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Abstract. Shareholder scrutiny of reported income and stock price appreciation, non-
governmental organisations, activists, and the public-at-large hold large firms
accountable on many issues including their environmental footprints and the social
standards of their suppliers around the world. For those coming from European social
democratic traditions, stakeholders have a legitimate voice in the affairs of the
corporation especially in two-tiered governance regimes that separate supervision
from management. Notwithstanding attempts to re-write their proper roles and
responsibilities, the Anglo-American corporation is widely believed to be the medium
for the accumulation of shareholder value. Recently, however, a counter-argument
has emerged suggesting that the UK Companies Act of 2006 broke with this tradition
to embrace the European model if not wholly then at least in terms of giving
legitimate voice to social and environmental issues. We note that the UK Companies
Act owes much to the EU Modernisation Directive but argue that the disclosure of
social and environmental factors relevant to understanding the risks faced by the
corporation owes more to the interests of institutional investors than community
activism. We also suggest that there remains deep-seated divisions amongst
institutional investors (especially different types of pension funds) that may have
long-term consequences for UK disclosure policy and the power of markets to affect
corporate social and environmental responsibility.
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Introduction

Much is expected of the modern corporation. For shareholders, seeking to maximise
their return on investment, close attention is paid to reported earnings and stock price
appreciation; unanticipated negative movements in these variables can give rise to
shareholder agitation amplified by hedge funds and pension funds (Graham et al.
2005). If characteristic of the Anglo-American ‘market for corporate control’ (Hopt
et al. 1998), it is apparent that these types of pressures have been brought to bear on
large continental European companies even if nation-state rules and regulations
governing stakeholders’ relationships have been slow to embrace shareholder rights
(see Bauer et al. 2008). It is also significant that the European Union (EU) has sought
to ‘modernise’ member state corporate law responding, in part, to the increasing
reliance of member states on domiciled companies for long-term economic growth in
the face of heightened global competition for market position and the integration of

financial markets.

Shareholders’ interest in the rate of return aside, it should be acknowledged that
community activists and some types of institutional investors have encouraged traded
firms to respond to larger challenges such as climate change and the welfare of
employees and service providers in distant lands (Clark and Hebb 2005). For many
activists, these issues are about ethics and moral responsibility given the enormous
power of large corporations when compared to the majority of national governments.
For some institutional investors, especially those with legal obligations as regards the
long-term welfare of beneficiaries, short-term shareholder value is thought properly
balanced against the long-term growth and development of whole economies and
societies (Richardson 2007). In these cases, fiduciaries are self-conscious about the
time horizon over which they reap value from investment; even if not intended, the
largest of institutional investors have a stake in the long-term structure and
performance of global markets (see Hawley and Williams 2000 on fiduciary

capitalism).

Whether corporations have any other obligation than making a profit, the limit of
corporate social responsibility associated with Milton Friedman’s dictum proclaimed

at the height of the cold-war, is subject to considerable debate (Clark et al. 2008). For
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much of continental Europe, the corporation is foremost a social institution and is
treated as such in law. In many jurisdictions, the formal purpose of the corporation
references the ‘social good’ albeit in a variety of guises, often stating an explicit
balance between community welfare and economic value. Even in the Anglo-
American world, companies seeking social respectability often indicate a commitment
to community norms and expectations; managing public expectations goes well-
beyond investor expectations, a fact-of-life recognised as such by non-governmental
organisations (NGOs) and community groups at the interface between media and
markets (Bansal and Clelland 2004). Being able to claim public confidence in
corporate responsibility while remaining duty-bound by statutory obligations to

shareholder value is a challenging task (McBarnet 2007).

The issue of corporate responsibility has four distinct dimensions: social expectations,
investor expectations (short-term and long-term), governmental expectations (statute
and regulations), and theoretical-cum-academic expectations. We should take care
not to discount the significance of any of these four expectations, least of which are
the theoretical or ‘in-principle’ expectations of the academic community (Parker
2007). These expectations can be important given debate about the relative value of
national models of corporate governance in global financial markets (Gordon and Roe
2004). This research may have far-reaching consequences for the nature and scope of
standards adopted by supra-national legislative entities such as the EU and the
International Accounting Standards Board (IASB). The genesis of the UK Companies
Act (2006) owes a great deal to the EU Modernisation Directive as well as deeply-
entrenched theoretical conceptions of the proper roles and responsibilities of corporate
officers. Understanding corporate responsibility as embedded in the UK Companies
Act requires an appreciation of the interests of those stakeholders who sought to

influence the conception and implementation of the Act.

Our paper has four goals. First, we show that the UK Companies Act (2006) is, in
part, an expression of the EU modernisation project, adopted by the British
government to further the status of the UK as a global standard-setting jurisdiction.
Second, we suggest that the UK Companies Act (2006) can be seen as an expression
of conventional microeconomic theoretical expectations as regards the proper roles

and responsibilities of corporate officers (referencing Jensen 2000). Third, we argue
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that the disclosure requirements of the Act are entirely consistent with Anglo-
American investor expectations as regards the premium on the free-flow of market-
sensitive data. While disclosure requirements seem to match the expectations of
many social activists, especially regarding firms’ long-term environmental liabilities,
the motivating logic of such disclosure has more to do with the market pricing of
corporate value than an expansion of corporate social responsibility. Fourth,
whatever the nature and scope of disclosure, care should be taken not to exaggerate
the commitment of institutional investors to these issues. In conclusion, we
distinguish between the demand and supply of disclosure and the interests of public

and private pension funds.

In these ways, we challenge those that argue the UK Companies Act (2006) is a major
step forward in defining the nature and scope of corporate responsibility. We concede
that it is important, but argue that its importance is to be found in its commitment to
improving information disclosure relevant to market pricing. By our assessment, the
UK government was able to marry-together otherwise competing expectations of
social activists and investors in a model of disclosure that is quite conventional if we
refer to information-dependent theories of financial market performance (Wilhelm
and Downing 2001). Equally, the UK government was able to use this template to
tame more radical amendments for disclosure on environmental foot-prints and
supplier-network conditions. Whether the modest form of disclosure on these issues
will be effective depends, in part, on the degree to which institutional investors are
willing to act on the information. Some may. But it is suggested that many of the
largest private pension funds will not because of conflicts of interest inherent in these

types of institutions.

To sustain these arguments, we rely upon textual analysis and ‘close dialogue’ with
some of the principal players in the NGO, investor, and political communities. Being
a qualitative method of information-gathering and assessment, close dialogue places a
premium on inside information (Clark 1998). This is also important for synthesizing
our knowledge of the governance practices and conflicts of interest embedded in

different types of institutional investors.
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Modern capitalism

In his definitive treatment of post-war economic structure and performance, Shonfield
(1965) marvelled at the rate of growth in UK employment and income over the
previous twenty years. By his account, the chronic instability and poor performance
of the UK economy through the inter-war years had been solved by “the existence of
in-built economic stabilisers” and Keynesian “control over the business cycle” (pp. 17
& 64). Some forty years ago, Shonfield argued that the conflict over consumption
and investment, which had bedevilled the first half of the twentieth century, could be
resolved through the judicious use of national planning (especially as regards
education and training), economic management, the welfare state, and the regulation
of the large enterprises that dominated the economy. As for long-term growth,
Shonfield suggested that many enterprises were of sufficient economic size to

mobilize the internal resources necessary to invest in the next wave of innovation.

Shonfield’s treatise was matched in the US by Galbraith’s (1967) The New Industrial

State. Both writers were transfixed by the emerging ‘partnership’ between the nation-
state and the modern corporation, suggesting that the bureaucratic management of
markets and incomes were to their mutual advantage. Elsewhere, Clark (2005)
develops these observations about the symbiosis between the nation-state and the
corporation for Anglo-American economies in the years leading up to about 1973
emphasizing their implications for the management of labour resources and the
consequent growth of private pension systems. The ‘golden era of growth’ was
dominated by large industrial corporations, relatively high levels of unionization, and
growing real incomes (Chandler 1990). It was also an era in which corporations held
their assets as physical plant and equipment, incumbency being the basis for
generating further investment. Shonfield (1965, 376-77) concluded that the “modern

private enterprise” viewed itself, “above all” as a “permanent institution”.

As the record shows, Shonfield and Galbraith wrote of a mode of accumulation at its
peak. Through the 1970s, the UK experienced high levels of unemployment, slowing
growth in real income, and rapid de-industrialization as private institutions faced the
full force of international competition for market share. While US industry was not to
face these competitive pressures until the 1980s, by the early 1990s Jensen (1993)

argued that the US industrial corporation had proven unable to respond effectively to
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growing market competition because of management entrenchment and an imperfect
market for corporate control. Coming out of the 1980s, the UK economy had entered
a new phase of accumulation where real incomes were now driven by employment in
service industries and the pivotal place of London in the emerging global financial
industry (Clark 2003). By the end of the 1990s, the US economy had also been
transformed albeit with greater income disparity and the remarkable persistence of a

number of enormous industrial firms that had refused to die (Monk 2008).

Our point in rehearsing the recent history of the UK and the US is to stress that, not so
long ago, the modern corporation was a power in the land. It dominated domestic
markets, it controlled its financial destiny, and it was an equal partner with the nation-
state in fostering the growth and development of its home-base. The modern
corporation could virtually dictate its share of revenue (retained earnings) and the

dividends paid to shareholders.

Three forces conspired to undercut the power of the modern corporation (see also
Zingales 2000). First, the liberalisation of product markets through the European
Economic Community and then the EU effectively pitted UK industry, characterised
by poor productivity and low rates of research and innovation, against robust
European national champions. British firms resisted the competition, turning slow
rates of change into profound economic crisis. These types of competitive forces,
found in the momentum associated with twenty-first century economic globalization,
now threaten continental Europe (Clark et al. 2004). Second, as UK industry failed
under the weight of resistance, the nation-state came to realise that the post-war
‘partnership’ could no longer be relied upon to deliver employment and rising living
standards. This political calculus effectively shattered hide-bound class alliances,
replacing the partnership with a more distant relationship such that the corporation is
now seen as a means to an end (Campbell and Vick 2007). The nation-state has
sought to affect the market for corporate control so as to sustain its share of national

income (if not the interests of corporate-elites).

Fuelling the transformation of British industry was the fledgling financial services
industry. Underpinned by the reserves of established banks and insurance companies,

the assets of public and private funded pension systems created in the aftermath of the
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Second World War flooded into London. Thatcher’s ‘big bang’ liberalised London’s
markets, providing domestic savings a global platform for portfolio investment
around the world. Intended or not, the ‘big bang’ combined with burgeoning market
liquidity gave the London market a significant ‘first-mover’ advantage over
continental rivals, reinforced by the in-flow from American investment houses and
then by the acceleration of global financial integration from about 1995 until the
pause imposed by the sub-prime credit crisis. In effect, pension funds and
institutional investors swamped the internal resources of corporations driving a wedge
between the generation and distribution of earned income and the financing of
corporate strategy and investment. As foreign banks came to London for a global and

European location, the cosy alliances of the past were fractured.

Unlike much of continental Europe, the Anglo-American financial sector has grown
separately from industry and the state (Hopt et al. 1998). Because of the trust
institution, the application of fiduciary duty as a governing ethic, and the legal
separation of asset management from pension plan sponsors’ treasuries it is arguable
that plan sponsors being the origin of pension assets are also, paradoxically, the object
of financial institutions’ investment strategies (Clark and Hebb 2004). Given the goal
of maximising the risk-adjusted rate of return, the average traded firm has been forced
into a corner: being just one stock in a large diversified portfolio, it is neither held nor
traded for a particular reason nor is its management necessarily held to account for
poor performance. It’s all about the short-term pricing of stock given the flow of
information about actual and expected earnings as well as market capitalisation.
Automated trading systems cued to changes in stock market pricing and linked to

stock market indices dominate daily trading volume (Davis and Steil 2001).

The modern corporation has become the traded object of financial markets. Not
surprisingly, the demand for information on its structure and performance has come to
dominate debate over the proper substance of company law pitting national traditions

against the inexorable logic of global financial market integration (Strange 1997).

Institutional investors, markets, and disclosure
We have suggested that the growth of retirement savings in institutions at arms-length

from the immediate interests of sponsoring companies profoundly altered the balance-
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of-power in financial markets in favour of third-party investors. Elsewhere, the nature
and significance of this transformation for the structure of Anglo-American financial
markets is described in detail (see Clark 2000; Davis and Steil 2001), and is referred
to by Clark and Hebb (2004) as the “fifth stage of capitalism” (developing Robert
Clark’s 1981 account of the historical evolution of management theories over two
centuries). As pension and retirement savings accumulated over the second half of
the twentieth century, a revolution was also taking place in the investment of those
assets, accentuating the growing separation between traded companies and
institutional investors and their market intermediaries (see Clowes 2000). This
revolution was conceptual and analytical and has, arguably, remade the structure and

performance of global financial markets in its image (MacKenzie 2006).

As is well-appreciated, the vast majority of pension funds, mutual funds insurance
companies, and endowments abide by the principles of modern portfolio theory
(MPT) (Campbell and Viceira 2002). In brief, these principles are as follows: (1)
there is a correlation between risk and return such that particular investments can be
assessed in accordance with their expected risk-adjusted rates of return; (2)
investment strategy is about managing portfolio risk such that any particular
investment and its associated risk and return characteristics should be judged against
investors’ overall objectives; and (3) markets are so efficient that active investment—
picking winning stocks over loosing stocks—is not a viable long-term investment
strategy. In combination, MPT provides a rationale for holding large swaths of whole
markets, treating particular stocks as components in a comprehensive strategy of
investment management. Given the costs of active management and the unlikely
prospect of being able to formulate a consistent winning strategy, passive portfolio

investment is the operative strategy (Litterman 2003)."

Accompanying the revolution in financial markets has been the systematic out-

sourcing of investment management from all but the largest of pensions funds (note:

'/, This is not, however, the full story. Recent research in the UK and the US on the persistence of
‘winning’ traders suggests that a small set of market players are able to produce out-performance in a
systematic manner by virtue of their buying (stock selection) but not selling strategies. This is
apparently the case for individuals as well as institutions (although the latter are likely to dominate the
former); it is also widely believed that out-performance may decline as the net inflow of assets to
‘winning’ mutual funds dampens the capacity of those entities to sustain their distinctive strategies
(see, for example, Keswani and Stolin 2008).
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mutual funds and insurance companies have, by their very nature, tended to internally
manage pension and retirement savings). There are significant economies of scale in
managing the flow of assets from contributors to funds to managers and in return to
funds and their beneficiaries (witness the market dominance of custodial firms like
State Street Bank of Boston). Likewise, there are economies of scale in executing
planned trading strategies that vary by asset class and market segment. Just as
importantly, while many investment banks offer a full range of investment
management services, these firms can often claim a stronger reputation in one asset
class over others (eg. PIMCO in bonds but not in equities). Specialised knowledge
and expertise are a continuing source of competitive advantage not withstanding the
claims made by bulge-bracket firms for the cost-advantages of cross-over services and

complementarities (Clark 2003).

Just as importantly, the accumulated size, complexity, and time-sensitivity of global
financial markets have effectively disenfranchised pension fund trustees from direct
operational responsibility for investment management (Ambachtsheer 2007).
Recognising this fact of life, pension fund trustees have been left with responsibility
for overall investment strategy informed, of course, by modern portfolio theory (Clark

and Urwin 2008).

This story about the structure and control of investment management has been told a
number of times (as noted above). In recent years, it has been complicated by a loss
of confidence in the efficient markets hypothesis, the rise of hedge funds and
alternative asset classes like infrastructure, and the search for alpha (a premium on
active investment) over beta (the performance of whole markets). The subprime
credit crisis has also undercut the credibility of less-than-transparent risk transfer
devices such as collateralised debt obligations (eg. mortgages). It is apparent that
only the best-governed funds and institutions, focused on risk management and return
volatility, have been effective investors in these arenas. For all the publicity garnered
by endowments’ high compound annual rates of return, the average public and private
pension fund has not engaged the frontiers of financial innovation nor has it been able

to systematically out-perform asset-specific benchmarks (Lerner et al. 2007).
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What should be emphasised at this juncture is the degree to which institutional
investors rely upon the veracity of market prices and the response of financial agents
to those prices—the efficient pricing of stocks and bonds, let alone the more exotic
financial instruments such as collateralised debt obligations, is at the very heart of
MPT. Even if the efficient markets hypothesis is not a full account of the anomalies
and biases in market pricing and human behaviour, it serves as a normative claim on
the proper value of quoted prices (Huberman 2003). As such, it is not surprising that
there is enormous attention paid by institutional investors (acting on behalf of their
pension fund clients) and governments (acting on behalf of the welfare of many
millions of beneficiaries) to the informational content of market prices. In the end,
the mis-pricing and systematic distortion of asset values represents a significant
welfare cost to society and, more immediately, a constraint on the performance of
investment managers (as apparent in the subprime credit crisis). In this respect, the
scope of “disclosure” by traded companies and related entities of market-relevant
information has become the litmus test of the integrity of nation-state financial

regulation (Hebb 2006).

As the record shows, however, no country has an unblemished record in these matters,
particularly in relation to the auditing of declared corporate assets and liabilities
(witness the Enron and WorldCom scandals in the USA) and the treatment of insider
and outsider shareholders as regards the timely disclosure of market information (as in
much of continental Europe) (see respectively Coffee 2005 and Clark and Wojcik
2007). La Porta et al. (1997) demonstrate the existence of very different national
traditions and policies as regards corporate disclosure policies and the variable
significance attributed to global portfolio investors over entrenched domestic
interests.” The apparent differences between countries’ disclosure regimes have
prompted some of the world’s largest pension funds to agitate for ‘reform’ either
directly through the lobbying of governments or through the leverage applied by the
differential investment of their own assets by company and country (Hebb and Wojcik

2005). As such, some of the world’s largest pension funds have been identified as

?/. While the problems of management entrenchment and the influence of insiders over outsiders are
often discussed with reference to continental Europe, it is apparent that some analysts of corporate
governance would dispute the presumption in favour of US standards of corporate governance. See,
for example, Bebchuk (2005) on the costs of management entrenchment in the US and the improper
limits imposed on institutional investors in exercising their ‘ownership’ rights.
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important innovators in their own right, assuming the responsibilities and obligations

that Hawley and Williams (2005) attribute to “universal owners”.

In this context, the election of the UK Labour Government in 1997 and booming
securities markets in the run up to 9/11 seemed to offer a chance for social activists to
mobilize the power of institutional investors. Being part of a larger debate over the
prospects for a UK stakeholder society and the lessons to be learnt about corporate
social responsibility from continental European social democracies (Hutton 1997), the
Labour government was lobbied to make good on the promise to affect socially
responsible investment. In 1999 the UK government issued changes in regulations—
the Occupational Pension Schemes (Investment, and Assignment, Forfeiture,
Bankruptcy etc) Amendment Regulations—under the Pensions Act 1995 wherein
trustees of occupational (and thereafter local government pension funds) were
required to disclose in a written statement of investment principles the following: “(a)
the extent (if at all) to which social, environmental or ethical considerations are taken
into account in the selection, retention and realisation of investments; and (b) their
policy (if any) in relation to the exercise of the rights (including voting rights)

attaching to investments” (cl 2(4)).

For all the critical comment that has accompanied this policy (see Conley and
Williams 2005), there are three reasons why its impact has proven rather limited.
Most obviously, the change in regulation pre-supposed corporate disclosure on these
issues whereas the nature and scope of corporate disclosure was not directly affected.
In any event, though hardly recognised at the time, the effects of the change in
regulation were to fall largely on fund managers rather than pension funds. Fund
managers are very reluctant to engage with the issues unless directly required by their
clients.” In this respect, the regulation did not require institutional investors to take
social, environmental or ethical considerations into account in their investment
decisions. The UK government also rejected a proposal by the UK Social Investment

Forum for amendment to the Financial Services and Market Act (2000) to include the

3/. The lack of responsiveness of the global finance industry to social concerns, indeed social welfare,
is one of the topics explored by Bogle (2005).
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provision of environmental investment and related lending products within the

Financial Services Authority’s mandate. *

The EU Modernisation Directive

Having emphasized the significance of financial actors and markets for the modern
corporation, we now turn to the recent EU and UK initiatives on corporate disclosure
and reporting. The EU Modernisation Directive was a product of the Lisbon Strategy
of 2000 which sought to build competitive and efficient European financial markets.
The Strategy set 2005 as the deadline by which the European Commission’s Financial
Services Action Plan (FSAP) of 1999 would be implemented. The motivating
purpose of the FSAP was to “enhance the comparability of financial statements
prepared by Community companies whose securities are admitted to trading on a
regulated market” (EU Modernisation Directive, Recitals clause 1). Policies which
emerged from the FSAP included Regulation (EC) No 1606/2002 of the European
Parliament and of the Council of 19 July 2002 which introduced the requirement that
all European listed companies prepare consolidated accounts in accordance with
International Accounting Standards (from 2005). The EU Modernisation Directive
sought to ensure that annual and consolidated reporting for EU companies was in line

with best practice, including the reporting of financial and non-financial information.

The EU Modernisation Directive was ambitious in its scope, amending both annual
reporting under Directive 78/660/EC and consolidated annual reporting under
Directive 83/349/EEC. It instituted a system of reporting whereby companies must
provide “at least a fair review of the development and performance of the company’s
business ...together with the principal risks and uncertainties that it faces.” Although
this did not explicitly refer to environmental, social or governance factors of firms,
the Directive provided that “where appropriate, non-financial key performance

indicators relevant to the particular business, including information relating to

%/, If limited in scope, the UK ‘reform’ did spark legislative initiatives in continental Europe and
Australia for fund managers to actively consider social, environmental and ethical concerns in their
investment decisions. Sweden introduced the toughest provisions regarding social and environmental
disclosure. Regulatory reforms in January 2001 required Sweden’s five largest state-run pensions, to
incorporate environmental and ethical considerations in their investment strategies as well as report to
the Government on the implementation of this policy: “investments activities shall take environmental
and ethical considerations into account without lowering the overall objective of a high return”.
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environmental and employee matters” shall be reported (EU Modernisation Directive,

articles 1.14, and 2.10).

The EU strategic plan subsequent to the Lisbon Strategy, the Action Plan on
Modernising Company Law and Enhancing Corporate Governance in the European
Union (hereafter, Action Plan) launched by the European Commission in May 2003,
was one of the points of reference for the UK’s 2004 White Paper on Company Law
Reform (hereafter, White Paper). The White Paper was framed around four strategic
objectives. These were to enhance shareholder engagement and a long-term
investment culture, ensure better company regulation and a “think small first”
approach, make it easier to set up and run a company in the UK, and provide greater
flexibility for corporate reforms in the future (Rickford 2004). The White Paper
described the disclosure reforms as “a further major step forward in improving
company reporting and transparency and in promoting effective dialogue on the
drivers of long-term performance” (p.12). Heightened disclosure standards were
driven by a commitment to more efficient market pricing of traded companies,
implying that stock prices ought to be determined by long-term ‘value’. Unresolved
was whether non-financial disclosure had separate status or was dependent upon a

demonstrable link to stock market pricing.

The initial legislative effect of the EU Modernisation Directive and the UK White
Paper as regards greater disclosure of financial and non-financial information came
through in the UK in the 2005 amendments to the UK Companies Act (1985). Among
the items considered, these amendments established the requirement for an Operating
and Financial Review (hereafter, OFR) for quoted companies. The principal
motivation behind these amendments was the incorporation into UK law of the new
accounting requirements introduced under the EU Modernisation Directive. However,
there were other considerations in the UK’s purpose and intended effects of these

reforms.

The UK Government noted that there was a need for a sophisticated financial
disclosure regime to encourage capital market activity. It was argued that where
market asymmetries of information were overcome, investors would be more capable

of investing with reduced adverse selection and therefore lower liquidity risks.
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Improved transparency through greater access to data on quoted companies would
place shareholders in a better position to effectively protect their interests and control
directors’ overreach (Bauer et al. 2008). The “fair review” standard in the EU
Modernisation Directive would lead to “reporting on performance on financial and
non-financial matters” (Department of Trade and Industry, “Final Regulatory Impact
Assessment on the Operating and Financial Review and Directors’ Report
Regulations” (OFR Impact Assessment) at paragraph 13). Environmental disclosures
were to be elements of non-financial “matters”, acknowledging the increasing
pressure on businesses “to exercise social responsibilities, contributing more to the
wellbeing of their employees, their customers, and their communities” (OFR Impact
Assessment at paragraph 18). It was also acknowledged that business is increasingly
reliant upon intangible assets such as brand image and reputation (OFR Impact
Assessment at paragraph 18).> Assuming that the underlying purpose of the firm is to
maximise shareholder value, disclosures were to provide shareholders with better

information about firms’ liabilities and prospects.

The OFR provided for widespread disclosure of non-financial information including,
where appropriate, corporate environmental and social responsibility (CESR).
Although the reasons for these amendments were well-grounded in conventional
theories of the firm (compare Jensen 2000), they also satisfied NGO interests in
corporate social responsibility. These provisions directly incorporated the
requirements for “fair review” reporting of a company’s development, performance,
or position as set out in the EU Modernisation Directive. However, they went further
by requiring companies to report on “the future trends and factors underlying the
development, performance and position” of the company in the next financial year
(OFR Regulations 2005, s 1(d)). Additionally, OFR provisions gave substance to the
EU Modernisation Directive’s requirement for non-financial reporting on
“environmental and employee matters” (OFR Regulations 2005, s 6(1)). Companies
were to be required to include information about the environment including analysing

the impact of the company on the environment (OFR Regulations 2005, s 4(1)(a)). As

5/. The significance of intangible assets for the modern corporation clearly varies by sector, and the
history of a corporation. Methods of discriminating between corporations as regards their sensitivity to
reputation have been developed, in part, based upon proprietary databases (see, for example, Clark and
Salo 2008).
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well, companies were required to provide “information about social and community

issues” (OFR Regulations 2005, s 4 (1)(c)).

In November 2005, the UK Chancellor abandoned the new OFR provisions less than
6 months after they were introduced without consultation with the Department of
Trade and Industry, other Ministries, or relevant stakeholders. The publicly stated
reason for abandoning these provisions was the administrative costs associated with
reporting. The then Chancellor (and now Prime Minister) Gordon Brown said "I
understand the concerns about the extra administrative cost of the gold-plated
regulatory requirement that from April next year all quoted companies must publish

an operating and financial review" (BBC News Website on 28 November 2005) .

The policy reversal was not met with universal acclaim by the business community,
suggesting that business saw the disclosure regime as, perhaps, valuable to the market,
rather than simply an administrative burden. As we note below, these provisions
reappeared in a weaker form in the Company Law Reform Bill (hereafter Reform
Bill) which was debated in the House of Lords and the House of Commons through
2006 before its passage as the UK Companies Act (2006). Lord Sharman during the
Second Reading on the Reform Bill in the House of Lords assessed the political and
business communities’ positions on disclosure in the following terms: ‘“the
Chancellor’s statement abolishing the OFR simply did not earn him the brownie
points from the business community that he anticipated....investing bodies like the
notion of an OFR and the issues that have given rise to concern did not involve
whether there should be an OFR, but involved some of the data that were to be

required” (Hansard, House of Lords SR on 11 January 2006 at 194).

Passage of the UK Companies Act 2006

In the Reform Bill, the obligation on companies to report on non-financial
information as per the OFR was replaced by an obligation on company directors to
produce an annual business review (Reform Bill, s 390(2)). The Bill abandoned
substantial provisions which had appeared in the OFR. First, the Reform Bill dropped
the requirement for forward-looking reporting on the main trends and factors likely to
affect the company’s future. Second, although the business review would be required

to include information on environmental and employee matters where appropriate,
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“social and community” issues were omitted (Reform Bill, s 390 (4)(b)). Furthermore,
environmental matters no longer explicitly included the impact of the business of the
company on the environment and the requirement to disclose policies on these issues
and the success of their implementation was abandoned. Finally, whereas the OFR
and the EU Modernisation Directive required businesses to report in a manner
consistent with their size and complexity, the Reform Bill exempted businesses
qualifying as “medium-sized” from reporting non-financial information (Reform Bill,

s 390 (7).

In debate through the House of Commons and House of Lords, however, the
Government was pressured to reinstate many of the OFR provisions which had been
replaced in the business review section of the Reform Bill. Although there was
lobbying from both the NGO and business communities, the key reforms which made
it into the Bill were based on mainstream microeconomic theories of the firm and
efficient markets vis-a-vis information disclosure (Jensen 2000), rather than a radical

new socially responsible role for the UK corporation.

Disclosure was deemed necessary in order to give effect to the newly codified
directors’ duty to act in a way which is “most likely to promote the success of the
company for the benefit of its members as a whole” (Companies Act 2006, s 172).
This issue was raised early in the Grand Committee stage in the House of Lords and
continued to be debated throughout the passage of the Bill. At issue was whether the
duty to promote the success of the company was a new duty which therefore required
a change in implementation arrangements to support this duty or whether it simply
made no difference. Lord Sharman’s view was that a new duty would be formed to
push the Anglo-Saxon model of corporate endeavour “to a more not quite pluralist
society but rather a northern European model where a group of stakeholders are
involved” (Hansard, House of Lords GC on 1 March 2006 at 169). This was
contested by Lord Hodgson who argued that the Bill simply codified common law
duties and therefore made no substantive difference to the existing legal position.
Lord Sainsbury, Under-Secretary of State (Department of Trade and Industry), sought
to clarify the Government’s position. Although he acknowledged that the Bill would

helpfully codify common law duties. He contended that it would also make a

Clark&Knight Sloan Conference (Boston, 2008) Version 12 15



substantive difference by identifying specific factors which are relevant to the success

of the company (Hansard, House of Lords GC on 1 March 2006 at 170).

In the House of Commons, a company’s environmental and ethical performance was
interpreted as a financial value issue by the Conservatives, rather than as a purely
environmental issue. Justine Greening MP argued that “at the heart of any successful
company is an in-depth understanding of what its customers want and value. Perhaps
more than at any time in the past, customers place a value not just on what they are
purchasing from companies, but on the way in which companies have carried out their
business in order to provide those products or services. Companies can therefore be at
the forefront of the push to tackle environmental and ethical issues” (Hansard, House
of Commons Debate on 18 Oct 2006 at 889). She distinguished this financial value-
based argument from a purely environmental-based case for the disclosure regime
saying “as the Minister said, company law is not the best vehicle for addressing wider
social and environmental concerns. We can address those objectives, as some
Government Members have said, through domestic legislation, health and safety
measures and environmental protection, on which progress has been made.” (Hansard,

House of Commons Debate on 18 Oct 2006 at 890)

A second issue debated was the need for an auditor’s report to verify the validity of
reported information. Baroness Thorton in the Grand Committee stage of the House
of Lords identified quality assurance of the information as an issue which was raised
from public consultations on the OFR regulations but which was not addressed in the
Reform Bill (Hansard, House of Lords GC on 1 March 2006 at 166) . Her concern
was that un-audited information would result in the provisions becoming a “marketing
bandwagon” for companies to promote their alleged “ethical”, “sustainable”, or “fair
trade” products and services (Baroness Miller, Hansard, House of Lords GC on 1
March 2006 at 167). This concern was echoed later in the House of Commons where
it was argued that much of the information presented by companies on environmental
and social responsibility is public relations (or “green-wash”). The auditing of
corporate reports was therefore central to making the information relevant to actual
business performance rather than simply another avenue for marketing (see also Blair

et al 2007).
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In the final version of the Companies Act, the provisions regarding the auditing of
disclosed information remained weak. The only explicit obligation on the auditor is
with respect to the directors’ report more generally, which includes the business
review. At section 496 of the Companies Act (2006), the auditor “must state in his
report on the company’s annual accounts whether in his opinion the information given
in the directors’ report for the financial year for which the accounts are prepared is
consistent with those accounts.” There is no requirement to verify the validity of the
non-financial information itself. This reflects the Government’s eagerness to avoid a
“prescriptive” or rules-based approach to reporting. The provisions which do apply to
the quality of reporting hold directors liable for loss to the company suffered as a
result of any untrue or misleading statements in the directors’ report (Companies Act
(2006) s 463). Personal liability also attaches to directors if they fail to disclose
relevant information to the company’s auditor or if they fail to take all relevant steps

to do so (Companies Act (2006) s 418).

A third issue which attracted attention in the House of Lords was a late amendment to
the Bill suggested by the House of Commons on 18 October 2006 to require
disclosure of “information about persons with whom the company has contractual or
other arrangements which are essential to the business of the company” (Companies
Act (2006) s 417 (5) (c)). This is particularly relevant to companies’ supply chains.
There were two substantive objections to this amendment which were debated by the
House of Lords. First, it was thought that disclosure of this information would be
detrimental to businesses because of its commercially sensitive nature (Hansard,
House of Lords Consideration of Commons Amendments on 3 November 2006,
Baroness Cohen). Second, there was a concern that the obligations would be too
onerous, since it was unclear how much detail companies would need to comply with
the provision (Hansard, House of Lords Consideration of Commons Amendments on
3 November 2006, Baroness Noakes). The Government made two clarifications in
response to these concerns. The first was to provide an exception to reporting on
supply chain issues where “disclosure would, in the opinion of the directors, be
seriously prejudicial to that person and contrary to the public interest” (Hansard,
House of Lords Consideration of Commons Amendments on 3 November 2006, Lord

Sainsbury of Turville). Secondly, the Government did not intend disclosure to be
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particularly detailed, but to be sufficiently high-levelled so as to give an impression of

the principal risks and opportunities facing the company.

While these clarifications were sufficient to win support for the amendment, they also
highlighted a weakness with the reforms: the absence of clear standards which could
serve as benchmarks for the quality and quantity of required disclosure. The omission
of such standards reflected the Government’s concern not to impose costly reporting
obligations on companies, and to leave much of the nature of reporting to directors’
discretion. But as Lord Razzall commented, in the final Consideration of Commons
Amendments in the House of Lords on November 2006, “we support the NGOs in
believing that the Government...ought to give some indication of what the standard
reporting practice should be, which they have the power to do by regulation. The
whole purpose of this is not only to obtain the disclosure of information itself, but
also to provide a measure by which a number of ethical investors, or those who wish
to invest within an ethical framework, can obtain comparisons between different
companies. It would be difficult for those ethical comparisons to be made without
some element of standard reporting practice which I feel can come only from the

Government”.®

Ultimately, the disclosure regime promulgated under the amended Companies Act
2006 incorporated elements of the EU Modernisation Directive. Nonetheless, there
were significant differences in form and substance. In section 417(2) of the Act
directors, not the company, are required to compile a business review “to inform
members of the company and help assess how the directors have performed their duty
under section 172 (duty to promote the success of the company)”. The content for the
business review is as follows: “the business review must, to the extent necessary for
the understanding of the development, performance or position of the company’s
business, include (a) the main trends and factors likely to affect the future
development, performance and position of the company’s business; and (b)
information about (i) environmental matters (including the impact of the company’s

business on the environment), (ii) the company’s employees, and (iii) social and

6/. This echoed the principal purpose of the EU Modernisation Directive which was to generate a
common reporting standard so as to allow comparison between European traded companies on
financial and non-financial measures.
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community issues, including information about any policies of the company in
relation to those matters and the effectiveness of those policies; and (c) subject to
subsection (11), information about persons with whom the company has contractual
or other arrangements which are essential to the business of the company. (Companies

Act (2006) section 417 (5))”.

Disclosure standards and financial intermediation

As is the case in many areas of European policy making, member states are required
to adhere to EU Directives unless there are previously agreed exceptions specific to a
member state (as for the UK in selected areas of policy making). While the EU does
lead the UK in a variety of policy areas, especially as regards employment rights and
conditions and environmental policy, it is arguable that the roots of the EU
Modernisation Directive in the Lisbon Strategy (2000) and the commitment to pan-
European integration of financial markets reflected the interest of the UK government
(and the city of London in particular) in a growing market for financial services as
well as the unfettered flow of portfolio investment to Europe’s largest traded
companies. In fact, the EU Modernisation Directive came to a UK policy arena
already committed to reinforcing UK global advantages in corporate governance and
the ‘principles’ approach over the ‘rules and regulation’ approach to securities
regulation (Ford 2008). In this context, both the EU Modernisation project and the
UK Companies Act can be seen as elements of a concerted campaign by the UK
Government to reinforce the dominance of London in European financial markets,
and the advantages enjoyed by London over New York in international financial

market transactions (Coffee 2002).”

Even so, as noted above, the UK Companies Act (2006) left company directors

responsible for disclosing relevant information for business reviews of the long-term

7/. Competition between financial centres for global position is a vital ingredient in debate over nation-
state financial regulation (Wojcik 2007). In their assessments of the declining significance of Wall
Street in relation to London both the Committee on Capital Markets Regulation (2007) and the
Bloomberg and Schumer (2007) report suggested that one cause of this decline was to be found in the
costs of US securities regulation and especially the US preference for detailed rules and regulations
over principles. This issue has re-emerged with the debate over the proper US regulatory response to
the sub-prime credit crisis; for some, the crisis was the result of banks and financial institutions
circumventing the rules as regards capital adequacy and the like. By some accounts a principles
approach would have dampened such behaviour putting the onus on the institutions to show that their
investment practices were consistent with the intentions of regulators.
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prospects of their firms. The Act referenced the crucial issues to be considered, as
noted above, but did not provide explicit definition of the nature and scope of proper
reporting on those issues. For some commentators, Parliament had neither the time
nor the expertise to define the nature and scope of the implied reporting ‘standards’
introduced through the legislation. Observers of the legislative campaign in the
House of Lords suggest that the Commons’ deliberations on the Bill were at best
perfunctory, at worst uninformed.® Equally, the Chancellor’s political sensitivity to
claims about the costs of ‘over-burdening corporate reporting’ narrowed the nature
and scope of mandated reporting. As a consequence, and not withstanding attention
to the environment and employee circumstances in debate over passage of the Reform
Bill, company directors are deemed responsible for determining the weight and

significance (if any) to be attributed to these issues.

As a consequence, firms specialising in legal services, accounting and audit functions,
and directors’ training and compliance have entered the market to provide advice on
reporting according to the Act and its provisions. Service companies have relied, in
part, upon professional bodies to supply guidelines on compliance in the absence of
detailed government rules and regulations and legal precedents that might provide
authoritative interpretations.  Similarly, a range of NGOs have come to the
burgeoning market for corporate advice and third-party certification, moving from
public opinion with respect to the proper scope of CESR to providing fee-based
advisory services. Not surprisingly, the larger advisory companies have employed
CESR specialists from the NGO sector and universities just as many of the larger
FTSE-listed corporations have come to employ in-house CESR specialists with
responsibility to build the information databases consistent with director’s new found
disclosure obligations. Armed with CESR information, disclosure has become,
amongst other things, an important element of corporations’ reputation management

programmes in the media and elsewhere (Clark and Hebb 2005).

8/. There is a certain irony in the capacity and willingness of the House of Lords to engage in the
substantive issues of legislation (compared to their colleagues in the Commons). Since being elected in
1997, the Labour Government has sought to establish the primacy of the lower House by reforming the
Lords. By excluding hereditary peers and by the appointment process, the Lords has become a
chamber more than able to challenge the government of the day. See King (2007) on the recent history
of British constitutional life.
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Notwithstanding the boost to fee-based advisory services brought by the disclosure
requirements of the Companies Act (2006), it would seem that directors’ compliance
with the Act may remain specific to each company until ‘best-practice’ standards of
reporting are established. By contrast, institutional investors demand standardised
disclosure of market-sensitive information such that data are comparable between
companies (especially those in the same industries and countries), consistent in

definition and measurement over time, and comprehensive in nature and scope.

Further, with the importance of real-time data providers such as Bloomberg, Reuters,
and Thomson it is also apparent that institutional investors demand immediate access
to this type of data directly from trading desks. Data-mining and the stress-testing of
causal relationships as regards corporate characteristics and stock-price movements
have become essential to investment practice whatever the past significance attributed
to the efficient markets hypothesis (Clark et al. 2007). See, for example, the success
of the Gompers et al. (2003) test and its variants of the significance of companies’

quality of corporate governance for stock value.

Absent UK government rules and regulations governing the disclosure of market-
sensitive data on the long-term prospects of companies, market intermediaries have
sought to supply standards and data. Whereas one of the most important providers of
disclosure standards with respect to corporate balance sheets, if not the related data
that flows through global financial markets, is the London-based International
Accounting Standards Board (IASB), the IASB has lagged EU and UK legislation on
these types of issues (Godfrey and Chalmers 2007). Independent of government and
based upon expertise as opposed to partisan politics, the IASB is responsible for
formulating and articulating corporate reporting standards consistent with the
effective flow of market-sensitive information to global financial markets. In contrast
to the principled approach of the UK Companies Act (2006), if the IASB were to
introduce related standards it would neither allow directors discretion as to the
significance attributed to such standards, nor would it allow directors the option to
select ‘relevant’ data or information. The IASB, like other accounting standard boards
around the world, mandates both the use of promulgated standards and the nature and

scope of information to be disclosed.
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In the space provided by the UK Companies Act (2006), and the lack of engagement
on these issues by the accounting standards boards, intermediaries have come to
market with their own ‘standards’ and products to match. The absence of standard-
setting by the Government on this issue is arguably a deliberate experiment in market-
volunteerism. It is an attempt to let the market efficiently digest the large volume of
financial and non-financial information entering the market place so that it might pre-
empt what CESR issues is regards as important drivers for long-term sustainable
economic growth. It would subsequently fall to governments to crystallize these
market-based models in more traditional regulatory standards.’ Historically, of course,
agencies like Standard & Poor’s, Moody’s, and Fitch have provided company-specific
single-score alphanumeric credit ratings to the market allowing investors to evaluate
in a comparable, consistent and comprehensive manner the market value of proffered
debt. These companies use similar methods of assessment to come to their scores,
matched by some of the more recent market entrants that offer specialised ratings on,

for example, the nature and quality of corporate governance.

As is well-appreciated, however, the mainstream ratings companies have not fared
well in the aftermath of the 1990s tech-bubble and the more recent subprime global
credit crisis. Their methods of assessment and calibration of underlying credit risks
have been subject to harsh criticism. Mainstream rating companies have remained
aloof from the calibration of CESR related issues preferring to monitor the
development of standards and data in this area before acquiring (some time in the

future) the market innovators.

We can distinguish between two generic approaches taken by intermediaries in the
development of CESR standards and performance data. There are, as noted above,
firms that begin with a comprehensive array of variables designed to capture the
crucial issues relevant to CESR factors. Beginning with company annual reports and
websites, these firms interview companies to augment their initial assessments. From

there they develop qualitative scores to indicate corporate responsiveness to the issues

%/. Presumably the Government will introduce such a standard once the metrics are clearer, and the
private sector has ‘test-run’ what the standard needs to include (so that investment companies can build
their metrics in common agreement). See, for example, recent debate (early 2008) in the Lords over
the Climate Change Bill where a proposed amendment would provide “guidance” on company
reporting as to greenhouse emissions.
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as well as their actual performance benchmarked against industry and country
averages. The resulting scores across a number of indicators relevant to institutional
investors rely upon directors’ disclosure and the evaluation of collected data. In effect,
these types of intermediaries seek to capture current performance against relevant
standards and supply to the market their assessments of companies’ likely future
performance. For example, when assessing companies’ environmental performance,
ratings firms must determine the relevant issues, the indicator variables, and the extent
to which the assessed companies could be said to above or below the relevant

benchmark (Salo 2008).

Instead of relying upon corporate disclosure and the willingness of corporations to be
interviewed and assessed, a new generation of intermediaries have sought to develop
quantitative estimates of corporate CESR ‘liability’ over a range of crucial variables
relevant to corporations’ long-term financial performance. Here, the intention is
plain: to avoid the complications and costs involved in site-visits and qualitative
ratings by building comprehensive and consistent databases on individual firms
benchmarked against industry averages. Intermediaries rely heavily upon the public
disclosure by corporations of their liabilities, augmented by stylised models of whole
industries. In effect, these models seek to map the nature and scope of industry-
specific systems of production and distribution being a means of referencing firms
according to their relative performance. Based on this procedure, industry analysts
can build stories of likely long-term environmental performance, innovation, and
technological change. Analysts can identify firms that might be included, for example,

in ‘best-in-class’ sectorally-diverse investment portfolios.

Reference to corporate CESR ‘liabilities’ here should be qualified by the fact that, in
most cases, these quantitative metrics are measuring a company’s exposure to
financial costs in the event that regulation is implemented to price CESR externalities,
rather than existing regulated liabilities or costs. In the context of emerging legal
regimes to price carbon and other environmental outputs from industry, these
quantitative metrics are helpful in anticipating what that firm’s future cash flow risks
might be if that firm continues on its current emissions trajectory. However, since

these projections are long-term, there are inevitability subject to uncertainty about

Clark&Knight Sloan Conference (Boston, 2008) Version 12 23



both the future regulatory landscape as well as the future CESR performance of the

firm.

Nevertheless, these quantitative estimates of companies’ actual and disclosed
liabilities, and their expected rates of change over time, can be very important for
analysts seeking to build predictive models of stock price movements. Equally,
quantitative estimates allow for rapid and systematic data sorting and comparison. For
example, a single carbon-estimate may be sufficient for investment analysts to rank-
order traded firms by industry, by country, and by market indices. By stripping out
the judgement associated with qualitative scores, as well as the problems sometimes
encountered when attempting to understand assessors’ judgements and benchmarks,
these types of intermediaries supply to the market data in much the same form that
analysts encounter in their day-to-day trading.'® These intermediaries are also clearly
distinct from social activists whose agenda is differently focussed on the roles and

responsibilities of the firm.

Implications and Conclusions

The premise of this paper is that the modern corporation is both the object of
investment for the global financial sector and the source of value for society. As the
object of investment, the modern corporation is subject to the theories and practices of
the investment industry being, more often than not, just one element amongst many in
market-based portfolios. Its ‘value’, in this respect, is relative: that is, it is priced
against market information concerning its expected value relying upon common
metrics and comparative market performance. As such, the modern corporation has
no intrinsic value—whether investors hold or do not hold a corporation in their stock
portfolios depends upon their overall desired risk-adjusted rate of return. We
recognise, of course, that this is characteristic of Anglo-American economies wherein
the financial sector has become virtually autonomous from the so-called ‘real’
economy (Allen and Gale 2007). But it is increasingly the case for continental
European economies, and especially their largest traded corporations that seek the

benefits of global financial markets (Bauer et al. 2008).

1%/ See, for example, the assessment methodology of Trucost one of the most important intermediaries
in the London market for environmental accounting; www.trucost.com
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At another level, the modern corporation is the principal source of value for society.
Obviously, it provides employment and earned income as well as tax revenue for
governments. In many countries, its share of national income has grown dramatically
over the past fifty years so much so that the ‘partnership’ between the state and the
corporation, so important for post-war politics and policy has been heavily discounted.
The corporation is now the most important driver of social welfare. For many, this is
the ‘normal’ state of affairs. But this has meant that the modern corporation carries
two rather different sets of expectations; as the means of generating income for
distribution through society and as the medium through which social expectations are
to be, in part, realised. We noted the tension between these expectations, arguing that
the UK Companies Act (2006) was conceived to enhance the global competitiveness
of UK-listed corporations given EU and domestic debate over the proper purpose of
the corporation with respect to social and environmental standards. When pressed to

explain its preference, the UK Labour government favoured the former over the latter.

Nonetheless, it is apparent that the government, market analysts, and social activists
have joined together in an uneasy alliance to promote greater disclosure of
information to a broad array of constituents. At one level, the disclosure movement
has been driven by financial market agents concerned to better price, on a
comparative basis, one company over others. This claim for the disclosure of market-
sensitive information has proven extremely powerful, buttressed by theories of market
efficiency and related notions of market equitability wherein ‘insiders’ and ‘outsiders’
are declined to deserve much the same access to information (see Wilhelm and
Downing 2001). If it appears as an unassailable economic good, the disclosure
movement is also a means to an end wherein the autonomy of corporate executives is
brought to account on the assumption that disclosure can discipline hubris and a
penchant for empire-building (Bauer et al. 2008). For continental Europe, of course,
the disclosure movement is part of a larger process whereby hitherto sheltered
national champions have been integrated into the global financial community (Clark

and W¢jcik 2007).

For the EU, concerned about the social responsibility of the modern corporation, the
interest of financial agents in disclosure has been an opportunity to articulate a broad

range of items for disclosure while advocating standards by which the quantity and
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quality of information are to be judged. The EU Modernisation Directive sought to
combine both in a way that would meet the interests of the social partners or
stakeholders in an expansive definition of corporate responsibility. Recognising the
underlying logic of the Directive, the UK embraced the opportunity to re-write UK
company law but with a particular flavour (captured in our recounting of the
parliamentary debate over its passage through the House of Lords). Here, the Labour
government accepted the principle that company directors ought to disclosure market-
relevant information on the long-term prospects of the firm, including where relevant
reference to social and environmental matters. But, as we noted, this was hardly a
ringing endorsement of corporate social responsibility; as the withdrawal of the
previously mooted OFR indicated, the government sought at every opportunity to
narrow the scope of such a requirement to that which would be appropriate for market

valuation of company prospects.

In effect, the Labour government passed on the opportunity to embrace continental
European social democracy. In doing so, it reinforced its apparent commitment to the
competitiveness of UK financial markets and especially London’s place in the global
competition for incorporation, cross-listing, and international financial transactions.
Whether intended or not, the government’s reluctance to require reporting on certain
matters including social and environmental issues as well as its unwillingness to set
standards of disclosure on these matters has prompted rapid growth in market-based
solutions to these questions. We have argued that, to the extent that financial agents
require consistent, comparative and comprehensive metrics for assessing corporate
value, in the absence of government reporting standards financial intermediaries have
sought to provide these types of measures. There has been a remarkable burst of
private investment in metric-making, some of which rely upon qualitative judgement
others of which are entirely quantitative in the manner made popular by the real-time
data streams that flow across the trading desks of major financial institutions. Once
again, metric-making has advantaged London as one of just a few truly global centres

of financial innovation (Clark 2003).

Not surprisingly, metric-making has brought into being remarkable coalitions of
interest and institutions linking the NGO community with banks, venture capital

partnerships and pension funds. If stymied in the framing and passage of the
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Companies Act (2006), the NGO community have found a willing audience in some
segments of the financial industry (if not always the corporate sector). But at this
juncture we emphasized that metric-making is a supply-side activity—it is all about
articulating standards and measures of measurement for the investment industry on
the assumption that the demand for such metrics will follow the lead provided by the
relevant sections of the Companies Act (2006). Whether this will actually occur
remains to be seen. The Government has embarked on a remarkable experiment in
market-volunteerism eschewing political leadership in the hope that the social
expectations of activists will be taken up through the interests of financial agents in

pricing the value of major companies.

There is, no doubt, genuine interest in these issues found especially in some types of
pension funds and institutional investors. @ We noted, though, that the UK
Government’s 1999 disclosure ‘policy’ on ‘ethical’ pension fund investment was still-
born; it failed at a rudimentary level to encourage pension funds and their service
providers to engage in the issues. By contrast, the relevant provisions of the
Companies Act (2006) concerning the long-term prospects of firms are likely to have
far more important affects than the change in regulations to the Pensions Act (1995).
In any event, recent research has indicated that many pension funds and their trustees
have not made real efforts to match their investment policies to community
expectations as regards social and environmental matters (Caerlewy-Smith et al.
2007). In part, reluctance to engage CESR issues can be explained by a narrow
interpretation of fiduciary duty that excludes reference to anything other than the risk-
adjusted rate of return. Equally, we have also shown that many trustees, especially
those that are experienced, recognise the complex nature of the issues involved and
the lack of widely-accepted decision-metrics relevant to investment strategy. Too
often, CESR issues considered are event-specific, undercutting the strong interest of

pension fund trustees in a well-governed investment strategy (Clark and Urwin 2008).

In any event, many private sector pension funds are opposed to these types of
interventions in all but the most obvious cases. This is for two reasons. First, private
sector pension fund boards typically include senior executives whose principal
concerns are their own status and promotion in the company (most important) and the

solvency of the fund in relation to corporate revenue and growth (very important). In
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the UK, it is also the case that many funds are staffed by ‘secretaries’ that are
company employees; deliberation over investment strategy is often truncated and
reliant upon consultants. In effect, private pension funds have neither the interest nor
the capacity to engage with the issues. At best, pension fund boards are likely to
follow the lead on social and environmental matters provided by highly reputable
investment houses whose investment products integrate these matters into the
expected pricing of offered portfolios. At the margin, a demonstrated link between
risk and return and environmental liabilities and management capacity may attract the
interest of boards; at the margin, unless held by government to account for such

decisions, pension boards may simply ignore the issues.

By our interpretation, the UK Companies Act (2006) provides a political recipe for
reconciling two competing interests in the value of the modern corporation. Where
the Government might have required certain reporting standards and where it might
have introduced mandatory disclosure on significant social and environmental
concerns, the Government sought to enhance the competitiveness of London’s
financial markets in relation to Frankfurt and Wall Street. In this respect, the
Government underwrote the prospects for market-intermediation rather than directly

regulate corporate social and environmental responsibility.
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