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International Federation of Accountants

545 Fifth Avenue, 14th Floor

New York, New York 10017 USA

IFAC’s mission is to serve the public interest by:

contributing to the development, adoption, and implementation of high-quality international standards and guidance;

contributing to the development of strong professional accountancy organizations and accounting firms, and to high-quality practices

by professional accountants;

= promoting the value of professional accountants worldwide; and

= speaking out on public interest issues where the accountancy profession’s expertise is most relevant.

The PAIB Committee serves IFAC member bodies and the more than one million professional accountants worldwide who work in
commerce, industry, financial services, the public sector, education, and the not-for-profit sector. Its aim is to promote and contribute to

the value of professional accountants in business. To achieve this objective, its activities focus on:

= |ncreasing awareness of the important roles professional accountants play in creating, enabling, preserving, and reporting value for

organizations and their stakeholders; and

= Supporting member bodies in enhancing the competence of their members to fulfill those roles. This is achieved by facilitating the

communication and sharing of good practices and ideas.



Jlaple of Contents

IS Business Strategy Perspective

IO 1 oo 18 o1 T ) o PP 15
1.1 Defining Sustainability and the BUSINESS CaSE ......ciiiiiiiiiiiiiiiii ettt e e e e e e et ettt ae e r e e e e e e e e et eeeesas e e e e aaaeeeeesnsnsnnn e eaaeas 18
L2V AT (o] =T g o B = Y=o (=T o T o T PRSP 27
B IRC IS £=1 2T gl o] [ F=Y g =g =T 1= 1 41T o | 34
I C oL 1 - TaTo B E- T 1< RS T=T 1dTaTo PP PP 43
1.5 Integration With RiSk ManagemeEnt ... ..o ettt et e et e et e et e e e e ea e et ea e e e et e e e e e eannaren e enanaas 47

I T = qTe = e [T 0 =Y oY o) S T o o] 1 =Y o 53



P20 O [ 4 0 T [ o oY 62

2.1 Cutting Costs bY MiINIMIZING WWaSTE .. ccuuuiiiiiieiiie e e e e e et e e e e e e et e e e et e e eea e e eaaaeeeaaeeeaaeeean e e eean e eeanaeeenneeesanneennneennnns 67
P 07V o o] o I mleTe) 1 o] 101 110 e [H NP PSPPI 73
2.3 Improving Information to Support Decisions and REPOITING ......cceiuuuiiiiiiiii et e et e ettt e e e e e e e eeta e e e e eean e aees 82
2.4 Integrated Management CONTIOl SYSTEIMIS ....iiiui it e e et e e et e e e e e e e ea e e et e e e aa e e eaa e e ean s eeean e eannraeannaeesnnreennneernnns 99
2.5 Performance MeasuremMent @nd KPIS ...t e ettt e e e et et et e ettt e e et e e et e et e en e e et e e e e e e eeen e e e enrn e aaee 108

s ~cporting Perspective

G T O I g1 oo [ ¥ Lo 1T o I PP TPPP PPN 119
3.1 Developing an Organizational REPOItiNG STrat@gy .....ccuuuiiiiiiiiiiiii ittt e e et e e et e e e e e et e e e e e eaa e e e e ean e e e eeeennnnns 128
3.2 Reflecting Sustainability Impacts in Financial Statements ...t 146
3.3 Narrative Reporting for Enhanced TransSparenCy t0 INVESTOIS ....iiuuuiiiiiiiiiie et e e et e e e e e e e e e e e e e e e e eaaneeeaneaeeen 155
3.4 DeterMmiNiNg Materiality . ....ocu ettt e ettt oot e et ea e et e e et e e et et e ea e e ea e eea e e e ea e eea e e een e naa e eeaaaaeran 166

3.5 External Review and Assurance of Sustainability DISCIOSUIES .......cuuui i e s 174






The greatest shareholder today is
no longer the wealthy family, but
it is the individual via his or her
financial institution and pension
fund. The same individual is also
the employee of the company;
the customer who chooses
between the products of company
A or company B; the voter for

the government of the day and
for the trustee of the pension
fund. In addition, the individual

IS also a citizen of a country who
expects his or her neighbor to

act as a decent citizen, and as a
consequence today, the individual
citizen expects the corporate

citizen to act as a decent citizen.’

— Mervyn King, Chairman,

King Committee on Corporate
Governance and Deputy
Chairman, International
Integrated Reporting Committee

Overview

The recognition governments and many organizations have given to the importance
of sustainability and sustainable development is beginning to change business
culture and society. The global challenge is to ensure that organizations develop
sustainably to reverse the previous erosion of natural resources, and to improve their
environmental, social, and financial performance. This requires radical changes in the

way they do business and the way we live our lives.

From an environmental and social perspective, sustainability issues are transforming
the competitive landscape, forcing organizations to change the way they think
about products, technologies, processes, and business models. From a financial

perspective, the primacy of shareholders as owners is giving way to an enlightened
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view of maximizing wealth creation
that incorporates wider stakeholder
perspectives and issues into decision
making. Long-term sustainable

value creation requires responsible
organizations to direct their strategies
and operations to achieving
sustainable economic, social, and

environmental performance.

Achieving a sustainable future is only
possible if organizations recognize the
role that they can and need to play.
Effective action by the accountancy
profession and professional
accountants to better integrate

and account for sustainability is an
essential part of that role. Now in its
second edition, the IFAC Sustainability
Framework (the Framework) primarily
targets professional accountants

working in commerce, industry,

financial services, education, and

the public and not-for-profit sectors.
IFAC strongly believes that these
professional accountants can influence
the way organizations integrate
sustainability into their mission,

goals and objectives, strategies,
management and operations,
definitions of success, and stakeholder

communications.

Professional accountants in all types
of organization have a significant role

in:

= challenging conventional
assumptions of doing business,
identifying risks, and seizing

opportunities;

= integrating sustainability issues into

strategy, operations, and reporting;

= redefining success in the context
of achieving sustainable value

creation;

= establishing appropriate

performance goals and targets;

= encouraging and rewarding the

right behaviors; and

= ensuring that the necessary
information, analysis, and insights
are available to support decision

making.

Updates Featured
in the Second Edition

Since the first edition of the
Framework was published in

2009, progress has been made on
spreading awareness and gaining
recognition that long-term sustainable

organizational success and value



creation is only achievable when
organizations direct their strategies
and operations toward achieving
sustainable economic, social, and
environmental performance. Several
national corporate governance

reform efforts are using the language
of sustainability, stakeholder
governance, and encouraging
governing boards to take a longer-term
view of performance. For example,

the philosophy of the stakeholder
inclusive King Code on Corporate
Governance for South Africa revolves
around leadership, sustainability, and
corporate citizenship. Similarly, the
latest version of the UK’s Corporate
Governance Code also includes
sustainable success of an entity over
the longer term as a key component of

effective board practice.

Organizations are responding. The
2010 United Nations Global Compact-
Accenture CEO Study found that

of the vast majority of CEOs see
sustainability as important to their
company’s future success in spite

of economic difficulties. However,
significant challenges remain for
organizations, including integrating
social and environmental (along with
financial) factors into an organization’s
way of doing business in all the core
elements of the organization, and
across the supply chain. Another
challenge is engaging small- and
medium-sized entities (SMEs). In most
countries, SMEs account for a sizeable
portion of private sector employment
and gross domestic product. With
regard to environmental and social
issues, SME impacts are considerable,

and therefore have vast potential to

contribute to sustainable economies.

The integration of social and
environmental factors is critical if
organizations are to gain the trust of
stakeholders and the wider public.
To reinforce its importance, this new
edition of the Framework extends the
theme of integration—from a business
strategy and operational perspective
to that of an integrated reporting
perspective. Integrated reporting

is emerging as a new theme and
initiative, much interest and support
having been shown by standard
setters, organizations, professional
associations, NGOs, and others in
the development of the International

Integrated Reporting Committee.

Integrating sustainability issues into

business strategy and operations is

Overview


http://www.iodsa.co.za/downloads/documents/King_Code_2009.pdf
http://www.iodsa.co.za/downloads/documents/King_Code_2009.pdf
http://www.frc.org.uk/corporate/ukcgcode.cfm
http://www.frc.org.uk/corporate/ukcgcode.cfm
http://www.unglobalcompact.org/news/42-06-22-2010
http://www.unglobalcompact.org/news/42-06-22-2010
http://integratedreporting.org/
http://integratedreporting.org/

Sustainability Framework 2.0

now covered in more depth, and with
additional examples that reflect new
thinking. The reporting perspective
has been updated to provide guidance
on how to improve stakeholder
communications, based on
sustainability reporting and providing
an integrated view of environmental,
social, and financial performance. The
integration of sustainability information
with mainstream financial reporting will
increasingly be critical to maintaining

the trust of customers and investors.

The Three Dimensions
of Sustainability

Sustainability has three important
dimensions: (a) economic viability,
(b) social responsibility, and (c)
environmental responsibility. While

trade-offs can occur between these

dimensions, they are interconnected

in various ways. For example,

being socially and environmentally
responsible (toward employees,
communities, and other stakeholders),
leads to enhanced trust, and, therefore,
makes good business sense. Social
and environmental responsibility cannot
stand in isolation from economic
viability. Organizations must continue
to provide products and services

that people want in order to generate
profits, growth, and new jobs. While
pursuing a commercial imperative,
organizations must also take into
account their social and environmental
impact as part of ensuring that

they generate added value for an

organization and its stakeholders.

Competent and Versatile:
Connecting Professional

Accountants to
Sustainability

The Framework complements the
IFAC PAIB Committee’s Consultation
Paper, Competent and Versatile: How
Professional Accountants in Business
Drive Sustainable Organizational
Success. This paper broadly
categorizes professional accountants
as creators, enablers, preservers,
and reporters of sustainable value
for their organizations. It defines the
principal expectations of professional
accountants in business as derived
from the activities they will need to
perform to support the development
of sustainable organizational success.
It highlights how an accountant’s
professional background and
orientation equip them with the

necessary qualities to support their


http://www.ifac.org/PAIB/
http://www.ifac.org/PAIB/
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contribution, and particularly to

act as integrators by incorporating
sustainability factors into their
organizational strategy, operations,
and reporting. This will allow
organizations to simultaneously deliver
improved business performance and to

contribute to a better world.

Competent and Versatile also clearly
highlights that the role of professional
accountants is more than simply that
of preparers or assurers of financial
and sustainability reports. More

than one-half of all professional
accountants globally work in
organizations and are adapting to

a world in which sustainability is

the key to long-term organizational
performance. The Framework

helps professional accountants to

understand how, in their diverse

roles, they can influence change. In
clearly defining the different facets

of sustainability and corporate
responsibility, the Framework can help
professional accountants grasp all the
important aspects of sustainability
that they may encounter, directly or
indirectly, and that will be important to

their organizations.

Establishing the Role of
Professional Accountants
and the Finance Function

The Framework will provide
professional accountants with an
opportunity to consider themselves
as knowledgeable change agents.
Professional accountants are well
positioned to help organizations
interpret sustainability issues in a

relevant way for their organizations,

Overview

and to integrate those issues into the

way they do business.

Although developing a sustainable

organization is a multi-disciplinary

responsibility, the finance function

needs to be clear on its role in

providing and supporting sustainability

leadership for several reasons:

The finance function is well
placed to influence behavior and
outcomes through incorporating
sustainability considerations into
strategies and plans, business
cases, capital expenditure
decisions, and into performance

management and costing systems.

Integrated sustainability
management involves managing
opportunity and risk, measuring

and managing performance, and
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providing insight and analysis

to support decision making.

This plays to the strengths of
professional accountants working
in finance functions and offers
opportunities to provide higher

value business partnering.

Improving the quality of
stakeholder communications and
the reporting of sustainability
information and how it connects
to an organization’s strategy and
operations requires the same
rigor as the process of financial
reporting. Materiality, relevance,
comparability, accuracy, and
completeness continue to be
essential qualitative characteristics
of information. Professional
accountants understand the

need for, and how to implement

quality data and robust systems
to capture, maintain, and report
performance. They also have the
project management skills needed
to put such systems in place,
applying appropriate processes

and controls.

To rise to the challenge, professional
accountants, on an individual level, will
need to understand how sustainability
does or might affect their role, and

to identify and utilize the continuing
professional development resources
available from their own professional
body, IFAC, and other sources, such
as His Royal Highness The Prince of
Wales’ Accounting for Sustainability
Project. Continuing education will
help accountants learn more about
the applied aspects of sustainability

and determine approaches to

organizational improvement and
transformation. Accountants working
in audit and advisory roles, particularly
in SMEs, can consider how they could
embrace sustainability issues (using
the Framework as a starting point)

to add value to their client service/
advisory role. Importantly, when
acting in a public interest-related
reporting or advisory capacity, it might
be necessary to consider whether
sustainability issues have been

properly addressed and disclosed.

Using the Framework

The IFAC Sustainability

Framework consolidates the important
aspects of embedding sustainability
into the DNA of an organization and
can be applied to entities of all sizes

and complexities.


http://www.accountingforsustainability.org/home/
http://www.accountingforsustainability.org/home/

So many information sources cover
various aspects of sustainability and
sustainable development that it has
created information overload. Many
accountants therefore find it very
difficult to get a coherent view of all the
various perspectives of this topic that
organizations embracing sustainable

development must understand.

The second edition of the Framework
addresses three perspectives (rather
than four in the first edition) in bringing
together all the critical areas required
to successfully manage a sustainable
organization. These perspectives are
business strategy, operational, and
reporting. Organizations that have
successfully embraced sustainable
development have usually taken
actions in all three areas. Combining

the two separate previous sections

on reporting for investors and
wider stakeholders into one section
emphasizes the importance of an

integrated view of reporting.

The Framework is divided into three
parts: one for each perspective.

Each part is divided into sections

(see the Table of Contents), each

of which presents a key theme and
context. Each section ends with

“Key Considerations for Professional
Accountants,” which outlines actionable
items that accountants can consider to
successfully implement that aspect of
sustainability into their organization’s

strategy, operations, or reporting.

Specific areas of the Framework
may be more relevant to particular
groups of professional accountants.

For example, accountants working at

Overview

senior management levels might be
more focused on the business strategy
perspective, although all accountants
should be mindful that the overall
long-term sustainable organizational
success and the impact of other specific
activities to help embed sustainability
factors depends upon leadership and
strategic-level actions and performance.
Professional accountants working in
performance management-related

roles (including planning, budgeting,
performance measurement, and roles
such as business/financial analyst) may
direct their attention to the operational
perspective. Professional accountants
responsible for preparing business,
financial, sustainability, or integrated
reports, or involved in providing audit
and assurance, might find the reporting

perspective of most use.

11
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The Framework provides many
examples of good practice, so that
professional accountants can easily
seek more detailed information on

areas of particular interest.

From the business strategy perspective,
the framework emphasizes the
importance of adopting a strategic
approach, so that sustainability is
integrated into vision and leadership,
strategic planning, objectives, goals,
and targets, as well as incorporated
into governance, accountability

arrangements, and risk management.

The operational perspective focuses
on how an organization can deliver on
its strategy and specific sustainable
development objectives and

targets. It presents a full spectrum

of management and management

accounting activities to support higher-
quality information, which leads to
more-informed decision making and
can help support the choices an
organization needs to make to chart a
more sustainable path. This perspective
covers how organizations can achieve
relatively simple quick wins to

improve energy efficiency and reduce
waste, calculate a carbon footprint,
and implement sustainability and
environmental accounting, integrated
management control systems, and

performance measurement and KPls.

The reporting perspective includes key
considerations on how accountants
can help improve the usefulness

and relevance of their organization’s
external communications, including
developing a reporting strategy to help

achieve integrated business reporting.

Professional accountants can lead

the way in developing a reporting

and disclosure strategy to help yield
high-quality reports and accounts that
provide a more complete picture of an
organization’s performance. This will
involve reflecting sustainability impacts
in financial statements, improving
narrative reporting, determining
materiality in relation to the needs of
various stakeholders, and establishing
an approach to external assurance that
adds credibility to an organization’s
disclosure and can also help to improve

an organization’s reporting processes.

Many sustainability issues cut

across all three perspectives—
business strategy, operational, and
reporting—and to a large extent, are
interconnected. For example, in dealing

with carbon emissions, professional



accountants should understand (a)
the importance of engagement with
an expanded group of stakeholders
in considering an organization’s long-
term carbon footprint, (b) its strategic
importance for the organization and
how the organization intends to take
action, (c) the information required

to support informed decision making
(such as deciding how to implement

changes in operational processes

or new technologies that will enable
a reduction in carbon emissions),
and (d) the external reporting of
carbon emissions in various external

communications.

We hope the IFAC Sustainability
Framework will help the accountancy
profession to determine gaps where
additional guidance is needed

to further support professional

accountants. We welcome your
feedback on how the Framework
presents (a) the field of sustainability,
(b) the particular role of professional
accountants in facilitating and
supporting sustainability, and (c)

its integration into the strategy,
operations, and reporting of an
organization. Please send feedback to

stathisgould@ifac.org.

Overview
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The ongoing success

of Ford Motor Company
is my life’'s work. | want us
to be the company that
makes a difference in
people’s lives—one that
inspires its employees,
delights its customers,
rewards its shareholders,
and makes the world

a better place. To do that
we must deliver desirable
products with a competitive
cost structure and a

sustainable business moadel.?

— William Clay Ford, Jr.

Business Strategy Perspective

1.0 Introguction

The role of leadership and business strategy is to promote the integration of
sustainability issues at a strategic level, so that they are embedded in organizational
development covering strategy, planning, enterprise risk management, and operations.
The importance of tone at the top is best captured by the King Code of Corporate
Governance for South Africa, which specifically encourages the integration of
governance and sustainability into strategy, operations, and reporting of an organization.
The philosophy of the King code revolves around leadership, sustainability and
corporate citizenship. Responsible leaders direct company strategies and operations
with a view to achieving sustainable economic, social and environmental performance

(see IFAC’s interview with Mervyn King).

15
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The IFAC publication, Competent
and Versatile: How Professional
Accountants in Business Drive
Sustainable Organizational Success,
considers that the major attributes of
successful organizations derive from
effective and respected leadership,
which in turn enables coherent and
focused strategy and execution.
Effective leadership relies on a deep
understanding of customer and
stakeholder needs, the organization’s
capabilities to generate the required
products and services, as well as the
opportunities and threats that stem
from its competitive environment.
Above all, effective leadership and
strategy focuses on sustainable
value creation over the long term.
Successful organizations integrate
sustainable development into the way

an organization does business so

to ensure the creation of long-term

sustainable economic growth.

Part of the challenge that many
organizations are dealing with

is the nebulousness of the issue
of sustainability and sustainable
development. Although many people
recognize a need for action in this
area, action itself is often lacking,
or is poorly executed. This often
manifests itself in well-presented
promotional material, but with little
indication of whether sustainable
development is embedded in the
organization’s business model or
whether senior management take
sustainability issues seriously.

This type of problem has also
beset sustainability reporting and

perceptions as to its efficacy.

Thinking about sustainability issues
strategically is an opportunity for
organizations to establish or re-
establish the “why” of sustainability
and taking social and environmental
stewardship seriously. This will
involve the governing body and
senior managers articulating and
promoting the benefits and perhaps
using a language that works in the
context of the organization. Terms
like sustainability, corporate social
responsibility, and climate change can
be interpreted in various ways and
be seen as an additional cost to an
organization. Organizations can find
it easier to integrate sustainability
where there is a clear understanding
of its meaning, and how it relates to
the organization and drives long-term

organizational success.


http://www.ifac.org/PAIB/
http://www.ifac.org/PAIB/
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The business strategy perspective
covers the critical driving factors and
activities that help organizations and
their professional accountants to

embed sustainability. These include:

= defining and clarifying the
terminology that an organization
has decided to use (sustainability,
corporate responsibility, or
corporate social responsibility) and
what it means in relation to the

organization;

= establishing leadership, vision,

values, and behaviors;

® ensuring appropriate governance
structures are in place to
strengthen implementation,

monitoring, and accountability;

m  effective stakeholder engagement;

setting goals and targets;

establishing the business case;

integrating risk management and

assessment; and

engaging suppliers.

Organizations that have successfully

embedded sustainability from a

strategic perspective tend to be

those that also convert increased

sustainability performance into

commercial advantage. This is

particularly the case when dealing

with specific issues such as climate

change that can present strategic risks

and opportunities. Taking a strategic

perspective helps an organization

to develop an awareness of its

sustainability risks and opportunities,

foster a commitment to deal with

1.0 Introduction

these, and to manage difficult choices
and trade-offs that might have to be
made between financial, environmental
or social performance. A strategic
perspective also helps to provide

a systematic approach to ensuring
checks and balances, and identifying
and developing the skills required to

address sustainability issues.

17



We are entering a period

of history in which it is
becoming clear that the
operation of the current
System is unsustainable,

and that to progress further,
tomorrow's global companies
need to redefine success
and help to create better
frameworks for the workings

of the market.?

— Tomorrow's Company
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11 Defining Sustainaility
and the Business Case

KEY THEME Establishing an understanding and definition of sustainability that helps
to ensure that an organization is both socially and environmentally responsible at the
same time as being economically viable. Developing a strong business case to highlight
what sustainable development means for an organization, and how improved social
and environmental performance can translate into enhanced business performance, will
contribute to a better understanding of the benefits that might be achieved with a more

holistic business approach.

CONTEXT Understanding and defining sustainability is possible on two levels. On a macro
level, a widely accepted definition of sustainable development provides a context for

understanding what sustainability means for society and economies. At an organizational


www.tomorrowscompany.com/uploads/TGCexcu.pdf

level, a clear definition is a precursor
to helping an organization engage in

sustainable strategies and activities.

Defining Sustainability and
Sustainable Development

The notion of sustainability is rooted

in the wider concept of sustainable
development. Many definitions

of sustainability and sustainable
development exist, but arguably the
foremost is from the Brundtland Report,
which is used by many governments

and organizations:

Sustainable development is
development that meets the needs
of current generations without
compromising the ability of future

generations to meet their own needs.*

This report also implored the present

generation to take immediate action to
avert the risk of irreversible ecological
damage. Although the definition of

sustainable development is broad, the

report valuably points out that:

Sustainable development is not a fixed
state of harmony, but rather a process
of change in which the exploitation of
resources, the direction of investments,
the orientation of technological
development, and institutional change
are made consistent with future as well

as present needs.®

Sustainable development in these
terms can be seen as a global
aspiration. The use of the Brundtland
definition by many organizations in
their management and reporting on
sustainable development and CSR

signals a widespread consensus on

1.1 Defining Sustainability and the Business Case

the central role organizations have

in ensuring future generations can
meet their own needs. It evidences
an acceptance that sustainable
development requires the political will
of governments, organizations, and

communities.

This definition also requires
organizations to take into account the
wider and longer-term consequences
of decisions. This is the route to
achieving long-term sustainable value
for investors and stakeholders, and
involves considering the impact of
economic activities—things bought,
investments made, waste and
pollution generated—on the natural
and human resources on which they
depend, to avoid irreparable damage
to the productive capacity of these

resources. Practically, this requires

19



Part 1: Business Strategy Perspective

20

organizations to take into account

the consequences of economic
decisions on the natural environment,
on economic development, and on the
social conditions in which people live

and work.

The World Business Council for
Sustainable Development’s three-pillar
model of economic growth, ecological
balance, and social progress is also a
useful reference point for understanding
sustainability. This reinforces the
message that long-term maximization of
shareholder value for public companies
will undoubtedly be intertwined

with their environmental, social, and

economic performance, where:

= environmental performance relates
to the natural resources consumed

in delivering products and services;

= social performance reflects an
organization’s impact on people
and social issues, which include
(a) health, skills, and motivation
on the people side, and (b) human
relationships and partnerships on

the social side; and

= economic performance continues
to include financial performance,
but will increasingly reflect an
organization’s wider impact on the
economy. This allows organizations
and stakeholders to recognize
that profitability, growth, and job
creation lead to compensation
and benefits for families, and tax

generation for governments.

The World Business Council for
Sustainable Development’s ten messages
by which organizations should operate is

also a useful reference.

ldentifying a

Business Case Requires
Defining Sustainability in
Relation to its Relevance
to the Organization

Despite growing awareness by media,
consumers, and investors, companies’
relative inaction in this area may stem from
their uncertainty about what “sustainability”
means in practical terms, according to

an article from the McKinsey Quarterly.
Overall, 20 percent of executives say their
companies do not have a clear interpretation
of sustainability, and among those that do,
the definition varies (spanning issues relating
to the environment, managing governance
issues, and social issues). Fifty-six percent
of all respondents define sustainability in

two or more ways.®

Establishing a business case involves


http://www.wbcsd.org/templates/TemplateWBCSD5/layout.asp?MenuID=1
http://www.wbcsd.org/templates/TemplateWBCSD5/layout.asp?MenuID=1
http://www.wbcsd.org/templates/TemplateWBCSD5/layout.asp?type=p&MenuId=MTAyMQ&doOpen=1&ClickMenu=RightMenu.

identifying the key sustainability issues
and how to deal with them as part of an
organization’s strategy and performance
management systems. It is an opportunity
to align sustainability issues with strategy,
and is the start of a systematic process
for managing social and environmental

impacts.

The strength and focus of a sustainability
business case will vary across
organizations. Many different business
cases exist for managing sustainability
issues, and these will be organization/
industry-specific. Therefore, approaches
depend on the business operations that
are pursued, the markets in which an
organization is active, the country of origin,
and the size of an organization. Developing
and reviewing a business case over time
involves a systematic process covering

several steps, including (a) understanding

an organization’s significant impacts on the
environment, society, and the economy,
and the related opportunities and risks,
and (b) identifying stakeholder issues. In
formulating a business case, there are
three important considerations: the scope
of the business case, a broad approach to
defining sustainability, and establishing the

financial impact.

The scope of the business case:

A business case can be organization-
wide to help inform strategic decisions
by including specific elements that can
be developed by specific parts of an
organization, thus helping employees
to assess and understand the impact of

sustainable development.

A broad approach to defining
sustainability helps organizations to

think widely about their contribution

1.1 Defining Sustainability and the Business Case

to society and economies: The
economic impact on a large multi-national
company can be in terms of employee
compensation and benefits, taxation,
economic impact of global expansion,
enabling global commerce, dividends to
shareholders, and charitable contributions.
For example, the article “The Next
Question: Does CSR work?” from The
Economist’s 2008 special report on
corporate social responsibility refers to
the joint Oxfam and Unilever study of the
economic impact of Unilever’s operations
in Indonesia.” This showed how the
company had “supported the equivalent
of 300,000 full-time jobs across its entire
business, created a total value of at

least $630 million and contributed $130
million a year in taxes to the Indonesian
government. The lesson for companies

is that they have been far too defensive

about their contribution to society.”
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Establishing the financial impact:
Although there are many different business
cases for sustainability projects and change
programs, placing financial numbers on
benefits can help persuade and highlight

to stakeholders the impact of additional
investment or new ways of working. The
financial impact can also be relevant to
sustainability reporting (for example, Paul
Monaghan, Sustainable Development

Manager at the Co-op Bank said, “We have

calculated ethical and ecological benefits
of sustainability reporting to be in excess
of £40m profit contribution to products and
services. Producing a sustainability report
has enabled us to manage a whole host

of ethically and environmentally motivated

risks much more robustly.”®)

The Anglo Dutch fossil fuels company, Shell,
captures its business case in a number

of ways (see “Shell: Delivering on Our

Commitment to Sustainable Development”),
all of which are connected to its business
performance. Most organizations will

find enhanced reputation a key driver for
implementing sustainability strategies and
reporting. In addition to influencing (a)
investor relations and access to capital, (b)
competitive and market positioning, and (c)
license to operate, reputation is also widely
viewed as a driver of employee recruitment,

motivation, and retention.



1.1 Defining Sustainability and the Business Case

Key Considerations for Professional Accountants

Create awareness of how the finance function can get involved in establishing a business case. Professional accountants could be

involved in any of the following steps:

= Determining the sustainability-related pressures and expectations, for example, by identifying specific issues of importance to the
organization and those that are impacted by operations; this would encompass the organization’s environmental footprint and its

contributions to the communities in which it operates (including its direct/indirect economic impact, improvements to quality of life, etc.);

= |dentifying significant environmental and social issues, and how materiality testing, measurement, reporting, and verification of these

issues will be applied and;

= Assessing the benefits and business case of embedding sustainability and the risks of failure, for example, assessing and measuring
social benefits (e.g., staff well-being), environmental benefits (e.g., through reduced resource consumption such as energy use), and
operational benefits (e.g., reduced operational costs and technological innovation). Finance can work more closely with operations to
evaluate each step along the organization’s value chain to identify risks and opportunities and their potential financial implications (e.g.,

fines/penalties for non-compliance with environmental regulations or savings associated with localized sourcing of material).

Ensure clarity on uses of the business case. A business case is a very useful tool for promoting and communicating commitment to
sustainable development (for external audiences), but a more detailed business case and implementation plan might be necessary to define

and deliver organizational commitments to sustainable development strategies, principles, values, and policies.

Focus the business case on linking sustainability to strategy and the impacts of organizational activity on society and the

environment. The business case can show how an organization is moving beyond compliance and regulation to gaining competitive
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advantage by exploiting opportunities and using resources more efficiently. A constructive approach to sustainable development is
observable in organizations that work with sustainability issues to generate added value by enhancing their reputation and competitive
position. A business case can also refer to regulatory pressure for change, which can in some cases be the deciding factor for embarking on

sustainability initiatives.

A business case evolves as the business environment changes. It is, therefore, important to avoid thinking about the business case in a
static sense. For example, technology is changing quickly, making it easier to deal with some sustainability issues. The costs and benefits
associated with sustainability also change continuously, and the benefits can extend over long-time horizons, which make it difficult to

quantify potential benefits.

Identifying significant, material, and relevant environmental and social issues. To effectively engage and connect to environmental

and social issues, organizations need an appropriate analysis of an organization’s sustainability and sustainable development issues. This
involves identifying and understanding relevant issues by establishing facts and other information available in the public domain, and from
analyzing the competitive environment. An example is Nexen’s 2009 Sustainability Report, Responsible Energy Developement, which
analyzes various sustainability issues, including the relative importance of these issues to stakeholders and to the company (see diagram on

next page).

Understanding sustainability issues and their relationship to a particular organization is an important precursor to establishing an approach

to dealing with them. The presence of a formal and/or informal process for monitoring the emergence of environmental and social facts and
developments, opinions, and analysis (e.g., public opinion, employee/supplier views and attitudes, etc.) will help to ensure that an organization
keeps abreast of developments, anticipates influences, and frames them in a way that can be appropriately considered and managed by

an organization. For example, an organization might decide to proactively track (a) the evolution of biomass energy technologies and their

performance in renewable energy markets, and (b) key policy mechanisms that are shaping their near-term prospects.



http://reports.nexeninc.com/csr/2009/servicepages/downloads/files/entire_sustainability_nexen_sr09.pdf

STAKEHOLDER INTEREST
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Sustainability Issues Analysis
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POTENTIAL BUSINESS IMPACT
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1.1 Defining Sustainability and the Business Case

To help guide content development for
its 2009 Sustainability Report, Nexen
Inc. undertook an analysis to better
understand what sustainability issues
matter most to the company and its
stakeholders. This analysis included
information gathered from an external
advisory group, peer benchmarking,
industry initiatives, global sustainability
trends, interviews with employees, and
research from stakeholder websites.
The materiality analysis—shown here
in quadrant format—was conducted
by Stratos (www.stratos-sts.com) on

behalf of Nexen.®

— Source: Nexen,
2009 Sustainability Report
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Shell: Delivering on Our Commitment to
Sustainable Development

— Shell Chemicals




We need to make sure
corporate governance defines
the mandatory boundaries,
but then—at the same time—
it needs to provide space for
entrepreneurial behavior and
there are three overarching

principles:
= focus on the longer term;

= Focus on the real and

sustainable values; and

» All stakeholders need to be

considered.’’

— Joe Kaeser,
CFO of Siemens

1.2 Vision and Leadersnip

KEY THEME Integrating a more sustainable approach into the way an organization does

business requires change and leadership from senior management.

CONTEXT By having a clear, sustainable vision and demonstrating leadership, managers
and professional accountants can significantly change the way organizations operate. Vision
and leadership are arguably the most important catalysts of change, and it is a long-held
belief that vision and leadership—and the cultural changes they bring about—distinguish
successful organizations from their less successful counterparts. This certainly applies to

delivering a sustainable business model.

A sustainable vision helps to ensure that an organization looks at its business through a
new lens, to ensure that sustainability forms part of its mission, goals and objectives, and

strategy. The sustainability lens reveals the world through the eyes of its stakeholders, and

27


http://www.siemens.com/investor/pool/en/investor_relations/e09_00_gb2009.pdf
http://www.siemens.com/investor/pool/en/investor_relations/e09_00_gb2009.pdf

Part 1: Business Strategy Perspective

28

helps an organization to understand

the many ways, good and bad, that
operating activities affect and are
affected by society, the economy, and the
environment. Effective leadership will then
help to ensure that sustainability is also
integrated into management, operations,

and reporting of the organization.

Leadership, however, is an elusive

and complex concept, and effective
leadership cannot be prescribed

in standards or guidance. It is

elusive because the success and
appropriateness of leadership depends
on organizational and environmental
context. There is no right approach.

Its complexity arises from its different
facets. Leadership entails the use

by senior managers (CEOs, CFOs,
chairpersons, and other directors) of (a)

their formal position, business knowledge

and experience, and (b) their personal
commitments, characteristics, and

charisma to facilitate change.

Leadership actions can improve an
organization’s sustainable performance
incrementally or, on the other hand,
completely integrate sustainability into
the organization’s business model.

Such integration requires both (a) clear
messages from organizational leaders

in leadership statements, presentations,
and other interactions with the public
and employees, and (b) a vision and
mission from which organizational goals
and targets can flow and, ultimately, be
translated into an inherently sustainable
business model. The degree of in-house
capabilities and technical expertise
required to mobilize change cannot be
underestimated. Moving to a sustainable

business model must entail a shift in

mindset penetrating all areas, including
hiring practices, executive compensation,
internal performance measurement, and

sourcing practices.

Leadership is also concerned with the
difference other employees make in their
everyday actions, including dealing with
the difficult choices that organizations
might face. See “Implementing
Sustainability: The Role of Leadership
and Organizational Culture,” which refers
to research studies within Nike, Proctor
& Gamble, The Home Depot, and Nissan
North America that highlight leadership
and organizational culture as the most
crucial determinants in successfully
managing the various trade-offs that
middle managers face when they try

to manage social, environmental, and

financial performance simultaneously.



The scope and objective of leadership will
also vary among organizations. Although
some organizations might seek to become
more socially responsible themselves, and
in the process adhere to society’s current
values, others might choose to, and be

in a position to, change the rules of the
game and shape society’s future values.
There is room for both. Large multi-
national organizations, as microcosms

of society, can choose a progressive

path that raises standards above current
regulatory and legal requirements. They
are arguably in a better position to do so
than governments. For an example, see
Siemens leadership program Fit4 2010,
which focuses on sustainably enhancing

competitiveness and profitable growth.

Professional accountants in CFO and
other executive positions are increasingly

placed in organizations to be partners

1.2 Vision and Leadership

or co-pilots in developing and executing
sustainable growth strategies. This
requires professional accountants to
use their knowledge and leadership
skills to integrate sustainability into the
strategy, management, operations, and
reporting of their organization, with the
aim of achieving long-term sustainable

performance.

29


http://africa.siemens.com/en/about/values_and_vision.htm

Part 1: Business Strategy Perspective

30

Key Considerations for Professional Accountants

A strategic approach to sustainability helps to identify a range of competitive strategies. Professional accountants on a governing
body (board) or on a management team are charged with developing long-term growth strategies. Making strategic choices involves asking

questions, such as the following:

Is there a path to first mover advantage? Taking a lead position in the market typically arises from having the appropriate mechanisms for
providing stakeholder and industry insights, and social and economic trends. To effectively engage and connect to environmental and social

issues, organizations need an appropriate analysis of an organization and its interface with sustainability issues.

Can we collaborate with others, such as supply chain partners, or even competitors, to enhance sustainable performance? Collaboration can
work well within industries. For example, the Electronics Industry. Code of Conduct involved large companies such as IBM, HB, and Dell,
working in partnership with manufacturers, to develop an industry code of conduct for global electronics supply chains to improve working and

environmental conditions.'? Walmart’s work with its suppliers is highlighted in section 1.6, “Engagement of Suppliers.”

How do we respond to emerging sustainability trends and legislation, including the development of market mechanisms such as emissions trading
schemes or carbon taxes? Emissions trading and legislation, such as the European Community Directive on Waste Electrical and Electronic

Equipment, and government policy, can all create opportunities and challenges. These should be considered and priorities for action identified.

How do we change risk to opportunity? In addition to securing the trust of society and customers, sustainability issues often present opportunities.
For an increasing number of organizations, sustainability-related product and service lines form significant revenue streams. Therefore, strategic
planning discussions at the board and senior management level should involve considering the upside of improving sustainability performance
with new products and services. For example, General Electric has generated revenues of around $18 billion in 2009 from products and services

relating to its Ecomagination initiative.'® Siemens’ 2009 Annual Report is titled How Can We Ensure Sustainability \While Generating Profitable
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Growth? and focuses on its path to delivering sustainable solutions to today’s challenges.™

The Danish Commerce and Companies Agency has established The Ideas Compass, which is a website where SMEs can find inspiration to
innovate and evolve. The focus of this website is on CSR-driven innovation—an innovation process focusing on current social and environmental

needs, which gives organizations an opportunity to develop sustainable products or services.

Values guide behaviors and decisions. Effective leadership complements a values-based program and code of ethics or conduct to promote an
organization’s (a) underlying values, (b) commitment to employees, (c) standards for doing business, and (d) relationship with wider society. Values are
extremely important, and many companies have demonstrated leadership and positive change through developing and implementing these values-
based programs and codes of conduct or ethics. Setting out and embedding a values-based code of conduct is critical in helping employees deal
with the complexity of decisions an organization faces, and can help organizations to effectively manage supply chains to expand globally (for more

information, see IFAC’s International Good Practice Guidance, Defining and Developing an Effective Code of Conduct for Organizations).

Integration of sustainability into the key business drivers requires leadership and ownership within the governing body and at
all management levels. Integration of sustainability into the way an organization manages and perceives itself requires ownership at the
governing body level (the board). Ideally, the chief executive officer champions (a) the integration of sustainability into strategic discussions

and subsequent steps, and (b) specific sustainability initiatives.

Integration of sustainability into the interconnected business drivers (mission/vision, goals and objectives, values, strategy, operations, and

reporting) helps to ensure that:

= sustainability is approached more from a performance-based rather than a compliance-based perspective; and

= sustainability is properly treated as an important strategic issue that forms an integral part of the board’s efforts to secure sustainable

value generation for the organization’s stakeholders.
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Organizations embracing sustainability at the senior management level and integrating it in their strategic planning typically move beyond
focusing on short-term results that please impatient investors and stakeholders. Such organizations tend to have more success in
employing their long-term strategy in a wider context that attaches importance to social, environmental, and economic impacts. This has
consequential benefits to the business of attracting and retaining talent. Integration of sustainability into the organization’s vision is usefully

exemplified by Unilever, which views its future business direction and performance as being synonymous with sustainable development.

Managerial and operational structures deliver the vision and strategy and ensure accountability and ownership. The way that
sustainability performance is implemented in the managerial and operational structures of an organization will depend on its size and nature.
Organizational structures and incentives need to facilitate linking strategy with specific operational actions so that they support long-term

sustainable performance. Key questions to help decide on the most effective governance structures include:

= Does sustainability (or specific sustainability initiatives) need an individual board member as an identifiable champion?

® /s a separate subcommittee of the governing body needed to provide coordination and direction to sustainability activities? If so, does it

report to the governing body or to another committee, such as the audit committee?

= To what extent do the Board’s Audit and Risk Committees (if present) engage with issues of sustainability formally or informally?

= How are sustainability issues championed and coordinated at a management level? Is a management leadership team required, and if so,

what should be its membership?

= Who is responsible for strategic development as opposed to implementation?

®  How are sustainability initiatives coordinated across all functions (e.g., sales, marketing and brand, product development, supply chain,

facilities, procurement, and human resources)?
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Implementing Sustainability:
The Role of Leadership and Organizational Culture

— Strategic Finance, April 2010




In 2008, Daimler launched its
Stakeholder Dialogue initiative,

in which the company gathered
representatives of all its key stakeholders,
including non-government organizations,
investor groups, and executives, and
asked them what sustainability issues
were most important to them. In 20009,
80 external stakeholders and 40 Daimler
executives took part in the Dialogue.

The issues discussed—as discussed

by the company’s stakeholders—were
divided into five groups: environment,
employees, human rights, supply chain,

and community relations.

There is a clear connection between

the elements of stakeholder dialogue,
sustainability reporting, and performance
issues. "You need to balance them to be
credible in the long term,’ said

Wolfram Heger, Head of Corporate
Social Responsibility Policies and

Reporting at Daimler.’®

— Compliance Week,
August 2010
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1.3 Stakeholder
—Ngagement

KEY THEME Stakeholder engagement has emerged as a vital tool to develop

an understanding of what sustainability means for organizations, and how it can
contribute to value creation and the viability of their operations. Failure to identify and
engage with stakeholders is likely to lead to poor performance by (a) hurting customer
satisfaction and perceptions, (b) adversely affecting employee motivation and morale,
(c) damaging relationships in the supply chain, and (d) possibly compromising an
organization’s reputation with the wider community. The quality of sustainability

reporting also depends on constructive stakeholder engagement.

CONTEXT Stakeholder engagement is a process for informing and making decisions
in conjunction with different stakeholder groups. Discussions with stakeholders help
to highlight particular interests and concerns, and can broadly take place on two

levels: organization (internal) stakeholder-specific issues, or macro-level engagements
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covering major societal concerns.
Organizations with highly developed
stakeholder engagement tend to

be better at anticipating issues and
dealing with them proactively. They
are then in a position to report on how
they have dealt (or not as the case
may be) with stakeholders’ interests
and expectations. One of the Global
Reporting Initiative (GRI) reporting
principles (for defining content)
featured in its G3 Sustainability
Reporting Guidelines is stakeholder

inclusiveness:

The reporting organization should identify
its stakeholders and explain in the report
how it has responded to their reasonable

expectations and interests.””

Where organizations align social,

environmental, and economic

performance with strategic aims and
objectives, rather than simply react

to external pressure, stakeholder
engagement can lead to broad
business and sustainable development
benefits that clearly outweigh the
effort required. Potential benefits of
integrating stakeholder engagement
at the strategic level include pooling
of resources that can help all parties
to gain insights and knowledge, solve
problems, and reach goals and targets

that none of them could reach alone.

Stakeholder engagement can also
bring dilemmas and pose challenges
on how to manage the trade-off
between stakeholder expectations.
Organizations require a process and
criteria for managing these trade-offs,
and for ensuring that they are both

profitable and sustainable.

1.3 Stakeholder Engagement

The 2008 KPMG International Survey
of Corporate Responsibility Reporting
includes an analysis of the level

of stakeholder engagement.’® The
survey covers the Global Fortune 250
(G250) and the 100 largest companies
by revenue (N100) in 22 countries.
Many G250 companies engage in
both informal and structured forms of
dialogue with stakeholders. Fifty-four
percent reported that they engaged in
informal stakeholder dialogue, whereas
62 percent say they conduct formal or
structured stakeholder engagement.
The N100 are slightly less likely to
engage, with 35 percent involved in
informal dialogues and 42 percent
taking structured approaches to

stakeholder relations.

In their corporate responsibility

reports, 65 percent of G250
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companies disclose details of who
their stakeholders are and how they
are engaged. This trend is on the

rise, up from 57 percent in 2005,
indicating greater transparency and
implying greater comfort in relation

to stakeholders. Less than half of the
N100 companies disclosed information
in their corporate responsibility report
about whom they considered to be

their stakeholders, leaving them well

behind their larger counterparts.

Of the G250 that utilize formal
stakeholder engagement techniques,
only 37 percent of the G250, and 20
percent of the N100, say they use
stakeholder dialogue to help define
their corporate responsibility strategy.
Therein lies an enormous opportunity
for organizations to better harness the

information and insights they gain from

these dialogues, especially in seeking
to reduce risk and exploit new creative
business opportunities with corporate

responsibility.



1.3 Stakeholder Engagement

Key Considerations for Professional Accountants

Reinforce the importance of stakeholder engagement. A structured approach to engagement is as an opportunity to (a)
identify all the sustainability issues and responsibilities of the organization; (b) systematically analyze the organization’s impact
upon (and influence exerted by) stakeholders; and (c) determine the organization’s key opportunity and risk areas. Above all,
working in partnership to act sustainably, and to ensure that sustainable development is built into relationships with partners
and others in the value chain, helps to demonstrate how an organization is embedding sustainability within its business.
Stakeholder engagement can also be used to reverse reputational damage and to start a new journey. For example, in the late
1990s, the Australian banking sector was under siege from media, trade unions, and the community because of branch closures,
particularly in rural Australia, and new fee-charging regimes. Westpac, a large Australian bank, was under immense pressure
arising from protests at various Westpac branches and offices because of the bank’s connections to companies mining uranium
in a world heritage-listed national park located on indigenous aboriginal land. In response, Westpac redefined its strategic
positioning by linking value creation to stakeholder engagement. Sustainability emerged as a key strategic thrust, and the
“squashed tomato report” emerged —so-called because the image of a squashed tomato was used as a symbol to illustrate the

organization’s “fresh” approach to stakeholder relations.®

Establish a systematic and carefully planned approach to entering a dialogue with stakeholders. UNEP’s 2005
Stakeholder Engagement Manual (see “Five-Stage Approach to Stakeholder Engagement”) provides extensive guidance,
taking organizations through basic steps and considerations in planning and developing stakeholder engagement. In addition
to UNEP’s Manual, AccountAbility’s AA1000 Stakeholder Engagement Standard (SES) provides a principles-based, open-
source framework for stakeholder engagement.2® The framework provides a systematic approach to engagement covering the

following steps: (a) identify stakeholders; (b) identify material issues; (c) determine and define engagement strategy, objective,
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and scope; (d) establish engagement plan and implementation schedule; (e) determine ways of engaging with stakeholders; (f)
build and strengthen capacity; (g) engage with stakeholders in ways that increase understanding, learning, and improvement; (h)

operationalize, internalize, and communicate learning; (i) measure engagement performance; and (j) assess, re-map, and redefine.

Some organizations base their stakeholder engagement process on UNEP's Stakeholder Engagement Manual. For example,
in its 2070 Sustainability Report, the 3M Company provides a detailed description of its corporate sustainability stakeholder

engagement process, based on the UNEP approach (see page 33 of their report).

In its Sustainability Report 2009, MTR, responsible for Hong Kong’s mass transit railway, provides insight into its “discipline of
engagement,” in which it identifies and prioritizes its stakeholders in relation to how they affect MTR’s business sustainability over
time. In its 2009 Sustainability and Corporate Responsibility Report, Ericsson, a telecommunications company, summarizes its

stakeholder engagement activities, including highlighting the key issues identified and how Ericsson is addressing these issues.

Stakeholder dialogue can help managers consider how best to deal with the trade-offs between economic, social, and
environmental performance. The engagement process should lead to a resolution of the gaps between internal and external
expectations. Stakeholder dialogue can focus on capturing expectations and highlighting the tensions that might occur between
financial performance and achieving long-term sustainable organizational success. Such tensions arise in different guises,
depending on the organization. Two interesting examples were featured in IFAC’s 2006 sustainability interviews. PAIBs: At the Heart
of Sustainability? features interviews conducted by Robert Bruce, a leading accountancy journalist, with professional accountants

operating in business throughout the world to seek their views on the role of professional accountants in business in sustainability:

A global sourcing development manager from Kingfisher plc, an international retailer, highlighted a conflict between the pressure

of short-term business performance and sustainability: On tropical timber products it is difficult to get sustainable products at
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the same price as non-sustainable products. Well-managed forests harvest fewer trees each year, which can reduce their income
so there are only limited supplies of Forest Stewardship Council certified timber. That pushes prices up. It is an issue of supply
and demand, if our buyers are being pressured to increase profits and are being offered products cheaper, we still need to ensure

that the source is acceptable to us.?’

The former chief executive officer of Anglo American plc South Africa noted: For one of the largest mining companies in the world,
this (sustainable development) is a complex issue. Mining involves depleting a natural resource —albeit most metals are highly
recyclable, but we can pass the sustainability test through a trade-off between different types of capital. Although we are depleting
one resource, we are promoting social benefits such as education, healthcare and community development, skills and capacities in
our workforce, and, often, building physical infrastructure. The key challenge is how to create the tools to show how we are meeting

this trade-off. It is a question of creating measures to gauge how successfully depletion and replacement are being balanced.?

Although there is not always a clear, sustainable development business case for every organization, the stakeholder engagement
process can help determine (a) significant challenges and inconsistencies with current strategy, and (b) options for moving toward
a more sustainable business model. See Michael Jensen’s paper Value Maximization, Stakeholder Theory, and the Corporate

Objective Function for one perspective on the tensions that can be found between stakeholder and shareholder theory.

Ensure that ongoing stakeholder engagement initiatives are continuous, dynamic, and periodically reviewed. An important
element of engagement is to demonstrate openness and transparency that can be achieved in part with continuous feedback.
An example of being in a listening mode is to have ongoing dialogue with stakeholders. For example, the CEO of Timberland,

an outdoor products manufacturer, hosts regular stakeholder engagement calls to inform, inspire, and engage others about
Timberland’s Corporate Social Responsibility initiatives. As part of its annual sustainability reporting, Baxter Healthcare

provides the opportunity for feedback on its sustainability programs and annual reporting via an online survey. Periodically,
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Value Maximization, Stakeholder Theory, and the Corporate Objective
Function

— Value Maximization, Stakeholder Theory,
and the Corporate Objective Function
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an organization might also find it necessary to review its stakeholder engagement process, perhaps using the AA1000
Stakeholder Engagement Standard as a benchmark. A review can also help to identify the skills and competencies needed

by employees to deliver an effective engagement process.

Build the knowledge and professional skills needed to deal with the challenges of understanding and balancing
stakeholder expectations. Working with a range of stakeholders with different perspectives and various expectations can
present complex dilemmas and challenges. Professional accountants should be positioned to work in multi-disciplinary
teams to work through the challenges. International Education Standard 3, Professional Skills and General Education usefully
sets out the key components of interpersonal and communication skills that all professional accountants should possess.?
These include the ability to: (a) work with others in a consultative process, to withstand and resolve conflict; (b) work in
teams; (c) interact with culturally and intellectually diverse people; (d) negotiate acceptable solutions and agreements in
professional situations; (e) work effectively in a cross-cultural setting; (f) present, discuss, report and defend views effectively
through formal, informal, written and spoken communication; and (g) listen and read effectively, including a sensitivity to

cultural and language differences.

The process of stakeholder identification and the current practice in this area is also usefully covered in the Institute of
Chartered Accountants in England and Wales’ report Sustainability: the role of accountants.?® This also highlights the
valuable role accountants can play in encouraging the effective engagement of stakeholders as well as the benefits and

limitations of that engagement, and covers working with NGOs.
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Five-Stage Approach to Stakeholder Engagement

volume 2

volume 1

— Stakeholder Research Associates Canada Inc. with contributions from
United Nations Environment Programme and AccountAbility



http://www.accountability.org/images/content/2/0/208.pdf
http://www.accountability21.net/uploadedFiles/publications/Stakeholder Engagement_Practitioners' Perspectives.pdf

An organization

should devise an effective
action plan and set
specific targets to work
toward the sustainable
development objectives

set out in its strategy.?’

— Sustainability at Work,
A Project by HRH The
Prince of Wales

14 Goals
and larget setting

KEY THEME To develop qualitative and quantitative goals and targets to facilitate the

delivery of high-level vision and strategy.

CONTEXT Establishing goals and setting targets (a) demonstrate a commitment to sustainable
development, (b) help to ensure that sustainability is embedded in an organization’s activities,

and, importantly, (c) demonstrate how an organization is doing. It is useful to have both broad
organization-wide goals, perhaps promoted in the public domain (see “Reducing DuPont’s Carbon
Footprint”), and specific targets and performance measures in an organization’s performance
measurement framework. The development of quantified and time bound sustainability objectives

is important to demonstrate organizational commitments and focus.
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Key Considerations for Professional Accountants

Establish goals, targets, and performance measures. Goals and targets might be viewed as the same, although goals

can be considered as high-level and specifically highlight objectives relating to sustainability performance. Targets and
performance measures typically cascade to a lower level to measure an organization’s progress toward these goals.
Organizations can also consider a broad set of qualitative and quantitative measures reflecting cultural, social, economic, and

environmental issues, and subject these measures to frequent review.

Identify outcomes where possible. Performance measures can provide a fuller picture of performance where a mix of input,
process, output, and outcome measures are used. Financial and sustainability performance is better understood where
outcomes are tracked, not just outputs, so indicating the change that an action should bring about is necessary. Whereas
outputs indicate if a project or activity has achieved its immediate purpose, outcomes show the final result to demonstrate
whether the overall objective has been met. Therefore, outcomes lead to impacts, such as lower emissions, job creation, and
enhanced reputation. Measures also need to focus on future direction and results, be realistic yet stretching, and be based on

current performance and emerging trends.

Engage employees involved in executing strategy. A wider group of operational staff should participate in development of
these measures to (a) ensure that they feel ownership, and (b) better ensure identification of key issues and opportunities.
Both a top-down and bottom-up approach to establishing performance measures can foster the engagement of front-line

employees.

Link to rewards. The benefits of linking executive remuneration to the goals and targets should be considered. The

achievement of significant sustainability goals and targets are more likely where some part of senior management’s




1.4 Goals and Target Setting

remuneration is aligned with these goals and targets. However, this is easier to achieve where management action and
delivery against goals and targets are directly linked. In many cases, a company’s improved sustainability performance may
be the result of collective, rather than individual, actions. In such cases, organization-wide rewards for the achievement of

significant targets may be more appropriate.

Establish a baseline against which progress can be monitored. A baseline underpins the setting of goals, targets,

and performance measures and, therefore, should be considered before they have been set. A target for the reduction in
greenhouse gas emissions, for example, cannot be established without understanding an organization’s current emissions.
A baseline is typically a particular year or an average over several years. A baseline might also need adjusting for significant
changes to an organization’s structure, perhaps following from acquisition or restructuring. Establishing baselines is also
useful for reporting purposes. Three years after launching Sustainability Ambitions 2012, a set of social and environmental

targets, Lafarge, an international building materials company, reported the progress it had made toward meeting them.2®

The Greenhouse Gas (GHG) Protocol Initiative’s Corporate Accounting and Reporting Standard summarizes the following

baseline recalculation triggers:

= Structural changes in the reporting organization that have a significant impact on the company’s base year emissions;

= Changes in calculation methodology or improvements in the accuracy of emission factors or activity data that result in a

significant impact on the base year emissions data; and

= Discovery of significant errors, or a number of cumulative errors, that are collectively significant.?®
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Reducing DuPont’s Carbon Footprint

— DuPont




Central to the requirements

of enterprise governance is

a clear relationship between

the management of risk

and the fulfillment of

business objectives...

It is this recognition of a
performance-driven approach

to risk management—one that is
wholly aligned with the spirit of good
enterprise governance—that has
given rise to the concept of

enterprise risk management.®’

— IFAC/CIMA,
Enterprise Governance: Getting
the Balance Right, February 2004

1.5 Integration with Risk
\anagement

KEY THEME Integrating sustainability issues into a rigorous and adaptive risk
management approach that allows for the interpretation of opportunities, risk factors,

and causation.

CONTEXT Organizations that proactively identify and manage risks tend to be

in a better position to seize opportunities. This applies to managing sustainable
development opportunities and risks, which include environmental, social, and
economic issues. These opportunities and risks are best considered as part of an
existing risk strategy and approach, rather than as a newly created layer of risk
management focusing specifically on sustainability issues. Integrating sustainable

development opportunities and risks into an existing framework and strategy should
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allow for a better understanding of
their relationship to an organization’s
business goals and other activities.
Sustainable development issues
often inspire employees to consider
the opportunities presented by these
issues. A good measure of whether
sustainable development is embedded
into organizational operations and
general good management is the
extent to which an organization (a)
astutely manages risks, attuned to
social and environmental sensitivities,
and (b) recognizes the opportunities
for improving both its financial and

sustainability performance.

The key aim of a performance-
based enterprise risk management
(ERM) process, such as the one
espoused by the Committee of

Sponsoring Organizations of the

Treadway Commission in its 2004
Report, Enterprise Risk Management
- Integrated Framework,*? and in the
IFAC/CIMA 2004 report, Enterprise
Governance: Getting the Balance
Right, is improving an organization’s
risk management by integrating
strategic planning, operations
management, and internal control.
Through regular and ongoing
communication with an organization’s
key stakeholders, an ERM approach

will facilitate coordination to provide a

unified picture of risk for stakeholders.

The IFAC/CIMA report defines the
key steps required for developing an
appropriate performance-focused
approach for risk management at the
board and executive management
level. The steps that are outlined in

the report include establishing (a) an

acceptable risk appetite, (b) a risk
management strategy, and (c) a risk

management framework.

An ERM framework allows better
management and responsiveness

to risk factors that cover a range of
issues and responsibility areas. Within
an ERM framework, environmental and
social opportunities and risks can be
effectively incorporated into strategic
and operational processes. This helps
organizations to identify events relating
to sustainability that are relevant to
their objectives and to consider their

response.


http://www.coso.org/Publications/ERM/COSO_ERM_ExecutiveSummary.pdf
http://www.coso.org/Publications/ERM/COSO_ERM_ExecutiveSummary.pdf
http://www.ifac.org/Members/DownLoads/EnterpriseGovernance.pdf
http://www.ifac.org/Members/DownLoads/EnterpriseGovernance.pdf
http://www.ifac.org/Members/DownLoads/EnterpriseGovernance.pdf

1.5 Integration with Risk Management

Key Considerations for Professional Accountants

Integrate sustainability issues into risk management and other management systems. Integration can be considered in

various dimensions including:

= as part of an ERM framework, rather than as specific risks that are managed outside the existing risk management strategy
and framework and related policies. Where an organization has specialists who manage aspects of their sustainability
program, for example environmental or health and safety specialists, risks associated with these activities should be
considered within the wider ERM framework. As with other risk types, specific managers and specialists can advise how
to manage the risk, including whether to transfer some or all of it, how to minimize it, and/or how to maximize upside

opportunities (the risk management hierarchy is covered below).

= as part of governance and management structures: Integrating sustainability issues into a risk management mindset and
dialogue can be achieved in a number of structural ways. For example, G4S, an international security solutions group,
established a CSR Committee that reports to the Audit Committee to ensure that its CSR strategy (a) remains a core part of
overall strategy, and (b) is closely aligned to risk management, audit, and compliance.®® A non-executive director chairs the

committee.

= as part of environmental or other management systems: For example, “PepsiCo’s Environmental Management System
identifies environmental risks and ensures compliance with regulations and company standards by applying formal
governance and auditing processes to environmental programs and systems. The company also incorporates sustainability
criteria into a Capital Expenditure Filter that assesses all capital expenditure requests over $5 million. PepsiCo requires that
all requests be accompanied by a review of related sustainability risks and opportunities to track the sustainability payback

on capital spend and thus improving investment decisions over time.”3*
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= as part of participating in an emissions trading scheme: Carbon risk management will cover a range of risk areas,

including:

v" cash flow risks, such as increased expenditure on measures to reduce emissions, or to purchase allowances or as in
cases where legislation is in place, on increased compliance costs where the organization fails to meet its emissions

reduction targets;

v" reputation risk, which may influence financial ratings and market capitalization; and

v capital cost risks, such as more stringent credit conditions as a result of increased credit risk.

Increasingly, some investors are factoring these carbon-related impacts, including risks to cash flow, creditworthiness, and

reputation, into their estimates of future cash flow streams.

Gather information and assess cost benefit: To properly appraise and integrate sustainable development risks, an
organization might need more information about those risks to allow it to compare them with other risks. The approach to
managing and assessing these risks will depend on the quality of information on these risks. However, as part of developing
a risk management strategy, it is also important to consider the resources required to obtain information, as there will be a
point where the cost of obtaining information exceeds the benefit. For example, the cost of research required to assess the
benefits of a reduction of environmental risk might outweigh the risk itself. For many service-based organizations with mostly
Scope 2 greenhouse gas emissions (indirect GHG emissions from consumption of purchased electricity, heat, or steam),
material sustainability issues and risks will mainly relate to (a) facilities and procurement, and (b) the cost of doing business,

for example, air travel emissions.




1.5 Integration with Risk Management

Assess potential impact: After a risk profile is established, risks need to be measured for potential impact. This can involve

a number of steps, including: (a) calculating the benefit and costs (including potential reputational impact) associated with
each risk; (b) estimating the probability that a risk will materialize; and (c) determining the expected impact of each risk by
multiplying potential cost and probability. In Chapter 7 of his 2008 book, Making Sustainability Work,** Mark Epstein shows how

measuring social and political risks can lead to their integration in ROI calculations.

Interpreting risk and causation: As with all types of risk (but perhaps more so with environmental risk), it can be challenging
to interpret risk factors and causation. In his article, “Tensions in the Environment,” in the Financial Times Managing Risk
series,® Forest Reinhardt reinforces the importance of clear interpretations of environmental risk. For example, environmental
risk is both the business risk that arises from social concern about the environment, and the public risk of damage to the
environment and to public health and safety. The two interpretations are not the same. Either kind of risk can exist without
the other, and although business risk is more relevant to an organization, public activists will be interested in the wider
environmental risk. Professor Reinhardt states that: Because ‘environmental risk’ encompasses so many different but
interrelated risks, it is imperative that managers think precisely about the kind of risk that they are really trying to manage.
Above all, managers need to bring to the job of environmental risk management the same analytical tools that would
instinctively apply to other risk management problems. They need to understand the effects of various possible investments
in the management of that risk, whether the investments are in risk-shifting, risk reduction or risk information. They must also

understand how environmental risk management relates to the overall goals of the company.

Dealing with opportunity and risk: Consider a set of options for dealing with risk (see the diagram, “Risk Options”) that
starts with a proactive approach as opposed to a reactive one. The first step, “risk to opportunity,” involves considering the

opportunities that might arise from discussions on potential risks. It could be called an opportunity assessment. Organizations
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may have potential revenue drivers to consider, for example, generating new revenue streams from low-carbon
products, and new sources of income such as from carbon credits (in a carbon trading system). Many organizations
have turned discussions on climate change risk into a dialogue on identifying opportunities to develop new products
and services, and to enhance their market credibility. Subsequent risk management responses may include risk

avoidance, mitigation, or decisions not to act. Investment R !
sk Options

opportunities with a climate change impact can be addressed by

applying a shadow price for carbon or water.

The Sigma Project (Sustainability Integrated Guidelines for
Management), launched by the UK Government in 1999,
has useful guidance on many aspects of sustainability.
The Sigma Guidelines Toolkit briefly explains

common sustainability issues, including

dealing with (sustainability) opportunity DO RISK TO
and risk, and can help management NOTHING OPPORTUNITY

identify potential sources of sustainability

risk.%”

MITIGATE
IMPACT

REDUCE
EXPOSURE



http://www.projectsigma.co.uk/

Hallmarks of a Leader in
Supplier Relations

B Close partnerships with suppliers
are in place that improve standards

and stimulate innovation.

B Structured risk and opportunity
assessments inform management

strategies on commodities and

individual suppliers. /‘ |6 E n g ag @ m @ m‘t Of

B Supplier performance is externally

1
validated, and targets are set to S u D D ‘ | @ ’(S

improve sustainability performance.

KEY THEME Working closely with suppliers to improve sustainability performance and
m  Corporate buying teams integrate procurement.

sustainability criteria into

o CONTEXT Sustainable procurement involves considering social and environmental factors
specifications and tenders.

alongside financial factors when deciding which product or service to procure. It also

B Feedback loops exist between involves looking at the costs of a product or service over its whole lifespan, considering
procurement and product running costs, and disposal costs, as well as acquisition costs. Professional accountants
development functions to help are often well-positioned in organizations to influence purchasing policies and facilitate the
to deliver a more sustainable implementation of sustainable procurement.
business.*

Pressure in the supply chain is a key driver of improving sustainability practices and

— Forum for
the Future report, 2006
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performance. Retailers and producers
increasingly expect suppliers to reduce
the negative impacts of the components
of products and services they provide.
Suppliers are also increasingly subject to
standards set by purchasing organizations
for adherence to specified production
criteria, particularly related to improving
conditions for overseas workers and

product quality.

The media and consumers increasingly
scrutinize the ethics of production in
developing countries. Multi-national
organizations, therefore, increasingly pay
particular attention to their whole supply
chains, and are sensitive to pressures

to avoid pollution, social injustice, and
environmental risk. Organizations in
potentially high-impact industries, such
as retailers and producers of household

goods and textiles, are particularly focused

on monitoring supply chain performance
and pressing suppliers to adopt and
implement environmental and social
policy. Supplier surveys are now being
used by some retailers as a first step in (a)
understanding product carbon footprints,
and (b) calculating and communicating

a rating for every product based on the

product’s environmental impact.

Various initiatives are leading the way

in “greening” supply chains and may
impact the strategies and plans of

smaller organizations which supply larger
ones, particularly to reduce the resource
intensity of their products. These include
Walmart’s Supplier Sustainability Index, the
Sustainability Consortium, and the Carbon

Disclosure Project (CDP) Supply Chain.

Walmart’s Supplier Sustainability Index

(the Index) was created to help drive

its suppliers toward the production of
more sustainable products and, in the
process, bring greater transparency to

its widespread supply chain.®® The long-
term vision is that the Index will reflect
the information generated from Walmart’s
supply chain and be used to develop a

product-level carbon calculation.

As a first step toward a robust Index,
Walmart has asked its suppliers to
complete the Supplier Sustainability
Assessment—a set of 15 questions that
gauges how individual suppliers are dealing
with sustainability. Supplier surveys assist
organizations in assessing the maturity

of their supply chain. The final step of the
Index is to provide customers with product
information in a simple, convenient,

easy to understand manner so they can
make choices and consume in a more

sustainable way.


http://www.sustainabilityconsortium.org/wp-content/uploads/walmart-intro-to-version-1-indexing.pdf

The Sustainability Consortium is an
independent organization of diverse
global participants, who collaborate
to build a scientific foundation that
will drive innovation to improve
consumer product sustainability
through all stages of a product’s life
cycle. The goal of this group is to
develop and share information and
methods for calculating the carbon

footprint of products.

The CDP Supply Chain is a global
process for supply chain disclosure.
The information gathered by the
Carbon Disclosure Project (CDP) is
used by senior management in over 40
of the largest organizations worldwide,
such as Walmart, PepsiCo, and IBM.
A primary aim of the supply chain
program is to drive action on climate
change among both purchasing

companies and their suppliers.

1.6 Engagement of Suppliers

Walmart has instructed its suppliers to
report to the CDP. The Carbon Disclosure
Project extends awareness of an
organization’s carbon footprint, moving
beyond the measurement of direct
greenhouse gas emissions to include
climate change risks and opportunities
across the supply chain (see also section
3.3, “Narrative Reporting for Enhanced
Transparency to Investors,” which refers to
the Climate Disclosure Standards Board and

its Climate Change Reporting Framework).
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Key Considerations for Professional Accountants

The overriding importance of values and a risk-based perspective to guide decisions. As discussed in section 1.2, “Vision and
Leadership,” values and a values-based code of conduct or ethics are crucial in guiding decision making throughout an organization,

including its suppliers. This is particularly the case where decisions are made well beyond organizational boundaries and at remote sites.

To ensure alignment of central values and ethical codes, an organization’s risk management system should also cover the activities
of suppliers. Mattel demonstrates clearly how challenging the task is, particularly in an organization with thousands of product lines.
Its Global Manufacturing Principles for company-owned and contracted facilities provide a framework for its global manufacturing
practices that require a range of sustainability-related considerations, such as fair treatment of employees. However, on a few
occasions its suppliers failed on quality issues that led to some product recalls that are discussed and listed in its 2007 Global

Citizenship Report.

Recognizing and minimizing risk in the supply chain is also an effective way to begin selecting, managing, and monitoring suppliers.

A supplier screening process can be based on incorporating sustainability considerations and risks in the selection and contract
negotiations process. It is also important to consider a process for assessing supplier sustainability risks and performance on a regular
basis. Westpac, an Australian Bank, is a useful example of an organization taking a risk-based perspective to managing its supply chain

by using a questionnaire as an additional sustainability screening process for higher risk and high spend suppliers.
Lars-Olle Larsson presents the following 3-step model for analyzing sustainability risks in the supply chain in his 2010 book:*°

1. By consolidating a country and sector analysis with a focus on CSR-related issues (including human rights, labor and,

environmental policies) critical risks are identified.



http://corporate.mattel.com/about-us/cr-global.aspx
http://corporate.mattel.com/pdfs/Mattel_07GCReport.pdf
http://corporate.mattel.com/pdfs/Mattel_07GCReport.pdf
http://www.westpac.com.au/internet/publish.nsf/Content/WICRSC+SSCM+Questionnaire
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2. Subsequently, by evaluating these risk areas according to the probability of their occurrence and their impact on organizational
objectives, existing controls and processes established to deal with identified risks are mapped and evaluated. The result is a
map of risks where those which have a high probability of occurrence, might affect the organization severely or are insufficiently

managed by existing controls can be singled out and prioritized.

3. Establishing a contingency action plan, in the case of the above prioritized risks occurring. The plan of action sets the foundation
for continued work with CSR-related risks in the purchasing process, for example, defining appraisal processes for monitoring

and adherence.

Identify the opportunities associated with sustainable procurement. In addition to understanding the benefits of sustainable
procurement (see “The Benefits of Sustainable Procurement”), and identifying a process and ownership, it will be important to
spread awareness of sustainability procurement capability among staff, for example, through training and sharing best practices.
Key considerations for sustainable procurement can be found at The Prince of Wales’s Accounting for Sustainability Project

website.

Sustainable purchasing initiatives can be supported by various actions. For example, organizations (particularly large ones with
supply chains across many borders) increasingly develop policies and standards for suppliers to follow. As examples, retailers
will expect food suppliers to use more sustainable packaging, or toy manufacturers to implement certain quality standards in

production and employment practices.

To improve public sector purchasing and to get the most out of the purchasing function, public institutions should (a) take a
consolidated view of purchasing expenditures, (b) set high aspirations for change, (c) streamline buying processes, and (d) strengthen

the purchasing organization.*!
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Supplier monitoring and support is ongoing via periodic meetings and training, and with the consideration of collaborative
opportunities. Periodic meetings with suppliers can foster relationships and lead to sharing of information, and can help suppliers
to develop social and environmental management systems. Questionnaires and audits can be used to monitor the performance of
suppliers against codes of conduct and supplier policies. Organizations may frequently inspect and monitor compliance with their

codes of conduct/ethics through on-site visits.

In its 2009 Sustainability and Corporate Responsibility Report, Ericsson reported on the number of its supplier code of conduct audits

and assessments, which almost doubled from 2008 to 2009.

However, collaboration can extend beyond assessing compliance, for example, working with suppliers on product design.
Timberland previously requested its designers to complete a environmental scorecard for their new products at each prototype
stage. This approach divorced environmental considerations from the mainstream design process. The new approach is to integrate
environmental metrics into the main design platform, providing real-time information to designers as they select materials. The
developed software produces a total measure of the environmental impact of the designs and therefore encourages designers to

consider the whole-life impact of the materials they select.*?

In some cases, collaboration with suppliers can lead to ground-breaking initiatives. For example, MAS Intimates in Sri Lanka, a
supplier of garments to Gap, Marks and Spencer, Nike, and Victoria’s Secret, among others, has worked strategically with some

of its suppliers to help remedy social concerns that arise from the migration of workers (mainly female) from rural areas to work in
factories and live in crowded hostels. MAS’s response was to build factories in rural areas near its potential workforce, to put money
back into local communities, and provide support to employees, such as free meals and transport to factory sites, free medical care,
and banking facilities. It has since extended this support to investing in local amenities, such as schools and hospitals. The funding

for such investments has come from MAS and from some of its partners, such as Gap and Marks and Spencer. The MAS story is



http://www.ericsson.com/res/thecompany/docs/corporate-responsibility/2009/corporate-responsibility-2009.pdf
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documented in an article in Financial Management magazine,*® published by the Chartered Institute of Management Accountants.

Consider a systematic process for supplier selection that is clear to all potential and current suppliers. This could involve (a)
stating the expectations of suppliers (and associated terms of contract), (b) the training and audit regime for their operations, and (c)
feedback to suppliers on their performance. It is also an opportunity to help suppliers understand the business benefits from investing

in sustainable practices.

Audit and review of suppliers can involve a variety of measures, such as factory inspections and employee interviews. For example,
it is important that Kimberly-Clark, the maker of Kleenex tissues and Scott paper towels; Sara Lee, a manufacturer of frozen foods;
and Colgate-Palmolive does not knowingly use wood fiber that has been illegally harvested or sourced from forest areas requiring
protection. Kimberly-Clark reviews the environmental and social practices followed by its wood fiber suppliers, and considers those
practices when making its initial supplier selection and when they renew supplier agreements. Wood fiber suppliers are inspected

periodically to verify compliance, and they are encouraged to seek independent certification.

Communicate how an organization builds relationships and does business with business partners and suppliers. An increasing
number of organizations report on their procurement activities, through clear management commentary, either in their sustainability
or annual report, or on their websites. Transparent reporting can show how an organization is approaching risks in the supply chain
where the organization is clearly responsible for actions taken in parts of the supply chain that they do not own or directly control. A
clear narrative can demonstrate commitment to developing close relationships with suppliers and transparency in supplier selection,
and how to manage risks in the supply chain. The Ceres Roadmap for Sustainability calls for organizations to list their Tier 1 and 2

suppliers, and measure and disclose suppliers’ sustainability performance.

59


http://findarticles.com/p/articles/mi_m0JQT/is_2008_May/ai_n25436197
http://www.kimberly-clark.com/our_responsibility.aspx
http://www.ceres.org/ceresroadmap

Part 1: Business Strategy Perspective

The Benefits of Sustainable Procurement




1.6 Engagement of Suppliers

61



Operational Perspective

The operational perspective covers a range of management and management

accounting activities to support and improve (a) an organization’s sustainability

performance, and (b) its integration into management and operational activities.
Traditional management practices tend to focus solely on the financial or economic
outcome of operational activities. Integration or embedding sustainability
considerations into business practice involves considering the social and
environmental outcomes of activities in addition to their economic impacts. Leading

organizations are bringing these factors into their decision-making processes
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with support from professional

accountants.

Management and operational
activities, if performed without a
strategic perspective, and particularly
without leadership and conviction,
will likely be fruitless.
Equally, good motives
and strategy are less
effective without
management action
N\

and performance

management. PERFORMANCE

MEASUREMENT

-

The operational
perspective
focuses on those
activities on which
an organization
depends to
implement its

strategy and fulfill

MANAGEMENT

its commitment to sustainability

performance.

The structure of this part of the

Framework is based on what might

WASTE
MINIMIZATION

-

DATA QUALITY

=

7 N
INTEGRATED

CONTROL

SYS)S

o

IMPROVING
INFORMATION

be expected given the maturity

of an organization, which is often
related to its size, but can also be
connected to other factors, such as
whether it now chooses to move (a)

from a compliance to a performance

focus, (b) to a greater level of
commitment to sustainability
practices, and (c) to
a greater degree
of integration of
sustainability

issues. The

CARBON
FOOTPRINTING

-

steps in this
section (shown
in the diagram
below) are not
necessarily

separate or

distinct, but rather
should be considered
as iterative and

"



dependent on each other.

The first issue covered is cutting
costs by minimizing waste.

Before considering the benefits of
sustainability (and environmental)
accounting, which help provide

the information flows to support
decision making and reporting, waste
minimization is promoted as providing
quick wins that every organization
can consider to reduce costs and its
carbon footprint. Waste minimization
includes improving energy efficiency
and reducing waste and water
consumption. Organizations can do
much to improve their environmental
performance with simple and
inexpensive measures, based on a
better understanding of their patterns
of consumption and applying simple

controls.

Next is carbon footprinting. A more
sophisticated approach to carbon
accounting to calculate organizational
carbon footprint can be used to (a)
better manage greenhouse gas (GHG)
emissions and make reductions over
time, and (b) report the footprint to
external stakeholders. The quality of
carbon accounting will depend on

the strength of an organization’s data

collection processes and systems.

The quality of decision making and
reporting depends on improving the
provision of information. Implementing
more formalized approaches and
processes, and applying sustainability
and environmental accounting can help
to provide the environmental, social,
and financial information needed to
support management and operational

decisions. Environmental accounting

2.0 Introduction

ranges from simple adjustments to
existing accounting systems to more
integrated environmental management
accounting practices that link
conventional physical and monetary

information systems.

In taking a pragmatic approach,

this Framework discusses the key
considerations of these approaches,
considerations in which many
professional accountants will be
involved in their organizations. As well
as clarifying the nature of sustainability
and environmental accounting, this
section covers important issues for
professional accountants in business,
such as (a) determining requirements
for environmental and social
information, (b) identifying, defining,
and classifying costs in a useful

way, and (c) using environmental,
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social cost, and other non-financial

information for decisions.

The quality of the management

and decision-making process

is supported and reinforced

by integrating management

control systems, which is key

for ensuring the alignment of
sustainability performance with
organizational objectives. A
sustainability management system
can complement an organization’s
management control system to help
define sustainability objectives and
to ensure their delivery. However, it
is crucial to integrate a sustainability
management system into the overall
internal control and management

system.

The final section focuses on

the performance measurement
activities of ensuring that initiatives
are aligned to mission, goals and
objectives, and strategy, and

that performance can be clearly
demonstrated. Performance
measurement and evaluation fosters
accountability for performance, and
provides feedback on the impact

of sustainability initiatives. This
section emphasizes the importance
of identifying and understanding
the causal relationships between
various measures and alternative
actions, and their impact on financial
and non-financial performance. It
encourages the incorporation of
social and environmental issues in
existing performance measurement
frameworks, such as the balanced

scorecard.

Sustainability performance
measures and KPIs help to monitor
performance and to measure
environmental, social, and economic
impacts. A list of generally accepted
sustainability KPIs is provided.
However, the organizational context
and strategy and sustainability
objectives being pursued will
determine the relevant measures and

KPIs an organization should use.



Virtually any small business
can improve its energy
efficiency easily and cost-
effectively, using the
numerous resources that are
available both from ENERGY
STAR and a wide variety of
other organizations.

These resources are
available to help you through
the process of completing
an upgrade. This process
can be broken into major
activities that are involved

in carrying out an energy

improvement project.**

— Small Business
Administration,
"Become Energy Efficient"

21 Cutting Costs
oy Minimizing VVWaste

KEY THEME Clearly understanding the possibilities for quickly improving environmental
performance. Improving environmental performance need not just involve complex plans
and activities requiring significant investment. Organizations have many opportunities
for quick wins through energy efficiency and waste minimization, to make an immediate

positive impact on the environment, and to achieve efficiencies and cost savings.

CONTEXT This section deals with the quick wins that every organization can consider
to reduce its carbon footprint. Subsequent sections consider a more formalized and
expansive approach to carbon footprinting and sustainability accounting, in which the
key considerations in this section are also relevant. For many governments, the only way

to meet challenging targets for reducing greenhouse gas emissions will be to ensure
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much higher energy efficiency and a

shift to low carbon energy sources.

Energy, waste, and water usage

are significant business costs for

most organizations. Implementing
relatively simple and inexpensive
measures to maximize savings in these
areas (collectively known as waste

minimization) involves:

implementing a systematic approach
to monitoring and controlling usage

and consumption; and

targeting investment, for example
in energy-efficient equipment to
improve energy efficiency, or in
recycling facilities to re-use or

reduce waste.

Initiatives that reduce environmental

impacts also generally reduce

operating costs.

Professional accountants in business
(PAIBs) have a significant role to play in
promoting energy efficiency, minimizing
waste (and improving materials use),
and reducing water consumption,
especially in smaller business contexts
where such costs can total several
percent of turnover. For example,
accountants (particularly in smaller
business contexts) can regularly review
energy bills and take frequent meter
readings to help operational managers
track the use of energy, thereby helping
them take control of energy costs.

The adage, “what is measured gets
done,” applies to waste and water
management, and to cutting energy
costs. It helps organizations to reduce
their carbon footprint and boost profits

relatively simply, by identifying the cost

of waste and inefficiency and seizing

the opportunities to reduce them.

Increasingly, countries are using a blend
of regulatory measures and economic
incentives (or disincentives, as the case
may be), to encourage organizations

to reduce their environmental footprint.
Introducing taxes and other economic
incentives (which can take various
forms) to promote sustainable activities
are designed to internalize the cost

of market distortions created by
organizations (i.e., costs to society that
previously did not appear in financial
accounts). Examples include carbon
taxes on the use of fossil fuels and
waste disposal taxes. Organizations
need to consider how green taxes

and environmental regulation impact
their operations and the cost of doing

business. They should also be aware of



incentives that present opportunities,

such as the following:

Green taxes or climate change
levies on energy use provide
incentives for reducing
consumption. Carbon taxes
are becoming more popular
to encourage the reduction of

emissions;

Enhanced capital allowances

can encourage the purchase
of qualifying energy-efficient

equipment;

Tax credits or government grants
for research and development can
stimulate innovation, for example
in developing renewable sources

of energy;

Landfill taxes encourage the

reduction of waste and landfill; and

2.1 Cutting Costs by Minimizing Waste

Legislation to promote better product
designs and recycling: for example,
the EU’s End-of-Life Vehicles
Directive and the Waste Electrical
and Electronic Equipment Directive
improve the recycling of scrapped
vehicles, and require producers of
electrical equipment to pay for end-

of-life collection of their products.*
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Key Considerations for Professional Accountants
ENERGY EFFICIENCY

Identifying large environmental costs that could be reduced. The general ledger provides a starting point for identifying
which environmental costs to target. However, more detailed information can be obtained from (a) speaking to people in different
functions such as operations, purchasing, sales, and marketing, and (b) analyzing bills, current processes and ways of working,

invoices, and compliance costs.

Monetizing procedures for costs, savings, and revenues related to any business activities with a potential environmental
impact. This helps to develop a business case for tackling these issues. Setting out to achieve greater efficiency is easier after
environmental impacts have been identified and prioritized, then communicated (with their associated costs and potential revenues)

to the organization.

Using measurement and targets and ensuring accountability. Electricity, gas, and other energy-related meters can be the

most important tools in helping to identify opportunities to save energy. An analysis of energy consumption allows a review of
energy consumption patterns, and will support quick wins to improve energy efficiency and investment decisions about whether,
for example, more energy-efficient machinery can cut costs and improve bottom-line performance. The key to pursuing energy
efficiency is making someone responsible and accountable for energy-saving initiatives. That person might be made responsible for
reading meters, understanding patterns of consumption, keeping track of all bills, ensuring that employees know about the main
areas of energy waste, and motivating them to change practices to save energy. It can also be useful to use targets as a means to
changing behavior and usage. Once a baseline has been established, it is possible to analyze the data to identify inefficiencies and

set targets for lower energy consumption.



2.1 Cutting Costs by Minimizing Waste

Small (and no cost) changes can lower energy costs and reduce carbon emissions. Many jurisdictions have established
government or government-sponsored agencies, such as the in the UK or the in the US
( ),*® to advise organizations on simple actions that lead directly to energy efficiencies, for example by switching equipment
off when it is not being used, thus reducing lighting and heating costs. In many countries, organizations are further encouraged to
reduce energy consumption and carbon emissions through taxes on energy use. Even where improved efficiency comes at a cost,
payback periods can be short. For example, IBM has found that there is typically a lot of low-hanging fruit in making data centers
more energy efficient. According to , Vice President of Facilities Services for IBM, “IBM has developed some very
simple steps for CIOs to take that can help save 15% to 40% of their annual data center energy consumption with less than a two-
year payback. For a typical 25,000-square-foot data center paying $0.12 per kilowatt hour for electricity, this can translate into as

much as $1 million in annual energy savings.”*’

Spreading awareness. It is possible to support employees with energy training, motivation, and awareness events to focus

their efforts on specific activities that can reduce energy consumption. This is particularly useful as part of implementing an
environmental management system through adopting ISO 14001 (see section 2.4, “ 7).48
This can also be done at multiple sites and reported on in annual financial reports. For example, some organizations report on the

number of their manufacturing sites that have certified against ISO 14001.

WASTE AND WATER MINIMIZATION

Minimizing materials waste. This can be the most effective method of boosting resource productivity. As with energy efficiency,
accountants can identify the cost of wasted materials and highlight opportunities to reduce their quantity. It is usually important
to work closely with operational staff to understand materials usage and where most waste is generated. Although waste

management does cover waste disposal (which is increasingly costly and subject to regulation in many countries), it is more
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proactive to evaluate materials usage (including water consumption) as the first stage of waste minimization. The most effective
action, if possible, is to change working procedures and processes to improve materials use and reduce waste. As a next
step, waste can also be reused and recycled, thereby reducing the extent and cost of disposal. For example, reusing transport

packaging can reduce packaging costs.

Tracking physical accounting information. Organizations that use materials to produce products can use a mass balance of
physical inputs and outputs to help identify the amounts of materials purchased (or water consumed) during a year. They can then

balance these against the amounts leaving the organization as products or waste, or stored on site.

Reviewing and understanding the impact of legislation regarding waste. Landfill taxes are used in some countries to reduce
landfill and encourage recycling. Regulations governing waste packaging can be onerous and apply to all products used to contain

and deliver goods, and recycling targets can sometimes be attached to their use.

Changing processes. As with energy use, water reduction involves understanding water use and wastage. Reducing water costs
requires allocating consumption to activities and possibly requiring accountability, at a process level, for (a) identifying water-

saving opportunities, (b) and changing processes to reduce consumption and maintain savings. Water use in a manufacturing and
extraction-based organization can be costly, as water can be used in cleaning, cooling processes, processing, steam raising, and

conveying materials.

Minimizing waste, and identifying and classifying environmentally related costs within a formalized environmental management

accounting approach, are explored further in section 2.3, “



Increasingly, organisations are
disclosing information in relation

to their carbon performance.
Driven by increasing regulation and
wider stakeholder expectations,
mandatory and voluntary reporting
activities are under way in both
the public and private sector.

AS a minimum, disclosure may be
that of greenhouse gas emissions
but increasingly organisations

are providing more qualitative
information about climate risks
and opportunities from both

a mitigation and adaptation
perspective as they review their
business models for the impacts

of climate change.*

—ACCA and KPMG,
Carbon Measurement,
Assurance, and Reporting, 2009

2.2 Carobon Footprinting

KEY THEME Using carbon accounting to calculate organizational carbon footprint
in order to (a) manage GHG emissions and make reductions over time, (b) report
the footprint accurately to external stakeholders, and (c) invest in lower energy

technologies and more efficient methods of operating.

CONTEXT Calculating carbon footprint can be done for compliance or strategic
advantage, and can be done for the organization or for specific products. Following
the quick wins that can be implemented to secure energy efficiency and waste
minimization, an organization might consider carbon footprinting as a next step in
providing information on the impact of saving energy and minimizing waste. This
information can be vital for internal purposes, guiding employees on possible actions
to reduce the organization’s impact on climate change. Such actions may prove

critical as larger organizations (e.g., retailers such as Walmart) will increasingly base
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their procurement decisions on

the carbon footprints of suppliers.
Accurate emissions data will also be
important when accurately reporting

a carbon footprint to third parties,
such as through participating in the
carbon reporting initiative of the
Climate Disclosure Project, or for other

compliance purposes.

Establishing a carbon footprint for an
organization, or for a product, can be a
complex task, particularly if the carbon

accounting approach is to encompass

all material emissions stakeholders
would consider relevant. In most
jurisdictions, regulators and investor
groups are demanding more accurate
data, and the trend will increasingly be
for emissions data to be as transparent

as financial information.

The Carbon Trust’s Carbon
Footprinting, The Next Step to
Reducing Your Emissions usefully
provides an introduction to measuring
organizational and product carbon

footprints. A survey report from the

Chartered Institute of Management
Accountants (CIMA), Accounting

for Climate Change,® captures the
stages of adoption in a sustainability
journey. The diagram below from the
report highlights the stages that an
organization might go through, from
understanding its carbon footprint to
using this information for a carbon
reduction program and for competitive

advantage.

The CIMA report outlines the areas

that finance is or could be involved in,

Stages of Adoption
COMPLIANCE/REGULATION, DRIVING OBLIGATED AC—

Understanding extent of
carbon footprint, implications
and required actions

Investment in lower energy
technologies/more efficient
methods of operating. Extension
into supply chains

Investment in new ground
breaking technologies,
industry leading operating
techniques, collaborative
involvement to drive adoption
through the whole value chain.
NPD (low carbon)

Low hanging fruit: energy
and waste measurement,
reporting, benchmarking,
employee engagement/education
driving behavioral efforts

PERFORMANCE/COMPETITIVE ADVANTAGE

— Source: CIMA, Accounting for Climate Change, February 2010
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such as carbon footprint calculation,
carbon accounting, tracking climate
change performance measures,
integration of financial and climate
change management information
systems, and costing/life cycle
assessment calculations. Professional
accountants in business and those

in finance functions in the public
sector are also increasingly expected
to play a role in carbon management
programs. For example, the UK’s
National Health Service (responsible
for a quarter of public sector
emissions in England and 3.2 percent
of the country’s total emissions) has
set a challenging carbon reduction
strategy. Finance directors and finance
functions are expected to play a role in
carbon management and establishing
potential carbon saving projects.

They can help to develop carbon

management plans, to prioritize carbon
reduction projects, quantify them

and place numbers on cost savings,
carbon savings, and implementation
costs.®! The first step on this journey

usually involves carbon footprinting.

A number of standards help to
measure a carbon footprint, namely
the Greenhouse Gas (GHG) Protocol
(including sector supplements) and
ISO 14064-1.* Also, product footprint
standards, such as PAS 2050 (UK
standard) and a greenhouse gas
protocol for product footprinting

are currently under development.
According to their , “The
Greenhouse Gas (GHG) Protocol is
the most widely used international
accounting tool for government and
business leaders to understand,

quantify, and manage greenhouse

2.2 Carbon Footprinting

gas emissions.”®? The GHG Protocol,
a decade-long partnership between
the and
the

, is working
with businesses, governments, and
environmental groups around the
world to build a new generation of
credible and effective programs for
tackling climate change. It provides
the accounting framework for nearly
every GHG standard and program
in the world—from the International
Organization for Standardization (ISO)
to The Climate Registry—as well as
hundreds of GHG inventories prepared

by individual companies.

*I1SO 14064 (Parts 1, 2 & 3) is a family of three standards that specify principles and requirements for quantification and reporting of greenhouse gas (GHG) emissions and removals at
the organizational level (Part 1), the project level (Part 2), and a standard for validation (Part 3). Its companion standard, ISO 14065, details requirements for GHG validation or verification

bodies for use in accreditation or other forms of recognition.
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Key Considerations for Professional Accountants

Moving beyond a GHG inventory. A carbon footprint (or GHG emissions inventory)
measures the energy consumption of an organization’s activities and the associated
GHG emissions (i.e., an organization calculates its Scope 1 or direct emissions,
Scope 2 or electricity indirect emissions, and it may also choose to calculate its
Scope 3 or other indirect emissions (see “GHG Emissions”). Although this provides
an account of current carbon emissions, it does not provide a deeper analysis of
why these emissions occurred and how they can be minimized. In the same way
that activity-based costing reveals cost drivers and causation, modeling energy use
and emissions, and linking it to resource consumption can provide greater insight
into the decisions that need to be made to manage a carbon footprint and provide
a GHG management plan. Replacing the “currency” of cost with other resources
can provide the same insights about emissions, water, waste, or energy that have
proven themselves invaluable to the cost accounting world. (For further information,
see the white paper by SAS,

,and material flow cost accounting in section 2.3,

‘ ")

Determine how to manage carbon emissions data. For relatively simple operations,
spreadsheets offer considerable versatility by allowing individuals to readily sort and

analyze collected information. However, for larger organizations, where data is derived
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2.2 Carbon Footprinting

from multiple sources, and multiple users require access, a more sophisticated approach might be needed. This might involve
carbon management software, or adding elements to existing business warehousing information architecture that also allow data
feeds from multiple sources (e.g., from external energy providers or from internal sources covering staff travel and purchasing,
etc.). Such software can also solve a range of problems with using spreadsheets, such as reducing the likelihood of manual

errors, providing an audit trail, and allowing easy access to, and interrogation of, the data by multiple users.

Distinguish between boundaries, in terms of organizational and product footprints, and between entities in the
supply chain. The production process is part of the product life cycle, but would also be included in the calculation of the
organizational footprint. The different boundaries of organizational and product footprints are illustrated in the diagram below
(from Carbon Trust’s guide, %3), See also “ ”

which highlights the basics of carbon footprinting and distinguishes between the organizational and product footprint.

Clearly defined boundaries for GHG emissions will help an organization to take action to measure or reduce its emissions.

ORGANIZATIONAL FOOTPRINT

4 N
Production Distribution The Organization P?A(sitl:::lil:g:ingtail Consumption Re-use/Recycling/Disposal
of Raw Materi- of Raw Materials 9 P ycling/Dispi
als
A\ /4

|—PRODUCT FOOTPRINT

— Source: Carbon Trust, Carbon Footprinting, 2010
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Under the GHG Protocol, all organizational footprints must include Scope 1 and 2 emissions. Although there is flexibility when
choosing which Scope 3 emissions to measure and report, an office- or service-based organization might consider including indirect
emissions associated with services and products in its supply chain, so as not to underestimate its footprint. Because of their indirect
nature, Scope 3 emissions can be easily omitted. However, it is important to determine whether such emissions, although out of the
direct control of the organization, might materially impact the organization. The impact of emissions arising beyond the immediate
organizational boundary could be strategic (e.g., affecting reputation), or operational. Measuring total emissions across the full supply
chain will aid understanding of the risks and opportunities, although an organization might consider excluding indirect emissions

whose measurement requires a disproportionate level of effort relative to their likely magnitude.

The developers of the GHG Protocol have a process in place for defining and finalizing a global standard to measure and track Scope
3 emissions, which is called . The initial draft of this standard

was released in 2009, and subsequently a number of organizations have been testing it before the final standard is released.

Establish principles of a carbon audit report and the key issues to be disclosed in external reports for stakeholders.
Defining key principles will help to ensure credible reporting and serve as a useful decision-making tool for management and

other stakeholders. The following principles can be used to prepare a carbon audit report:

Relevance: Includes emissions sources appropriate to the needs of the intended user

Completeness: Includes all relevant GHG emissions and removals

Consistency: Enables meaningful comparisons of GHG-related information

Accuracy: Reduces bias and uncertainties as far as is practicable
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Transparency: Discloses sufficient and appropriate GHG-related information to

allow the intended user to make decisions with confidence.%

In addition, baseline and targets should be disclosed. An historic baseline will demonstrate progress already made, but it is
essential to disclose any assumptions and estimates that have been used to arrive at this historic picture; they may be based
on less accurate information. It is also important to describe chosen boundaries and disclose assumptions. The backbone of a
report on GHG emissions is a clear description of the scope of reporting, the methodology used, and any key assumptions used

in making calculations.

The next step is to demonstrate an understanding of the risks and opportunities that climate change poses to the organization
as a whole and, where possible, to quantify their financial impacts, as well as how the organization intends to deal with them.
(See also section 3.3, “ ,” for information on the

for climate change-related disclosure.)

Greenhouse gas inventory audit. An audit of a GHG inventory can help to verify the data and ensure the appropriateness

of measurement controls. An audit can also provide useful feedback for improving the inventory process. An assurance
engagement with respect to a GHG statement can include performing procedures to obtain evidence about (a) the quantification
of emissions, and (b) the other information disclosed as part of the statement. The procedures selected depend on the
preparer’s judgment, including the assessment of the risks of material misstatement in the GHG statement, due either to fraud
or error. The International Auditing and Assurance Board is in the process of developing a on the assurance of a

greenhouse gas statement.
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CARBON FOOTPRINTING

Methodology and definitions:




2.2 Carbon Footprinting

Developing the carbon footprint of an organization:

Developing the carbon footprint of a product:

Managing Climate Risk, A Practical Guide for Business

— Summarized from Charles Allison,
Managing Climate Risk, A Practical Guide for Business, Chapter 29



http://www.thorogoodpublishing.co.uk/business/details/managing-climate-risk

Environmental accounting will remain

the means to the end of providing
information for improving corporate
economic, environmental and related
social performance. However, only when
managers can see how the identification
and avoidance of environmental impacts
Is of benefit to their organizations will
environmental management accounting
help managers to protect business

from increasing environmental risk when
combined with top level support, the
development of corporate environmental
policies, increased employee awareness,
concern for long term environmental
management and the associated
ownership of environmental problems.
Accountants with a wider focus may be

able to encourage such developments.*®

— Professor Roger L. Burritt,
International Accountant,
February 2007
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2.3 Improving Information
f0 Support Decisions
and Reporting

KEY THEME Improved social and environmental performance and transparency requires
information flows to support the strategic and operational management of sustainability
issues. The required environmental and social information to support management and
operational decisions is not, however, often readily available, either being non-existent

or limited to measuring liabilities for compliance purposes.

CONTEXT Reducing external environmental and social impacts, whether through waste
minimization and energy efficiency or by incorporating the values of ecosystems into

decision making, requires a systematic effort for data and information gathering, and the



deployment of appropriate accounting,
costing, and valuation methods.
Organizations that take understanding
their impacts and integrating
sustainability issues into decision making
seriously need to take a systematic

and more formal approach to ensuring
the availability of useful information

to support decisions on how to (a)
manage their social and environmental
impacts, and (b) enhance their social and

environmental value added.

This section covers tools and methods
that are applicable to various levels
within an organization. Sustainability
accounting is primarily based on
extending the existing financial
accounting framework. Investment
appraisal techniques, full cost
accounting, and environmental cost

management can help to support

management and operational decision
making, as well as external reporting
to stakeholders. Environmental
management accounting and material
flow cost accounting work mainly at a
process level, and to some extent, will
need to be embedded into information
and operational processes and

systems.

Accounting for a wider range of
factors is sometimes referred to

as sustainability accounting or
environmental management accounting
(EMA). Sustainability accounting is
the engine driving the usefulness of
sustainability and integrated reporting,
and the strategic and operational
management of sustainability issues.
Despite this, there is no widely agreed
methodology, and the language

used for different approaches to

2.3 Improving Information to Support Decisions and Reporting

sustainability accounting is not
standardized. However, all forms

of sustainability accounting have a
common objective—to deliver better
information to support sustainability

initiatives and performance. The

defines sustainability accounting

as “the generation, analysis and use
of monetized environmental, social
and economically-related information
in order to improve corporate
environmental, social and economic

performance.”®

EMA is a narrower term focusing on
environmental issues and broadly
defined to be the identification,
collection, analysis, and the use of
two types of information for internal

decision making:


http://www.projectsigma.co.uk/Toolkit/SIGMASustainabilityAccounting.pdf
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Physical information on the use,
flows, and destinies of energy,
water, and materials including

wastes; and

Monetary information on
environment-related costs,

earnings, and savings.58

In practice, EMA can be termed
environmental accounting or
environmental cost accounting, among
other variations. However, organizations
generally use EMA (or a variant)

with a common purpose in mind—to
improve information that supports
management of their environmental
and financial performance so as to
improve environmental impacts, reduce
costs, and enhance profits as well

as organizational reputation. Material

flow cost accounting builds on EMA to

increase the transparency of material
flows and to help ensure the cost of

waste is identified.

This section primarily focuses on

the key considerations in supporting
management and operational decision
making, although by extending
conventional financial accounting to
recognize sustainability impacts and
performance, sustainability accounting
can lead to the preparation of shadow
accounts (representing the financial
impact if an organization had been
sustainable), which allow representation

of a “sustainability position.”

The

shows how moving from financial
to sustainability accounting requires
adjustment and extension of the primary

statements in the following ways:

Representation of the profit and loss
account to show how sustainability-
related costs and benefits can

directly impact the bottom line;

Extension of the profit and loss
account to include the external
costs and benefits to the
environment, society, and the
economy, benefits that are not

traditionally taken into account; and

Extension of the balance sheet to
take a fuller account of the range
of assets and shadow liabilities of
an organization (a shadow liability
is an indication of how much an
organization has drawn on human,
social and natural capitals to be

able to perform its value creation).

A case study of this approach to

sustainability accounting is available


http://www.projectsigma.co.uk/Toolkit/SIGMASustainabilityAccounting.pdf
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at See

” for an example
of an organization that is applying

environmental accounting.

Environmental and sustainability
accounting can be used separately
or together as tools to ensure the
measurement, in monetary terms, of

environmental and social issues to help

managers make decisions that achieve
an organization’s goals and objectives.
Internal reporting systems should be
capable of providing the necessary
cost and usage information required
to estimate the financial impact of
sustainability issues that are to be

reported externally.

Extending existing accounting/

information systems to accommodate

2.3 Improving Information to Support Decisions and Reporting

organizational plans for sustainable
development can be a significant
challenge. Information required to help
organizations monetize (or internalize)
indirect social and environmental
externalities (e.g., around atmospheric
emissions) is often found in functional
silos outside the mainstream
management information system, or not

collected and therefore unavailable.
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Environmental Accounting at the UK Environment Agency




2.3 Improving Information to Support Decisions and Reporting

Key Considerations for Professional Accountants

Moving from a conformance- to an integrated performance-based view of accounting for sustainability impacts:
Conventional financial accounting and economic measurement do not capture all the consequences of economic actions.
Therefore, it is necessary to develop an approach to identifying and accounting for externalities —costs and benefits that do not
accrue directly to the organization and that are not included in the financial accounts. Recognizing and measuring the external
impact of environmental and social costs and benefits can help to manage an organization’s wider impact on society and the
environment. External costs arise from the actual and potential impacts of an organization on the environment and society, and are

cost-free to an organization (as the rest of society carries the social or environmental cost in the longer term).

A conventional accounting system will typically recognize direct social and environmental liabilities that usually arise from legal and
regulatory requirements (such as disability and flexible working time requirements, landfill costs and other environmental levies,
legal and due diligence fees, and any fines and remediation costs), because these costs need to be measured for external reporting
and compliance purposes (and therefore will be reflected in company accounts). However, sustainability accounting calls for
organizations to consider the cost or benefit of its products, services, and operations (which are not mandated by law or regulation)
outside the boundaries of the organization. For example, although a transport organization pays for the fuel required to support its

fleet of vehicles, the effect of the resulting greenhouse gas emissions are felt by future society.

Some organizations use full cost accounting (FCA) to help to ensure that the consumption and use of resources are accounted for as
part of the full cost of production, and that objective prices are placed on externalities caused by the impacts of organizational processes
or outputs. FCA helps to capture external as well as internal costs and benefits of operational activities, for example externalizing the

cost of emissions and waste, and capturing social benefits arising from local employment or health and safety practices.
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Although there is little consensus on FCA methodology, it is generally recognized as an accounting approach that identifies external
(environmental and social) costs and benefits associated with a particular activity, and incorporates this information in decision-

making. FCA focuses on internalizing all environmental and social impacts, thereby revealing a full range of costs, including:
conventional costs: including direct and indirect costs associated with a capital or revenue project;
hidden costs: found in overheads and general accounts;
liability costs: contingent liabilities not currently recognized in conventional accounts, such as future cleanup costs;

(less) tangible costs: costs and benefits that may be assessable in financial terms and are likely to arise from improved

sustainability management, such as loss/gain of goodwill, changing attitudes of stakeholders; and

sustainability-focused (moving beyond compliance) costs: costs that would be incurred if a sustainability-focused approach
was taken to a project or to organizational performance. Costs to ensure zero or near-zero negative environmental and social

impacts or to create positive impacts could be estimated.

FCA has helped some organizations improve their understanding of social and environmental performance by highlighting where
externalities can be reduced or eliminated (a) by the redesign of production processes, or (b) by organizations operating differently.
There are potential strategic planning related benefits of undertaking FCA particularly in industries where externalities are likely to
be imposed via regulation or taxation (e.g., a carbon tax). The development of the practice of FCA in organizations was explored

in ACCA research in 2001, . The report reflects on the difficulties of applying FCA, and
explains how, in general, those using FCA typically take a pragmatic approach and will need to make estimations and judgments,

particularly around complex real world relationships.®® An example of putting FCA into effect is documented in research by the


http://www.accaglobal.com/general/activities/research/reports/financial
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Chartered Institute of Management Accountants report,

Specifically in relation to biodiversity, protecting and sustaining the earth’s natural capital will ultimately depend on organizations
incorporating the values of ecosystems into decision making. Demonstrating value in economic terms will help organizations in reaching
decisions that consider the full costs and benefits of a proposed use of an ecosystem, rather than just those costs or values that enter
markets in the form of private goods. See the Economics of Ecosystems and Biodiversity (TEEB) study,

, for more information on the valuation of nature, biodiversity, and ecosystem services. This report also includes reference to the

international mining company, , which has adopted net positive impact on biodiversity as a long-term goal.

Identifying, defining, and classifying costs to motivate desired activities and behaviors: Cost information is needed for decisions
that might be strategic or operational affecting the organization or its sub-parts, such as a product or service line, or at a process level.
A range of costing approaches can be used to uncover relevant costs and redefine existing recorded costs to distinguish between types
of cost. This is particularly helpful when considering environmental issues. Conventional costs are costs of raw materials and energy that
have environmental relevance. Potentially hidden costs are those that are captured by accounting systems, but then lose their identity

in overheads. To be managed properly, environmental and social-related costs can be usefully assigned to processes or products that

created the cost.

By allocating environmental costs to the products or processes that generate them, an organization can motivate managers

and employees to find creative pollution-prevention alternatives that lower those costs and improve profitability. For example,
Caterpillar’s East Peoria, lllinois, plant in the US no longer puts waste disposal costs into an overhead account; rather, the costs
of waste disposal are allocated to responsible commodity groups, triggering efforts to improve the bottom line through pollution

prevention (see also the US Environmental Protection Agency’s

).
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and Measurement




2.3 Improving Information to Support Decisions and Reporting

Organizations can improve their understanding of environmental and social costs through their costing models and systems, using
approaches such as (a) Activity-Based Costing (ABC)/Activity-Based Management (ABM) or alternatives such as Resource Consumption

Accounting ( ), (b) design for environment/life-cycle design and/or life-cycle assessment/life-cycle costing, or (c) FCA.

The process of reviewing consumption patterns and assigning environmental costs to products/services should also help to
highlight the opportunities for improving processes for future products during their design and development stages. Life cycle
costing and design is increasingly used as a planning tool to minimize the environmental impact of products and processes,

by identifying all associated costs over a product’s lifetime and monetizing their impacts.

Many organizations define environment-related costs in the way that best suits their needs. The 2005 IFAC guidelines,

, provide common environment-related cost categories that can help in resolving
the issue of hidden environmental-related costs. Most of these cost categories have sub-categories more representative of
traditional accounting, such as equipment depreciation, raw and auxiliary materials, operating materials, personnel, etc. Some
organizations will collect environmental data as part of an environmental management system to meet , and this

facilitates the implementation of EMA.

Working across organizational functions, particularly integrating accounting, procurement and operations: One of the
greater challenges in implementing EMA will be to track physical accounting information, which is often not recorded, or

not recorded in a way that reflects the real world flow of materials. To maximize material productivity and minimize waste,
underlying material flows should ideally be visible before accounting for environmental costs. Professional accountants will
typically need to work closely with operational managers and others to account for material amounts of energy, water, or other
materials, and perhaps track physical information from suppliers and customers. Physical information provides an indication

of the consumption of natural resources and generation of (negative) waste and emissions. This allows the development
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of improvement measures to reduce such waste and emissions, as well as material and waste disposal costs. A cross-
functional team implementing EMA may need to bring together designers, engineers, production managers, operational staff,

environmental managers, and those involved in purchasing, as well as accountants.

The multi-disciplinary approach that is required is best highlighted by the use of an MFCA approach (see “The Benefits of
Introducing Material Flow Cost Accounting”). The calculation and management of quantity and cost data for losses incurred in

a manufacturing process will require the expert input of:

operations on design, procurement, and production regarding the flow of materials and energy use throughout the

organization;

engineering and/or technical input on the material balance implications of processes;

quality control on issues such as product reject frequency, causes, and rework activities;

environmental management input on impacts, waste types, and waste management activities; and

management accounting expertise on cost accounting data and practices.
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The Benefits of Introducing Material Flow Cost Accounting

International Organization for Standardization



http://www.tc207.org/
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http://www.canon.com/environment/report/pdf/report2008e.pdf
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Accounting for social costs and valuing social impacts: Social information flows needed to support sustainability
initiatives and decisions can cover a range of areas, including (a) human rights, (b) labor practices, (c) society, and (d)

product responsibility. Each of these areas contains many sub-areas. For example, labor practices include diversity and equal
opportunity, employment, labor/management relations, occupational health and safety, and training and education. Where any
of these issues are important to decision making, and where managers need to be motivated to take action, information flows,

particularly on costs and resulting impact, should be explicitly required where possible.

It is possible to account for and measure social costs, although approaches tend to be well-developed only in some areas, such
as labor practices. For example, health and safety performance is increasingly captured internally and reported externally. Many
organizations collect information on occupational accidents (frequency, type, employee group, length of sickness) and analyze it
in the context of working conditions. Some go a step further by examining the costs and benefits of health and safety measures
and considering the consequences of health and safety initiatives. In an activity-based approach, the causal link between an

event and its consequences can be tracked. For example, an accident can lead to (a) lost work time, (b) loss of short- and long-

term assets and income, and (c) other costs, such as insurance premiums, all of which can be captured.

Such measurement is easier where the relevant costs and measures reside in accounting and information systems. However,
few organizations account for external social impacts in monetary terms, and even fewer have modified the profit and
loss account to draw out the costs and benefits of social policies and activities, including the values which drive the core

business, which would otherwise remain hidden in the financial accounts.

In principle, the same approach to valuation could be applied to social impacts (as is the case for environmental impacts); for
example, measures to prevent or avoid social costs are a form of avoidance cost. Where tracking environmental information

and impacts (such as emissions) is largely scientifically based, considering the level of impact of social performance can be
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complex. This can make establishing social information requirements, including for developing social accounts, particularly
challenging. However, there is innovative work in this area. For example, the Forum for the Future has been involved in
implementing sustainability accounting in an alcoholic drinks business (to provide a monetized measure of social cost) and
applying a methodology to assess social return on investment in the retail sector. For additional information, see

from Forum for the Future, a UK-based
sustainable development non-profit. The concepts of social value added and a pro forma social financial statement are

explored in the Sigma

Using environmental and social cost and other non-financial information for project appraisal and capital budgeting:
Where environmental and social costs and information are significant and relevant, integrating them with other relevant
information in investment decisions enables an organization to better manage its environmental and social considerations
and impacts. In particular, such information supports project appraisal and investment appraisal decisions in general. This
involves assessing potential investments against economic criteria, but should also include all relevant environmental and
social costs (see” ”). For example, environmental factors can be paramount in determining the returns from an
investment, e.g., site recovery costs, the cost of meeting legislation such as the EU’s end-of-life directives, and various other

compliance costs.

Sustainability factors and risks can be incorporated into a discounted cash flow model. Sustainability-related risks can be
estimated and ranked, and expected costs incorporated into the appraisal in the form of cash flows. Longer-term scenarios
can also be built into the appraisal and decision-making process, so that performance can be assessed against changing
circumstances. Project appraisal, including for specific projects focused on achieving carbon reductions, can be subjected to

the good practice principles in
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An investment decision process should include identifying the potential consumption of natural resources and environmental
assets such as water, and the environmental impacts such as pollution, for which it is responsible. A formalized and

integrated approach to EMA will also make it easier to:

quantify environmental costs;

allocate and project environment costs and benefits;

use appropriate financial indicators; and

set reasonable time horizons that capture environmental benefits.

Environmental and social costs and other non-financial information for investment decisions can be used incrementally, first
on a limited scale. Where data is hard to source, progress is possible by focusing on costs that are widely known or more
easily established (some environmental factors, such as greenhouse gas emissions, energy consumption, and contingent
environmental costs, can be easier to quantify) reserving more difficult estimates of cost and revenue for later discussion.
Difficult-to-estimate costs and revenues can also be handled qualitatively, and in some instances an organization may judge
it unnecessary to quantify them, for example where more easily measured costs justify the investment in cleaner technologies

or better product design options.

Accountants will also be involved in project appraisal of environmental projects or “green technologies,” most likely as part of carbon
reduction programs. Improving environmental performance may require new technologies and process adjustments with higher cost
implications than for relatively simple waste minimization measures. As with other capital expenditures, options to (a) design cleaner

products, (b) optimize processes, (c) use new technology, and (d) recover/re-use materials will require financial justification. A focus
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on payback periods alone will be unhelpful. The net present value and overall lifecycle costs will be important inputs

into decision making. Significant carbon-saving projects may have large net benefits, but may take many years to pay
back. Therefore, it is necessary to take into account the costs and savings arising from a wider range of factors, such
as enhancing reputation, employee motivation and commitment, and satisfying a wider range of stakeholders through

improved environmental performance.

Organizations should also consider whether a lower discount (or hurdle) rate in a more sustainable project can be
justified. For example, improving environmental and social performance might result in a reduction in the cost of equity if
markets are seen to ultimately reward the organization with a lower cost of equity. Incentive schemes such as enhanced
capital allowances, which some governments use to encourage businesses to invest in energy-efficient equipment, can

also be incorporated into the appraisal.
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In conducting our business, acting
sustainably means that, in all of our
activities at every level within the company
and in all corporate realms, we always
take the ecological, social and ethical

aspects of our actions into account.

All divisions of the business as well as the
key areas affected are integrated into the
Sustainability Management System of the
Deutsche Bank. In this way, sustainable
action is embedded within the entire

company as a cross-divisional function.

The board of directors of the Deutsche
Bank carries the ultimate responsibility for
Sustainable action. The group compliance
officer for the Sustainability Management
System reports directly to the board within
the framework of a bank-internal steering

committee.®®

— Deutsche Bank, Banking on Green

2.4 Integrated
\anagement Contro
oystemns

KEY THEME Developing integrated management and (internal) control systems to ensure

alignment of sustainability performance to organizational objectives.

CONTEXT Management control systems (MCSs) introduce social and environmental issues into
the organizational language and therefore help to embed them in the set of shared values and
principles, and actions. They play a role at strategic, management, operational, and reporting
levels. After an organization defines sustainable strategies and goals, MCSs cascade down an
organization’s social, environmental, and financial targets and objectives in a way that is meaningful
for managing local entities, business units, functions, and individuals. MCSs also support

organizational learning by feeding up social, environmental, and financial performance information
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that is meaningful for controlling alignment
of that performance with the overall
organizational objectives. Therefore, MCSs
help to ensure that goals and objectives

are delivered, and support the widely used
management (Deming) cycle steps: plan-do-

check-act (PDCA).

A PDCA management and control system
can be implemented in many forms with
various terminologies. The article, “

,” from Strategic Finance magazine
considers the Procter & Gamble Planning
and Control System of Objectives-Goals-
Strategies-Measures.® The integration of
social and environmental factors features at
all stages and, as with strategic goals and
objectives, the MCS should ensure that the
organization achieves what it has set out to
do in relation to sustainability performance.

It should ensure that:

opportunities and risks are identified,

analyzed, and managed in the strategic

planning process;

sustainability goals, targets and/

or objectives are established and
clearly articulated and integrated
into performance management (and
cascaded down throughout the

organization);

lines of responsibility and accountability

are clear;

performance is measured and remedial

actions are taken when necessary; and

reporting is relevant and faithfully
represented and useful to intended
users (which might involve reporting
on negative as well as positive

performance).

A sustainability or (environmental)

management system and assessment

can complement (or be part of) an internal
control system to help an organization
(a) define its sustainability objectives
and ensure their alignment to business
objectives, (b) identify sustainability
challenges, risks, and opportunities, and
factor their financial and other implications
into decision making, and (c) ensure that
management and operational practices
respond to these challenges, risks,
and opportunities. The importance of a
sustainability or environmental management
system applies to all sectors. For example,
it will be as important to a service-based
organization, such as Deutsche Bank (

), as it might be to a manufacturing

organization.

A starting point for many organizations is to
introduce an environmental management
system (EMS), as part of the overall MCS

if one is in place, to systematically deal

with environmental issues and questions,


http://www.imanet.org/PDFs/Public/SF/2010_07/07_2010_busco.pdf
http://www.imanet.org/PDFs/Public/SF/2010_07/07_2010_busco.pdf

for example, covering water use, waste
production and energy consumption.
Organizations can make significant cost
savings without EMS (see section 2.1,

¢ )

but will most likely find that resource
productivity improvements vastly improve
when an EMS is implemented (as well as
improving environmental risk management
and collaboration with suppliers). The

family addresses various aspects

of environmental management. The first
two standards, ISO 14001:2004 and ISO
14004:2004, deal with EMS. ISO
14001:2004 establishes requirements for
an EMS (including developing objectives,
plans of action, and a clear division of
responsibility), and ISO 14004:2004 gives

general EMS guidelines.

ISO has also published a standard to help
organizations, and in particular SMEs,

use a phased approach to implement an

2.4 Integrated Management Control Systems

environmental management system. ISO
14005:2010 includes guidelines for the
phased implementation of an environmental
management system, including the use

of environmental performance evaluation,
and the maintenance and improvement

of an environmental management system

in order to meet the requirements of ISO

14001. (see “

107


http://www.iso.org/iso/iso_catalogue/management_standards/iso_9000_iso_14000/iso_14000_essentials.htm
http://www.iso.org/iso/iso_catalogue/management_standards/iso_9000_iso_14000/iso_14000_essentials.htm
http://www.iso.org/iso/iso_catalogue/catalogue_ics/catalogue_detail_ics.htm?csnumber=31807
http://www.iso.org/iso/iso_catalogue/catalogue_ics/catalogue_detail_ics.htm?csnumber=31808&ICS1=13&ICS2=20&ICS3=10
http://www.iso.org/iso/iso_catalogue/catalogue_ics/catalogue_detail_ics.htm?csnumber=31808&ICS1=13&ICS2=20&ICS3=10

Part 2: Operational Perspective

102

Key Considerations for Professional Accountants

MCSs should incorporate specific activities that support sustainability goals and objectives into the organization’s overall
management and control cycle. Many organizations find that the existence of a number of different management systems on different
organizational aspects (such as health, safety, environment, and quality) can be inefficient and ineffective. The key to an effective PDCA
management cycle is to incorporate social and environmental factors, as well as other relevant factors, into the day-to-day management
and running of an organization. Therefore, although an organization might have identified separate sustainability policies and objectives,
to ensure that these are delivered, integrated management and control systems should align both to (a) overall business goals and
objectives, and (b) the existing internal control and risk management approach. PDCA cycles can also be central to how an organization
manages its sustainability performance. For example, Panasonic evolves its sustainability environmental management by nurturing
capable personnel who can lead the implementation of environmental PDCA cycles, the implementation of which are overseen by a
central Environmental Working Committee (see the Matsushita ).8 takes a similar approach to

ensuring the delivery of its environmental action plans.®®

MCSs should ideally help to integrate social and environmental factors alongside financial and quality factors. The process

of integration is made easier where management systems can be aligned and consolidated. For some organizations, the journey to
integration has involved merging management systems. This helps to ensure EMS aligns with quality, financial, and cost management
systems. For example, Sharp’s describes their efforts to create accuracy and efficiency with
an integrated management system by merging its strategic, environmental, and quality management systems. The integrated system

operates as part of the strategic management system. In taking this approach, Sharp sought to achieve two benefits:

First, Sharp expects performance improvements and risk reductions in the form of reduced greenhouse gas emissions from business

activities, as well as fewer defective goods. Second, by refocusing separate S-EMS (environmental management system) and QMS


http://panasonic.net/eco/env_data/back_number/pdf/edb07e.pdf
http://world.honda.com/environment/report/pdf/2008_report_E_full.pdf
http://sharp-world.com/corporate/eco/csr_report/pdf/esr2007e.pdf
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(quality management system) programs into activities aimed at achieving the same company-wide management objectives, Sharp is able

to put its management resources where it needs them the most.%”

Sharp introduced its strategic management system using the balanced scorecard method. The strategic management system breaks
down company-wide organizational goals to the level of the individual in order to clarify the objectives of individual employees

and specify their levels of achievement. Thus, individual employees are evaluated for how well they have contributed to corporate
performance. The system helps employees make their objectives more practical and obtain results that are in line with company-wide

strategies (see also section 2.5, “ ”).

(Internal) control effectiveness depends on effective governance and risk management. Governance, risk management, and
management control are all important instruments in achieving sustainability objectives. The effectiveness of an MCS is rooted in

an organization’s corporate governance infrastructure and approach to risk management. , for example, uses a “sustainable
governance” approach that integrates sustainability with the various different aspects of company management.®® The company
categorizes governance, internal control and organizational structure as sustainability tools so that they are clearly linked to the long-

term viability and success of the company.

“To me, internal control is just one way of getting enterprise risk management to work. Internal control is a subset of governance and
enterprise risk management. | would recommend having good governance and implementing enterprise risk management. The key is
good governance,” noted John Fraser, Vice-President, Internal Audit and Chief Risk Officer at Hydro One Inc., the largest electricity

delivery company in Ontario, Canada, in IFAC’s report, .59

Setting out the role of internal auditing. There are many approaches and issues with auditing CSR programs and controls, and these

are set out in The Institute of Internal Auditors .’% This Practice Guide highlights the importance of chief audit executives


http://www.pirelli.com/investor/2007/eng/pages/32/
http://web.ifac.org/publications/professional-accountants-in-business-committee/information-papers-1#internal-control-from-a-ris
http://www.theiia.org/bookstore/product/evaluating-corporate-social-responsibilitysustainable-development-practice-guide-download-pdf-1483.cfm
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(CAEs) and internal auditors understanding the various ways in which they can support management relating to CSR and sustainable
development. As part of the risk assessment and audit planning process, the CAE considers the CSR risks and whether to include all
or part of the processes in its audit universe and audit plans. The CAE also should also be aware of CSR issues in order to respond to
any special requests by the board or senior management. Management processes can be evaluated based on (risk management and)
internal control or quality management frameworks, such as the Committee of Sponsoring Organizations (COSO) or ISO (see “Internal

Control Frameworks and Guidance”).

Internal auditing can also help to ensure that the MCS is designed to facilitate continuous learning and allow challenge to conventional
wisdom. For example, although many organizations with an EMS frequently audit the systems to assess the degree of compliance

with ISO14001, they lose sight of whether it continues to be “fit for purpose,” and whether the right environmental and sustainability
opportunities and risks continue to be identified and managed. This is particularly the case with ISO 14001, as it emphasizes compliance

with legal and other requirements for environmental impacts.

Integrating sustainability (and particularly environmental) factors into financial processes, such as budgeting and forecasting.
The planning and budgeting process should identify planned objectives for spending, income, and sustainability related investments,
and help to monitor progress against objectives. The organization’s plans to fulfill its sustainability objectives must be backed up by the
necessary financial and other resources. For example, the following environmental factors might be reflected in a budget: spending on
energy; waste management and disposal; spending on environmental projects; costs of environmental purchasing and supplier audits;
provisions for bringing sites up to best practice; environmental capital spending; provisions for environmental business cases and EMS

implementation; and specialist reviews and advice.
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Internal Control Frameworks and Guidance

guidance

Global Survey on Risk Management and Internal Control:

Results, Analysis, and Proposed Next Steps



http://www.frc.org.uk/documents/pagemanager/frc/Revised Turnbull Guidance October 2005.pdf
http://www.coso.org/default.htm
http://web.ifac.org/publications/professional-accountants-in-business-committee/information-papers-1
http://web.ifac.org/publications/professional-accountants-in-business-committee/information-papers-1
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Standards Supporting Environmental Management Systems

ISO standards
ISO 14001



http://www.iso.org/iso/home.htm
http://www.iso.org/iso/iso_catalogue/management_standards/iso_9000_iso_14000/iso_14000_essentials.htm

ISO 9000 (quality)

and ISO 14000 (environmental) series

ISO 14001: 2004

ISO 14004: 2004

ISO 14031

ISO 14040: 2006

ISO 14063: 2006

ISO 14050: 2002

ISO/TS 14032: 1999

ISO/TS 21931: 2006

ISO 31000: 2009

2.4 Integrated Management Control Systems

Management system standards developed by the International Organization

for Standardization that refer to quality and environmental management
Environmental Management Systems — Requirements with guidance for use

Environmental management systems — General guidelines on

principles, systems, and support techniques
Environmental Performance Evaluation guidelines

Environmental management — Life cycle assessment — Principles and

framework
Environmental management — Environmental communication
Environmental management — Vocabulary

Environmental management — Examples of environmental

performance evaluation

Sustainability in building construction — Framework for methods of assessing

environmental performance of construction works - Part 1: Buildings

Risk Management
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Enel's CSR is incorporated in its

business plan, which maps the path to
economic growth within a strategic
framework of environmental protection
and social development.

With the aim of setting up a planning and
control process that combines economic,
environmental, and social results,

Enel has created a system of data

collection that compiles information at 2 | 6 P @ HCQ ’rm & m C @

quarterly intervals and, using a series

Neasurement and KHPIs

m  jl/lustrate the most KEY THEME Using strategic performance measurement systems, performance measures,

important initiatives the and KPlIs to ensure the delivery of strategic and sustainability-related objectives.

Company is undertaking to CONTEXT Developing a list of performance metrics and KPlIs is not difficult (see

improve sustainability; and “Guidance on Performance Measures and KPIs”), but using them in an organizationally

o specific context, and ensuring that they are connected to organizational goals and
®  detect any deviation from corporate
strategy, can be challenging. Sustainability performance measures and KPIs help

goals, so that prompt corrective o _ o
organizations (a) to track progress against sustainability goals, and (b) to ensure that

action may be taken.”’ . . . . . .
y they cover their environmental, social, and economic performance, especially when it

is difficult to measure sustainable development directly. Before settling on performance

— Enel’s 2009 Sustainability Report

measures and KPls, it is necessary to understand how they are best used and

108



incorporated into internal management
processes and a strategic performance
measurement system. Professional
accountants in business might be
involved in designing KPlIs, including
eco- and socio-efficiency indicators,
and providing guidance on how to
integrate sustainability factors and
measures into strategic performance

measurement systems.

A strategic performance measurement
system helps to manage and deploy
organizational resources in such a way
as to deliver organizational objectives.
Many strategic performance
measurement systems have evolved
to assist in this, such as the balanced
scorecard, the tableau de bord,

and .2 Such
systems can also be used to help

implement social and environmental

strategies, goals, and targets. Social
and environmental factors and
measures should be integrated into

whichever system is used.

The balanced scorecard has probably
been the most popular of the strategic
performance measurement systems
designed to help to align organizational
activities and performance to strategy.
The report by the Chartered Institute

of Management Accountants,

, describes how a
balanced scorecard has evolved from a
widely used performance measurement
tool to a broader approach used to
facilitate strategy formulation and
implementation.” Its strength is
two-fold. First, it helps to identify
and understand causal relationships

between the various actions that can

2.5 Performance Measurement and KPIs

be taken, and their impact on financial
and non-financial performance, thereby
contributing to consistency and
alignment between the non-financial

and financial measures.

Second, a balanced scorecard helps
to measure the specific value drivers
that underpin performance. This allows
managers to test their hypotheses

on what is driving organizational
outcomes. Importantly, this then
allows managers to use measures that
are relevant to their organization and
strategy rather than taking measures

off-the-shelf. See “

” for a simple example of
a balanced scorecard strategy map,
which can help when formulating a
strategy and selecting key performance

indicators.
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Some organizations customize the
balanced scorecard to fit with their
culture and context, and approach to
measuring performance. For example,
the retailer Tesco developed a
corporate that includes

corporate responsibility metrics:

We operate a balanced scorecard
approach to managing the business

that is known internally within the

Group as our ‘Steering Wheel’. This
unites the Group’s resources and
in particular focuses the efforts of
our staff around our customers,
people, operations, finance and the
community. Its prime focus is as a
management tool for the Company
so that there is appropriate balance
in the tradeoffs that need to be
made between the main levers of

management—such as operations

measures, financial measures, or

delivery of customer metrics.”

The key elements of the steering

wheel are shown in both Tesco’s

and in its


http://www.tesco.com/csr/c/c2.html
http://ar2010.tescoplc.com/~/media/Files/T/Tesco-Annual-Report-2009/Attachments/pdf/tesco-annualreport.pdf
http://ar2010.tescoplc.com/~/media/Files/T/Tesco-Annual-Report-2009/Attachments/pdf/tesco-annualreport.pdf
http://cr2010.tescoplc.com/~/media/Files/T/Tesco-Corporate-Responsibility-Report-2009/Tesco_CSR_2010.pdf
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Using the Balanced Scorecard to Develop
Strategy and Performance Measurement

Financial

Customer

Internal
Process

Enablers

— Example provided by Todd Scaletta,
Vice President, Research and Innovation, CMA Canada
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Key Considerations for Professional Accountants

Integrate sustainability measures where they have been identified as an important driver of strategy. Once an organization has
embedded sustainability issues into its vision, mission, goals and objectives, and strategy, the integration of sustainability measures
and indicators in a strategic performance measurement system is a natural next step. The way the strategic performance measurement
system is developed, or modified, varies. Some organizations have modified their systems to ensure the prominence of social and
environmental issues. Some users of the balanced scorecard (or variant—see Tesco example above) create a fifth, or additional,
perspective of the scorecard (which supplements the standard four perspectives that are typically used, which cover financial,
customer, internal business process, and learning and growth). This additional perspective could include social and environmental
performance indicators that link to the organization’s measures in the other perspectives. However, an argument can also be made that
the environment (or broader social factors, should they be important to an organization) are “themes” rather than perspectives, and that
the danger of including them as additional perspectives is to lose visibility of the drivers of sustainability strategy and activity. Another
approach is to integrate sustainability-related issues and measures into the existing balanced scorecard perspectives and, in some
cases, to consider whether the perspectives can be usefully adapted to reflect their importance in driving sustainable organizational

performance.

Whatever approach is adopted, the key to an effective performance measurement system that ensures the desired implementation of

strategy is for measurement to:
focus on the future, because the measures communicate to employees what managers think is important; and

focus on delivering organizational strategy, by ensuring that it is reflected as a set of cause-and-effect relationships and activities that

are drivers (e.g., lead indicators), and identified separately from the desired outcomes (e.g., lag indicators).
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In practice, sustainability measures can often be disconnected from an organization’s strategy, which breeds cynicism and questioning
of the relevance of sustainability measures. A probable reason for this is because sustainability is just now entering into the strategic
missions of an increasing number of organizations. Therefore, a very close connection between the strategic planning process and

the creation of the performance measurement system is needed to avoid a disconnect between the measurement system and the

organization’s vision, leadership, and strategy (see

).

Judge how scientific cause-and-effect relationships between measures need to be to inform decisions. It might be interesting
to know that an organization has increased its R&D spending by $300 million, but it is not useful information without a context and
understanding of how this has affected the organization, including its social and economic performance. For example, an organization
might relate this increased R&D investment to improved product design that reduced product cost, environmental impact through
reducing toxic waste, and enhanced organizational reputation. This might then be related to a headline target on savings from

environmental initiatives, which features in its external reporting.

Testing to see whether causal relationships exist between variables can help support decision making. However, it might be costly, and
a cost-benefit analysis can help to determine whether it is worth the effort. For example, the changes in product design or operational
processes to reduce carbon emissions may be immediately obvious, making it unnecessary to test the impact of changes in drivers

of emissions, especially where testing is likely to be costly and the results are difficult to quantify with any accuracy. The picture of
completeness of relationships between performance metrics and KPIs does not necessarily need to be foolproof if management believes

that an activity affects a large part of an outcome that needs to be better managed.

Consider how sector or industry norms can influence KPI selection. KPIs will have particular significance, given the sector or

industry in which an organization is operating. Identifying KPIs by sector can contribute to comparability among peer groups, and


http://www.imanet.org/PDFs/Public/MAQ/2010_Q2/2010maq_spring_gates.pdf
http://www.imanet.org/PDFs/Public/MAQ/2010_Q2/2010maq_spring_gates.pdf
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importantly help an organization avoid reporting extraneous KPIs that do not support investors in their decision making, or meet the
needs of other stakeholders, such as regulators and consumers. Various industries have key sustainability impact factors that an
organization might focus on in their reporting. The (a) capture issues essential to sustainability reporting in

a specific sector, and (b) support the comparison of reporting organizations both within and across sectors.” For example, typical
sustainability issues, themes, and challenges in the telecommunication sector center on three key areas: internal operations (specific
practices related to managing the organization’s facilities and infrastructure); providing access (approaches to ensuring equitable access
to telecommunication products and services); and technology applications (indicators to cover the impacts of telecommunications

products and services).

Develop and use eco-efficiency indicators to link monetary and physical information for decision making. Eco-efficiency relates
to energy use, water use, contribution to global warming, and waste. It links monetary and physical information, so that an eco-efficiency
indicator relates product or service value in terms of turnover (or profit) to the environmental impact of energy, materials, and water
consumption, as well as volumes of waste and emissions. It is represented by the ratio of a monetary measure to a physical measure,
and can be seen as the ratio of “value added” to “environmental impact added” per unit, where “environmental impact added” is
equivalent to the sum of all environmental impacts that are generated by a product or activity. An example of an eco-measure is tonnes
CO2e (carbon dioxide equivalent) per unit of production or sales. Socio-efficiency can be seen as the ratio of “value added” to “social
impact added,” where “social impact added” represents the sum of all negative social impacts originating from an organization or a
particular product or process. Absolute changes in eco- or socio-efficiency measurement are also important to provide context to

performance. It is possible to show improved efficiency at the same time as increasing the total output of GHG emissions.

Eco-efficiency indicators can help in the preparation of an eco-efficiency statement that depicts environmental and financial effects of

transactions and activities, by grouping them into broader classes according to their environmental and financial characteristics. An eco-


http://www.globalreporting.org/ReportingFramework/G3Online/SectorSupplements/
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efficiency statement can have the following hierarchy:

Element: the broad areas or groupings of financial and/or environmental issues of concern to stakeholders, e.g., contribution to global

warming, energy requirement, waste, assets, liabilities, equity, income, and expense.

Iltem: An item or group of items is information related to a specific element, e.g., a specific greenhouse gas, an energy source used, a

type of waste, sales, or the cost of purchased goods and services.

Indicator: is a specific measurement of an individual element that is used to track and demonstrate performance related to the

element through recognizing and measuring items. A given element may have several indicators for different items.

An example of an eco-efficiency scorecard is found on

Develop and use socio-efficiency indicators to better understand social impacts. Some organizations are also actively broadening
their sustainability activities by using socio-efficiency indicators to understand social impacts, and, therefore, social performance.
Selecting indicators is not necessarily difficult, but again, it is important for an organization to set out its business case, the social
objectives, and value added it might seek to achieve, and how these relate to its goals and strategy. The chemical company BASF, for
example, includes social responsibility data in its reporting, but within a “ ” that shows what the company has

created through its social responsibility activities, and as part of a wider strategy.

Consider how to usefully present metrics and KPIs in internal and external reporting. One element of better presentation is
the presentation (and form of reporting) itself, but another relates to providing context. For example, the total volume of wastewater
generated each year might be better considered with an estimate of the total treatment costs of wastewater each year. If an estimate of

the purchase value of raw materials lost in wastewater is included, the cost information may be compelling enough to trigger action to
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http://www.unilever.com/sustainability/environment/manufacturing/
http://bericht.basf.com/2009/en/managementsanalysis/thebasfgroup/valueaddedstatement.html
http://www.basf.com/group/corporate/en/sustainability/dialogue/in-dialogue-with-politics/corporate-social-responsibility
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reduce those costs, which often will also reduce environmental impact. In terms of internal management reporting, dashboards can be
used to highlight key issues and trends. For example, the board of directors of , @ member-owned financial institution, receives
a monthly performance dashboard that includes data relating to financial performance, member experience, employee experience, and
community leadership.” The latter includes various components, including (a) member, employee, and public opinions on community
and environmental performance, (b) total assets under management in community leadership products, and (c) progress against the

company's carbon-neutral commitment. Performance in these areas is measured against five-year targets.

In terms of the external reporting of KPls, the project undertaken by the Chartered Institute of Management
Accountants, PricewaterhouseCoopers, and Radley Yeldar recommends that a clear link should be made between strategic priorities and

KPIs, and that they should be published together. In their generic annual report, KPIs are used in a way so that there is:
a clear distinction between output measures and KPIs;
an early mention of where the KPIs can be found;

a clear link between strategy and KPIs, and a strategy progress statement giving the key measures of success for each strategic

priority;
a definition for each KPI, and prior year comparisons of performance and targets for the forthcoming year;
disclosure on KPIs at both a group and segmented level (depending on data availability); and

an explanation of the actions taken by management to improve/maintain its performance relating to each KPL.””


http://www.stratos-sts.com/documents/SI_Report_Case_Study_Vancity.pdf
http://www.reportleadership.com/
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Guidance on Performance Measures and KPIs

Environmental Key Performance Indicators: Reporting Guidelines for UK Business

Global Reporting Initiative

Guidance on Corporate Responsibility Indicators in
Annual Reports

SD-KPI Standard 2010-14

KPIs for ESG: A
Guideline for the Integration of ESG into Financial Analysis and Corporate Valuation

A Manual for the Preparers and Users of Eco-
Efficiency Indicators



http://www.defra.gov.uk/environment/business/reporting/pdf/envkpi-guidelines.pdf
http://www.globalreporting.org/Home
http://www.unctad.org/en/docs/iteteb20076_en.pdf
http://www.unctad.org/en/docs/iteteb20076_en.pdf
http://www.sd-m.de/index.php?Itemid=285&id=138&option=com_content&task=view
http://www.dvfa.de/files/die_dvfa/kommissionen/non_financials/application/pdf/KPIs_ESG_FINAL.pdf
http://www.dvfa.de/files/die_dvfa/kommissionen/non_financials/application/pdf/KPIs_ESG_FINAL.pdf
http://www.unctad.org/en/docs/iteipc20037_en.pdf
http://www.unctad.org/en/docs/iteipc20037_en.pdf




It is important to point out that
we must avoid ending up with
what could be referred to as ‘the
silo effect’—with isolated, non-
integrated and, often, ‘for show’
activities...we must avoid one-
dimensional investigations and
discussions, for example ‘We

will receive an environmental
certification’. The company must,
instead, identify and understand
the connections, focusing

its strengths on improved
performance, and must establish
clear goals focusing on the actual
stakeholders, not on framed

certificates on a wall.8

— Lars-Olle Larsson,
Partner, PwC

Reporting Perspective

3.0 Introduction

External reporting by organizations has evolved over the years from providing financial
statements and accompanying notes to the present day, where the trend is to provide
an annual report, consisting of financial statements, some form of management
commentary, some form of environment, social, and governance (ESG) performance
data, and, particularly from many larger organizations, a separate report covering non-
financial sustainability and corporate social responsibility disclosures. In addition, many
jurisdictions, either by way of statute or listing rules, impose rules relating to continuous
disclosure of information about specified events or matters that would be of concern to
participants in the securities market. Jurisdictions likewise adopt different approaches to

annual, half-year, and quarterly cycles of reporting.
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This trend has been driven by a
widespread recognition that high-
quality reporting is an important driver
of stakeholder trust and confidence

in an organization. The continuous
challenge for organizations is to provide
the right mix of relevant, reliable, and
understandable information based on
the needs of their various stakeholders,
such as investors and funders, as well as
suppliers, customers, employees, NGOs,

governments, and regulators.

Reporting challenges are various and
widely discussed within and beyond the
accountancy profession. A key challenge
is that, in many jurisdictions, disclosures
of non-financial and sustainability-
related information have increased, but
the analysis of what that information
actually means for the organization, and

its strategy, is often weak or insufficient.

A comprehensive list of environmental or
social disclosures, for example, provides
little insight into the material impacts

on an organization’s performance, and
often clutters reporting and disclosure.
Furthermore, there is some uncertainty
and contention around how users
interpret and apply the information to

their assessments and decisions.

Recent IFAC research (available

at www.ifac.org/frsc) conducted

with various stakeholder groups of
investors, regulators, directors, and
auditors, highlighted that the social,
environmental, and economic factors,
as well as their interdependencies,
need to be taken into account in
assessing the overall performance of
organizations. Therefore, organizations
need to consider how best to integrate

this information into their mainstream

reporting. To do so, a more integrated
and holistic business reporting
framework, capable of consolidating
the various social, environmental,

and financial aspects of overall
performance of organizations needs to

be developed.

According to UNCTAD’s report,
Corporate Governance in the Wake
of the Financial Crisis, “Several
national corporate governance reform
efforts are, for the first time, using
the language of ‘sustainability’ and
‘stakeholder governance.’ There is

a need to transform the concept of
‘sustainability’ into more concrete
measures of corporate performance
and to embed sustainability into a new
model of ‘stakeholder governance.’”%
The latest edition of the stakeholder

inclusive King Code of Governance


http://www.ifac.org/frsc
www.unctad.org/Templates/webflyer.asp?docid=14591&intItemID=2068&lang=1&mode=downloads
www.unctad.org/Templates/webflyer.asp?docid=14591&intItemID=2068&lang=1&mode=downloads
http://www.iodsa.co.za/downloads/documents/King_Code_2009.pdf

for South Africa (King 1ll), which was
released in 2009, introduced the
concept of integrated reporting.®® That
code recommends as best practice the
integration of economic, social, and
environmental reporting—recording
(@) how the company’s business has
impacted positively and negatively

on the community, and (b) how the
company intends to enhance those
positive aspects and eradicate or
ameliorate the negative aspects in the

year ahead.

Therefore, integrated reporting is about
showing the connections between
external sustainability pressures and
long-term organizational strategy.

To demonstrate this connection, in
addition to disclosing financial and
economic matters, an organization

and its management will have to show

how they (a) recognize various ESG
factors, and (b) direct their strategies
and operations with a view to achieving
sustainable social, environmental, and

economic performance.

As organizations experiment and
mature their sustainability reporting
practices, typically using the Global
Reporting Initiative’s Reporting
Framework, they can start to consider
how to adopt integrated reporting to
improve their level of transparency
and ensure useful reporting to various

stakeholders.

Professional accountants should
position themselves more at the
forefront of this trend to support their
organizations in managing sustainability
issues and reporting processes, and

facilitating integrated reporting.

3.0 Introduction

The Key Driving
Forces of Improved
Sustainability and
Integrated Reporting

An ecosystem of stakeholders is
driving sustainability, ESG, and
integrated reporting. Reporting
relevant sustainability or ESG issues
is necessary to provide investors
and other stakeholders with useful
information highlighting sustainability
impacts, risks, and opportunities.
The pressure for organizations

to improve their reporting of
sustainability and ESG issues comes
from regulators, stock exchanges,
investors, data providers, and other
stakeholders, such as supply chain

partners, customers, and NGOs.

Regulators: There is a growing
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http://www.globalreporting.org/ReportingFramework/
http://www.globalreporting.org/ReportingFramework/
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call for mandatory disclosure on
environmental and social issues.

In many jurisdictions, securities
regulators have recognized the need
for organizations to disclose ESG
issues that would be material to

investors, and typically address:

= financial liabilities related
to social environmental

responsibilities;

= financial and operational effects
of environmental protection

requirements; and

®  environmental policies and risk

management.

Several countries require companies to
adopt a wider stakeholder view and to
provide more non-financial disclosures

(see “Jurisdictional Requirements”).

Stock exchanges: Some exchanges,
such as the Johannesburg Stock
Exchange, require that all its listed
companies provide a statement in
their annual reports on how

they have applied the

principles set out
in a corporate
governance

code. In the

NGOs
& OTHERS

case of a
South African
company, this
statement
would

relate to the

extent of the

company’s

application DATA

of the King PROVIDERS
Code (the

mandatory

governance code for companies

listed with the Johannesburg

Stock Exchange), which calls for

disclosures of a wide range of

ORGANIZATIONS

INVESTORS

REGULATORS




environmental, social, and
governance issues, and the reasons
for non-application with any of its
principles. In addition to South
Africa, some exchanges in East

Asia have, or are considering,
mandatory or voluntary annual social
responsibility and sustainability
reporting by listed companies (see
the World Federation of Exchanges
monthly newsletter).8” Wholly or
partially state-owned exchanges in
many developing countries, such as
the demutualized Bursa Malaysia,
are finding it easier to reflect national
government-sustainable development
policies and agendas in their listing
requirements. In August 2010,

the Singapore Exchange issued
Policy Statement on Sustainability
Reporting, directed at encouraging

SGX-listed companies to commit to

sustainability practices and reporting.

Investors: Institutional investors

are increasingly accepting an
ownership responsibility to (a)
promote good corporate governance
and responsible business

behavior, and (b) set out policies

on engaging with companies on
these issues. This is most visible
when large institutional investors
publicly express their expectations
on company performance and
sustainability issues. For example,
Hermes Pensions Management

in the UK states in its investment
principles (The Hermes Principles:
What Shareholders Expect of Public
Companies—and What Companies
Should Expect of Their Investors) that
a company’s primary consideration

should be the generation of long-

3.0 Introduction

term shareholder value. However, the
principles say, “This [value] should
be based on appropriate financial
disciplines, competitive advantage,
and within a framework which is
economically, ethically, and socially

responsible and sustainable.”88

Investment institutions also support
responsible business behavior in
other ways, for example, by endorsing
and agreeing to follow the United
Nations’ Principles for Responsible
Investment (an initiative of the UN
Secretary-General’s, coordinated

by the United Nations Environment
Programme’s Finance Initiative (UNEP
FI) and the UN Global Compact).
Believing that environmental, social,
and corporate governance issues can
affect the performance of investment

portfolios, 20 institutional investors from
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http://www.world-exchanges.org/files/focus/pdf/FOCUS%200610.pdf
http://www.klse.com.my/website/bm/
http://www.csr-asia.com/index.php?id=13581
http://www.csr-asia.com/index.php?id=13581
http://www.ecgi.org/codes/code.php?code_id=123
http://www.ecgi.org/codes/code.php?code_id=123
http://www.ecgi.org/codes/code.php?code_id=123
http://www.ecgi.org/codes/code.php?code_id=123
http://www.unpri.org/
http://www.unpri.org/
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. The Corporations Act 2001 Section 299(1)(f)

Canadian Securities Administrators’ 2010 Staff Notice 51-333

Nouvelles Régulations Economiques



http://www.austlii.edu.au/au/legis/cth/consol_act/ca2001172/s299.html
http://www.osc.gov.on.ca/documents/en/Securities-Category5/csa_20101027_51-333_environmental-reporting.pdf
http://www.orse.org/gb/home/report_regulation.html
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http://www.icaew.com/en/technical/legal-and-regulatory/modernising-uk-company-law/enhanced-business-review
http://www.sec.gov/news/press/2010/2010-15.htm
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12 countries developed and signed
these principles. Launched in April 2006,
the principles have since provided a
framework for investors to consider
environmental, social, and corporate
governance issues. There are now

882 signatories,’ which include asset
owners, investment managers, and

professional service partners.

In 2009, the Asset Management Working
Group of the UNEP Fl issued a report
titled Fiduciary Responsibility: Legal
and Practical Aspects of Integrating
Environmental, Social, and Governance
Issues into Institutional Investment,
which is furthering its objective of
influencing the integration of ESG
issues into investment policy and
decision making. The Carbon Disclosure
Project (CDP) is a not-for-profit

organization formed to facilitate and

promote an ongoing dialogue between
institutional investors, purchasing
organizations, and senior corporate
management regarding the business
implications of climate change. The
authority of the CDP signatories has
encouraged many organizations globally
to report, measure, and manage their
greenhouse gas emissions and climate

change strategies.

Data providers: Market information
providers such as Bloomberg,
Thomson Reuters, and Goldman Sachs
are providing platforms to display
sustainability information (some with

a GRI-compatible configuration).
Bloomberg launched an ESG data
service in 2009 to provide its clients
and their financial analysts with access
to their listing of publicly available ESG
data. ASSET 4, purchased in November

2009 by Thomson Reuters, primarily

provides ESG as well as financial data.

NGOs: Through their sustainability
agendas, NGOs help to shape the role
and activities of organizations. They

can influence level of transparency,
stakeholder engagement, and strategy.
For example, through its work, Ceres
encourages organizations to embed
social and environmental challenges into

core business practices.

How professional
accountants and their
organizations can
facilitate improved
reporting

The reporting perspective of
this Framework considers how
organizations can improve the

usefulness of their external

1 As of March 2, 2011


http://www.unpri.org/signatories/
http://www.unepfi.org/publications/investment/index.html
http://www.unepfi.org/publications/investment/index.html
http://www.unepfi.org/publications/investment/index.html
http://www.unepfi.org/publications/investment/index.html
http://www.cdproject.net/" \t "_blank
http://www.cdproject.net/" \t "_blank
http://www.asset4.com/
http://www.ceres.org/page.aspx?pid=705

communications and reporting. The key

sections cover:

Developing a reporting strategy to
enable high-quality reporting and
disclosure that provides a complete
picture of an organization’s
performance for a range of

stakeholders;

Reflecting sustainability impacts

in financial statements, particularly

focusing on environmental impacts
on assets, liabilities, income, and

expenditure;

Narrative reporting for enhanced
transparency and closing the
reporting gap that occurs when
information that is important in
running an organization is not

captured in financial statements;

Understanding and reconciling

3.0 Introduction

approaches to applying materiality

to sustainability reporting; and

Establishing an approach to
external assurance and review that
adds credibility to an organization’s
reporting, and provides internal
benefits such as helping to improve

underlying reporting processes.
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The GRI’s recent survey* among
readers of financial reports found that
readers of a report which disclosed
how a company’s business had
impacted the community and the
environment in which it operated,
including the financial aspects, had
formed a more positive opinion about
that company—and had more trust
and confidence in the products and
services of that company —than about
a competitor that did not report on an
integrated basis. So reporting on the
essence of the business, the business
itself, and its impact on society

and the environment, has become

absolutely critical.®*

— Mervyn King, Chair, King
Committee on Corporate
Governance and Deputy Chair,
International Integrated Reporting
Committee

3.1 Developing an
Organizational Reporting
Strategy

KEY THEME A reporting strategy that will yield a complete picture of an organization’s
performance for a range of stakeholders is needed. This will involve using sustainability
reporting frameworks and principles, such as GRI’s Reporting Framework, and ensuring
that their use contributes to meaningful sustainability and integrated reporting.
Integrated reporting is a new paradigm in reporting that requires connecting an
organization’s strategy, its financial performance, and its performance on environmental,

social, and governance issues.

CONTEXT Despite greater corporate responsibility reporting (see “Trends in

I Count Me In: The Readers’ Take on Sustainability Reporting, 2008, Question 2
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Corporate Responsibility Reporting”),
dissatisfaction with how information
is presented and used in reports is
widespread. The challenge is that
information currently required under
accounting standards and listing
rules does not fully reflect material
environmental and social factors,
such as climate change, resource
use, or human rights, despite the
fundamental impact these factors
have on an assessment of both the
current and future performance of an
organization. Where organizations
disclose sustainability or ESG-related
information, it can be sophisticated but
too often presented in a disconnected
way, so that its relationship to
business strategy and financial

performance is unclear.

Additionally, there is widespread

criticism that reporting is becoming
overly complex, not only in terms
of what is required by accounting
standards, but also in terms of
how information is structured and
presented (See IFAC’s Business

Reporting Supply Chain Project).

Overcoming challenges in making
reporting more useful can only be
satisfactorily dealt with by organizations
and their professional accountants where
they adopt a structured and strategic
approach to reporting, which involves
breaking down functional silos within
the organization so that sustainability
and financial reporting processes are
better aligned. The practical challenges
are not insignificant, particularly where
sustainability reporting is less mature.
This most likely means that the data

sources related to sustainability factors

3.1 Developing an Organizational Reporting Strategy

are fragmented and diverse, and related

reporting tools are less automated.

Developing a reporting strategy will
involve (a) considering how to apply
reporting frameworks such as the

Global Reporting Initiative (GRI), and

(b) ensuring that various stakeholders
and users receive the information they
require in the form that they require it. It
will also involve proactively influencing
the mindset of investors and other
stakeholders so they recognize how
sustainability-related factors may impact
the organization’s strategy and long-term
performance. To reflect the importance of
providing all stakeholders a true picture
of performance, in addition to familiar
terms such as sustainability reporting or
CSR reporting, a new term has emerged
as possibly presenting a new paradigm in

reporting: integrated reporting.
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Trends In
Corporate Responsibility Reporting

KPMG International Survey of Corporate Responsibility Reporting 2008



http://www.kpmg.com/US/en/IssuesAndInsights/ArticlesPublications/Press-Releases/Pages/2008-KPMG-International-Survey-on-Corporate-Responsibility-Reporting.aspx

The following groups are currently
developing visions and frameworks for

integrated reporting:

= The International Integrated Reporting
Committee (IIRC), established in 2010
by His Royal Highness The Prince of
Wales’ Accounting for Sustainability
Project and GRI, and with the support
and involvement of IFAC. The IIRC is
developing an overarching integrated
reporting framework, including key
principles setting out the scope
and content to be covered by an

integrated report.

= The Integrated Reporting Committee
(IRC) of South Africa issued The
Framework for Integrated Reporting
and the Integrated Report,
Discussion Paper in January 2011.

The development of integrated

reporting in South Africa is being
driven by the requirements in
the King Code on Corporate

Governance mentioned earlier.

Other sources of information on
integrated reporting include various
activities by Robert Eccles (Harvard
Business School) and Michael Krzus
(Grant Thornton), who published the

book One Report (see “One Report”).

At the time of launching the second
edition of this Framework, there was

not a universal consensus on the nature
of integrated reporting. The debate on
integrated reporting can be followed

in various places, including the joint

IFAC and Accounting for Sustainability
community website. Additionally, Harvard
Business School has compiled the

e-book The Landscape of Integrated

3.1 Developing an Organizational Reporting Strategy

Reporting, Reflections and Next Steps.
This e-book, containing contributions
from many different sources, includes
some insights from organizations
developing their integrated reporting
approaches, such as Rabobank Group,
Philips, Outokumpu, Marks and Spencer,
Southwest Airlines, BASF, and Novo

Nordisk (see “Novo Nordisk”).

What is so far evident from these
examples is that integrated reporting
can be applied by compiling one
multi-stakeholder or investor-focused
“integrated” report (which, in some
cases, might be the annual report
and accounts), supported by various
other communication vehicles, such
as the corporate website, to provide
additional detail for specific user groups.
The vision of the IRC of South Africa

is that, “The integrated report is the
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organisation’s primary report. It could,
however, be linked to more detailed
reports and information, such as the
annual financial statements, sustainability
report, governance disclosure, etc. The
detailed reports may be necessary in
order to provide detailed information

for specific user groups to facilitate
deeper analysis of the organisation and
comparability between peers, and to
comply with statutory requirements. The
reports should be made easily accessible
to users, for example, through the

organisation’s website.”?’

Whatever the presentation, integrated

reporting will involve ensuring:

= Various social, environmental, and
financial aspects of the overall
performance of the organization

are clearly connected and the

connections clearly explained. Of
particular importance will be linking
external sustainability pressures and
challenges and the organizational

strategy for dealing with them.

= Disclosure of environmental and social
factors that affect the performance of
an organization, including risks and
opportunities, liabilities, costs, and
KPIs indicating performance against

goals and target.

Although an integrated reporting
framework is being developed, and

a consensus around the future of
integrated reporting is being built,
organizations can still consider (a) what
an integrated reporting approach looks
like, (b) how it can be achieved in the
context of their history, culture, and

dialogue with various stakeholders, and

3.1 Developing an Organizational Reporting Strategy

(c) the behavioral implications for their
boards and management. With respect to
the last, an important step forward will be
for boards and management to be more
attuned to the risk and opportunities
arising from environmental and social
factors, and how these impact the
organization’s strategy and operations
and are addressed in the external

reporting process.

In developing a reporting strategy,
organizations and professional
accountants will need to consider a range
of difficult questions and considerations
that will not necessarily be solved by
bringing together sustainability or CSR
reports with mainstream annual reports.
The credibility of integrated reporting will
be as much a reflection of the maturity

of an organization in regards to its

management processes and the way
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sustainability issues have been integrated
into these. Where an organization has a
well-developed and effective stakeholder
engagement approach (see section 1.3,
“Stakeholder Engagement”), it may better
understand the sustainability issues
related to its strategy and operations,
and the risks and opportunities they
present, their potential impacts, and how

these can be managed.

The proposed Framework for Integrated
Reporting and the Integrated Report
from the IRC in South Africa identifies
suggested elements to be included in the
integrated report, a summary of which

is provided at the end of this section.
Following the key considerations set

out below will help to avoid the risk of
treating this as a checklist that might lead

to valueless boilerplate reporting.

Sustainability reporting is also gaining
traction in the public sector in some
jurisdictions. A useful resource in relation
to sustainability reporting in public sector
organizations is the ACCA’s report,
Sustainability Reporting Matters: What Are

National Governments Doing About It?


http://www.accaglobal.com/general/activities/library/sustainability/reporting_pubs
http://www.accaglobal.com/general/activities/library/sustainability/reporting_pubs
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Novo Nordisk

annual report

— Novo Nordisk, "Reporting Strategy"
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Key Considerations for Professional Accountants

Determine the range of users and their needs for various types of reports and disclosures. User needs should drive the scope and
issues to be covered in reporting and how best to present financial and non-financial information. Potential users range from customers,
suppliers, employees, communities, and capital providers, to analysts who might specialize in assessing social and environmental

initiatives of organizations in their portfolio of ethical funds.

With an understanding of user needs, a reporting strategy can be developed. A reporting strategy might reflect that although an
approach to integrated reporting will involve bringing together relevant financial and non-financial information in a connected way so as
to provide a complete picture of environmental, social, and economic performance in the short and long term, providing an integrated
report might not respond to all the information needs of various users. Various users could wish to be provided sustainability or ESG
information in other formats, whether in additional separate report(s) in paper form, or on a corporate website (see “IMore than One
Report?”). Therefore, a reporting strategy will likely (a) reflect that integrated reporting is a process that is more responsive to stakeholder

needs, and (b) recognize all the communications channels that an organization might use to ensure transparency to various stakeholders.

With respect to investors, the 2010 United Nations Global Compact-Accenture CEO Study, A New Era of Sustainability, found that 86 percent

of CEOs see accurate valuation by investors of sustainability in long-term investments as important to reaching a tipping point in sustainability.®®
Therefore, developing a reporting strategy will involve a dialogue with investors to (a) educate them on what is material, particularly in terms of how
environmental, social, and financial performance relate to each other and contribute to sustainable value creation, and (b) encourage them to consider
those factors that affect cash flows and line items in the financial statements. According to the CEO study, which also involved conversations with the
investor community, investors felt that organizations can take two principal actions: track the impact of sustainability on core metrics (such as revenue
growth, cost reduction, risk management, and reputation), and become more proactive in shaping the attitudes and mindsets of investors. The latter

will involve determining the nature of investor communication that is needed, including timing, presentation, and scope.



http://unglobalcompact.org/docs/news_events/8.1/UNGC_Accenture_CEO_Study_2010.pdf
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Project planning and management, and structured processes, will underpin a successful reporting regime. Developing a reporting strategy
for sustainability and integrated reporting is a journey. Like the conversion to international financial reporting standards, it will need a high level
roadmap and project plan that focuses on how processes and accountabilities need to be modified and designed. The journey to integrated
reporting will likely take various steps and will improve with time. For many organizations, particularly those not listed on a stock exchange, the

journey will most likely start with preparing a sustainability or CSR report.

Following the experience of producing sustainability reports for a number of years, HSBC now has a clear reporting strategy. The intended
readership for the reports is a global audience of stakeholders with a professional interest in the issues.®® This multi-stakeholder view

of its role in society is also carried through to HSBC’s website, which also gives the impression that sustainability is embedded into the
company’s way of doing business. HSBC’s most recent sustainability reports are designed to complement the group’s annual report and
accounts, and annual review. Although the majority of sustainability-related information is contained in the separate sustainability report, the
annual report and accounts also contains details of the group’s sustainability activities that are considered to have the greatest relevance to

the success of the company’s strategy.

Break down functional silos to facilitate effective integrated reporting. The quality of sustainability and integrated reporting hinges on the level
of integration of management and operational processes within the organization. As mentioned earlier, it is necessary to ensure that sustainability
factors form part of the organization’s mission, goals and objectives, strategy, and operations. At a reporting level, various parts of the organization
need to interact more closely, especially the finance function and those involved in CSR, or sustainability teams as well as others involved in
preparing disclosures, reports and communications. This greater collaboration and coordination within an organization can help to ensure that
sustainability and financial reporting processes are better aligned, and that the data collection and reporting processes involving non-financial

information can aspire to match that of financial information.

For many publicly listed companies, the challenge of integrated reporting might involve ensuring that reporting to the stock market is timely,
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including material and relevant sustainability-related performance and risk information at a time when data sources are fragmented and diverse
and related reporting systems and tools are less automated. It is important to recognize that the transition to integrated reporting will not be

achieved by most organizations in a single step. Working across functional boundaries and disciplines will help to:

= Ensure a connection between reporting elements. For example, in addition to reporting greenhouse gas emissions, it might also be useful to

report on the climate change risks that the organization is managing and how these could develop and affect short or long term performance.

= Better understand and quantify externalities that the organization’s operations place on society. It then becomes possible to more confidently
consider the effect of environmental and social impacts on financial results, and whether these impacts might reasonably be expected to

influence investors’ decisions.

Use reporting frameworks and guidelines to help develop reporting processes and to ensure that all relevant sustainability information
is disclosed. Professional accountants will need to depart from what is provided in current standards for mandatory financial reporting to
support organizations in making the best choices on reporting strategy so that report(s) format, timing, content, and approach demonstrate
transparency, credibility, relevance, and usefulness to various stakeholders. They will need to be familiar with reporting frameworks, such as the
stakeholder-driven model developed and supported by the GRI, currently the de facto standard for sustainability reporting. The GRI Reporting
Framework and guidelines are popular because of the structure they provide organizations when implementing sustainability reporting

processes and defining indicators and measures.

The GRI Reporting Framework and guidelines offer (a) core content for reporting that is relevant to all types of organization, and (b) indicator
protocols that advise on definition, scope, and compilation methods to help organizations to ensure a meaningful and comparable reporting on
indicators. Sector supplements, including those for public agencies, also help organizations to navigate more deeply into sustainability reporting.

The GRI has also published a “linkage” document showing how to use GRI’s G3 Guidelines for the UN Global Compact’s Communication on
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Progress titled Making the Connection: The GRI Guidelines and the UNGC Communication on Progress. By linking the GRI G3 Guidelines
to the ten principles of the Global Compact, Making the Connection assists companies in bridging the gap between the Communication on

Progress and other sustainability reporting vehicles.

The Climate Disclosure Standards Board’s investor-focused Climate Change Reporting Framework is explained in section 3.3, “Narrative
Reporting for Enhanced Transparency” of this Sustainability Framework. Many normative standards and codes developed by governments

and other agencies can guide strategies, management systems, and reporting. The KPNMG International Survey of Corporate Responsibility
Reporting 2008 found that the most-used international frameworks by large companies were those by the UN Global Compact, the International
Labour Organization Core Conventions, the Universal Declaration of Human Rights, and OECD Guidelines for Multinational Enterprises. For a

comprehensive listing of approaches to sustainability reporting, refer to Carrots and Sticks— Promoting Transparency and Sustainability.

One framework for helping deliver integrated reporting is the Connected Reporting Framework, developed by His Royal Highness The Prince of
Wales’ Accounting for Sustainability Project, designed to make better use of existing financial and non-financial information. The presentation of
data unconnected to an organization’s strategy and targets makes it difficult for users to get a clear picture of social, environmental, and economic
performance. To deal with this, the Connected Reporting Framework helps to connect internal management with external reporting. Three key

elements of the framework are as follows:

= Connecting business strategy to sustainability: the identification of material sustainability issues and a description of how each of these impact

on the organization’s strategic objectives.

= Key performance indicators and actions taken: the evaluation of action taken to address each material sustainability issue and the identification

of KPIs to measure performance.

= The Connected Performance Report: a balanced assessment of progress against agreed targets and towards intended outcomes. !



http://www.unglobalcompact.org/docs/news_events/8.1/Making_the_Connection.pdf
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For a “how to” guide and examples of its use in practice, refer to the connected reporting section of Accounting for Sustainability’s website. The
Chartered Institute of Public Finance and Accountancy has also published Sustainability Reporting: A Public Services Perspective that shows the

application of the Connected Reporting Framework in the UK’s public service organizations, and includes reporting examples.

Disclosing performance across the value supply chain. Where the activities of suppliers or partners potentially impact an organization,
disclosures can explain the actions taken to manage environmental and social impacts across the whole value chain. As discussed in the
strategic and operational parts of the IFAC Sustainability Framework, it is important to work closely with suppliers to improve sustainability
performance throughout the supply chain, including those partners that maybe considered joint ventures and associates. Reporting beyond
organizational boundaries involves taking into account risks arising from the operations of an associate organization, injury to contractors
working on their site, or other failures on the part of third party contractors, which can influence an organization’s reputation (BP and the

oil spill of 2010 being a high profile example of how safety and performance by contractors can affect the reputation and, potentially,
license to operate). The GRI Boundary Protocol provides a framework for defining the boundary for sustainability reporting according to the
intersection of two concepts: impact and control/influence. There is also an important link to risk management (see section 1.5, “Integration
with Risk Management”), as a report boundary helps an organization understand and communicate which strategic risks and opportunities

need to be managed, and the extent of its control or influence over them.

Meeting stakeholder needs in local markets. For organizations with international operations, an approach to addressing and reporting
on local stakeholder issues needs to be considered. Although a central sustainability or CSR strategy might exist, local operating entities
will need to respond to local issues and comply with local legislation. Therefore, some organizations, such as Vodafone, allow limited KPIs
(in addition to global KPIs) of importance to local operations, and to local operational entities, to produce CSR reports that address local
sustainability issues and challenges. Local teams are operational extensions of the global corporate responsibility team and have early

involvement in the definition of the global strategy, policies, and programs.
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The Integrated Reporting Committee of South Africa’s
Discussion Paper: Framework for Integrated Reporting
and the Integrated Report

Discussion Paper

www.sustainabilitysa.org/Home.aspx

A description of the scope and boundary of the integrated report. Section 3.1.
A concise overview of the organisation and its activities, a statement of its business model describing the

Section 3.2.
manner in which it currently creates value, and an overview of its governance structure.
A description of the risks and opportunities that are material to the organisation’s current and anticipated activities.
These risks and opportunities are identified based on a review of financial, social, environmental, economic and

Section 3.3.

governance issues and trends, an assessment of the organisation’s material impacts on financial, social, economic

and environmental systems, and a review of its relationships with key stakeholders.



http://www.sustainabilitysa.org/Portals/0/Documents/IRC%20of%20SA%20Integrated%20Reporting%20Guide%20Jan%2011.pdf
www.sustainabilitysa.org/Home.aspx
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A description of the organisation’s strategic objectives demonstrating how these have been informed

by the risks and opportunities, including sustainability issues. The report should give an indication of the
organisational competencies required to realise the strategic objectives, and a succinct list of the KPIs Section 3.4.
and KRiIs (key risk indicator) that will track performance against the strategic objectives and competency

requirements. This should cover the short-, medium- and long-term periods.

An account of the organisation’s performance in terms of its strategic objectives, its material social,

Section 3.5.
environmental, economic and financial impacts, its KPls and KRlIs.
A statement of the organisation’s anticipated activities and future performance objectives, informed by its

Section 3.6.
assessment of recent performance and understanding of societal trends and stakeholder expectations.
An overview of how the organisation remunerates employees and senior executives, including factors that could

Section 3.7.
influence future remuneration.
A brief analytical commentary that reflects the understanding of the organisation’s governing structure and
executive team regarding the nature of the organisation’s current and anticipated performance in the context of

Section 3.8.

the organisation’s strategic objectives. The organisation should report how it can improve its positive material

impacts and how it can eradicate or ameliorate its negative material impacts.’%

— From p. 7, Framework for Integrated Reporting and the Integrated Report, Discussion Paper

1435



Part 3: Reporting Perspective

144

Specific considerations
for sustainability
reporting in small- and
medium-sized entities
(SMEs)

Outside of the larger organizations,
sustainability reporting is generally
less prevalent. SMEs account

for a significant proportion of
economic, social, and environmental
performance, and yet appear to

be off the radar screen. The main
reasons are a combination of factors

including:

Benefits of reporting—lack of
awareness and, in turn, poor
appreciation of the value to be had
from sustainability reporting by
SMEs, perhaps because the benefits

have not been widely promoted

or are only marginal. Furthermore,
the benefits may be not be the
same as they are for larger listed
entities, which are expected to
provide transparent stakeholder
communications. The benefits to
SMEs might relate more to improved
business practices arising as a by-
product of the process of reporting
than the improved reputation that
comes from being seen by external
investors and other stakeholders

as having managed social and
environmental performance. The
accountancy profession, particularly
through small and medium
practitioners and professional
accountants in business, can do

a better job of articulating and
communicating to SMEs the benefits
of sustainability management and

reporting. In emerging markets,

sustainability reporting might be seen
as one of the important elements
that enable SMEs to penetrate more
highly regulated markets such as the

European Union.

Costs of reporting—Most SMEs
lack the systems and in-house
expertise to establish the necessary
processes and reporting systems

in a cost-effective manner. In the
same way that the IFRS for SMEs
helps to simplify reporting for

SMEs, a scalable sustainability
reporting approach with a core set

of requirements applicable to all
entities (supplemented by a set of
additional requirements for listed/
public interest entities) might help tilt
the balance of costs and benefits of
reporting for SMEs. The development

of inexpensive and effective



software, particularly in the area of
carbon accounting, might further
help SMEs to better manage and
report environmental impacts, such
as greenhouse gas emissions. SMEs
can begin with efficient reporting
mechanisms to manage costs, such
as reporting via the organization’s

website.

The presentation of sustainability

reporting might vary more with SMEs.

It could take the form of newsletters
to key stakeholders, especially for
employees, or might be integrated
into the organization’s website. For
example, Seventh Generation (which
won best SME report in the Ceres-
ACCA North American Awards

for Best Sustainability Reporting)
provides Corporate Responsibility

2.0—an entirely web-based,

3.1 Developing an Organizational Reporting Strategy

interactive report (see also Green
Impact’s analysis of this report). The
GRI also has a useful resources web
page to help SMEs get started with

their sustainability reporting.
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Environmental matters

are becoming significant

to an increasing number of
organizations and may,

in certain circumstances,
have a material impact

on their financial statements.
This is particularly true

for environmental liabilities.
These issues are of

growing interest to the users
of financial statements

and other stakeholders.
Hence the recognition,
measurement, and
disclosure of these matters
Is the responsibility of

management.’%

— ACCA and KPMG,
Environmental Liabilities:
Paying for the Past, Providing
for the Future, 2002

1460

3.2 Reflecting
sustainabillity Impacts in
—inanclal sStatements

KEY THEME Incorporating environmental and social issues into financial
statements to support an organization’s stewardship role and to enable users to
make more well-informed decisions regarding environmental and social impacts on

assets, liabilities, income, and expenditures.

CONTEXT For many organizations, especially in high-polluting industries,
environmental issues significantly impact their business performance and
financial profitability. Environmental liabilities are financial obligations that

organizations have to provide for, and disclose, to address environmental



concerns and transparently show
their environmental performance.
Environmental rather than social
issues tend to be the subject of
recognition and measurement in
financial statements. Accounting
standards, therefore, typically treat
environmental issues in several
ways, including through valuation,
provisions, and transparent

presentation.

Although financial statements
typically do not currently reflect
social issues, an environmental
liability resulting from pollution of
the environment would usually lead
to a social impact that would be
identified in risk management, and
perhaps in wider narrative reporting
in the annual report. Some social

issues can be reflected in financial

statements and wider business
reporting, such as (a) poor health
and safety standards for employees
(which can result in litigation), (b)
increased absenteeism (due to
sickness), and (c) higher insurance
costs. The importance of narrative
reporting on significant social and
environmental impacts is dealt with
in the next section (section 3.3,
“Narrative Reporting for Enhanced

Transparency for Investors™).

Up to this point, the International
Accounting Standards Board

(IASB) has covered environmental
and social accounting financial
reporting issues in its mainstream
standards. For example, both IAS 36
(impairment of assets) and IAS 37
(provisions and contingent liabilities)

refer to environmental issues.

3.2 Reflecting Sustainability Impacts in Financial Statements

However, financial statements are
often criticized for underestimating
environmental and social liabilities,
especially those that lie in the future.
This area is consequently under
continuous review and scrutiny.
Reporting requirements are likely
to increase as schemes such as
emissions trading and renewable
energy certificates develop, and
as views on accounting treatment

change.

It is also important to recognize that
the credibility of sustainability data
incorporated in financial statements
is enhanced by an effective system of
risk management and internal control
that links sustainability matters with

financial impacts.
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Key Considerations for Professional Accountants

Establishing how to reflect environmental (and, where applicable, other sustainability-related) liabilities and costs in financial
statements prepared under IFRSs. The valuation of tangible and intangible assets, including the measurement of inventories, can be
affected by environmental impairment. In the case of tangible fixed assets, such as land, plant, and machinery, impairment often arises
from an incident of contamination, physical damage, or non-compliance with environmental regulations. Intangible assets, which include
greenhouse gas emission allowances, are subject to an impairment test on their carrying value if they exceed the amount recoverable

from use or realization.

Provisions include possible liabilities that give rise to a provision, such as waste disposal, pollution, decommissioning, and restoration
expenses. A provision is recognized when (a) an entity has a present obligation as a result of a past event, (b) it is probable that a
transfer of economic benefits will be required to settle the obligation, and (c) a reliable estimate of the obligation can be made. The
IASB is reviewing accounting standards on provisions. IASs relevant to environmental issues are described in “International Accounting

Standards Relevant to Environmental Issues.”

The Institute of Chartered Accountants in England and Wales (ICAEW) and the UK’s Environment Agency published Turning Questions
into Answers: Environmental Issues and Annual Financial Reporting (2009), which provides guidance on how existing accounting and
reporting can be capable of generating useful information about environmental performance.'® This guidance is helpful for preparers,

auditors, and users of annual financial statements.

For updates on the IASB’s agenda in relation to Emissions Trading (and other general developments related to the IASB’s work plan), IAS
PLUS, maintained by Deloitte, is a useful online resource. The IAS PLUS update on emissions trading also comprehensively explains

the history of the IASB’s discussions on emissions rights and trading, including a discussion in IFRIC 3 on Emission Rights, which was
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http://www.iasplus.com/index.htm
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withdrawn in 2005. From 2008, the IASB and the US FASB have been working jointly to develop comprehensive guidance on accounting
for emissions trading schemes. Accounting for emissions is also usefully explained in the article “Accounting for Emissions,” published

in the Journal of Accountancy.'®

Determining specific sustainability disclosure requirements under national securities regulations and Generally Accepted
Accounting Principles (GAAP). Professional accountants should consult all the relevant accounting standards and applicable
regulations, and, where necessary, keep abreast of trends and developments. Many jurisdictions have specific requirements for

disclosing environmental information. For example, the US securities regulations require registered companies to disclose:

= the material costs of complying with environmental regulations in future years;

= the costs of remediating contaminated sites if a liability is likely to have been incurred, and its magnitude can be approximately

estimated;

= other contingent liabilities arising from environmental exposures;

= involvement as a party in a legal proceeding about an environmental issue, especially with an agency of government; and

= any known trend or uncertainty involving environmental issues, including pending regulations that would materially affect the

company’s business.

These requirements were reinforced by the SEC’s interpretive guidance on existing SEC disclosure requirements as they apply to
business or legal developments relating to the issue of climate change—see the SEC'’s press release, “SEC Issues Interpretive Guidance

on Disclosure Related to Business or Legal Developments Regarding Climate Change.”'%®
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IAS 37, Provisions, Contingent Liabilities and Contingent Assets

IAS PLUS

IAS 2, Inventories

IAS 16, Property, Plant and Equipment

IAS 10, Events after the Balance Sheet Date
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IAS 36, Impairment of Assets

IAS 38, Intangible Assets

IAS 8, Accounting Policies, Changes in Accounting Estimates and Errors

IFRS 3, Business Combinations

IFRIC 1 (international interpretation), Changes in Existing Decommissioning, Restoration and Similar Liabilities

IAS 16
IFRIC 6, Liabilities Arising from Participating in a Specific Market— Waste Electrical and Electronic Equipment
IAS 37
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http://www.iasplus.com/standard/ias16.htm
http://www.iasplus.com/standard/ias37.htm
http://www.iasplus.com/interps/ifric006.htm
http://www.iasplus.com/standard/ias37.htm
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For a list of FASB standards related to environmental financial reporting, see the Advanced Environmental Dimensions website. US
GAAP offers an accounting framework for dealing with contingent liabilities arising from environmental contamination. FASB’s Financial
Accounting Standard No.5, Accounting for Contingencies, stipulates the criteria for determining whether to accrue a contingent
liability.'” The application of this standard is supported by FASB Interpretation No.14, Reasonable Estimation of the Amount of a Loss,
which states that if a probable range of loss can be determined, the accrual should be for the most likely amount within that range

(unless no amount is more likely than another, in which case the low end of the range can be used).'®

In 2005, FASB considered whether to add to its technical agenda a project on accounting and reporting for contingent environmental
liabilities. Specifically, the Board considered whether (a) contingent environmental liabilities that meet the recognition criteria in paragraph
eight of FASB Statement No. 5 should be recognized at expected value, and (b) contingent environmental liabilities of a similar nature
should be aggregated in assessing materiality. At that time, FASB decided not to add the project, primarily because a separate project to
reconsider FASB’s conceptual framework might have resulted in changes to the accounting and reporting of contingent liabilities. FASB’s
consideration of the issue is recorded in the board notes from March 2005. FASB has since taken several actions to change accounting

principles and disclosure requirements applicable to loss contingencies, but none have progressed.

The paper, Corporate Environmental Disclosure Policy, published by the American Bar Association, examines the factors influencing
corporate environmental disclosure policy, and explains important advances in environmental risk transfer, accounting principles, and

financial analysis, and discusses the policy implications of these developments.

A specific challenge for management is to ensure that accounting estimates do not materially understate the expenditure that will
ultimately be required to resolve environmental liabilities. To make informed decisions, professional accountants will need to involve
multiple disciplines, such as health, environment, engineering, legal, and government regulation. Guidance provided by US GAAP cannot

systematically determine the level of certainty needed to disclose and/or recognize a liability. A process using informed and consistent



http://www.advancedenvironmentaldimensions.com/fasb_standards.htm
http://fasb.org/
http://www.fasb.org/cs/BlobServer?blobcol=urldata&blobtable=MungoBlobs&blobkey=id&blobwhere=1175820910926&blobheader=application/pdf
http://www.gasb.org/cs/BlobServer?blobcol=urldata&blobtable=MungoBlobs&blobkey=id&blobwhere=1175820920519&blobheader=application%2Fpdf
http://www.fasb.org/cs/BlobServer?blobcol=urldata&blobtable=MungoBlobs&blobkey=id&blobwhere=1175820910926&blobheader=application%2Fpdf
http://www.fasb.org/action/aa031705.shtml
http://www.advancedenvironmentaldimensions.com/documents/Corporate%20Environmental%20Disclosure%20Policy.pdf
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judgment is needed for organizations to be confident that they are reporting their environmental responsibility fairly.'°®

In Canada, the Canadian Securities Administrators issued CSA Staff Notice 51-333, Environmental Reporting Guidance to provide
reporting issuers with guidance on existing continuous disclosure requirements relating to environmental matters under securities
legislation. “The release of this guidance is a clear signal to report issuers: effective disclosure on environmental matters is a mandate,

not an option,” according to a Deloitte report that outlines key insights from the CSA guidance.”'°

Considering additional information and disclosure to improve transparency on environmental performance. Some organizations
have further improved their reporting on environmental performance by voluntarily disclosing a broader set of financial and non-financial
performance information. The presentation can take various formats. For example, Baxter Healthcare produces Environmental Financial
Statements (EFS) that provide a better picture of environmental performance than the balance sheet or income statement. Since 1993,
Baxter Healthcare’s Environment, Health, and Safety function has issued annual EFS, which detail the environmental revenues and costs,
and, therefore, the financial impact on the company of its environmental actions from preceding years and demonstrate the value of

proactive environmental management to senior leadership and external stakeholders."

In Japan, the Environmental Accounting Guidelines issued by the Ministry of the Environment, for which the Japanese Institute of
Certified Public Accountants offered support developing and revising, encourage organizations to include separate statements to
reflect environmental cost and environmental performance in their sustainability reports. For example, Ricoh presents a table showing
(a) the monetary effect on environmental conservation and environmental impact, as well as (b) environmental costs and revenues in its

sustainability report.'?

Water scarcity is a problem in many countries, and water accounting reports are beginning to play a vital role in facilitating economic,

social, and environmental decisions based on assessments of water policies, water management, water allocations, and water delivery.


http://www.osc.gov.on.ca/documents/en/Securities-Category5/csa_20101027_51-333_environmental-reporting.pdf
http://www.gasb.org/cs/BlobServer?blobcol=urldata&blobtable=MungoBlobs&blobkey=id&blobwhere=1175820920519&blobheader=application%2Fpdf
http://www.ricoh.com/
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For example, as a response to the general concerns about the scarcity of water in existing dams, the Australian Federal Government set

up the National Water Initiative.

One of the projects the Initiative was tasked with is the creation of a framework that will help provide more accurate data about water in
Australia. The Water Accounting Standards Board developed this project, and issued the Water Accounting Conceptual Framework in
June 2009, to help prepare General Purpose Water Accounting Reports.'"® The approach is a method that accountants can recognize as
analogous to general purpose financial reporting. Corporate Water Reporting, A Study of the Australian Food, Beverage, and Tobacco
Sector is the second component of a three-part research project being sponsored by CPA Australia. This study examines current external
water reporting practices of a group of large water-consuming organizations in order to consider how such disclosures might reflect

those internal pressures to develop increasingly sophisticated water management systems.''4

For reporting to be of value, organizations should consider complementing water usage and related measures and KPIs with information
on how water consumption has been, and will be, reduced. For example, Blue Scope Steel provides clear indications on their website of

how water consumption has declined in recent years and how that has been achieved.

Determining materiality in the context of what information management believes is important for investors to make informed
financial decisions about an organization. Preparers and report issuers need to be able to clearly define and apply materiality concepts
and thresholds to ensure an organization’s sustainability performance is transparent and understandable. Materiality of an item in financial
statements is normally determined by reference to its size, nature, and circumstances. Although the materiality of an environmental or social
risk can be interpreted in relation to its potential impact on the financial statements, materiality in relation to a broader view of sustainability
performance will affect how it is reported and disclosed outside the financial statements. In the case of an environmental or social factor,
there can also be an impact on an organization’s reputation, which becomes key in determining materiality and highlights the need for

supplementary narrative reporting. Narrative reporting and determining materiality are covered in the next two sections.



http://www.nwc.gov.au/www/html/117-national-water-initiative.asp
http://csereport2008.bluescopesteel.com/environment/water.html

Accounting doesn’t do things
too well sometimes and that

Is why the narrative statement
IS going to be so important in
addition to the raw facts...

My view s that financial
accounting should show things
in the raw, warts and all,

and narrative reporting

Should say: ‘Now, let me explain
this to you.’... Getting people
to do that properly [deliver
management commentary

that is meaningful], without
just boilerplate, will be tough.

It is going to be one of the big
challenges for the accounting

profession.’’®

— Sir David Tweedie, Chair of
the International Accounting
Standards Board

3.3 Narrative Reporting 1or
—-nnanced lransparency
to Investors

KEY THEME Using narrative reporting to provide greater transparency on business

performance and to ensure that sustainability-related disclosures are useful to investors.

CONTEXT Narrative reporting supplements and complements financial information
by providing insights into an organization’s performance that financial statements
may not provide. Explaining how operations and sustainability objectives are related
to each other, and how non-financial performance affects organizational strategies

and performance, can best be achieved with supporting narrative disclosures.
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Narrative reporting comprises
information provided outside the
financial statements that assists in
interpreting a complete set of financial
statements or improves users’ ability

to make efficient economic decisions.

Narrative disclosures are often
provided within a structured
management commentary (MC),
although narrative reporting can
refer to all financial and non-financial
reporting not included in the financial
statements or accompanying notes
that informs investors on business

performance.

The IASB’s IFRS Practice Statement
on management commentary,
released in 2010, defines the purpose

of management commentary:

Management commentary should

provide users of financial statements
with integrated information that
provides a context for the related
financial statements. Such information
explains management’s view not

only about what has happened,
including both positive and negative
circumstances, but also why it has
happened and what the implications

are for the entity’s future.’’®

The Practice Statement outlines

the principles for preparing MC.
Management commentary prepared

in accordance with this guidance

can help users of financial reports to
assess the performance of the entity
and the actions of its management
relative to stated strategies and plans
for progress. That type of commentary
may help users of financial reports to

understand, for example:

= the entity’s risk exposures, its
strategies for managing risks,
and the effectiveness of those

strategies;

= how resources that are not
presented in the financial
statements could affect the

entity’s operations; and

= how non-financial factors have
influenced the information
presented in the financial

statements.

In developing its commentary,
management should bear in mind the
principles that underpin decision-
useful MC. Commentary that is aligned

with those principles can help to:

= provide management’s view of the

entity’s performance, position, and


http://www.ifrs.org/NR/rdonlyres/9EA9F29A-3F34-4E39-9388-989B07563D4E/0/Managementcommentarypracticestatement8December.pdf

development;

=  supplement information presented

in the financial statements; and

= provide an orientation to the

future.

In different jurisdictions, MC is
referred to as operating and financial
review, business review, management
discussion and analysis (MD&A),

or management reporting. Many
jurisdictions have issued guidance
for the narrative reporting that
accompanies financial statements.
Typically, organizations will need to
disclose (a) environmental matters, (b)
information about its employees, and
(c) social/community issues, where
these issues relate to commitments,
events, risks, or uncertainties that

an organization reasonably believes

will materially affect its strategy

and future performance. The MC
will typically be the main source

of information about significant
environmental and social impacts
and principal risks and uncertainties

facing the organization.

Narrative reporting is a key
opportunity to provide a management
view of current and prospective
performance, and, to this end,
might be viewed as a good starting
point for integrated reporting.

The PricewaterhouseCoopers 2007
survey of the Fortune Global 500
companies’ narrative reporting
found that the best reporters were
companies providing relatively
more contextual and non-financial
information about their performance

and prospects.

3.3 Narrative Reporting for Enhanced Transparency to Investors

Narrative reporting helps enhance
transparency because it cuts through
the complexity and partial opacity

of today’s financial reporting.

Its relevance for sustainability

issues is that it is an opportunity

to improve non-financial reporting

on environmental and social
performance, and therefore provide
evidence that management recognizes
both (a) the strategic importance

of sustainability, and (b) how risk/
opportunities may translate into
future impacts on financial reports
and statements. Therefore, there
needs to be a clear link between

its sustainability and financial
performance, a discussion of the
wider benefits of sustainability-related
activities and investments, and efforts
to increase the measurability of non-

financial targets for sustainability.
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Although disclosure about the
financial impact of sustainability
issues, including climate change,
might be included in financial
statements, additional disclosure in
narrative reporting (either in MC and
MD&A, or more generally) provides
management with an opportunity

to explain the context in which
sustainability issues have impacted,
or may impact, financial conditions
and results. In addition to discussing
environmental and strategic issues,
and matters concerning opportunity
and risk, narrative reporting might

further explain:

= environmental liabilities and
related critical accounting

estimates;

= disclosures about contingent

environmental liabilities, whether
or not disclosed in financial

statements;

= asset retirement obligations,
including site remediation costs

and liabilities;

= financial and operational effects
of environmental protection

requirements; and

= environmental policies

fundamental to operations.

Narrative disclosures might also
include non-organizational specific
information associated with revenue
generating activities, including carbon
prices, carbon taxes, and subsidies
for the organization’s investment

in, and use of, renewable energy

sources. See “Disclosure About the

Financial Impact of Climate Change
and Other Environmental Issues” for a

checklist of potential disclosure items.

The Climate Disclosure Standards
Board’s Climate Change Reporting
Framework (CCRF) provides
requirements regarding how climate-
change-related disclosures can be
determined, prepared, and presented
(see “Investor-Oriented Information on
Climate Change Issues”). An advantage
of this framework is its use of the
principles of financial reporting that
allow environmental reporting to be
developed with a familiar vocabulary
and tested approach. Using the CCRF
is an important step to integrating
information related to climate change

with mainstream annual reports.



3.8 Narrative Reporting for Enhanced Transparency to Investors

Investor-Oriented Information on Climate Change Issues

Climate Disclosure Standards Board

Climate Change Reporting Framework (CCRF) Edition 1.0

Carbon Footprinting



http://www.cdsb-global.org/
http://www.cdsb-global.org/uploads/CDSB_Climate_Change_Reporting_Framework_2.pdf
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Unfortunately, the current situation
is that disclosures in MC and MD&A
are often criticized for providing only
superficial (boilerplate) explanations
and too much positive spin. The key
considerations below are focused

on enhancing the usefulness of MC
reporting. These are generic, and
can apply to narrative reporting more
generally. Good practice examples
of narrative reporting, and corporate
reporting more generally, are

found at PricewaterhouseCoopers’
Corporate Reporting website, which
examines common themes emerging

around narrative reporting.

Enhanced narrative reporting is of
importance to investors. Increasingly
institutional investors are taking into
consideration the manner in which

portfolio companies’ management of

environmental, social responsibility,
and governance issues can impact
the development of the value of

the funds they manage. As new
research emerges (for example, in
February 2011, Mercer’s Responsible
Investment team launched Climate
Change Scenarios—Implications

for Strategic Asset Allocation,
warning that climate change could
increase investment portfolio

risk by 10 percent over the next

20 years), there is an increased
awareness that these issues expand
the possibility of good, long-term
returns, while reducing the risks

in the investment. The quality of
disclosures, particularly around
climate change issues, are important
to many institutional investors—
especially to active investors with a

mandate to invest in organizations

that seek to mitigate greenhouse
gas emissions. Such investors
highly regard qualitative information
about organizational environmental
programs and how management
identifies and addresses

environmental and reputational risks.

An organization’s agenda for
managing and integrating
sustainability issues is also more
effectively conveyed by narrative
reporting, supplemented by investor
relations activities, rather than by
the process of completing survey
information for the many social
investment research and ratings
firms, which work on behalf of
institutionally managed assets

in socially screened funds and
portfolios. (Survey fatigue has in part

been addressed by the SRI World


http://corporatereporting.com
http://corporatereporting.com
http://www.mercer.com/climatechange
http://www.mercer.com/climatechange
http://www.mercer.com/climatechange

Group, a provider of social investing
and corporate social responsibility
information. Their OneReport is a
web-based sustainability reporting
tool that enables companies to
centralize reporting to investment

research firms and the GRI.)

The Ceres report, Disclosing Climate
Risks: A Guide for Corporate

Executives, Attorneys & Directors,

discusses the improvement of
disclosure of climate-related risks
and opportunities. Developed with
input from its 90-plus member
Investor Network on Climate

Risk, which includes investors,
environmental organizations, and
other public interest groups, the
report highlights that the quality of
overall disclosure is still less than

satisfactory, and provides examples

3.3 Narrative Reporting for Enhanced Transparency to Investors

of good-quality disclosure in financial
filings by organizations including
Chiquita Brands International,
Siemens, Rio Tinto, AES, and Xcel
Energy. These examples can be
applied to narrative reporting and

disclosure in MC.
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3.3 Narrative Reporting for Enhanced Transparency to Investors

Key Considerations for Professional Accountants

Avoiding over-disclosure and clutter. As is the case for other aspects of business reporting, the challenge for sustainability-
related disclosures in the MC (and in separate sustainability reports) is to avoid disclosing too much information, particularly
immaterial clutter. For example, disclosing all risks that an organization faces could reduce the visibility, and therefore the
relevance and understandability, of key risks. The relative importance of various issues and risks can be conveyed in a
meaningful way. IFAC’s 2010 interviews with key business leaders from around the world (as part of its Financial Reporting
Supply Chain project) indicated that although the financial reporting process has improved, the usefulness of financial reports

has not. Interviewees supported enhanced narrative reporting and more effective use of non-financial disclosures.

However, additional information needs to be relevant. During the Financial Reporting Council’s review of narrative reporting in
UK-listed companies, it found immaterial clutter detracted from important information most frequently in the corporate social

responsibility and risk reporting sections of the narrative:

Companies are feeling their way in developing their CSR reporting and there is significant social pressure in this area. But some
have fallen into the trap of delivering unnecessary clutter such as: “football coaching” for an insurance company and “donating
chocolate gifts to the community at Easter” for a service company —these are worthwhile activities, but in our view are not
material to understanding a company’s performance and position. There is potential for more companies to say, ‘'we have no

material social issues’ if they genuinely do not have material issues instead of adding clutter to the report.’"®

A practical way to improve disclosure is to cross-reference information in other documents or locations, and to ensure a clear
presentation, particularly of complex issues. For example, the South African banking group Nedbank Group Limited makes

extensive use of charts and diagrams to make its risk section more engaging and easily accessible. In an example from


http://ifac.org/frsc/index.php
http://ifac.org/frsc/index.php
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PricewaterhouseCoopers’ Corporate Reporting Initiative’s Good Practice Examples,$ Nedbank clearly explains, with the aid
of a diagram, how the risk management process is one of its 12 strategic objectives. Nedbank then sets out, in a table, its
key risk metrics and supports, with definitions, measurement methodologies, and targets for the level of exposure the group

is willing to accept—defined as its risk appetite.’®

Ensuring a forward-looking orientation. An annual report will incorporate both past performance and prospective events.
The MC and narrative discussion provides an opportunity for management to express its perspective on the direction of the
organization. This allows investors to assess the strategies of an organization and the likelihood that those strategies will be
successful. MC provides an opportunity to highlight those strategies, goals, and targets related to sustainability matters, and
how they impact performance, currently and in the future. Management can also use the MC to explain what they are changing
in their strategy in response to a changing risk profile. For example, in relation to climate change, a MC can help organizations
with significant environmental risk exposure to provide contextual information that cannot be effectively captured in financial
statements. Such narrative reporting complements the historical information required by users to make economic decisions.

Prospective narrative in relation to sustainability factors that could be incorporated into a MC include:

= strategy, in terms of both specific strategies to deal with sustainability issues and how changes in the environment

(whether competitive or regulatory) impact on the strategy;

= goals and targets and associated KPIs (see section 1.4, “Goals and Target Setting”);

= principal risks and opportunities, and how the strategy relates (or will be modified) in relation to these;

= quantification of financial impacts; and

§ Free registration required



http://www.corporatereporting.com/good-practice-examples.html
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= links between remuneration and incentives of employees to deliver desired strategy and targets.

In relation to climate change reporting, the CDSB’s CCREF is invaluable in helping to disclose important climate-change-
related issues, including those affecting the organization’s strategy, economic performance, and prospects. The CCRF also

usefully provides guidance on how to ensure that the disclosure of performance measures and indicators can be made useful.

Viewing narrative reporting as a fair reflection of the management information used internally. The quality of reporting
is connected to an organization’s process of performance management, measurement, and performance reporting. As far as
possible, systems and processes used to provide information for internal decision making should be integrated into external
business reporting. Data and information collected internally should therefore be managed in a way that satisfies both
internal and external reporting needs. The information needs of directors—and the management information used routinely —
is broadly similar to those of investors, differing only in the level of detail required. Moving to this desired state requires
communication between those responsible for sustainability and operational issues and those responsible for the accounting
function, so that financial implications are understood and appropriately reported. Obtaining estimates on financial impacts
can require engagement of specialists, such as environmental advisers and engineers. Management will also need to consider
its approach to reporting management information that it believes is sensitive because of competitive reasons. One option is

to disclose the nature of the information and the reason for withholding more detail.
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This [sustainability] report

is intended to cover the
sustainability issues we believe
are most material to Ford.

We define these issues as those
that receive high scores

on three criteria:

®  Having significant
current or potential impact

on the company

m  (Of significant concern

to stakeholders

m  QOver which Ford
has a reasonable degree

of control 7?7

— Ford Motor Company,
Sustainability Report 2006/7
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3.4 Determining
\ateriality

KEY THEME Understanding and reconciling approaches to applying materiality to

sustainability and integrated reporting.

CONTEXT The materiality concept is well established in financial reporting, although
its application has not always been without controversy. The principle of materiality
also guides the audit process, and is therefore defined in the International Standard
for Assurance Engagements (ISAE) 3000 (see Part Il of the IAASB Handbook), as

well as in AccountAbility’s Guidance Note on the Principles of Materiality, Completeness
and Responsiveness as They Relate to the AA1000 Assurance Standard (see p. 11).

The latter standard is a generally applicable standard for assessing, attesting

to, and strengthening the credibility and quality of organizations’ sustainability


http://web.ifac.org/publications/international-auditing-and-assurance-standards-board/handbooks
http://www.accountability21.net/uploadedFiles/publications/AA1000%20Guidance%20Note%20-%20Low%20Res.pdf
http://www.accountability21.net/uploadedFiles/publications/AA1000%20Guidance%20Note%20-%20Low%20Res.pdf

reporting as covered in the next
section. Materiality, as a vital

filter for organizations to use in
their sustainability and integrated
reporting, helps organizations

to decide on the relevant issues

to disclose for the benefit of
stakeholders. User perception of
materiality can differ between users,
preparers, and auditors because

of their differing motivations. A key
challenge is to decide whether to
differentiate materiality thresholds
that are applied to wider sustainability
reporting (separate from the
mainstream annual or integrated
report) from the thresholds used for
reporting information focused on

investors.

There is guidance on the application

of materiality to a wider stakeholder

perspective to support sustainability
reporting. The Global Reporting
Initiative’s (GRI) Sustainability Reporting
Guidelines, Version 3.0 (G3) define

materiality in relation to reporting:

The information in a report should
cover topics and Indicators that
reflect the organization’s significant
economic, environmental, and social
impacts, or that would substantively
influence the assessments and

decisions of stakeholders.??

In addition, the G3 Guidelines define

relevant topics and Indicators:

Organizations are faced with a

wide range of topics on which

it could report. Relevant topics

and Indicators are those that may
reasonably be considered important

for reflecting the organization’s

3.4 Determining Materiality

economic, environmental, and social
impacts, or influencing the decisions
of stakeholders, and, therefore,
potentially merit inclusion in the
report. Materiality is the threshold at
which an issue or Indicator becomes
sufficiently important that it should
be reported. Beyond this threshold,
not all material topics will be of equal
importance and the emphasis within
a report should reflect the relative
priority of these material topics and

Indicators.’?3

Materiality, in the context of
sustainability reporting, means
relevance to a wider range of impacts
and stakeholders. Furthermore,
materiality for sustainability reporting
is not limited to sustainability topics
that have a significant financial

impact on the organization. Therefore,
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materiality in relation to wider
sustainability reporting is not the
same as it is for financial reporting.
This has implications for deciding on
what sustainability-related information
should be included in mainstream
financial reporting, such as the annual

report and accounts.

In terms of IFRSs, information

is material if its omission or
misstatement could influence the
economic decisions of users that
are based the financial statements.
Materiality depends on the nature
and amount of the item, judged in
the particular circumstances of its
omission or misstatement. Given
the pervasive nature of materiality,
it is difficult to consider the concept
outside of its relation to the qualitative

characteristics of relevance and

faithful representation. Materiality

is therefore a screen or filter used

to determine whether information is
sufficiently significant to influence the
decisions of users in the context of
the entity as a whole, rather than as a
qualitative characteristic of decision-

useful financial information.

There can be uncertainty about
the application of the definition of
materiality. On the one hand, the
market price test for materiality
can be interpreted to mean that
information would need to move
the stock price within a short
period of time of its disclosure to
be deemed material. On the other
hand, sustainability and ESG factors
may have longer-term implications.
Furthermore, the cumulative effect

of environmental and social impacts

does not necessarily neatly fit into an
annual reporting cycle. For example,
an environmental spill may give rise
to specific cleanup costs that are
reflected in the financial statements.
However, the spill may also affect
corporate reputation, which may
impact longer-term financial
performance, but in a way that cannot

easily be estimated or quantified.

Applying materiality thresholds to
integrated reporting is still under
debate (see “Defining Materiality in
Relation to Integrated Reporting and
the Integrated Report”). A materiality
threshold for integrated reporting
could be viewed as the point at
which an issue or measure becomes
sufficiently important to report in
terms of its link to the organization’s

strategy and its risk parameters.



Beyond this threshold, not all material
issues will be of equal importance,
and reporting will need to reflect

their relative importance. However,

a pragmatic approach is to take

the view that materiality does not
necessarily lead to mentioning or not
mentioning a particular factor, but
perhaps to communicating different
information in different ways. For
example, British Telecom (BT), a
communications services company,
conducts a materiality process to
determine which of many issues
should be reflected in its sustainability
reporting. The materiality, or
significance, of individual corporate
responsibility risks and opportunities
is a key factor in deciding which
sustainability strategies and actions

are included in BT’s external reports.

The relative materiality of each type

of sustainability issue is determined
systematically each year, through
plotting on a graph the internal BT
view on its significance against an
external stakeholder perspective of its
importance.® BT’s 2010 Sustainability
Review shows the chart and states that it
reports on its most material issues in its
Sustainability Review and online (on its

Sustainability Report website). 2

Increasingly to enhance transparency,
some organizations report their
materiality criteria and processes,
particularly as it relates to their corporate
responsibility strategies and reporting,
such as BT and Outokumpu (see
Outokumpu’s annual report). To avoid
concerns about how material issues are
identified and selected for reporting, an
organization can also usefully explain

why issues that are often considered

3.4 Determining Materiality

relevant to its sector or location have not
been identified as material. The process
of identifying materiality might include

a review and response to each of the

criteria set out above.

The materiality approaches and
experiences of various organizations
are reflected in The Materiality Report,
Aligning Strategy, Performance and
Reporting, issued in November 2006
by AccountAbility, in association with
BT Group and Lloyds Register Quality

Assurance.

9l For more information, see Accountability for Sustainability, Practical Insights, Chapter 7, 2010.

169


http://www.btplc.com/Responsiblebusiness/Ourstory/Sustainabilityreport/pdf/2010/Sustainability_Review.pdf
http://www.btplc.com/Responsiblebusiness/Ourstory/Sustainabilityreport/pdf/2010/Sustainability_Review.pdf
http://ar2010.outokumpu.com/outokumpu/reporting-on-responsibility/materiality-analysis
http://advancingsustainability.com/documents/Materiality_Report.pdf
http://advancingsustainability.com/documents/Materiality_Report.pdf
http://advancingsustainability.com/documents/Materiality_Report.pdf
www.accountingforsustainability.org/output/Page183.asp

Part 3: Reporting Perspective

Defining Materiality in Relation to Integrated
Reporting and the Integrated Report




3.4 Determining Materiality

Key Considerations for Professional Accountants

In defining report content, materiality should be considered along with the need for other important information
characteristics. These characteristics include completeness, accuracy, comparability, timeliness, clarity, and reliability.
Sometimes trade-offs exist between characteristics, and sometimes they are closely related. For example, reliability and
materiality are connected because the reliability of information and processes used to prepare a report help to establish the
quality and materiality of the information. Information that is capable of making a difference in the assessments and decisions
of stakeholders is relevant, even if some users choose not to take advantage of it or are already aware of it from other sources.
It should also be considered how these characteristics are applied in the context of wider reporting, for example, to ensure the

consistency of information between printed reports and what is placed on corporate websites.

Accountability for materiality thresholds and judgments. Materiality thresholds may be agreed upon between management
and an assurance provider. However, management, rather than the assurance provider, should determine the materiality tests
and thresholds, although agreement may be subsequently reached with the assurance provider on the threshold and definition
used. An organization’s governance arrangements can (a) explicitly state where the responsibility for materiality decisions

lies, and (b) recognize that although stakeholders will participate in and influence the determination of materiality, it is the

organization’s management that has responsibility and accountability for the final decision.

Furthermore, management should be transparent regarding judgments and assumptions, particularly in determining whether
a sustainability factor might grow in its potential impact over time. This might include a discussion of the probability that a
commitment, event or uncertainty will occur, and the anticipated magnitude of its effect. A decision will also need to be made
as to whether the disclosure of a specific matter is reasonable. Materiality might also be affected by emerging government

policy or legal and regulatory factors, such as regulations on carbon emissions, which force organizations to disclose certain
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measurements and indicators.

Linking the determination of materiality to strategy, risk management, and sector benchmarks. Decisions on materiality
are made and supported by discussions and decisions made on (a) key organizational values, policies, strategies, targets,

and goals, (b) the interests and expectations of stakeholders uncovered in stakeholder relations, and (c) identification of
significant risks and opportunities. The determination of materiality should not be divorced from these activities, especially if the
organization is to avoid gathering data on irrelevant issues. An organization’s eco-efficiency measurements and related internal
performance indicators will also provide an important basis for measurements included in external reporting. With respect

to climate change issues, “publicly traded companies should determine materiality by engaging in a systematic analysis of
climate change’s impacts—both positive and negative —across the enterprise,” according to a recently published Ceres report,

Disclosing Climate Risks: A Guide for Corporate Executives, Attorneys & Directors.?®

Materiality testing can also apply to the sustainability issues that potentially apply to the sector in which an organization
operates (see section 2.5, “Performance Measurement and KPIs”). From Transparency to Performance, Industry-Based
Sustainability Reporting on Key Issues, published by the Initiative for Responsible Investment (IRI), a project at the Hauser
Center for Non-Profit Organizations at the Harvard Kennedy School of Government, proposes a method for identifying sector-
specific key performance indicators relating to the social and environmental impacts of US corporations. This publication

encourages the adoption of sustainability reporting in the United States and complements the work of the GRI.

Determining a process for resolving different expectations regarding materiality. Agreement on materiality is not always
straightforward, as stakeholders can have a different perspective and set of concerns that are not easily reconcilable with the
organization’s mission, goals and objectives, and strategy. One way of dealing with these different materiality expectations is to

disclose information used by external stakeholders that differs from the information used internally for day-to-day management



http://www.ceres.org/Page.aspx?pid=592
http://hausercenter.org/iri/wp-content/uploads/2010/05/IRI_Transparency-to-Performance.pdf
http://hausercenter.org/iri/wp-content/uploads/2010/05/IRI_Transparency-to-Performance.pdf
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purposes. The former information can support (a) assessments or decision making by stakeholders, or (b) engagement with

stakeholders that can result in actions that would significantly influence performance, or address key topics of stakeholder concern.

Where information is reported can help (a) to reinforce materiality criteria, and (b) to keep the length of disclosures
manageable (particularly where the application of materiality might vary between reporting for wider stakeholders from
investors). Users should be able to find the information they need, and the level of detail should not obscure material and
relevant information. The main annual or integrated report can be linked to more detail to provide additional information for

specific user groups via information and communication technologies—such as the Internet, websites, databases, and XBRL.

As detailed in the CDSB’s Climate Change Reporting Framework,™ inforsmation should be reported in a place and in such a
way as to explain the links between the organization’s strategy, operations, and climate change impacts. Disclosures should be
made in or cross-referenced to/from the management commentary section of the mainstream financial report. This will help to
ensure that material aspects are highlighted for investors. Cross-referencing to information in other documents or locations can
then be used to avoid duplication and over disclosure. It should also be noted that materiality is a moving target, especially as
the demand for climate change-related information grows and regulatory frameworks develop around the world—meaning that

information about climate change may be prepared by reference to multiple rules, coefficients, and definitions of materiality.

991 The Climate Change Reporting Framework’s interpretation of the meaning of materiality is based on that of the IASB, but the Framework goes on to consider the issues in apply-
ing materiality in relation to climate change impacts (see pages 16-18 of the Framework).


http://www.cdsb-global.org/reporting-framework/
http://www.cdsb-global.org/reporting-framework/

When does a report

need to be assured?
Assurance is needed

when stakeholders are seeking
confidence that a company

is providing credible, reliable,
and performance-related

data and information.

Such assurance can be used
at various stages, for example,
when a company needs trust
on a specific issue such as
climate change, or when

a company is starting

the CSR reporting process.?”

— Assure View, The CSR
Assurance Statement Report, 2008
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and Assurance of
Sustainabllity Disclosures

KEY THEME Establishing an approach to external assurance that adds credibility to
an organization’s reporting and provides internal benefits, such as helping to improve

underlying reporting processes.

CONTEXT Where sustainability disclosures are included in a document that includes
the audited financial statements, International Standards on Auditing (ISA 720) requires
the auditor of those financial statements to read those disclosures to identify material
inconsistencies with the audited financial statements. Further, where environmental or

social risks are likely to have an impact on the financial statements, a financial statement


http://web.ifac.org/download/a040-2010-iaasb-handbook-isa-720.pdf

auditor may choose to evaluate
the design and implementation of

environmental and social controls.

But more broadly, when sustainability
disclosures are included in a separate
report, or additional assurance is
desired, a stand-alone external
assurance engagement can contribute
significantly to the quality, credibility,
and reliability of disclosures.
Assurance processes can also

provide reporting organizations with

a means of enhancing the quality of
sustainability-related information,
whether it includes governance, social,
ethical, or environmental disclosures.
Many organizations report that the
external assurance process helps to
improve their own internal processes
and confidence in their sustainability

reporting. This is certainly supported

by UPS (see “UPS’s Approach to
Assurance”) and the findings of

the KPMG International Survey of
Corporate Responsibility Reporting
2008, which highlighted an increase in
the number and proportion of reports
with external assurance in both the
Global Fortune 250 companies and the

top 100 companies.

The KPMG survey shows variations in
the scope of the assurance engagement
and the approach and methodologies
used. In large companies, the use of
International Standard on Assurance
Engagements (ISAE) 3000, Assurance
Engagements Other than Audits

or Reviews of Historical Financial
Information, is predominant, particularly
as it is used by accounting firms
undertaking corporate responsibility

assurance if there is no national

3.5 External Review and Assurance of Sustainability Disclosures

alternative. ISAE 3000 and the related
International Framework for Assurance
Engagements are currently being

revised and updated by the International
Auditing and Assurance Standards
Board (IAASB). Now in its second edition
(2008), the standard AAT000AS, issued
by AccountAbility, has also increasingly

been used.

External review, verification, or external
assurance are terms often used
interchangeably. Assurance has a more
formal connotation, and is usually
used when referring to an assurance
process that follows professional
standards for assurance. An assurance
process also usually leads to auditors
providing an assurance report that
accompanies the sustainability report.
It is also important to recognize that

assurance is an iterative process. For
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http://www.ifac.org/iaasb/
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example, the guidance supporting the
use of AAT1000AS states that report
preparer(s) will often make changes that
respond to the preliminary findings of
the assurance provider. Assurance can
be an ongoing process that takes place
while information is gathered, and during

report preparation and completion.

While AA1000AS focuses on the quality
of reporting processes with a specific
focus on sustainability assurance,

ISAE 3000 more broadly focuses on
assurance procedures for non-financial
reporting. The high and moderate levels
of assurance in AA1000AS are intended
to be consistent with the reasonable
and limited assurance levels established
by ISAE 3000. A limited assurance
engagement provides a lower level of
assurance, and therefore increased

residual risk.

ISAE 3000 does not provide specific
guidance for the assurance of carbon
disclosures, but the IAASB is addressing
this with its proposed standard, ISAE
3410, Assurance Engagements on
Greenhouse Gas Statements, which
covers both reasonable and limited
assurance engagements and was
released as an exposure draft in January
2011. The International Organization for
Standardization’s ISO 14064-3:2006 also
specifies principles and requirements
and provides guidance for those
conducting or managing the validation
and/or verification of greenhouse gas

assertions.

The choice of assurance standard or
guidance, and of the service provider,
is an important one for organizations
and assurance providers. The KPMG

International Survey of Corporate

Responsibility Reporting 2005

found that the use of AA1000 and
ISAE3000 resulted in different types

of audit statements. On the one hand,
AA1000 tended to result in a narrative
statement highlighting the strengths

and weaknesses of a report’s content,
as well as the organization’s underlying
management systems and their
responsiveness to stakeholder concerns.
On the other hand, ISAE3000 placed
greater emphasis on the limitations and
weaknesses of organizational reporting.
As the scope and quality of reporting
evolves, so does assurance. From an
organizational perspective, the quality of
the assurance of sustainability reporting
can be influenced by (a) service provider
independence and competency,

(b) business understanding, and (c)

appreciation of users’ expectations.


http://www.ifac.org/Guidance/EXD-Details.php?EDID=0152
http://www.ifac.org/Guidance/EXD-Details.php?EDID=0152
http://www.iso.org/iso/catalogue_detail?csnumber=38700
http://www.kpmg.com.au/Portals/0/KPMG%20Survey%202005_3.pdf
http://www.kpmg.com.au/Portals/0/KPMG%20Survey%202005_3.pdf
http://www.kpmg.com.au/Portals/0/KPMG%20Survey%202005_3.pdf

There are difficulties in providing
assurance on sustainability reporting
where an organization has not used a
standard, defined reporting framework,
such as the GRI or CDSB Reporting
Frameworks. Where organizations do
not use such frameworks, assurance
providers will find it more difficult

to comment on, for example, the
completeness of reporting. GRI also
uses a system where the users of its
framework can self-declare the extent
to which G3 guidelines have been used
in their sustainability reporting. There
are three levels of application of the
GRI guidelines, and organizations can
disclose the level of application as
well as whether the report has been

externally assured.

Reporting organizations have adopted

a variety of strategies for enhancing the

credibility and quality of sustainability
reports. An appropriate approach will
depend on various factors, including
(a) the size of an organization, (b)

the demands of its stakeholders,

and (c) the provisions of reporting
guidelines for preparers. For example,
GRI encourages the independent
assurance of sustainability reports,
and the development of standards and
guidelines for the assurance process
to be followed by assurance providers.
While independent assurance of a
sustainability report is not a requirement
for GRI reporting, the GRI Guidelines
advocate certain criteria for when
external assurance is used, including

that it:

B js conducted by groups or
individuals external to the

organization who are demonstrably

3.5 External Review and Assurance of Sustainability Disclosures

competent in both the subject matter

and assurance practices;

is implemented in a manner that is
systematic, documented, evidence-
based, and characterized by defined

procedures;

assesses whether the report
provides a reasonable and balanced
presentation of performance, taking
into consideration the veracity of
data in a report as well as the overall

selection of content;

utilizes groups or individuals

to conduct the assurance who

are not unduly limited by their
relationship with the organization

or its stakeholders to reach and
publish an independent and impartial

conclusion on the report;
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assesses the extent to which the
report preparer has applied relevant
criteria (such as the GRI Reporting
Framework) in the course of reaching

its conclusions; and

results in an opinion or set of
conclusions that is publicly available
in written form, and a statement
from the assurance provider on their

relationship to the report preparer.’?®

Although the most common and
rigorous approach is the use of an
independent external assurance
provider, there are other approaches to
reviewing and assuring sustainability
information and reports, such as by

using stakeholder panels.

Lastly, it should also be noted that
independent assurance complements

internal control activities, including

internal audit where it is available, in
ensuring that reported information is
relevant, reliable, and complete. In itself,
external assurance is not intended to
verify how effectively an organization is
managing its sustainability performance,
but rather to enhance trust in an
organization’s sustainability reporting,
which depends first and foremost on
effective internal management and

control.
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3.5 External Review and Assurance of Sustainability Disclosures

Key Considerations for Professional Accountants

The quality of external assurance is directly linked to stakeholder inclusiveness. (See section 1.3, “Stakeholder
Engagement”) Consideration of stakeholder needs helps define what issues are of the most interest to stakeholders

(and, therefore, for what activities and processes assurance might be desirable), and confirm the identity of the primary
users of the report for assurance purposes. The scope and extent of external assurance can be usefully discussed with
stakeholders. An external assurance process can provide evidence of (a) the issues on which stakeholders seek assurance
and, more widely, (b) the process of stakeholder engagement. Assurance providers need to consider how their role takes
into account the needs of stakeholders, other than merely shareholders, and how this influences their approach to the

assurance engagement and their assurance report.

Clarifying the purpose and scope of the assurance. The scope of an assurance engagement and subsequent assurance
report will reflect what an organization wishes to gain from the external assurance process. A more extensive assurance
process can lead to inclusion of recommendations in the assurance that might be of great value to the organization and its
stakeholders. The scope of assurance can be considered in various dimensions. Firstly, it is necessary to establish the scope
of the assurance process. It can include data (is it accurate and complete?), systems (are the systems for collecting data
and managing performance appropriate?), content decisions (is the scope of reported information adequate?), compliance
(is the organization meeting its obligations and complying with regulation and standards?), and wider commentary (how

the organization thinks it is doing). Secondly, the areas of performance to be included in the engagement need to be
established —for example, social, environmental, and economic. Thirdly, the boundary of organizations included in the
engagement needs to be established. It can (a) be organization-wide (usually required for comprehensive sustainability

reporting), or (b) cover specific organizational units, product level assurance, and/or the need to include supplier audits.
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The choice of service provider. Involving an independent third party assurance provider can be the best way to achieve
credibility in reporting. The standards taken for granted with financial assurance, such as independence and appropriate
skills, are equally as important for sustainability reporting. Minimum requirements for independence and impartiality are

set out for the accountancy profession in the Code of Ethics for Professional Accountants, which provides independence
requirements. Assurance providers should also be demonstrably competent in both assurance skills and techniques, and
the subject matter. An assurance provider from within the accountancy profession will also use the standards established

by the IAASB in addition to other standards they think are appropriate.

Establishing the type of engagement. Several levels of engagement with third parties are possible. Some may not have
the rigor of a formal assurance engagement by an accounting firm, but can help to improve the credibility of sustainability

management and performance, and complement a more formal assurance process, such as the following examples:

" Independent external experts (often NGOs) can undertake a review to identify and highlight possibilities for
improvement, based on an analysis of a sustainability report. Sometimes titled a “challenger report,” such an approach,
popular in German-speaking Europe, can help signal that an independent third party has collaborated in supporting

improvement.

® A group of stakeholders can review sustainability reporting or provide support to effective sustainability assurance.
Often referred to as stakeholder panels, these can be a useful mechanism, particularly for those new to sustainability
reporting, for testing the materiality of reported issues with key stakeholders. As a result, this mechanism improves the
selection of issues for disclosure. Some organizations internalize the findings of stakeholder panels so that the report
of the panel is written from the organization’s perspective. A good example of this approach is Nexen, which invites a

diverse group of stakeholders to review and provide comments on the content of its sustainability report. (The Nexen



http://web.ifac.org/publications/international-ethics-standards-board-for-accountants/code-of-ethics
http://www.nexeninc.com/
http://reports.nexeninc.com/csr/2009/servicepages/downloads/files/entire_sustainability_nexen_sr09.pdf
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sustainability report includes an advisory group review statement on pages 44-45.) A stakeholder panel approach does
not obviate the use of formal assurance from an accounting firm. Nexen’s advisory group statement is followed by the

independent assurance report.'0

Enhancing the assurance statement. An assurance statement might usefully show how the assurance process is helping
an organization improve its reporting and performance. An assurance statement can be enhanced by including information
about the nature and source of assurance criteria used, and relevant standards and procedures followed in the audit.
Awards programs, such as the ACCA’s Sustainability Reporting Awards, which recognize and reward innovative attempts
to communicate corporate performance, have typically found that the assurance statement does not include, or refer to,
recommendations for improving reporting, either from a content, accuracy, or internal systems/processes perspective. To
supplement the assurance statement, a stakeholder advisory panel (as used by Nexen and described above), can make

specific recommendations for improving sustainability reporting and meeting stakeholder expectations.

There are other challenges. According to research in Australia, there is a variety of terminology used by ASX 100 assurance
providers in labeling assurance statements, which exacerbates the problem of identifying the actual level of assurance
provided.' Furthermore, the diminished comparability of assurance statements is compounded by a lack of consistent

objectives across engagements and assurance providers.


http://www.accaglobal.com/general/activities/sustainability/awards/
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