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TRIUMPH OR TRAGEDY? THE CURIOUS PATH OF

CORPORATE DISCLOSURE REFORM IN THE U.K.
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INTRODUCTION

It was the best of times, it was the worst of times. . .

It was the spring of hope, it was the winter of despair. . .

—Charles Dickens, A Tale of Two Cities (1859)

This quote well characterizes the views of those in London who,

in 2005, supported the expanded disclosure of the social and environ-

mental risks posed by companies’ business strategies and operational

decisions. On March 21, 2005, in a supposed spring of hope, Parliament

passed a statute requiring that 1,290 British-based companies listed on

the London Stock Exchange, New York Stock Exchange, or NASDAQ

publish an annual Operating and Financial Review and Directors Report

(“OFR”).1 The OFR statute, the culmination of a decade-long examination

of corporate governance, required companies to identify, consider, and

disclose a wide range of risks, including material social and environmen-

tal risks, as part of providing a comprehensive, forward-looking account

of business strategy.2 The process of developing the statute was highly-

publicized; as one British op-ed writer noted, “[t]he Operating and Finan-

cial Review has rarely been out of the headlines since the concept was first

mooted in the late 1990s.”3 Some version of the OFR has been suggested

as best practice for large companies for many years, but this was the first
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statutory requirement.4 But on November 28, 2005, in the “winter of our

discontent,” Chancellor of the Exchequer Gordon Brown abruptly revers-

ed course and rescinded the OFR, announcing its demise in a speech to

the Confederation of British Industry (“CBI”).5

Brown had been advised that “[i]f we wanted [a] deregulatory win

with appeal to big business, a radical symbolic stripping-down of the OFR

would go down incredibly well.”6 In fact, “the government’s efforts ‘back-

fired spectacularly,’ eliciting a firestorm of criticism ‘from an unlikely alli-

ance of business leaders, City investors, trade unions and green activists,’”7

and litigation threats from Friends of the Earth.8 As documents produced

in advance of that litigation made clear, not only were external parties sur-

prised and appalled by the decision, but the ministers of the Department

of Trade and Industry (“DTI”), the departmental author of the legislation,

and the Department for Environment, Food and Rural Affairs (“DEFRA”)

had only been informed of the decision five days before it was announced.9

One may suspect that the OFR “u-turn”10 also did not “go down incred-

ibly well”11 with Ministers of those Departments, Alan Johnson (DTI)

and Margaret Beckett (DEFRA), when seven years of work was scuttled

with five days’ notice.12

The authors admit to some amount of dismay as well. On No-

vember 28, 2005, after publishing and distributing a fifty-eight page law

review article that analyzed the OFR in detail just two weeks earlier, we

were faced with having written what seemed to be a leading contender
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for the “longest law review article with the shortest half-life” in history.13

Two days after Chancellor Brown made his announcement, Professor

Jayne Barnard invited one of us to discuss “the origins of [the OFR]

proposals, the political dynamics that fostered them, and the political

dynamics that ultimately did them in” as part of the William & Mary

Environmental Law and Policy Review Symposium on “Corporate Gover-

nance and Environmental Best Practices.”14 We accepted with a somewhat

heavy heart. For the authors, the Symposium provided a chance to at least

think about the apparent denouement of the OFR drama. More impor-

tantly, it seemed to be an opportunity to reconsider our thesis on the impli-

cations of the OFR developments for our corporate governance theory: that

the U.K. was developing a “third way” between the shareholder and

stakeholder conceptions of the firm, fueled in significant part by rapidly

shifting norms among a substantial number of institutional investors.15

This Article is the result, although the denouement may have been

only apparent, and the drama may have been simply between acts. As

it turns out, the Treasury decision was hastily considered and premised

on the belief that, after “odd moan[s]” about the expenses of having al-

ready begun to prepare annual OFRs, business would welcome the OFR

pull-back and investors would generally line up behind business.16 It was

also thought that opposition would primarily come from environmental

groups, the corporate social responsibility (“CSR”) lobby, and trade unions.17

But Treasury did not get the business reaction quite right and it badly

misread investor sentiment.18 In fact, some of the most resounding howls

of outrage came from investors, as they collectively acted to express their

views about what a revived, albeit stripped-down, OFR would need to in-

clude.19 Moreover, Treasury essentially ignored the accounting profession

in rescinding the OFR regulations, even though the original impetus for
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OFRs had come from that quarter.20 The Treasury was correct on one

count, though; environmentalists and CSR activists, with which London

is awash, quickly added their voices to the din of anger and dismay ex-

pressed daily in the press.21 Within months, conflicting policy proposals

proliferated from Treasury, DTI, DEFRA and Parliament, all trying to

fill the regulatory vacuum left by withdrawal of the OFR proposals.22

One public relations executive pithily summarized developments, com-

menting that “[t]here is a groundswell of opinion telling the Chancellor

he has been an idiot.”23 In the middle of this “clumsy policy muddle,”24

Financial Times writer Barney Jopson stated that “it was difficult to

know whether to laugh or cry . . . as the government’s handling of corpo-

rate reporting descended further into farce—or was it tragedy?”25

As this article is being written, this story appears to have entered

its final chapter. Barring any other unexpected developments, the nearly

twenty-year-old company law reform process, of which the OFR proposal

was a part, has apparently entered its final stage, with Parliament recently

enacting legislation that fundamentally changes the U.K.’s company law.26

Due in part to the energy unleashed amongst investors, CSR activists, and

the accounting community in response to the OFR “u-turn,”27 the new

Companies Bill emphasizes the consideration of social and environmental

issues within the scope of directors’ duties and incorporates social and
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environmental reporting into a “business review” that must conform with

the European Union’s Accounts Modernization Directive.28 Interestingly,

this legislation may accomplish the same substantive ends as the OFR

requirements in a more effective way.29

Ultimately, for all of the government’s fumbling, the entire im-

broglio may prove to be a cautious advance for corporate accountability.

Parliament’s actions on the Companies Bill may strengthen the substan-

tive standards of conduct required of public company directors and make

that conduct subject to enhanced disclosure.30 If so, part of the credit will

go the surprising coalition of environmentalists, CSR activists, NGOs,

institutional investors, and accountants, all of which reacted strongly to

Chancellor Brown’s about-face.31 Collectively, their actions leave an im-

pression that London has seen a significant change in the norms concern-

ing the accountability expected of public companies.

To explain the context of the OFR and the debate over it, Part I

contrasts the regulation of risk disclosure in the United States to what

the U.K.’s original OFR regulations and the EU’s Accounts Moderniza-

tion Directive reflect. Part II provides some further detail on the U.K.

Treasury’s process of deciding to scrap the OFR, focusing particularly on

its political analysis. Part III discusses the reactions of various institu-

tional actors to the decision, including companies, accountants, investors,

and CSR activists. Part III also traces the subsequent developments that

those reactions provoked. Part IV describes the Companies Bill’s new

regulation of directors’ duties and disclosure and explores some of the

debate concerning its provisions. Part V discusses the implications of

these developments for corporate governance theory. Throughout the

Article, the authors expand on the previously advanced theory that the

corporate governance system in the U.K. is quite distinct from that in

the U.S., although both are typically treated as part of a unitary “Anglo-

American corporate model.”32
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I. REGULATION OF DISCLOSURE OF RISK

A. General Approaches: U.S. and U.K.

The recent business scandals in the United States have led corpo-

rate boards, institutional investors, and government officials throughout

the world to pay increased attention to issues of corporate governance.

Consequently, two issues have gained prominence: (1) the structure of

companies’ internal financial controls, and (2) companies’ openness to ad-

dressing a wide range of market, business, strategic and operational risk

in their enterprise risk management (“ERM”) strategies. In response to

the fraud and financial malfeasance of companies such as Enron and

WorldCom,33 the United States Congress and Securities and Exchange

Commission (“SEC”) worked to enhance internal financial controls and

address the fraudulent accounting that misled investors about short-

term financial risks. The product was the Sarbanes-Oxley Act,34 which

imposes more stringent government oversight of accountants and height-

ened requirements for corporate officials.35 Although the requirements of

Sarbanes-Oxley make sense in light of the Enron debacle, the strategic

discussion, disclosure, and management of risk in the United States re-

mains relatively undeveloped, leaving investors exposed to unexplored

areas of risk. The Conference Board recently issued a report indicating

that only twenty-five percent of directors of non-financial companies

consider all major risks, including strategic and business risks, as part

of their discussions of risk, and that about two-thirds of the boards of

Fortune 500 companies place responsibility for risk analysis entirely in

the audit committee.36

In contrast, discussions of internal controls and enterprise risk

management were initiated in the U.K. well before the Enron fallout.

Since 1998, the Combined Code has provided that listed companies should



2007] TRIUMPH OR TRAGEDY? 323

37 See FIN. SERVICES AUTH., COMBINED CODE ON CORPORATE GOVERNANCE § 1.C.2.1 (2003).

The Combined Code contains principles of corporate governance that are incorporated

into the London Stock Exchange’s listing rules, with which listed companies are expected

to “comply or explain” their non-compliance. Id. pmbl.
38 See INST. OF CHARTERED ACCT. IN ENG. AND WALES, INTERNAL CONTROL: GUIDANCE FOR

DIRECTORS ON THE COMBINED CODE 30 (1999). This report is commonly referred to as the

“Turnbull Report.”
39 Id. app.
40 See Institute of Chartered Accountants, Internal Control: The Turnbull Report and

Implementing Turnbull, http://www.icaew.com/index.cfm?aub=tb2I_6242 (last visited

Mar. 1, 2007).
41 See generally Williams & Conley, supra note 2, at 514-16.
42 See id.

discuss in their Annual Report their systems of internal controls, includ-

ing “financial, operational and compliance controls and risk management

systems.”37 Also, the Turnbull Committee Guidance on Internal Control

(“Turnbull Report”), published by the Institute of Chartered Accountants

in England and Wales in 1999, gave public companies advice on estab-

lishing, evaluating, and publicly reporting on their systems of internal

control and risk management.38 The Turnbull Report acknowledged that

an effective internal control system might address a wide range of risks,

including “legal, health, safety and environmental, reputation, and busi-

ness probity issues” in addition to financial risk.39 As a result, a cottage

industry grew up advising British companies on establishing effective

internal controls.40 Once the market began to appreciate the importance

of risk management and internal control, institutional investors began

paying more attention to disclosure about these issues, both to manage

investment risk in their own investment portfolios and to evaluate the

thinking of boards of listed companies concerning a broad range of po-

tential risks to company strategy, operations or reputation.41 This is the

fertile soil in which the OFR consultation process flourished, trying to

instill a longer-term perspective among directors and investors by en-

couraging directors to identify and discuss social and environmental risks

as part of their risk management.42

An example of the interaction of risk management and disclosure

may clarify what is at issue in the U.S. versus U.K. and EU approaches

to social and environmental risk. Consider risks and opportunities from

climate change that, whether from physical changes in the environment,

regulatory efforts to mitigate those changes, or technological innovations to

address greenhouse gas emissions, are evident across the whole spectrum
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of economic activity.43 These developments affect myriad industries, in-

cluding agriculture, energy, transportation, water and waste treatment,

oil and gas, forestry, pulp and paper, basic industries (e.g., steel, chem-

icals, mining), tourism, building construction, real estate, manufacturing,

and insurance.44 These risks and opportunities have intensified since

February 2005, when the Kyoto Protocol took effect.45 The parties to the

Protocol, including the European Union, Russia, and Japan, have begun

to implement mechanisms for limiting greenhouse gas emissions, such as

emissions caps and trading systems for excess greenhouse gas capacity.46

Even though the United States did not ratify the treaty, American

companies face increased financial risks as a result of its coming into

force. For instance, European companies from countries participating in

the trading system will be able to reap economic benefits from reducing

their greenhouse gas emissions by selling credits for their unused emis-

sions.47 This seems likely to bring down their costs of production, enhance

their competitive economic position, and put U.S. companies at a compar-

ative disadvantage. A related issue is that of insurance costs. Swiss Re,

the world’s second largest re-insurer, has identified climate risk as “an

emerging liability risk.”48 Accordingly, it is including an analysis of a com-

pany’s approach to climate risk in its underwriting of liability insurance

for directors and officers.49 As European companies become motivated

by the financial incentives of the Kyoto Protocol and increasingly attend

to climate risk, their insurance premiums will presumably become less
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expensive than those of American companies.50 Despite the evidence of the

growing financial materiality of the climate change risk, it is still extremely

difficult to determine the extent specific industries and individual companies

are exposed to that risk by reading their public disclosure documents.51

We know from analogous studies of the impact of new environmental

regulations that companies within an industry are dissimilarly affected by

new regulations, depending on where they produce their products, how re-

cently they have upgraded production facilities, what investments they have

made in mitigating risks, and so on.52 This information—the financial risk

posed to sectors and companies by climate change—is unavailable in high-

quality form to investors reading American securities filings because of

inadequacies in disclosure regulations and how they are interpreted.53 The
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same lack of information is found across a wide range of serious social

and environmental risks, all of which may have material, long-term

financial consequences. Some examples include: labor abuses in clothing,

shoes, and light industry generally;54 the effects of oil and gas operations

on indigenous peoples’ property, culture, and general rights;55 HIV/AIDS

infection among workers and related individuals;56 and human rights poli-

cies and security arrangements, especially within extractive industries.57

In each of these examples, there exists no requirement that investors

routinely be provided with material risk-related information about Ameri-

can companies. In contrast, new disclosure requirements in both the EU

and the U.K. should start to bring more of this information to the mar-

kets, particularly as institutional investors increasingly demand it. The

following sections discuss those disclosure requirements in more detail.58

B. The European Union

Even before legal developments occurred at the EU level, several

individual member states had taken steps in the direction of mandated

social and environmental reporting. “For example, France,59 Belgium,60
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Germany,61 and the U.K.62 passed laws that require pension funds to dis-

close the extent to which they take ethical, social, and environmental in-

formation into account in constructing their investment portfolios.”63 As

hoped, these laws are starting to have important effects on the investment

behavior of large public-sector pension funds.64 The thinking is that, as

pension fund managers start to ask companies for information on these

issues, the companies will respond by making the information more gen-

erally available.65 “Acting more directly, Denmark,66 the Netherlands,67

Norway,68 and Sweden69 have all required companies to provide expanded

environmental information in their annual reports, starting with Denmark

in 1999.”70 France has implemented requirements for comprehensive dis-

closure of both social and environmental information.71
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2001). The European Commission’s

aim[] [was] to launch a wide debate on how the European Union could

promote corporate social responsibility at both the European and in-

ternational level, in particular on how to make the most of existing

experiences, to encourage the development of innovative practices, to

bring greater transparency and to increase the reliability of evaluation

and validation.
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Since 1968, the EU has been in the process of trying to harmonize

the company laws72 and accounting standards to accord with the Treaty

of Rome, which created the European economic community.73 In the last

five years the harmonization process has included “extensive discussion

of the social and environmental responsibilities of companies, culminat-

ing in the enactment of new social and environmental disclosure obli-

gations.”74 In its May 15, 2001 Communication on the EU Strategy for

Sustainable Development, the European Commission “invited” compa-

nies with 500 employees or more to publish annually a “triple bottom

line” report evaluating their performance against economic, environmen-

tal and social criteria.75 The Commission also adopted Recommendation

2001/453/EC,76 which calls for requirements that companies:
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• disclose and incorporate into their financial accounts

thirty-nine highly specific categories of environmen-

tal information;77 and

• include in their annual reports to shareholders in-

formation on environmental issues facing the com-

pany,78 on its policies and programs for improving

environmental protection, and on its environmen-

tal performance in such areas as energy use, water

use, emissions, and waste disposal.79

In 2003, much of this Recommendation was given the force of law

with passage of the Modernization Directive, which requires EU com-

panies to include “a fair review of the development and performance of

the company’s business and of its position, together with a description

of the principal risks and uncertainties that it faces” in their annual

reports.80 The Modernization Directive requires that:

To the extent necessary for an understanding of the com-

pany’s development, performance or position, the analysis

shall include both financial and, where appropriate,

non-financial key performance indicators relevant to the

particular business, including information relating to en-

vironmental and employee matters.81

The EU’s legislative bodies explained that the requirement to

provide non-financial information should “lead to an analysis of environ-

mental and social aspects necessary for an understanding of the com-

pany’s development, performance or position.”82 While states were free to

“exempt small and medium enterprises from the nonfinancial disclosure
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Id.
89 Williams & Conley, supra note 2, at 516; CLR STEERING GROUP FINAL REPORT, supra

note 87, at xvii.

obligations,”83 the expectation was that large European companies would

disclose “much more social and environmental information annually,

and, more specifically, to account formally for environmental costs and

potential liabilities.”84

C. The United Kingdom

In 1998, the U.K. launched a comprehensive review of its company

law, which in early 2006 led to the introduction of legislation discussed

below.85 One of the first steps in that review was a discussion of the cor-

porate purpose, or what we in the U.S. call the shareholder/stakeholder

debate. In its Final Report, the Company Law Review (“CLR”) Steering

Group recognized that the “primary purpose of the corporation is to create

profits for shareholders . . . .”86 The CLR Steering Group went well

beyond the narrow American concept of shareholder value, however.

First, it “concluded that the time frame for assessing profit creation must

be long-term, not short-term.”87 Second, it found that “long-term share-

holder value is best achieved by reducing a company’s future social and

environmental risk,” and by enhancing its reputation through consider-

ation of “‘the rights and needs of players other than shareholders.’”88

“Having settled on this ‘enlightened-shareholder’ view, the CLR

Steering Group then proposed a number of mechanisms to reinforce its

conclusion that companies need to be managed for the long term.”89 The
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mechanism on which we focus is its recommendation that the previously

voluntary OFR be made mandatory.90 It suggested that all companies of

“significant economic size” be required to prepare an OFR as part of

their Annual Report and Accounts, and that the OFR “provide a review

of the business, its performance, plans and prospects, and information

the directors judge necessary for an understanding of the business, such

as relationships with employees, suppliers and customers, environmental

and community impact, corporate governance and management of risk.”91

The British government “reacted favorably to many of the CLR
Steering Group’s proposals, including the OFR initiative.”92 Ultimately,

on March 21, 2005, the statute enacting it was passed.93 In its introduction
to a set of draft regulations in 2004, the Government gave a number of

examples of the sort of information that corporate directors might deter-
mine should be disclosed in the OFR, including:

• an explanation of risk management approaches em-
ployed by a company that stores, transports or uses

significant volumes of hazardous or toxic substances
that risk damaging the health of workers or others,

or polluting the environment;94

• how a company that is a heavy user of natural re-

sources, which may become scarce or the price of
which may change significantly, is intending to

reduce its dependency on such resources;95

• how a company that may be susceptible to the im-

pacts of climate change plans to mitigate the risks
and take advantage of the opportunities presented

by a changing climate;96



332 WM. & MARY ENVTL. L. & POL’Y REV. [Vol. 31:317

97 Id.
98 Id.
99 Phillips & Wyman, supra note 3.
100 See The Companies Act 1985 (Operating and Financial Review and Directors’ Report

etc.) Regulations 2005, S.I. 2005/1011 (U.K.), available at http://www.opsi.gov.uk/SI/si2005/

20051011.htm.
101 See ACCT. STANDARDS BOARD, REPORTING STANDARD 1: OPERATING AND FINANCIAL REV-

IEW 3 (2005), available at http://www.frc.org.uk/images/uploaded/documents/ACF345.pdf.
102 Id. at 3.

• current and likely future compliance record for com-

panies that are operationally dependent upon legal

consents for discharges to air, land or water;97 and

• an explanation of the risk management approaches

employed by a company to assess the operational im-

pact on biodiversity where failure to avoid or mitigate

damage would put development consents at risk.98

These examples illustrate the impressive breadth of social and

environmental risk disclosure expected pursuant to the OFR require-

ments. In conjunction with the “detailed financial statements in a com-

pany’s annual report,” OFRs were intended “to explain to the outside

world clearly and concisely just how the directors were running the busi-

ness and to provide an understanding of its operating environment, par-

ticularly the opportunities and threats it faces.”99 Consequently, OFRs

would combine expanded risk disclosure with financial information and

the directors’ views, thereby mirroring, and expanding upon, management

discussion and analysis (“MD&A”) of financial results in the U.S.. Thus,

it was clear that social reporting had come of age via the OFR regulations.

The implementing legislation required the directors of a quoted

company to prepare an OFR for financial years beginning on or after

April 1, 2005, and so the first OFRs pursuant to the statutory requirement

would have been issued beginning in April of 2006.100 In May of 2005, the

Accounting Standards Board issued a Reporting Standard concerning

OFRs (“Standard”), which “requires directors to prepare an OFR ad-

dressed to members, setting out their analysis of the business, with a

forward-looking orientation in order to assist members to assess the

strategies adopted by the entity . . . .”101 It set out the essential principles

to which OFRs must adhere; according to the standard, they must

“complement and supplement . . . [company’s] financial statements[,] be

comprehensive and understandable[,] be balanced and neutral[,] and be

comparable over time.”102
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The core of the Standard was contained in paragraphs twenty-

eight through thirty, which state:

28. The OFR shall provide information to assist mem-

bers to assess the strategies adopted by the entity

and the potential for those strategies to succeed.

The key elements of the disclosure framework nec-

essary to achieve this are:

a. the nature of the business, including a descrip-

tion of the market, competitive and regulatory

environment in which the entity operates, and

the entity’s objectives and strategies;

b. the development and performance of the

business, both in the financial year under

review and in the future;

c. the resources, principal risks and uncertain-

ties and relationships that may affect the

entity’s long-term value; and

d. position of the business including a descrip-

tion of the capital structure, treasury policies

and objectives and liquidity of the entity,

both in the financial year under review and

the future.

Details of particular matters

29. To the extent necessary to meet the requirements

set out in paragraph 28 above, the OFR shall in-

clude information about:

a. environmental matters (including the im-

pact of the business of the entity on the

environment);

b. the entity’s employees;

c. social and community issues;

d. persons with whom the entity has contrac-

tual or other arrangements which are essen-

tial to the business of the entity;
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e. receipts from, and returns to, members of the

entity in respect of shares held by them; and

f. all other matters the directors consider to

be relevant.

30. For items (a) to (c) in paragraph 29, the OFR shall, in

particular, include:

a. The policies of the entity in each area men-
tioned; and

b. the extent to which those policies have been
successfully implemented.103

The Standard also stated that “to the extent necessary to meet
the requirements set out in paragraph 28 . . . , the OFR shall include the

key performance indicators, both financial and, where appropriate, non-
financial, used by the directors to assess progress against their stated

objectives.”104 Given the OFR requirement’s derivation from risk man-
agement and reporting standards, it is not surprising that the Standard

included elements of these disciplines. For example, one paragraph in the
Standard required company OFRs to “include a description of the prin-

cipal risks and uncertainties facing the entity, together with a commen-
tary on the directors’ approach to them.”105 It also required discussion of

stakeholder relationships and an analysis of specific aspects of a com-
pany’s financial position, including capital structure, treasury policies,

cash flows, current and prospective liquidity, and key performance indi-
cators.106 The Standard emphasized, though, that nothing in it required

the disclosure of matters in negotiation if such disclosure, in the eyes of
the directors, could be prejudicial to the company.107

Altogether, the Standard provided a comprehensive and intel-
ligent framework for forward-looking disclosure of a company’s strategy,

goals, risks, opportunities, financial performance, and expectations for the
future. The framework also gave companies the opportunity to discuss the

social and environmental factors that might have an impact on future
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financial performance. Given problems with financial reporting in the
recent past, particularly in the United States, the OFR regulations and

Operating Standard seem to have advanced an intelligent policy that
would elicit exactly the sorts of information investors ought to have

when judging a company’s prospects. Its demise as a statutory require-
ment was, therefore, unfortunate.

II. THE OFR U-TURN

Confidential memos on the Treasury Department’s website, posted
as a result of litigation threatened by Friends of the Earth, give a unique
view into the decision-making process preceding the u-turn. The very
posting of the memos seems itself to be an indication of the value of trans-
parency in promoting accountability. Although, in this instance, the docu-
ments do not show the Treasury Department’s decision-making in a part-
icularly favorable light, the episode provides an excellent example of the
direct relationship between transparency and accountability in a demo-
cracy. The U.K. Government ought to be commended for its disclosure.

In a 2005 letter to Friends of the Earth, Adam Chapman, writing
for the Treasury Solicitor, described the process that led to the decision as
having started in July 2005 when “officials at HM Treasury were asked
to identify deregulatory opportunities.”108 Yet, one might infer from meet-
ing notes released to Friends of the Earth that the actual idea to scrap
the OFR was suggested earlier, specifically in a June 8, 2005 meeting be-
tween someone from Hermes, an institutional fund manager, and uniden-
tified HM Treasury officials.109 The meeting note reads, in its entirety:

Hermes note (08/06):

He thinks the OFR is colossally over-engineered and says
this is also what the accountants are saying. If we wanted
deregulatory win with appeal to big business, a radical
symbolic stripping-down of the OFR would go down in-
credibly well. I see his point. Is it feasible?110
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It seems ironic that Hermes was the apparent author of this suggestion.

Hermes is independent of any other financial services group,111 avoiding

many conflicts of interest faced by other fund managers here in the U.S.,

like Magellan or Vanguard.112 It describes itself as follows:

We invest funds on behalf of around 240 clients including

pension funds, insurance companies, government entities[,]

and financial institutions, as well as charities and endow-

ments. However, Hermes’ largest client is the BT Pension

Scheme (BTPS) who, as owner of Hermes, gives its invest-

ment management perspective a unique insight and close

alignment to the needs of other long-term investors and

especially pension funds.113

Hermes invests in underperforming companies that are funda-

mentally sound and works with them to turn things around.114 Moreover,

scholars have credited Hermes for being explicit about the need for inves-

tors to establish long-term relationships with companies and for compa-

nies to “manage effectively relationships with their employees, suppliers[,]

and customers” as well as to provide high ethical standards and “environ-

mentally and socially responsible behaviour. . . .”115 The kind of thoughtful

management and long-term perspective that the OFR sought to encourage

would seem to be precisely what a firm like Hermes would favor. It is

possible that Hermes perceived a potential competitive disadvantage if

the kind of knowledge it developed in its “long-term relationships with

companies” became more freely available. That explanation is supported

by a published quote of Hermes’ Associate Director for Governance and

Engagement, Paul Lee, who broke ranks with most institutional investors

and supported the OFR u-turn, asserting that information should be

available based on “[d]iscussions [that] should be between two parties:
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companies and their owners who should be able to develop practical guid-

ance and best practice between them.”116

Once the suggestion to scrap the OFR requirements was planted,

it took root quickly. Soon after the meeting with Hermes, HM Treasury

completed a policy and political analysis of the potential effects of drop-

ping the OFR requirements. Treasury concluded that, after an “odd moan”

about the wasted expense of having begun to prepare annual OFRs,117

the main challenge would be dealing with possible “handling issues.”118

Treasury predicted that “[c]hanging the requirement so soon would be per-

ceived in some quarters as a U-turn”119 and “muddled Government policy

in this area.”120 But it also divined that businesses would welcome the

OFR pull-back,121 which ended up being largely correct. An editorial writer

for the Times of London, a publication that which represents the most con-

servative strand of British business opinion, praised the decision, writing

“[t]he Government’s decision to repent on this nonsense is to be wel-

comed.”122 The Confederation of British Industry also pronounced itself

“delighted” by the decision.123

On balance, however, the response from business appeared tepid.

Treasury’s own analysis recognized that the OFR requirements were “in-

tended to increase transparency in reporting and ha[d] been welcomed,

or at least accepted, by most stakeholders, including directly affected

businesses.”124 Indeed, Miles Templeman, the director-general of the

Institute of Directors, “concede[d] the scrapping of the OFRs has had a

mixed reaction among his members.”125 Also, Peter Montagnon of the
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Association of British Insurers wrote that he supported proposals to

ensure “the kind of high-quality narrative reporting that investors and

companies wanted to see out of [OFRs] but without imposing unaccept-

able burdens of cost or potential liability.”126

In the end, few business interests publicly criticized the decision,

with the exceptions of insurers,127 human resources directors,128 and public

relations specialists.129 Although executives in companies that are CSR

leaders often say in private interviews that they would welcome regulation

to produce a level playing field, they rarely express that view publicly.

In general, companies are loath to get too far in front of their respective

industries on CSR issues.130
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Treasury’s political analysis further assumed that investors would

be “neutral to broadly supportive” of the pull-back,131 beliefs that subse-

quent events proved to be widely off the mark.132 The political analysis

did predict opposition,133 which it assumed would be from “environmental

groups[,] trade unions,”134 and from the “significant lobby” of CSR groups.135

The main task Treasury perceived was to “balance the concerns of CSR

groups, environmental groups, and unions, with those of investors and

businesses.”136 Treating the concerns of those interests as in simple

opposition to each other, however, ignored the trends in London over the

past ten years, where many institutional investors and some businesses

had incorporated the concerns of CSR activists into their strategies.137

At the time this policy change was being considered by Treasury,

the U.K., like the rest of Europe, was under a directive from the EU to

improve narrative reporting and forward-looking information.138 The de-

cision within Treasury was framed as a choice between the OFR as it had

developed versus a roll-back to the impliedly less-demanding Directive.139

The Directive and the OFR were in fact very similar in several important

respects. They used parallel language, with the OFR regulations drawing

substantially from the Directive’s language, even though the OFR process

had begun earlier. Both required the discussion of “environmental, social,

and employee matters ‘to the extent necessary’ to provide an informed

understanding of [a] company’s strategic development, performance, current

position, and future risks and uncertainties.”140 Both required the use of

“key performance indicators” for financial matters, and for non-financial

matters such as the environment or employee issues “where appropriate”

to provide a balanced and comprehensive analysis.141 Significantly, how
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144 OFR Internal Discussion Note, supra note 120, at 4.
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ever, the reporting requirements of the OFR were much more specific than

those of the Directive, particularly as the OFR requirements had been

defined by the Accounting Standards Board’s Standard.142 Consequently,

the OFR pull-back has left companies and their accountants with less

guidance on how to conform their reporting to law, although they can cer-

tainly continue to use the Standard on a voluntary basis.

HM Treasury’s analysis assumed that the primary cost savings

to companies from scaling back the OFR would come from adopting the

less onerous auditing standard of the Directive. The Directive requires

an audit opinion that the expanded narrative report is consistent with the

accounts, while the OFR would have required an opinion that nothing

came to the auditor’s attention that was inconsistent with the OFR.143

According to a Treasury memo, “[t]he argument is that information about

the fuller picture is not verifiable against accounts and so other sources

need to be considered. OFRs capture more of this sort of information than

the expanded directors’ report, which is why only OFRs would be sub-

jected to the higher assurance standard.”144 Using DTI figures for the ad-

ditional costs of this audit requirement—an extra £29.3 million in total,

or £22,713 per company145—Treasury determined the extra value of the

OFR was not worth the additional cost:

There is no question that a statutory, and more compre-

hensively audited, OFR has clear benefits but we are not

persuaded that the cost to quoted companies justifies this

level of regulation. Rolling back to the requirements of the

EU Accounts Modernisation Directive minima would re-

duce business costs . . . [but] would nonetheless still result

in an appreciable improvement in narrative reporting (com-

pared to the pre-statutory OFR situation). A substantial



2007] TRIUMPH OR TRAGEDY? 341

146 Note to Chancellor of HM Treasury on Operating and Financial Review (OFR) Regu-

lations: Proposal to Roll-Back to EU Minima 7 (Nov. 11, 2005) [hereinafter Note to Chan-

cellor on OFR Proposal to Roll-Back], available at http://www.hm-treasury.gov.uk/media/

BB5/C2/eascadvice11nov020306.pdf.
147 See supra note 143 and accompanying text.
148 See supra notes143 and accompanying text.
149 OFR Internal Discussion Note, supra note 120, at 5 (“[T]his increment seems unusually large.

We need to confirm that the DTI RIA [regulatory impact analysis] did not make an error.”); Note

to Chancellor on OFR Deregulatory Opportunity, supra note 16, at 1 n.1 (“Note—all costs taken

from DTI RIA, dated 8 October 2004. These costs should be verified with DTI.”)
150 See OFR Internal Discussion Note, supra note 120, at 1.

part of the benefits identified by the DTI (including en-

hanced credibility and improved investor relations, lower

average cost of capital and more liquid capital markets)

should still be realised.146

Treasury’s analysis seems suspect on several grounds. First, its

assessment of the relative burdens of the two standards seems backwards.

The OFR standard appeared not to trigger any duty unless the auditor

had actually seen something that was inconsistent with the company’s

representations in its OFR.147 In other words, it did not appear to create

any affirmative duty to investigate. By comparison, the Directive’s stan-

dard appears much more open-ended, with its requirement that the com-

pany’s narrative report be adjudged consistent with accounts.148 Second,

the cost estimates, which are curiously specific to the last pound, strike

us as speculative at best. The internal Treasury memos mention a need

to confirm these figures with DTI,149 but there is no evidence that this

actually happened.

Even if the Treasury’s analysis of burden were correct, one might

be forgiven for thinking that £22,713 per company is a fairly modest price

to pay for the benefits DTI had identified from the OFR—enhanced credi-

bility, improved investor relations, lower average cost of capital, and more

liquid capital markets.150 As one member of the Company Law Reform

Steering Group wrote:

The worst kind of dumbing down of company law

was how one eminent lawyer described to me the chancel-

lor’s decision last week to scrap the operating and financial

review. The worst of it is that this policymaking on the hoof

will do little to simplify regulation or reduce costs for UK

business—the supposed [pound sterling] 30m of savings
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has a very plucked from the air look about it—because

listed companies will still have to produce a similar docu-

ment to comply with the European Union’s accounts mod-

ernisation directive.

This calls for more social and environmental report-

ing. Yet it will not contain the forward looking information

required by the OFR on business prospects. Nor will it en-

courage a proper discussion of those business drivers and

risks that are not captured by historic cost accounting,

which was a vital part of the OFR’s purpose.151

III. REACTIONS TO THE OFR U-TURN

If this were simply an example of a government policy choice that

miscalculated the politics of a situation, it might not be very interesting,

and it certainly would not be unique. Yet, the way that the Treasury de-

partment miscalculated the politics of the situation makes this worth

exploring, as are the implications for corporate governance. First, the in-

terests of the accountancy profession were not mentioned in the October

11, 2005 analysis of whether to scrap the OFR.152 By November 11, 2005,

when the decision was final and Treasury was working out “handling

issues,” Treasury had recognized that the “audit profession may have con-

cerns about reducing the scope of corporate reporting and loss of an an-

ticipated workflow.”153 This, however, understated the affected interests

quite substantially.

While the accounting profession certainly had financial interests

in the OFR regulations, its commitment to them cannot be fairly described

as purely mercenary. Part of the commitment was historical; the require-

ments had originated in the accountancy profession, and its members had

been influential in shaping it. For example, the Turnbull Committee’s guid-

ance report on internal control, a project of the Institute of Chartered

Accountants in England and Wales, had first argued that businesses

should identify and manage a wide range of business risks and also eval-

uate internal controls with respect to those risks.154 A report on the
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30, 2005, at 18. According to Good:

The OFR is not inherently prescriptive; it is not focused solely on social

and environmental strategies and is not an example of the European

gold plating that so concerns the chancellor.

The OFR was a carefully evaluated proposal arising from the Company

Law Review, and has commanded a broad measure of support, especially

from investors.

Id. See also David Phillips & Peter Wyman, Letter to the Editor, Do Not Confuse Good

Practice with Red Tape, FIN. EXPRESS, Dec. 6, 2005, http://www.financialexpress-bd.com/

index3.asp?cnd=12/6/2005&section_id=4&newsid=9002&spcl=no (“The OFR was never

designed to replace the detailed financial statements in a company’s annual report, but

rather to give a complementary and user-friendly overview of business-critical issues to

implementation of Turnbull concluded that “the [Turnbull] guidance has

contributed to a marked improvement in the overall standard of risk man-

agement and internal control since 1999,”155 and, considering the October,

2005 date, ironically concluded that “[t]aken together with the Operating

and Financial Review, the internal control statement [in the annual re-

port] provides an opportunity for the board to help shareholders under-

stand the risk and control issues facing the company . . . .”156

As these statements suggest, accountants had embraced the im-

portance of enhanced reporting as a technique for improving company

management and producing better information for investors. Literally

days before the OFR pull-back, the Association of Chartered Certified

Accountants (“ACCA”), an international association of 105,000 accountants,

published a report on how expanded reporting could “drive the business

forward.”157 Letters written by accountants or officials in accountancy

organizations in response to Treasury’s decision emphasized the business

benefits of the OFR, not the social or environmental aspects of the en-

hanced reporting.158 A letter from Seamus Gillen of Glenfen, the reputation
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enable readers to reach a better informed view of the company’s performance.”); Charles

Tilley, Opinion, A Lost Opportunity on Reporting Rules, FIN. TIMES, Nov. 30, 2005, at 19.

Without a form of narrative reporting such as the OFR, business report-

ing remains essentially backward looking and focused on historical fi-

nancial statements. The financial statements do not—and cannot—cover

strategy, intangible assets, prospects, opportunities[,] and risks. One

of the key objectives of the OFR is to assist members [investors] “to

assess the strategies adopted by the entity and the potential for those

strategies to succeed.”

Id.
159 See Seamus Gillen, Letter to the Editor, A Setback in Search for Growing Trust, FIN.

TIMES, Dec. 1, 2005, at 22.
160 Press Release, Fin. Rep. Council, The Operating and Financial Review (Nov. 29, 2005),
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and risk management consultancy which collaborated with ACCA in its

study, represents the typical perspective:

The reason the chancellor’s decision has been met with

such dismay, including a challenge from the floor of the

CBI conference itself, is because many companies perceived

the advantages OFR-style reporting would bring. Apart

from the increased transparency generated by stronger

levels of disclosure, our work with companies confirmed

that they saw the opportunity for using the exercise to

drive improvements in performance, and to produce tan-

gible benefits that exceeded the costs.159

The Financial Reporting Council (“FRC”), the “unified, independ-

ent regulator” for corporate reporting and governance in the U.K., com-

prised of “the Accounting Standards Board, the Auditing Practices Board,

the Financial Reporting Review Panel, the Accountancy Investigation and

Discipline Board, and the Professional Oversight Board for Accountancy”

put out a frosty press release on November 29, 2005.160 In it, the FRC

“noted the announcement made . . . by the Chancellor of the Exchequer”

and, in a model of understatement, stated that “[t]he announcement has

implications for a number of the FRC’s operating bodies.”161 After promising

to make further announcements “[a]s the Government’s detailed plans for

removing the statutory requirement for the OFR (while retaining the

requirement for an enhanced business review in the director’s report) become

clearer,”162 the FRC provided a cogent summary of the profession’s views:
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The FRC has long believed that the publication of a narra-

tive explanation of a company’s development, performance,

position and prospects should be encouraged as an impor-

tant element of best practice in corporate reporting. The

ASB first produced a statement of best practice in 1993

(updated in 2003). A significant number of FTSE 100 com-

panies already publish an OFR. Regardless of whether or

not an OFR is a statutory requirement, the FRC’s view of

best practice remains unchanged. . . . [The ASB’s Reporting

Standard] is the most up-to-date and authoritative good

source of best practice guidance for companies to follow.163

HM Treasury entirely missed the accountancy profession’s intel-

lectual commitment to risk management and internal control, an action

that is particularly frustrating in a post-Sarbanes-Oxley world where

many U.S.-listed British companies need to discuss their internal financial

controls anyway. Indeed, Treasury was stunningly obtuse in ignoring the

accountants’ embrace of the OFR as part of a process to force boards of

listed companies to think carefully about a broad range of potential risks

to company strategy, operations, and reputation.

Treasury, in addition, badly misread investor sentiment on the

OFR regulations, thinking that investors would be “neutral to broadly

supportive.”164 Some investors clearly were sympathetic, or at least not

particularly opposed, to the roll-back. As noted above, Hermes was cited

in Treasury documents as a source supporting the idea of the roll-

back.165 Treasury said that its analysis was based on a poll in which 34%

of investors had opposed the original proposals.166 However, that same

poll showed that 41% of fund managers said that they supported the

proposal.167 From a qualitative perspective, the intensity of support of

those investors who saw value in the OFR requirements has been higher

than the intensity of opposition of those who did not. As the Financial

Times put the point:
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[T]he [OFR] concept is popular with investors and many

leading companies already include an OFR in their an-

nual reports.

Mr. Brown’s decision to scrap the OFR at this late

stage shows a poor grasp of the difference between neces-

sary government regulation and superfluous red tape.168

Consequently, investors and investor organizations, as the accoun-

tants had, immediately burst into print with criticism of the decision.

For example, the lead sentence of one November 29, 2005 article read:

“Gordon Brown was lambasted by investors, accountants and environ-

mentalists yesterday for abandoning plans to force listed companies to

disclose more about their operations.”169 Investors were quoted in the

article as being “surprised and disappointed,”170 and in a later article were

described as being “aghast.”171 The November 30th letter to the editor by

Tony Good, Chairman of the Accounting Advocacy Committee, and John

Rogers, Chief Executive of the U.K. Society of Investment Professionals,

is illustrative of the tenor of many such comments:

At a time when the introduction of international financial

reporting standards has concerned many that financial

reports are becoming less coherent, it seems very strange

to play down a measure that provides a coherent frame-

work for explaining the results and management’s strate-

gies for the business. . . .

. . . To conclude—at this very late stage and in the face of

the needs of the investor community—that such an ini-

tiative is burdensome “red tape,” is frankly absurd.172
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The Treasury’s analysis missed an important shift among many

investors in the U.K.. These investors increasingly understand that com-

panies must manage a wide range of potential risks, including social,

environmental, and business probity risks.173 As investors, they want in-

formation that shows them that their companies have an intelligent risk

management system in place. Management’s improper handling of social

and environmental issues would seem to be one reason for institutional

investors to intervene with management to fulfill institutions’ fiduciary

duties to their shareholders. But by perceiving social and environmental

concerns to be inevitably in opposition to financial and business concerns,

Treasury failed to comprehend the extent to which sophisticated investors

in London now understand the direct connections between the two.174

Treasury was correct in one aspect of its political analysis: that

environmentalists, trade unions, and other groups would oppose its de-

cision.175 As expected, those groups also burst into print with astonish-

ment and outrage.176 That outrage reached its apogee with Friends of the
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Earth’s almost immediate turn to litigation,177 filing a press release on

December 7, 2005 stating its belief that the decision was “procedurally

unfair, irrational/perverse, a breach of legitimate expectation . . . based

upon material errors of fact,” and thus “unlawful.”178

IV. THE LEGISLATIVE STATUS IN 2006

The withdrawal of the OFR left a “policy vacuum.”179 Given the

need to pass legislation to conform with the EU Accounts Modernization

Directive, the Government could not just lie low and wait out the bad

press.180 Rather, it had to do something to develop the requirements for

the Business Review. Moreover, because the Companies Bill181 contained

references to the OFR requirements, the Government needed to bring for-

ward amendments to that Bill, which had been introduced in the House

of Lords on November 1, 2005.182 Thus, on December 15, 2005, DTI Minister

Alan Michael “invit[ed] views from interested parties by 15th February”

about the Companies Bill amendments, and requirements for the Business

Review, even as he clarified the reporting requirements for businesses in

light of the OFR withdrawal.183

The “clarification” was a model of trying to appease all factions, start-

ing with its commitment to business “not to impose regulatory requirements

on U.K. businesses over and above relevant EU Directive requirements,”184

or in the current British jargon, not to “gold-plate” such Directives. The

U.K. government then extended a tentative olive branch to civil society

by recognizing the importance of companies reporting on “non-financial
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issues relevant to the development and performance of the business, includ-

ing, for example, environmental matters and human capital management,

and they will need to do so under the Business Review requirements.”185

It also tried to mollify the large proportion of companies that had been

in the process of preparing their first mandatory OFRs:

Companies that have been preparing to produce an OFR

will be able to use that work to produce their Business
Review. In addition, many companies have been producing

a voluntary OFR from some years, and may wish to con-
tinue doing so using work that they have done toward the

mandatory OFR. Or they may use that work to improve
the quality and depth of their Business Review.186

This statement went down about as well as the original Treasury
decision. In his comments accompanying the above so-called clarifica-

tion, DTI Minister Michael said that “[g]iven the nature of the proposed
change, which is a recalibration of existing policy rather than a funda-

mental change, and given the extensive evidence collected in the recent
consultation process on this issue, it was not considered necessary to carry

out further public consultation [on the legislation repealing the OFR].”187

Calling this policy reversal a “recalibration” is “rather like Napoleon pre-

senting the retreat from Moscow as a ‘slight change of plan,’” quipped
Mark Goyder of Tomorrow’s Company.188 He explained his view thusly:

Over the next five years forward-looking statements will be-
come universal around the world. We need rigour in measur-

ing and reporting on the values and behaviours that are es-
sential to the creation of enduring shareholder value. Invest-

ors need to have their finger on the pulse of relationships
with customers, employees and suppliers. The OFR stand-

ard offers a clear, understandable framework for moving
into this new generation of reporting. Companies that

have already put in the work have told us that the OFR is
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strengthening their focus on strategy and their selection
of the right performance indicators.

The irony of the “recalibration” is that companies

are left with most of the work to comply with a European

Union directive, but with added uncertainty and fewer of

the benefits that come from focusing on the future. Invest-

ors are deprived of a clear and consistent framework which

they may use in question companies on the intangibles.

This is a costly regulatory blight to impose on business.189

Indeed, after a brief holiday pause, the uncertainty over what to

report, and how, grew as different approaches proliferated. In January,

DEFRA, the environmental agency, sent a letter to thousands of busi-

nesses reminding them of their obligation to report on significant envi-

ronmental issues in preparing the Business Review.190 Yet, months later,

fewer than ten percent of businesses knew that they had an obligation

to discuss environmental and social aspects of their business in their

Business Review.191 The Financial Times reported that the DEFRA letter

“points to a degree of confusion within government over post-OFR com-

pany reporting,” even as “the Financial Reporting Council, the corporate

reporting regulator, is turning its own OFR reporting standard—now

stripped of its statutory backing—into a statement of best practice.”192

Several institutional investors and corporate governance groups who

found the reporting requirements confusing wrote to DTI on January 20,

2006, asking it to act to “fill a dangerous policy vacuum created by the sud-

den abolition of a new corporate reporting rule.”193 Within days, Parliament

was piling on, with “[t]he head of the Commons Treasury Committee . . .

rais[ing] doubts over the wisdom of scrapping mandatory OFRs” and a

House of Lords committee stating that “the House may wish to ask whether

there is adequate co-ordination within government in developing the
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underlying policy, given that the OFR requirement was introduced by

the secretary of state for trade and industry and its removal was

announced by the chancellor.”194 Then, on February 1, 2006, the potential

litigation with Friends of the Earth was settled. As part of the settlement,

the government announced that it would re-examine its decision on the

OFR requirements as part of its consultation on the Business Review.195

At this point, Gerald Russell, senior partner at Ernst & Young, probably

spoke for many in London when he called the situation a “farce,” explain-

ing, “There was extensive consultation before the OFR was adopted—

what on earth is the point of going through it all again? It would be much

better to admit the error and reinstate the original position.”196

Throughout the Spring of 2006, institutional investor activists

took the lead in trying to identify an intelligent way forward. The orig-

inal effort, reflected in the January 20 letter referred to above, was to en-

courage the government to clarify reporting responsibilities in the short

term; this encouragement did not produce a satisfactory result.197 With

the expanded consultation, investors stepped up their efforts, first with

a thoughtful letter from Neil Dwane of Allianz Global Investors and Peter

Moon of Universities Superannuation Scheme, the chief investment offi-

cers of two large institutional investors. They called for a move beyond an

“overly ideological debate” to a recognition of the need for “rigorous re-

porting” to allow investors to “adopt a longer-term investment horizon,

take into account the factors that define corporate profitability in the

medium and longer term, [and] allocate capital more efficiently.”198 Then,

on March 23, 2006, a letter signed by twenty-seven institutional investors,

pension funds, and corporate governance activists was delivered to the

DTI.199 Apparently recognizing that reinstating the OFR was not likely,
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and that the debate had become polarized, the letter urged the govern-

ment to do four things: (1) use the Accounting Standards Board’s Report-

ing Statement as voluntary best practice for compliance with the Busi-

ness Review;200 (2) address directors’ concerns about personal liability by

clarifying the policy on good-faith “forward looking” statements and not

penalizing directors if events turned out differently than predicted;201 (3)

align British developments with work being undertaken by the Interna-

tional Accounting Standards Board on comprehensive business report-

ing;202 and (4) assume a leadership role in “moving to an ‘enlightened

shareholder value’ approach which is focused on the long term.”203 The

letter concluded that:

The type of information that companies produce, and in

what form they produce it, has a profound impact on the

way in which shareholders use that information—and a

knock-on effect on the way in which capital markets play

their role in I) the efficient allocation of capital and ii) dis-

couraging the externalization of costs on to other com-

panies, society, the environment and future generations.

Whilst the above proposals are clearly focused on the needs

of long-term responsible investors, the changes that would

result would go a long way towards meeting the legitimate

expectations of wider stakeholders. These proposals, there-

fore, represent a workable solution in the short term, and ad-

dress the Government’s medium and long-term objectives.204

The authors of the March 23 letter also articulated ten principles

for comprehensive business reporting, reproduced as Appendix A to this

Article.205 These principles assumed that international convergence would

ultimately require more comprehensive business reporting and that, by

including “the totality of variables that influence corporate performance

(including extra-financial factors),” improved quality and range of the in-

formation reported would enhance both a company’s decision-making and
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the judgments made in the capital markets.206 The writers also pointed

to “extra-financial factors,” such as

fundamentals that have the potential to impact companies’

financial performance or reputation in a material way, yet

are generally not part of traditional fundamental analysis.

Some examples are future political or regulatory risks, the

alignment of management and board with long-term com-

pany value, R&D/innovation, the quality of human resources

management, risks associated with governance structure,

the environment, branding, corporate ethics, and stake-

holder relations.207

Governments, like most people, seem loath to admit error. Thus,

the process came to a regrettable, if predictable, conclusion. On May 3,

2006, the Government announced a package of reforms that did not re-

instate the OFR requirements and seemingly took up only one of the

March 23rd letter-writers’ suggestions: that of providing protection from

liability to directors for good-faith statements in their Business Review.208

The Government’s announcement appeared far from apologetic. Indeed,

the statements in its press release have an aggressive tone, emphasizing

that its “aim has always been to encourage meaningful strategic, forward-

looking information to assist shareholder engagement while avoiding dis-

proportionate burdens on business, in line with our better regulation

agenda.”209 Thus, it determined that “the additional burden imposed by

the statutory OFR requirement is not justified in light of the competitive-

ness of UK businesses.”210 Then, in an unexpected twist, the Government

brought attention to what it had long ago decided to do on directors’ duties:

On directors’ duties, the Government amendments seek to
put beyond doubt that the need to have regard to certain

factors (including the interest of the employees and impact
on the environment) is subject to the overriding duty to
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act in the way the director considers, in good faith, would
be most likely to promote the success of the company for

the benefit of its members [shareholders] as a whole.211

From a distance, it is not clear why the Government thought it

necessary to emphasize this issue in the press release. Having rejected
the pluralist, stakeholder model of the corporation early in the Company

Law Reform process, it is puzzling that the Government thought it neces-
sary to “put beyond doubt” that directors’ duties are focused on the success

of the company for the benefit of shareholders.212

Still, as the Companies Bill currently stands, what has been put

beyond doubt comes surprisingly close to a stakeholder model of directors’
duties, even though the government describes it as “enlightened share-

holder value”:213 The relevant section reads as follows:

Section 173: Duty to promote the success of the company

(1) A director of a company must act in the way he con-

siders, in good faith, would be most likely to promote the
success of the company for the benefit of its members as a

whole, and in doing so have regard (amongst other matters)
to—

(a) the likely consequences of any decision in
the long term,

(b) the interests of the company’s employees,
(c) the need to foster the company’s business

relationships with suppliers, customers[,]
and others,

(d) the impact of the company’s operations on
the community and the environment,

(e) the desirability of the company maintaining
a reputation for high standards of business

conduct, and
(f) the need to act fairly as between members

of the company.214
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According to the remarks of DTI Minister for Industry and the

Regions Margaret Hodge made during Parliamentary debate, “the ele-

ments[—] (1)(a) to (f)—are crucial to any understanding of a corporate

responsibility agenda.”215 When this provision was being debated in the

House of Commons on July 11, 2006, Minister Hodge emphasized the ex-

tent to which the provision on directors’ duties is a departure from narrow

conceptions of shareholders’ interests:

The clause does codify and bring into law for the first time

duties around corporate social responsibility. I do not run

away from that; it is a deliberate act by the Government.

That is at the heart of the Bill. For me, one of the key

issues is how we marry the commercial success of individ-

ual companies and the resulting benefits to, and growth

and prosperity of, the economy, with sustainability and

social justice. Again, for me, that is a good example of what

lies at the core of what this Labour Government [is] about:

trying to see those two issues as part of a single whole

and, despite uncomfortable tensions, trying to integrate

them as consistent principles, rather than allow them to

be competing ambitions with no commonality.216

The Business Review requirement articulates this statement of

duties, with its purpose being “to inform members of the company and

help them assess how the directors have performed their duty under

Section 173 (duty to promote the success of the company).”217 More spe-

cifically, the provision requires,

to the extent necessary for an understanding of the de-

velopment, performance[,] or position of the company’s

business, . . . information about

(i) environmental matters (including the im-

pact of the company’s business on the envi-

ronment);

(ii) the company’s employees; and

(iii) social and community issues . . . .218
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If the review does not contain all of this information, it must provide an

affirmative statement of what has been omitted.219 In addition, a Review

must include, “where appropriate, analysis using other key performance

indicators, including information relating to environmental matters and

employee matters.”220 Significantly, provisions (I) through (iii) and the “key

performance indicators” language are nearly identical to the Accounting

Standards Board proposed reporting standard for the OFR.221

V. ANALYSIS AND CONCLUSION

Even by the standards of British political melodrama, the OFR saga

has been extraordinary. The original proposal, though aggressive, evoked

reactions that ranged from enthusiasm to grudging acceptance with

surprisingly little outright hostility. On the eve of the OFR’s implemen-

tation, even those corporate interests that opposed it had invested sub-

stantial resources in preparing to comply. At the last minute, however,

the Blair Government apparently had an attack of political tone-deafness,

overreacting to what was in fact muted criticism, overestimating the

opportunity to pander to business interests, and underestimating the

broad support that the requirements had engendered. In any event, the

pull-back infuriated the OFR’s ideological supporters, disappointed

many in the investment community, and left the corporate community

probably more confused than relieved. It would seem that no one knows

just what happens next.

The first question is simple to state, but almost impossible to

answer: What is the law of non-financial reporting in the U.K.? As char-

acterized by a writer to the Financial Times, the OFR and the related

accounting standards “offer[ed] a clear, understandable framework for mov-

ing into this new generation of reporting.”222 However, according to the ex-

pert commentary reviewed in the preceding section, the new duties impos-

ed by the Business Review seem anything but “clear” and “understandable.”223
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What exactly prompted these divergent assessments is unclear.

It might be argued that the amended Companies Bill is substantively

the same as what the OFR would have imposed. Indeed, the language

of the Business Review requirement closely tracks the OFR-implement-

ing Standard promulgated by the Accounting Standards Board.224 Both

approaches call for consideration of and reporting on the environmental,

labor, and social aspects of a company’s position, performance, and pros-

pects using non-financial “key performance indicators.”225 The Business

Review provision is explicit in applying a materiality standard—the

repeated “to the extent necessary for an understanding of the develop-

ment, performance or position of the company’s business”226—but the OFR

scheme also makes reference to materiality;227 in any event, the concept

is universal in accounting and auditing. Moreover, the Business Review

requires a direct acknowledgment if the directors have judged environ-

mental, labor, or social information to be immaterial.

So perhaps the infamous u-turn was in reality a 360-degree turn,

as least as judged in broad outlines. The British ship of state may now be

heading in about the same direction as it was in the OFR-driven “spring

of hope.” The Government certainly invited suspicion when it pulled the

OFR in an apparent, if not transparent, effort to pander to short-term

business interests. The devious-sounding Treasury memos that quickly

surfaced did not help the Government’s credibility. Prompted by the ironi-

cally progressive House of Lords, however, the U.K. in the end appears

to have taken a significant step in the direction of promoting enlightened,

long-term shareholder value as the goal of corporate management and

reporting. Our early judgment is that the Business Review procedure,

working in synergy with the best practices codes and expressions of insti-

tutional investor sentiment that came out during the OFR process, could

have essentially the same information-forcing power as the OFR. Much

of the detailed disclosure required by the Reporting Standard in imple-

menting the OFR will now be voluntary, risking loss of the inclusion of
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information about areas of a business important to investors that would

have occurred under the Reporting Standard as a mandatory standard.228

Still, investor pressures could mean that the Reporting Standard, now

recommended as best practice, becomes the norm.

The potential for “information-forcing” is worthy of emphasis. The

OFR was not, and the Companies Bill is not, a specific behavioral code.

The Companies Bill requires that directors act with “regard” for social,

labor, environmental, and ethical issues, but “in the way he considers,

in good faith, would be most likely to promote the success of the company

for the benefit of its members as a whole.”229 Significantly, the exercise

of good faith will protect against director liability. So ultimately, the pri-

mary effect of the Companies Act is, and the primary effect of the OFR

would have been, to compel an enhanced level of reporting. It will be up

to investors, especially institutional investors, to pay attention to and

make use of the information they will get, forcefully consulting with their

portfolio companies, and, in egregious cases, disinvesting. In terms of cor-

porate theory, the ultimate question is whether shareholders will accept

the invitation to become “enlightened.”

This prompts two final comments about comparative law, politics,

and finance in the U.S. and the U.K. The first concerns the rationality

and openness of the entire OFR process, up to and including the u-turn.

The OFR process was one of extraordinary consultation among all inter-

ested constituencies. When each was given a voice, it turned out that a

number of them said surprising things. The process thus produced a

relative consensus that seemed surprising, even astonishing, to those of

us made cynical by the interest-group wars on this side of the Atlantic.

When the Government repudiated the results of the process, Friends of

the Earth’s deft use of pre-litigation discovery exposed all of the repudia-

tion’s ill-informed irrationality. If, as we cautiously predict, the Business Rev-

iew outcome proves to be the substantial equivalent of the OFR, this exposure

will have proved critical. We wonder if the same could have happened here.

Second, the whole episode reveals an aspect of British investment

culture that might put its American counterpart to shame. The U.K.’s insti-

tutional investors have repeatedly made the case that, as rational, self-

interested investors, CSR issues matter to them. These sentiments have

been seconded by these investors’ accountants. With occasional exceptions
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usually among high visibility public funds, that clear statement of pur-

pose has been absent in this country. In our judgment, the institutions’

leadership has been essential in the U.K. Unless such leadership emerges

among American institutions, we would be surprised to see the United

States move in the direction of the OFR and Business Review at all.
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APPENDIX A

PRINCIPLES FOR BETTER REPORTING AND IMPROVED ACCOUNTABILITY234

Underpinning our support for enhanced (or comprehensive) business

reporting is our belief that it is important to:

1. Improve company decision-making and risk management:

experience shows that the process of reporting on the dri-

vers of long-term value and risk which are most relevant

to their particular company focuses the minds of senior

management, and thus helps them actively manage these

factors and so improves their decision-making.

2. Improve investor decision making and so foster long term

value creation: by enabling investors to compare the pros-

pects and performance of companies more accurately, this

improves the financial system’s focus on long-term value

creation and the allocation of capital with benefits for the en-

tire economy and those who have a diversified exposure to it.

3. Improve stakeholder communication and trust: without

compromising the accountability of companies to share-

holders, enhanced business reporting is fully aligned with

the “enlightened shareholder value” approach and goes a

long way to enabling employees, the community, regula-

tors and all stakeholders to assess better the performance

of companies on critical environmental, social and gover-

nance issues and to understand their “values in action.”

4. Encourage a shift from compliance to judgement: recognis-

ing that every company is different, there is a clear need

for an overall framework which offers companies the flexi-

bility to exercise their judgement and think less in terms

of an external standard for reporting but rather to be

aware of and focus in a practical way on the real health of

their business.
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5. Improve the quality and range of information reported on:

encouraging corporate managers to consider the totality

of variables that influence corporate performance (includ-

ing extra-financial factors) encourages greater use of judge-

ment by capital markets in evaluating and comparing the

prospects and performance of companies beyond traditional

financial analyses.

6. Encourage simplicity, brevity and reduce duplication of

effort: by freeing companies to convey information with

the minimum of repetition—allowing them to cross-refer

readers to other available information outside of the core

narrative—companies can create a core narrative which cap-

tures, in one place, all the key information and context that

is needed for interested parties to form an overall assess-

ment of the company.

7. Encourage smarter regulation and greater market free-

dom: by maintaining a regime that achieves the optimum

balance between minimal burden on companies and maxi-

mum market transparency and which takes into account

of company size and ownership structure.

8. Protect companies, and in particular individual directors,

against inappropriate legal risks: the risk that evolution

in the reporting framework may be used in opportunistic

derivative suits and other unwarranted litigation is real

and needs joint action.

9. Accept the right of executives to decline to disclose informa-

tion where it is in their competitive interest to do so: invest-

ors should respect this rationale and companies should not

use it as an easy excuse.

10. Prepare for international convergence: by shaping UK report-

ing regimes so that they are ready for the emerging model of

international standards and to play a leadership role in en-

couraging such convergence, so that any short-term threat

of competitive disadvantage to “UK plc” is quickly removed

and indeed converted into a first-mover advantage.


