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IASB Discussion Paper Extractive Activities:
Revenue Watch comments on EFRAG’s draft comments to the IASB

In its engagement with the IASB on a new reporting standard for the extractive sector, the Revenue Watch Institute’s main focus has been to support the development of requirements for country-by-country reporting of key financial information by companies. Thus, we support the PWYP proposals. 

Therefore, we endorse your support of these proposals in the draft comment letter (section h). 

We note that your support extends insofar as such disclosures are decision useful to investors and other capital market participants. The Revenue Watch Institute recently co-hosted two round tables (one in New York, the other in London) on the Discussion Paper with the IASB involving investors, reporting companies and other stakeholders. At both meetings, investors expressed their support for country-specific reporting by extraction companies, including country by country reporting of revenues as well as payments to government, stating that the information was important to improve assessment of exposure to financial, reputational and other risks that vary according to country context, and to improve assessments of the impact of any changes in these key features on likely future value of investments.   
It might also be of interest to note that eight US investors recently published an open letter in support of a requirement for country-specific reporting of payments to governments. Though this was expressed in support of a different mechanism, namely a new SEC listing requirement, the information on payments to governments that would result would be identical to that included in the PWYP proposals presented in the Discussion Paper. The investors note that such information is necessary to judge political risk and social licence to operate. Such developments in the US point to the need for a more global mechanism to maintain a level playing field for companies, and more comparable information and investors. IFRSs, especially through planned convergence, would be the best mechanism to deliver this information for investors. 

.  

In addition, investors also noted that, in considering what to include in new reporting standards, it was insufficient to focus only on what was decision-useful at the time of investments. Rather, it was necessary to look at the ‘bigger picture’, supporting disclosures that would contribute to a broader culture of good corporate governance and accountability. Disclosure of country-by-country financial data would be a significant contribution to this and would, they felt, assist in reducing some of the systemic risks and dynamics that have led to the recent global financial crisis.
The need for a country by country based IFRS for extractive companies is only heightened by the US legislation requiring all foreign and domestic companies subject to US SEC regulation to report annually their payments to governments, country by country and project by project, related to the extraction of oil, gas and other minerals.  This requirement, which is part of the financial regulations reform bill now before the Congress, is likely to be voted into law the second week of July.
For these reasons, we endorse EFRAG’s support for PWYP’s proposals. However, we also suggest that EFRAG proposes that the IASB reconsiders some of the current recommendations in the Discussion Paper that would weaken the usefulness of this information to investors:
1. Remove inappropriate materiality thresholds for country-specific reporting
The Discussion Paper proposes that the threshold of materiality in deciding which countries will be presented individually, and which will remain aggregated together’ as ‘other’ will be judged in relation to the size of a company’s reserves in each country and be left to the discretion of the companies. 
This is highly problematic. Firstly, the information for many countries will likely remain aggregated. This will reduce the comparability of information across companies and countries, undermining one of the very purposes of IFRSs. 

Most importantly, reputational risks, to which the extractives sector is particularly prone, are not related to the scale of operations. For example, a company making corrupt payments to the leaders of a country with a very bad human rights record, even though these would be small in relation to a companies profits, would be exposed to very serious reputational - and in many jurisdictions, legal and therefore financial - consequences. The Discussion Paper itself argues this point, stating “…an entity’s exposure to reputational risks and the associated potential economic loss is not correlated to the scale of the entity’s investment in a particular country.” (paragraph 6.24).
In a recent paper about country-specific reporting, Calvert argues against the setting of quantitative thresholds and relying too heavily on the discretion of companies. They argue that the simple solution is for standards to require that companies report for each and every country of operation. We suggest that the IASB should be urged to adopt this approach and remove inappropriate materiality thresholds
. 

2. Clearly require country-specific reporting of payments to governments

The Discussion Paper acknowledges that investors have expressed the view that country-specific information on payments to governments would be decision-useful (paragraphs 6.25, 6.26). 

Payments to governments are an area of particular risk, related to the potential for corruption and the threats of renegotiation or appropriation of assets where payments are below contractual obligations. Therefore, the reputational, financial and legal issues nationally and internationally, (e.g. for compliance with anti-corruption legislation like the US Foreign Corrupt Practices Act and the UK’s new Bribery Act,) justify the need for country-specific payments disclosure. The Paper also explores the need for the disaggregation of payments data into different benefit streams to government, highlighting support for this from investors (paragraph 6.28). 

Such information would assist with modeling revenues and also assist with risk assessment since different kinds of payments to host governments are prone to different kinds of risk. For example, signature bonuses are prone to misappropriation to personal bank accounts if they cannot be traced, payments in kind can be subject to diversion, inappropriately low tax payments can engender political pressure to expropriate assets, etc. Therefore, for an accurate assessment, the benefit streams need to be reported separately, using the definitions already developed for the EITI (Extractive Industries Transparency Initiative) that is promoted by the World Bank and others. 

All companies should already have full information about payments to individual governments as part of their tax accounting. Those subject to anti-corruption legislation affecting overseas operations should also have this information to be in compliance. Thus the costs of producing such information should be low. 

Despite this, the Discussion Paper refrains  from finally recommending such a requirement, seeking more commentary and research on the cost-benefit balance of requiring country-specific reporting of payments to governments. 

We would suggest that the IASB be urged to accept that it is already clear that the benefits of country-specific reporting of payments to governments outweigh the costs. We would also suggest that the experience of the EITI demonstrates the need for this information to be disaggregated by benefit stream. 
3. Drop key exceptions to the country by country reporting  

The IASB Discussion paper makes a compelling argument that a country should be the unit of account for extraction companies because that is where most of the financial, political and reputational risk lies.  Therefore volumes and costs of production should be reported on a country by country basis.  But it then inexplicably proposes that other core data, such as revenues, could be reported by commodity, completely ignoring the huge variations in fiscal terms among countries for mining the same commodity.  A disruption in Country X will have a very different impact than the same volume disruption in Country Y, but investors would have no way to assess the impact unless they know how much revenue a specific country is generating for the company affected.  We find some of the IASB recommendations directly contradict their own analysis and findings.  
Finally, we would like to return again to the criteria that EFRAG has used in supporting PWYP’s proposals, namely information that is decision-useful for investors only. We urge EFRAG to consider broadening this approach. 
The constitution of the IASC Foundation, states that one of its purposes is, “(a) to develop, in the public interest, 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 make economic decisions. 
  The June 2010 G-20 Toronto Summit Declaration calls on the International Accounting Standards Board to  “further improve the involvement of stakeholders, including outreach to emerging market economies”. ( Annex II, par. 31)  The issues we are raising are of critical importance to many stakeholders in emerging markets, including governments.  Their interests should not be ignored.  
The staff summary of deliberations that led to this wording of the IASC constitution in March 2010, stated that the addition of specific reference to investors, “does not minimise the importance of other users of financial information.
” This would be in line with the UNCTAD’s 2008 “Guidance on Corporate Responsibility Indicators in Annual Reports”
 stating that, in their opinion, financial statements might be used by:

· Investors and financial institutions;

· Business partners;

· Consumers;

· Employees;

· Surrounding community;

· Civil society organizations; and

· Governments and their institutions.

Yet the Paper explicitly rejects the specific needs of the last six of these user groups. We are particularly concerned that the Paper is ignoring the specific needs of government institutions, civil society organizations and surrounding communities for information, and discounting the benefits to this group of certain kinds of information when making cost-benefit assessments of new requirements. 
The IASB is aiming to be the global source of reporting standards. To do that, its legitimacy will rest on the degree to which it is seen to act in the public interest. Meeting the needs of investors and supporting a functioning market are clearly central to this. But this is not sufficient, especially in the current global financial and resulting political climate. We would suggest that the IASB should therefore be urged to include the needs of user groups other than capital providers in developing the new standard. 
Yours faithfully, 

Karin Lissakers

Director, Revenue Watch Institute
� EMBED Unknown  ���
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� Staff summary: Annotated constitution showing changes agreed at the January 2010 Trustees’ meeting
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