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Comments on the European Financial Reporting Advisory Group (EFRAG)’s draft comment letter on the IASB Discussion Paper on Extractive Activities

Submission by Christian Aid, July 2010
1. Christian Aid and its perspective
Christian Aid is the official development and relief agency of 41 churches in the UK and Ireland. We exist to help those in need – regardless of religion, ethnicity or nationality – working in around 40 of the poorest countries in the world as well as some of the emerging economies. We work not only to help those in immediate need, but also to challenge the structural constraints to development. Christian Aid is itself a preparer of financial statements and a capital market participant, through its investment in corporate bonds and through its contributions to pension funds. Many of the communities with which we work are affected by extractive industries either through the direct impact of extractive activities, or indirectly as citizens of countries in which such industries operate. In addition many of our hundreds of staff and 1.8 million supporters are investors through their pension funds and as individual shareholders.
Christian Aid takes an interest in the proposed International Financial Reporting Standard (IFRS) on accounting for extractive activities for three main reasons:

a. We have identified corruption as a major constraint to development. This is a particular challenge in resource-rich countries where the wealth which ultimately belongs to the citizens of the country is easily misappropriated for personal gain by those in positions of power. Managed badly, natural resource wealth can contribute to the misery of millions of people by propping up corrupt and oppressive regimes.

b. We have also identified a lack of sustainable finance as a major constraint on the ability of governments to provide essential services such as health, education and welfare. Taxation of revenue from natural resources, if managed correctly, could contribute to achieving the Millennium Development Goals and help finance poverty eradication in the long term. 

c. If companies operating in developing countries are not accountable to all of their stakeholders (including governments, citizens, investors, and civil society), with payments to governments not being declared, then the potential for corruption and poor management of natural resource wealth increases.

Transparency in the operations of companies has the potential to address the three problems presented above by increasing accountability. With greater accountability, revenues from the extractive industries have the potential to deliver long-term and sustainable benefits for the citizens of developing countries living in poverty. 

Christian Aid therefore welcomes the International Accounting Standards Board’s consideration of country-by-country reporting for the extractives sector.

2.
The value of country-by-country reporting in the IFRS

The International Accounting Standards Board (IASB) is in a unique position. By implementing an international country-by-country transparency standard, it can help change the modus operandi of  extractive industries for the benefit of millions of people. While some suggest that these standards would be better developed as part of a company’s sustainability programme, we argue that voluntary standards are very likely to result in only the more responsible companies being transparent, while others disregard better practice and do so unchallenged.

The importance of country-by-country reporting has been recognised by a number of national and international actors:

a. The European Commission in its recent Communication on “Cooperating with Developing Countries on Promoting Good Governance in Tax Matters” says that a country-by-country reporting standard for multinational companies “should ... be referred to in the OECD Guidelines for Multinational Enterprises and in the OECD Principles of Corporate Governance”.3 More particularly, the Commission states its support for “ongoing research on a country-by-country reporting requirement of a reporting standard for multinational corporations, notably in the extractive industry”.4
b. The European Parliament, in its recent report on the impact of the effects of the global financial and economic crisis on developing countries and on development cooperation (2009/2150(INI)), “ask[ed] the Commission to report on … how country-by-country reporting on profits and taxes paid can become a rule for transnational companies in the EU”.1
c. The Stock Exchange of Hong Kong Limited recently amended its Rules Governing the Listing of Securities to include “if relevant and material to the Mineral Company's business operations, information on the following: ... compliance with host country laws, regulations and permits, and payments made to host country governments in respect of tax, royalties and other significant payments on a country by country basis”.2
d. The OECD as part of its Taskforce on Tax and Development has formed a subgroup to look at the issue of country-by-country reporting.5
e. Section 1504 of the US Dodd-Frank Act amends Section 13 of the '34 Exchange Act and requires that the SEC issue final rules that "require each resource extraction issuer to include in an annual report of the resource extraction issuer information relating to any payment made by the resource extraction issuer, a subsidiary of the resource extraction issuer, or an entity under the control of the resource extraction issuer to a foreign government or the [U.S.] Federal Government for the purpose of the commercial development of oil, natural gas, or minerals, including: (i) the type and total amount of such payments made for each project of the resource extraction issuer relating to the commercial development of oil, natural gas, or minerals; and (ii) the type and total amount of such payments made to each government."
Christian Aid believes that companies should be required to report for each country in which they operate according to proposals from the Publish What You Pay civil society coalition (PWYP).6 This would:

a. Increase accountability of companies in the context in which they operate. It would provide tax authorities and civil society with information regarding the global operations of a company and, in doing so, would provide evidence of transfer pricing abuse.

b. Assist investors in evaluating the risk profile of companies in which they have an interest .

c. Increase accountability of the host government to its citizens by providing tax authorities with information to verify their own records and thus challenge corruption and provide civil society organisations, such as Christian Aid’s partner, the Budget Advocacy Network in Sierra Leone, with information to monitor how payments to governments are being used and to engage in the budgeting process.

To fulfil these objectives, disclosure requirements must provide for a minimum set of data to ensure coherence and credibility. 
3. The European Union Context
The European Commission’s frequently reiterated commitment to Policy Coherence for Development underpins Christian Aid’s comments. In one recent example,  its 2010 Communication on Tax and Development, the Commission affirmed the potential of the IASB’s proposal for country-by-country reporting (CBCR) to be an important tool to assist developing countries in mobilising domestic resources for development:

[T]he Commission supports research work currently undertaken by the International Accounting Standards Board towards the possible inclusion of CBCR in an International Financial Reporting Standard for extractive industries.

We also refer to the staff working paper accompanying the Tax and Development Communication, which elaborates further as follows:

“Country-by-country reporting would require multinationals to disclose details of their commercial transactions by country and therefore enhance transparency. Such reporting could also be an additional source of information for the assessment of taxpayers, especially when they are multinational corporations with complex and sometimes insufficiently transparent financial structures. However, the usefulness of country-by-country reporting depends on the definition of what information is to be disclosed and this is currently the subject of discussion in a number of fora such as the OECD. According to many observers, introducing country-by-country reporting in international accounting standards for all major multinational corporations operating in developing countries could be beneficial. 

It has been suggested that country-by-country reporting could be alternatively included as a principle for Corporate Social Responsibility (CRS). This is certainly useful but, since these principles are voluntary, advocates of a more mandatory approach hold that there would probably not be a strong incentive for application. Including these standards, however, in the International Financial Reporting Standards (IFRS) of the International Accounting Standards Board (IASB) would indeed represent a more global and, above all, mandatory Country-by-country reporting requirement where use of IFRS is compulsory…………..

The IASB is currently undertaking a cost-benefit analysis of such a standard for the extractive sector and is considering its inclusion in IFRS 6. The Commission encourages developing countries and non-governmental stakeholders to actively contribute to this project.”

3.
Christian Aid’s comments on EFRAG’s draft comment letter on the IASB Discussion Paper on Extractive Activities
3.1.
Coherence with International Accounting Standards Committee (IASC/IFRS) Foundation principles and IFRS objectives

EFRAG states that:

The objective of financial statements is to provide decision useful information to investors and other capital market participants. Where these objectives overlap with those of other organisations they should be included in the financial reporting framework.

We question the extent to which the consideration of this limited stakeholder group is consistent with the constitution of the IASC/IFRS Foundation, which states that one of its purposes is “to develop, in the public interest [emphasis added], a single set of high quality, understandable, enforceable and globally accepted financial reporting standards … to help investors, other participants in the world’s capital markets and other users of financial information [emphasis added] make economic decisions”.7 
The IASC/IFRS constitution refers to taking account of the needs of entities “in diverse economic settings”. By excluding reference to non-capital-providers who are nevertheless key stakeholders, such as civil society actors in low income and emerging economies, we question the consistency of the discussion paper with the IASC/IFRS constitution.
Recommendation 1: Paragraph 103 of EFRAG’s draft comment letter and its response to Question 10 should be amended by the addition of “other users of financial information” to the groups for whom the objective of financial statements is to provide decision-useful information. EFRAG should raise a concern that the PWYP proposals are not considered in this light in the IASB’s discussion paper.

The discussion paper suggests that materiality thresholds are set in relation to a company’s international operations and left to the company’s discretion. In addition, it suggests a potential exemption “in cases when disclosing the required information could be expected to prejudice seriously the position of the entity” (para 6.37). These proposals will reduce the comparability of information across companies and countries – undermining one of the objectives of IFRSs.

3.2. Cost benefit analysis of PWYP proposals

Christian Aid welcomes EFRAG’s conclusion in Paragraph 104 of its draft comment letter:

Our initial assessment of the additional disclosures is therefore that cost of their preparation will not outweigh the benefit of their inclusion in the financial statements.

Recommendation 2:  EFRAG should clarify what is meant by “additional disclosures” beyond those recommended elsewhere in the Discussion Paper.

It is essential that the new Extractive Activities standard includes the disclosure of benefit streams to governments on a country-by-country basis. Furthermore, for benefit streams information to be meaningful, further disclosures are needed to allow it to be interpreted. The benefit to all users of accounts of such a full package of disclosures would far outweigh the preparation costs, as outlined in the PWYP proposals.

Recommendation 3:  Paragraph 104 should spell out the additional disclosures for which EFRAG considers that the cost of preparation does not outweigh the benefit. These should be the disclosures proposed by PWYP which are not provided for by provisions elsewhere in the discussion paper, namely:

a) Benefit streams (payments) to governments for each country and broken down by payment types

b) Reserves, production quantities and costs on a standard country-specific basis.

c) Production revenues on a country-by-country basis

d) The names and locations of each key subsidiary and property in each country

3.3 Omissions

Christian Aid have two concerns which are not considered in EFRAG’s draft comment letter.

a. Proposal that materiality thresholds should be set by the company

The discussion paper proposes that the threshold of materiality is set a) in relation to what is material to the company rather than to the country, b) in relation to the size of a company’s reserves in a country, and c) at the discretion of each company. What may be immaterial for a company may be highly material for a country. Setting materiality thresholds by reference to the company and not the country  would seriously undermine the objective of building accountability at the country level.
Recommendation 4: To build accountability at the country level, EFRAG should recommend that materiality must be set at the country level.

b. Proposal for reporting exemptions
The discussion paper proposes exemptions “in cases when disclosing the required information could be expected to prejudice seriously the position of the entity” (para 6.37). This would create a situation where confidentiality clauses at the national level (on the part of the government or the company) could easily be invoked to withhold data. Such exemptions  would seriously undermine the objective of a consistent standard of transparency which is necessary for the purposes of building accountability.
Recommendation 5: To build accountability at the country level in a consistent manner, EFRAG should recommend that reporting exemptions are removed.

4.
Conclusion and recommendations

Christian Aid recognises the potential of the IASB to deliver significant benefits to the world’s poor through an effective country-by-country reporting standard for the extractives sector.
Recommendation 1: To remain consistent with the IASC/IFRS constitution and IFRS objectives Paragraph 103 of EFRAG’s draft comment letter and its response to Question 10 should be amended by the addition of “other users of financial information” to the groups for whom the objective of financial statements is to provide decision-useful information. EFRAG should raise a concern that the PWYP proposals are not considered in this light in the IASB’s discussion paper. 

Recommendation 2:  EFRAG should clarify what is meant by “additional disclosures” beyond those recommended elsewhere in the Discussion Paper.

Recommendation 3:  Paragraph 104 should spell out the additional disclosures for which EFRAG considers that the cost of preparation does not outweigh the benefit. These should be the disclosures proposed by PWYP which are not provided for elsewhere in the discussion paper, namely:

a) Benefit streams (payments) to governments for each country and broken down by payment types

b) Reserves, production quantities and costs on a standard country-specific basis.

c) Production revenues on a country-by-country basis

d) The names and locations of each key subsidiary and property in each country

Recommendation 4: To build accountability at the country level, EFRAG should recommend that materiality must be set at the country level.

Recommendation 5: To build accountability at the country level in a consistent manner, EFRAG should recommend that reporting exemptions are removed.
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