications. The tissue products include products amounts to nearly SEK 400 billion in

kitchen towels and toilet paper, handkerchiefs the production chain, of which Europe accounts

and napkins. The range also includes tissue for for one third.

personal hygiene and for wiping and cleaning Sales of tissue and fluff products in Europe

applications in industry, commercial companies,amount to approximately SEK 65 billion and

hotels, restaurants and institutions - known as SEK 55 billion, respectively. The growth for

the Away From Home (AFH) market. The fluff  tissue products amounts to approximately 3%

products comprise incontinence products, annually. Among the fluff products, there is a

feminine hygiene products and baby diapers. strong 10% growth in incontinence products.

The business area’s customer groups consist of Sales of baby diapers are rising sharply in

the retail trade (sales to private consumers), theCentral and Eastern Europe, while demand is

AFH market and the market for incontinence increasing only slightly in Western Europe. The

products. same situation applies in the case of feminine
SCA is continuously launching new products hygiene products.

as a means of strengthening its competitiveness. Such American producers of hygiene
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AFH market

o "\ || The principal items sold in the AFH market are
wl\m\iml]m""l"""m\\”il|||||n tissue products used in industrial and

g‘gﬁ‘&‘ commercial companies, hotels and restaurants,

health-care institutions and other public

m"]“"'”Ml”“"]'"

establishments. These products are distributed
products as Procter & Gamble and Kimberly- via wholesalers and service companies or directly
Clark market their products mainly under their to individual customers. The market in Europe is

own brands. Fort James, like SCA, sells its valued at approximately SEK 25 billion. The
products under its own brands and under growth amounts to approximately 3% per year.
retailers’ private labels. New, higher-quality Hand wiping products, along with toilet
products are being introduced continuously paper, are the dominant products. The tissue
and constitute an increasingly important products for hand wiping products are taking
competitive weapon. market shares from other drying systems such as
Up to now the financial uneasiness those employing hot air and textile hand towels.

throughout the world has had a limited impact Important competitive advantages include
on sales of hygiene products. Demand in Russiaffering customers a complete concept of
has declined, however, while markets in Asia installation-ready paper products (paper and
and South America are relatively unaffected. holder, etc.) along with good service and

The growth in sales of hygiene products in deliveries.

these less developed markets is expected to be

substantial in the future. Market for incontinence products
Incontinence products used in health care and

Retail trade nursing facilities are distributed directly to

Sales to consumers in Europe of such hygiene hospitals and nursing homes, as well as via
products as tissue and feminine hygiene items, @sarmacies or the retail trade, depending on
well as baby diapers, are made to a large extenthe health insurance system in the individual
via retailers. Equal amounts of tissue products @auntry. The products provide protection for
sold under the manufacturers’ brands and the light and heavy incontinence.
brands (private labels) of retailers. Private labels Sales in the markets in Western Europe and
account for 20% of the sales of baby diapers andorth America amount to approximately SEK
feminine hygiene products. The total retail 10 billion in each region. The growth, on
market is valued at SEK 90 billion. Growth is  average, amounts to between 8% and 10% per
relatively slow, approximately 2% per year. year. Growth in regions of Southeast Asia and
A concentration and internationalization is South America is higher. In Western Europe,
taking place among the retail chains. The sales of products for light incontinence are
chains have a growing interest in selling high- being made through more and more channels
quality hygiene products under private labels. and the annual growth amounts to 20%. The
The retail trade outside Europe and the total potential throughout the world is
United States is more fragmented. Brand namesubstantial, since only 20% of all persons who
products are showing strong growth in these need help are using, or have access to,

areas. incontinence products.
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SCA

|

SCA’s STRATEGY AND
MARKET POSITION
Through organic growth and acquisitions,
SCA will strengthen its position as one of
Europe’s leading manufacturers of hygiene
products. Expansion will take place in such
markets as Southern Europe, Central and
Eastern Europe, as well as in Latin America
and Southeast Asia, when favourable
opportunities arise for acquisitions and joint
ventures. The goal is to increase both sales
and cash flow by 12% per year.
Comprehensive and continuous product
development, low production costs and the

plant was installed.

Production capacity was expanded in the
Netherlands to meet rising demand for SCA’s
pant diaper, a product area in which the
company is a clear market leader.

Acquisitions
A number of acquisitions were made during the
year in line with SCA’s growth strategy for
hygiene products. The financial uneasiness in
the regions where SCA is expanding has created
favourable opportunities for acquisitions
although there is some uncertainty about
profitability in the immediate future. Viewing
the situation in a longer perspective, SCA still
believes that future growth will be strong.

In Russia, SCA acquired all the shares of
Svetogorsk Tissue from Tetra-Laval. Svetogorsk
Tissue has the most modern tissue machine in

ability to offer the market both SCA brands andRussia, built in 1989. Its production amounts
private labels are key elements in the Group’s to approximately 20,000 tons per year, equal to
strategy. The market for AFH and incontinence about 20% of the Russian market. The

products is a priority customer segment. acquisition offers possibilities to produce

SCA’s average share of the market for hygiene diapers and feminine hygiene products locally.

products in Europe in 1998 amounted to
approximately 20%. SCA has its strongest
positions in northern and central areas of
Western Europe.

Up to now, SCA’s sales in Asia and Latin

In Colombia, SCA increased to 50% its stake
in the Productos Familia tissue company,
which in turn owns the Tecnopapel tissue
company in Ecuador. Negotiations regarding
the acquisition of 50% of the Brazilian tissue

30

America have not been affected to any larger company Melhoramentos Papeis, which was
extent by the financial uneasiness throughout announced in 1998, are as yet not completed.
the world. Export sales to Russia have declined. SCA has also increased its involvement in
However, SCA is still in the build-up phase of Asia with the acquisition of Holland Pacific
operations in these regions and sales there Paper, a Philippine tissue company. The
amount to 4% of total turnover. company currently has the capacity to produce
The rationalization of existing mills is 22,000 tons of tissue per year, plus capacity for
continuing and production is being 8,000 tons of specialty paper that can be
concentrated to certain strategic mills. converted to tissue production. The market
A new tissue machine was built during the share in the Philippines amounts to 22%.
year in Mannheim and will be completed In Western Europe, SCA acquired three
during the summer of 1999. Kitchen towel rolls distributors of incontinence products in France
and handkerchiefs will be produced with new whose total sales amount to SEK 140M. SCA is
converting facilities. Production of tissue was thereby becoming the market leader in
also increased in Poland, where a converting incontinence products in that country.
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In the following extract from its 1998 Annual Report and Accounts WPP gives its view of its own and its
competitors’ likely positions in an industry undergoing structural change.

WP Group ple
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Agency network
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_ |t ing Dl
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The big five

Recent major consolidation in
such industries as oil and
automobiles has been and
probably will continue to

be reflected in the
communications services
industry. Our industry will
probably become increasingly
concentrated around five or so
groups. Currently these will
include Omnicom, IPG, Young
& Rubicam, Dentsu and WPP.
Dentsu will shortly be
following the example of
Young & Rubicam’s successful
public offering and will secure
the clout given by a public
listing. They have already
secured a powerful position by
almost developing three
‘chains’ - their own, their joint
venture with Young & Rubicam

DYR and another that would
follow from their negotiations
to acquire a rumoured stake of
between 10% and 40% in Leo
Burnett, although the latter
deal does seem to be delayed.
Many other groups find
themselves in difficult strategic
positions. True North, having
increased its size significantly
through the acquisition of
Bozell, still has to develop the
latter’s international
capabilities and prove that
their resources can attract and
retain multi-national clients.
Both Havas and Publicis
remain heavily concentrated in
France and Europe, the latter
having been unable to forge a
relationship with True North
itself. Procter & Gamble’s
revision of its conflict policy

will probably make life more
difficult for its key agencies as
alternatives will open up.

The private Procter agencies
such as Leo Burnett and The
MacManus Group will become
even more acutely aware of
their lack of financial resources
and will either seek a public
listing or merger partner or
sale.

It is difficult to see how
Burnett’s proposed one way
partnership with Dentsu will
give it sufficient financial fire-
power without surrendering
control. The public Procter
agencies, Grey and Saatchi &
Saatchi, have either succession
issues to deal with or lack of
coverage in functional or
geographic areas such as Latin
America. All have to raise their
games in the media planning
and buying areas. Finally,
Cordiant, having supposedly
split with Saatchi & Saatchi
specifically because of the
restrictions of the previous
Procter conflict policy, needs to
strengthen itself geographically
and functionally to offer a
credible organisation to multi-
national clients.

Finally, for the first time, the
major Japanese agencies are
prepared to consider real
equity-based partnerships, such
as WPP’s alliance with Asatsu-
DK, Japan’s third largest
agency, as they wrestle with
servicing the global expansion
of Japanese based multi-
nationals and worry about de-
regulation and increased
competition in their own
market.

The communications
services industry is going
through an unprecedented era
of structural change.
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An example of reporting at the level of a business activity of disclosures linking strategic direction to
market attractiveness and competitive position can be derived from the 1998 Annual Report and
Accounts of Stakis and relates to its chain of health clubs:

We ask that a company:

° Indicates its strategic direction, together with targets or milestones towards
achieving its objectives.

members to around 100,000. ... counter the recession effect.

J: g Our approach is to continue Indeed, if the industry does slow
Ia/ l J* development of this business ~ down then experience in the
partly because the recession ~ USA suggests that a recession
impact is unclear but mainly ~ Would create difficulties for
By the end of 1999 we aim to  because the unsatisfied demandsmaller operators and could

open a further 7 premier clubs will continue even in a recessionrepresent a very good
and to increase our number of and market growth could Competltlve Opportunlty for us.

° Explains why management believes it is the right market to be in.

The LivingWell chain of health this business because we have a health club of our type -
clubs is relatively new in our recognised that there was large units offering swimming
portfolio having been acquired irmassive demand and very little pool, gymnasium, aerobics studio
1996 although we have a long supply. Our research in 1996  and ancillary features such as
history of operating health clubsindicated that there were many hairdresser and beauty treatment.
within our hotels. We came into towns in the UK which did not

° Describes the business’s competitive position within the market.

Since we have moved into but we are well placed with largest by number of
the business several the largest circuit by number  members.
competitors have emerged of outlets and the second

° Predicts, in general terms, the likely future trends anticipated in that market.

The impact of a recession upon are two schools of thought: on hand it is lifestyle expenditure
this business is unclear since thethe one hand health and fitness i@nd anecdotal evidence is that
industry is too new to have discretionary spend and might beustomers sacrifice it with great
experienced one before. There an early sacrifice, on the other reluctance.

° States how management intends to maintain or alter the business’s position withi
the market.

The initial strategic thrusts are systems are now standardised. the year end the total portfolio

to standardise operating In particular, in October 1998, was 9 premier clubs and 54
procedures [in an embryonic we moved the membership hotel clubs. By the end of 1999
industry] and to carry out a administration centre ... we aim to open a further 7
programme of new openings ... reducing cost and providing premier clubs.

32 the operating and control greater security of service. At
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We ask that a company:

° Discloses measures of performance appropriate to the business, including non-
financial measures, and/or lead indicators that are used internally to monitor
potential in that business.

The following example from the 1998 Annual Report of the Bank of Montreal illustrates comprehensive
disclosures relating to its expense-to-revenue ratio, one of the ten key measures monitored by the bank.
It also illustrates how shaded boxes can be used to highlight forward looking and predictive statements.
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The examples given earlier in this appendix have included lead indicators such as market growth, market
share and the ‘hurdle rate’ for investment in new projects, which are likely to be important drivers of

value for most businesses.

Another example which effectively indicates market potential comes from the PepsiCo website:

Consumption of Soft Drinks
Average Per Capita Consumption of Soft Drinks
in Gallons

United States
Mexico
Canada

United Kingdom
Argentina
Saudi Arabia
Brazil

Spain
Philippines
Thalland
Chlna
Indla
; Average

Big populatlons mean big opport
Consumption is low - one gallon
less per year - but growing.

Per capita consumption of soft drinks is growing in|n
largest markets.

Courtesy, PepsiCo, Inc. © 1998.

Some measures are likely to be specific to a particular industry.

Room occupancy is an important performance indicator in the hotel industry, and is illustrated in this
example from the 1997/8 Annual Report of Whitbread:
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For the pharmaceuticals industry innovation is crucial and SmithKline Beecham indicates in its 1998
Report and Accounts the progress made towards achieving its target for the speed of its product

development cycle:
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Speed to market is as critical as ever, and our ‘2,000 i
2000’ programme, to reduce the average product
development cycle to 2,000 days by the year 2000,
remains on target. Progress has been significant in th
past five years, and we are now within 10% of achievi
our goal.
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The publication of performance indicators is an area of reporting developing rapidly in the public sector.
The Audit Commission prescribes and publishes a wide range of performance indicators for local
authorities and the Health Service. In addition, under the new ‘Best Value’ regime local authorities will

be expected to set their own local measures and indicators and report performance against them. Central
government departments and agencies set their performance targets within regimes established by the
Government and the reporting of a 5 year trend in performance is mandatory for Executive Agencies and
recommended practice elsewhere.

Companies House discloses its performance against target for each of the nine main targets agreed by
Ministers and the trend in performance for up to 5 years, together with the targets agreed for the
following year. The following extract from its 1998/9 Annual Report shows the performance against
target for two of its information processing objectives. These are targets for the speed and the quality of
document processing.

3 a
"Maganet®

Companies House

Performance

Throughput

Against a target of making 97% of statutory documents available for inspection within

five working days of receipt, we achieved 98% overall. The document processing target
has been raised to 99% for 1999-2000 in line with our performance for much of this year.
It remains, however, a very stretching, and possibly an over-ambitious target, if we seek to
stabilise staff numbers at a time when more and more documents are being presented.

Quality

The fiche quality target for 98% of current fiche to be error-free was missed by 2%, largely
due to difficulties in our London office. These were primarily difficulties of timing, rather
than quality, which fortuitously came to be measured in the quality target. The target for
1999-2000 remains at 98%.
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Conclusion

Advances in information technology and, in particular, use of the Internet, will undoubtedly affect the
future development of the structure of external corporate reporting. ‘The Corporate Report-New
Horizons’ project will, inter alia, consider the impact of new technologies on the form and frequency of
corporate reporting. In this paper we have limited ourselves to making proposals for additional
disclosures in a company’s annual report. We do not believe that this document should be allowed to
become of secondary importance to investors and, therefore, believe that it must adopt a more forward
looking perspective.

Our proposals reflect this more forward looking perspective and we ask companies to experiment
immediately with the additional disclosures we propose. There is nothing radically new in our proposals
but putting these disclosures together can present a sharper image and differentiate a company in
increasingly demanding capital markets.

The proposals create a link between external reporting and the processes and performance indicators
used internally. We believe that this more transparent disclosure will lead to an improved understanding
of management objectives and of the risks and opportunities associated with an investment. An
improved understanding of the business and management’s objectives will permit investors to assess
performance against the targets set by management and should, therefore, build management credibility
Better information about the risks and opportunities faced by the company should help investors to

value a company more accurately and with less uncertainty, which may reduce capital market volatility.

Whatever the future medium and frequency of external reporting, we believe that reports must better
reflect a company’s potential for creating value. To do this they must become more forward looking,
must take a long term perspective and, through greater transparency, provide a clearer picture of interna
operations.
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Appendix |
The principal shareholder value measures

The company’s perspective

For the company, the implication of the insight ‘shareholder value is created by earning a return on
capital greater than the cost of capital’ is that all decisions, from long term investment decisions to day-
to-day operating decisions, should reflect the cost of using equity capital in addition to the cost of debt.
This is often referred to as a ‘value’ focus. Projects which are undertaken should be expected to generate
more than the company’s cost of capital and measures used subsequently to monitor performance
should reflect this cost.

When a ‘value’ perspective is given to long term, future-oriented decisions, the cost is usually reflected
by discounting future cash flows at the company’s cost of capital. This is the aspect of shareholder value
addessed by Shareholder Value Analysis (SVA) and similar discounted cash flow (DCF) measures.

However companies also want to monitor their short term historical performance. When looking at the
results of a single period, a calculation based on accounting profit less a charge to reflect the cost of
equity capital is generally considered to be a less volatile indicator of the creation of value than a
calculation based on cash flows. This is the justification for use of ‘economic profit" measures of
shareholder value, including Economic Value Added (EVA).

The shareholders’ perspective

From the shareholders’ perspective, the creation of value is reflected in the growth in a company’s share
price and dividends received. If the stock market prices shares efficiently, the shareholder value created
in a period is measured by Total Shareholder Return (TSR). Market Value Added (MVA) similarly measures
the total value created by a company since its formation.

The key features of the principal shareholder value measures are listed in Table 1 on the following pages.
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Table 1: The principal shareholder value measures

Measure:

Basis of calculation:

Principal uses:

Management’s
valuation of a
strategy, business
or company e.g.
Shareholder Value
Analysis (SVA)

e Internal i.e. made
by management
e Future cash flows
discounted at a
cost of capital

(DCF).

e Strategic
planning.

Total Shareholder
Return (TSR)

e External i.e.
stock market based
e Dividends plus
share price
movement as a
proportion of the
opening share price.

e Performance monitoring
at company level
o Management remuneration.

Total Business Return
(TBR)

e Internal
equivalent of TSR

e Free cash flow
plus change in the
valuation of a
business as a
proportion of its
opening valuation.

e Performance
monitoring at
business level.

Economic profit
measures, including
Economic Value
Added (EVA)

e Internal

e Accounting profit
less an additional
charge for the use
of equity capital.

e Performance
monitoring at
either business
or company
level.



Key features:

Practical challenges
and estimations
necessary:

Principal
assumptions:
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Limitations as an
externally reported
measure:

Forward looking

Long term

Incorporates
management’s
expectations about the
future benefits likely to
flow to a business as

a result of decisions mad
or about to be taken.

o The estimation of
cash flows in the
period explicitly
forecasted

e The cost of capital.

o The ‘fade’
assumption for the
calculation of the
value of residual
cash flows.

e Subjectivity.

TSR is calculated over a
historical period but has
forward looking

o No estimations are
B necessary in the
calculation of TSR

o Stock market
prices accurately
reflect all available

e It can only be
calculated by quoted
companies.

perspective because it itself. However it information.
incorporates the stock needs to be
market’s expectations compared to the cost
about the future benefits| of equity capital or
flowing to a company. to an appropriate
peer group.
e TBR is calculated over a | @ The valuation of a e The ‘fade’ e Subjectivity, if the

historical period but has
forward looking
perspective if the
valuations used are base
on a DCF calculation
because it then
incorporates internal
expectations about futur
benefits flowing to the
business.

a business

e In common with
TSR, TBR needs to

d be compared to the
cost of equity capital
or an appropriate
peer group.

U

assumption for the
calculation of the
value of residual
cash flows, if the
business valuations
are based on a

DCF calculation.

business valuations
are based on a DCF
calculation.

Historical

Short term, it is usually
calculated over one year
These measures reflect
the cost of using all capit
employed rather than jus
debt capital

However, they share the
limitations of accounting
profit in providing
information about future
potential and economic
profitability, particularly
where ‘revenue investme
is significant.

e Adjustments made
to accounting profits
so they better reflect
economic
profitability, e.g. by
EVA, add to the
complexity of the
calculation

e The cost of capital.

~ Q

nt’

e That accounting
profit is an unbiased
indicator of economic
profitability.

e Could encourage a
short term focus.
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Table 1: The principal shareholder value measures

Measure:

Basis of calculation:

Principal uses:

Cash Flow Return on
Investment (CFROI)
-usage 1

e Internal
e Free cash flow as
a proportion of

e Performance
monitoring at
either business

capital invested. or company
level.
CFROI - usage 2 e Internal e Strategic
e Current level of planning.

free cash flow is
assumed to
continue over the
remaining life of
the asset base and
CFROI calculated
as the IRR

equating this to the
current value of the
asset base.

Market Value Added
(MVA)

e Hybrid,

incorporating both
stock market and
accounting values.

o Market

capitalisation less
total capital

invested, including
retained earnings.

e Performance
over the whole
period since
incorporation of a
company.



Key features:

Practical challenges
and estimations
necessary:

Principal
assumptions:
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Limitations as an
externally reported
measure:

e Historical

e Short term, it is usually
calculated over one year

e A return on investment
calculation reflecting a
focus on cash rather than
profit.

e Current value,
rather than book
values, may be used
for capital invested

o CFROI needs to be
compared to the cost
of capital.

e That cash flow is a
reliable indicator of
performance as it is
subject to more
volatility than profit.

e Could encourage a
short term focus.

e Forward looking but
simplistic assumptions
made

e An indicator of whether

e Current values,
rather than book
values, are used for
the asset base

it is appropriate to replacgpe Calculation of the

the asset base.

average life of the
asset base

o CFROI needs to be
compared to the cost
of capital.

e Future cash flows
remain at the current
level for the life of
the existing asset
base

e Cash flows during
the remaining life of
the asset base can be
reinvested at the
CFROI.

e Subjectivity.

e MVA is calculated over
the life of a company but
has a forward looking
dimension, being based @
market capitalisation

e If the total capital
invested is based on boo
values the calculation is
distorted, e.g. by
intangibles such as

e Adjustments made
to accounting values
so they better reflect

n economic values add
to the complexity of
the calculation.

research and development,

which are written off for
accounting purposes but
which do have an
economic value.

e Stock market
prices accurately
reflect all available
information.

e Comparisons
between companies
are of limited use as
different periods of
time and different
company sizes are
being compared.
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Appendix Il

Evidence of investors’ information needs

Recent surveys of investors’ demand for and use of information confirm their desire for more forward
looking information in a company’s annual report and the importance of drivers of future performance
to their investment decisions. These surveys are summarised in the table below.

Table 2: Surveys of investors’ demand for and use of information

Conducted by and |Areas User group(s): Focus of No. Inter- Survey
reported in: covered: survey/report: views
ICAS UK Institutional and Investors’ and lenders | 93 13 80
Business Reporting private investors, |information needs,
The Inevitable analysts and including a postal
Change? 1999 bankers. survey of performance
drivers.
DTI UK Institutional Institutional 13 13
Creating Quality investors. investors’ need for
Dialogue, 1999 forward looking
information.
Shelley Taylor & |UK, US |Institutional Investors’ optimal 25 25
Associates and investors. disclosure.
Full Disclosure 1998Switzer-
land
Ernst & Young us Portfolio Use of non-financial 275 275
Measures that managers. factors in the
Matter, 1998 investment decision.
PwC UK, US [Financial analysts |Importance of 21 Approx Approx
e.g. Pursuing Valuejand 12 |and institutional specific measures and| 700 700
Reporting Gaps in |other investors. the adequacy of their
the United Kingdomgountries reporting.
1997

The demand for forward looking information
The reports of the interviews conducted by the Institute of Chartered Accountants in
Scotland (ICAS), the Department of Trade and Industry (DTI) and Shelley Taylor &

Associate’ all confirm an increasing demand for future-oriented information by investors.
ICAS quotes the following as comments typically made by users of the annual report:

“Investors demand for increased information is growing strongly.
| would prefer to see far more information of a prospective nature.

Additional information on expectations of future performance would Fe useful.”

2 Reported in Full Disclosure 1998, Shelley Taylor & Associates.
2 Business Reporting: The Inevitable Change? ICAS, March 1999, p.53.
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In addition, the DTI notes in its report:

“Fund managers we interviewed ... criticise a concentration [by smaller quoted
companies or SQC’s] on the past and a reluctance to volunteer the information they
need to reach an informed view about the company and its prospects. ...[They] want
SQC'’s to publish more forward looking informé&tion.”

Drivers of future performance

The surveys by ICAS, Shelley Taylor & Associates and the Ernst & Young Centre for
Business Innovatioff consider, in different ways, indicators of future prospects. A

consistent conclusion is the pivotal role of management, its strategy and the challenges and
risks that must be managed to execute that strategy successfully.

As part of its investigation of users’ needs, ICAS conducted a postal survey of drivers of
company performance. It was found that the most important generic drivers of performance
were considered to be:

® Quality of management;
) Company strategy;

® Industry within which the company operates.

And, of the 29 factors surveyed, the most important specific factors were:

e Integrity of management;
e Vulnerability of company to competition;

Ability of management to achieve targets;

® Acquisition strategy (past performance and future plans);
® Recent changes in quality of management, corporate succession and management style;
° Experience of management;

e Corporate strategy for the development of existing operations.

Institutional investors interviewed for the report “Full Disclosure 1998” confirmed this focus
on the ‘quality of management’. To help them form a view on this, they wanted enhanced
disclosures relating to accountability, more industry, market and segmental data and more
future-oriented information, as summarised in Table 3 below.

#Creating Quality Dialogue between Smaller Quoted Companies & Fund Managers, DTI, February 1999, pp.9 and 11
»Reported in Measures that Matter, Ernst & Young LLP, 1998. 43
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Table 3: Highlights from “Full Disclosuré 1998”

Accountability Industry and Market The Future Segmental

Objectives Industry Forward Looking Statement€apital Expenditure
Objectives vs. Results | Competitors Strategy R&D Activities

Strategy Brands Challenges / Risks R&D Spending

Values / Management Holdings

Philosophy Segmental - Business
Mission/Purpose Segmental - Geography
Challenges/Risks

Bad News

Researchers from the Ernst & Young Centre for Business Innovation took their analysis a step further.
They obtained evidence not only about the non-financial factors portfolio managers said were useful to
them but also, through a simulation of the share purchase decision, they collected evidence of the actual
use of such non-financial data. In the simulation they altered the non-financial information presented to
portfolio managers about a company but held constant the financial information presented. They found
that the decision whether to purchase that company’s share was affected by the changing non-financial
information.

Again the focus on the quality of management and its strategy was apparent, with the information of
the greatest value to portfolio managers being information relating to:

° Strategy execution;

“how well management leverages its skills and experience, gains employee comn
and stays aligned with shareholder intetests.”

° Management credibility;

which will, primarily, depend on two of the factors found to be very important to
investors in the ICAS study; the integrity of management and its ability to achieve
targets.

° Quality of strategy;

“management’s vision for the future, whether it can make tough decisions and qu
seize opportunities, and how well it allocates resBurces.”

However, the importance of particular non-financial factors varied across industry groups, with
information about the strength of a company’s market position most valuable in the oil and gas industry
and information about the effectiveness of new product development most important in the
pharmaceuticals industry.

PricewaterhouseCoopers has commissioned telephone surveys of financial analysts and institutional
investors in 14 countries over the past four yedrbhis work focused on the importance to financial

»As shown at the ICAEW Breakfast Briefing on Full Disclosure 1998 by Shelley Taylor.

*Measures that Matter, Ernst & Young LLP, 1998 p.1

“Measures that Matter, Ernst & Young LLP, 1998 p.2.

*The UK survey is reported in Pursuing Value: Reporting Gaps in the United Kingdom, | Coleman & R Eccles; Price Wate
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analysts and institutional investors of 21 specific measures of performance, both financial and non-
financial, and the adequacy with which they are currently reported. The work confirmed the importance
of traditional financial measures but also highlighted the desire for market share and market growth
information, investment in research and development, capital expenditure and statements of strategic
goals. Those who wanted this information were dissatisfied with the adequacy of its current reporting.

Other non-financial performance indicators were, overall, viewed as being less important. Table 4

indicates the percentage of the analysts and investors surveyed who found a particular measure valuable
in the UK survey.

Table 4: Usefulness of specific performance measures to analysts and investors

UK data

Performance measure: Analysts Investors

% %
Cost data 94 31
Segment performance data 88 22
Earnings data 85 87
Cash flow data 85 83
Market growth data 85 71
Market share data 82 75
Capital expenditure 78 52
R&D investment 73 29
Statements of strategic goals 72 52
Employee productivity 70 16
New product development 66 34
Customer retention 51 9
Product quality 50 7
R&D productivity 48 19
Intellectual property 39 13

The other performance measures surveyed, which were considered valuable by less than a third of either
group overall, were: process quality data; employee training levels and expenditures; customer
satisfaction measures; employee turnover rates; environmental compliance data and employee
satisfaction measures.

The PwC survey did not indicate a strong demand from investors for the majority of the non-financial
measures. We believe that there are two reasons for this survey undervaluing the potential usefulness of
these measures. Firstly, investors prefer ‘hard’ measures such as cash flow data to ‘softer’ measures such
as satisfaction ratings because ‘hard’ data is thought more difficult to manipulate. However, in a follow-
up survey of the use by management of the same measures, customer satisfaction was said to be
important by 66% of senior executives and employee satisfaction by*44%

Secondly, we believe that the important value drivers and, therefore, indicators of performance derived
from them, vary from industry to industry and business to business. This belief is supported by evidence
from the Ernst & Young survey described earlier that the relative importance of specific non-financial
factors varied across industry groups. We therefore propose only disclosure of those indicators that relate
to the key ‘value drivers’ for a particular business and are, therefore, central to the successful
implementation of strategy.

2Reporting Gaps in the UK: The Chief Executive’s Perspective; R. Eccles, D. Phillips, H. Richards, PricewaterhouseCoopers, 1998. 45
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Appendix Il

Examples of performance indicators

Summary indicators:

Non-financial

Market share

Market growth
Customer retention
Customer satisfaction
Price premium

Financial

Revenue growth
Economic profit
Return on capital
Market/customer
profitability

Indicators relating to specific drivers of value:

Process quality

® Rejectrate
e Scrap
e Warranties/returns

Flexibility

e Changeover time

Innovation

e New product
development
® % of sales from new
products
e Product pipeline
e R&D investment
e R&D productivity

Timeliness Productivity
e On time delivery e Employee productivity
e Customer response time @ Asset utilisation
e Cycletime
Marketing Information Technology
e Customer acquisition e IT investment
Human Resources Environmental
e Competence e Compliance with
@ Training (hrs/spend) legislation
e Morale

e Employee turnover
e Employee satisfaction
e Application rates
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Appendix IV
Members of the Steering Group

The members of the Steering Group are:

Ken Lever, Chairman

Ken Lever has recently been appointed Finance Director of Tomkins PLC and is a non-executive director
of VEGA Group PLC and Merewood Group Limited. He is a Chartered Accountant and a member of the
ICAEW Financial Reporting Committee. He has held executive directorships at Albright & Wilson plc,
Alfred McAlpine plc and Corton Beach plc and was a partner in Arthur Andersen.

Guy Ashton

Guy Ashton is responsible for equity analysis and valuation methodology at HSBC Securities. He is a
Chartered Accountant and prior to joining HSBC was a consultant on equity valuation for brokers, fund
managers and corporates.

Lesley Davey

Lesley Davey is Group Finance Director of The African Lakes Corporation PLC. She is a Chartered
Accountant and a member of the ICAEW Financial Reporting Committee. She has previously been
Finance Director at Ladbroke Casinos Limited, Borthwicks plc and Rage Software plc.

Chris Higson

Chris Higson is Professor of Accounting at London Business School. He has taught financial analysis and
valuation on all of the School’s major programmes and researches in company valuation and mergers
and acquisitions. He is a Chartered Accountant and has advised many leading financial institutions and
industrial companies.

Robert Langford

Robert Langford is the ICAEW'’s Head of Financial Reporting. He is a Chartered Accountant and has
previously held positions at Lloyds Bank Plc and the IASC. He is also responsible for supporting the
Institute’s work on environmental reporting and auditing.

Kathy Leach

Kathy Leach is the Project Manager supporting this project for the ICAEW. She is a Chartered Accountant
and previously lectured at Warwick Business School. Prior to that she worked in financial reporting and
corporate taxation in the motor industry.
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Cameron Maxwell

Cameron Maxwell is a non-executive director of Avesco Plc and was formerly its Finance Director. He is a
director of a number of private companies. Cameron is a Chartered Accountant and both a member of
the Council of the ICAEW and its Technical Advisory Committee.

David Munns

David Munns is Corporate Controller at the Financial Times Group, moving recently within Pearson plc
from a group role as Head of Financial Planning & Analysis. He is a Chartered Accountant and holds an
MBA from the University of Chicago, noted for its shareholder value program.

David Phillips

David Phillips is a partner in PricewaterhouseCoopers’ Assurance /Business Advisory Services and leads its
European ValueReporting™ initiative. He is a Chartered Accountant and co-author of a paper analysing
the use of and external communication of a range of performance measures by UK executives.

lan Roundell

lan Roundell is Head of Investor Relations at Barclays PLC and prior to that worked in both financial and
regulatory reporting within the group. He is a Chartered Accountant and previously worked in corporate
finance and management consultancy at Deloitte and Touche.

David Thompson

David Thompson is Joint Group Managing Director and Group Finance Director of The Boots Company
PLC, where he is responsible for Boots Healthcare International and Halfords Limited as well as all
finance related matters. He is a Chartered Accountant, a member of The Hundred Group of Finance
Directors and a non-executive director of Cadbury Schweppes PLC.

Steve Webster

Steve Webster is Group Finance Director of Wolseley plc. He is a Chartered Accountant and Chairman of
the Midlands Industry Group of Finance Directors. Steve was previously a partner in Price Waterhouse.

Mike Weston

Mike Weston is a director of the UK Institutional Division of Merrill Lynch Mercury Asset Management
where he has responsibility for co-ordinating research into the global consumer goods sector. Mike is a
member of the IIMR and was formerly a director of Hermes Investment Management.
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