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Appendix 3.02.1 Original purpose of financial reporting 

Original purpose of financial reporting 
Essentially the critics argued that conventional financial reporting failed to cover many matters 
of vital importance to mankind. During earlier periods, financial reporting’s purpose was to 
facilitate the functioning of the capitalist system which enables far greater resources to be made 
available to business firms than if the businessman had to rely solely on his own wealth and 
that of his family. These larger amounts were needed to build the railways, steel plants and 
factories that sustained the economic growth of Western Europe and North America in the 
nineteenth century. However, more recently the nature of the stock exchange has changed. As 
John Kay makes very clear in his book ‘Other People’s Money’1, the stock exchange is not a 
source of investment money for business. New issues of shares are very rare; most new listings 
are ways for the founders of companies to realise their capital gains; the volume of share 
buybacks far exceeds the amount raised in new issues. John Kay (page 162) sums up the present 
position very well with the aphorism ‘Stock markets are not a way of putting money into 
companies, but a means of taking it out’  

The current struggle of financial reporting pulled between two concepts 
We feel that recent developments in financial reporting can best be explained as the outcome 
of a struggle between the proponents of fundamentally different concepts of the function of the 
annual report. Two of these are listed below. 

Concept A Allocation of capital/Shareholders 
According to this concept, the function of the annual report is to promote the more efficient 
allocation of resources, particularly capital). Thus the principal function of the annual report is 
to provide information for shareholders and other providers of capital, both current and 
prospective – see page 2 of John Flower’s book on distributive justice2.  

Concept B Responsibility to Stakeholders 
According to this concept, the function of the annual report is to fulfil the company’s 
responsibility of accountability towards its stakeholders (shareholders, employees etc including 
the global society as a whole).  

Over the past twenty years, the average annual report has more than doubled in length, with an 
increase of a quarter in the last five years. This is despite repeated calls from all parties to 
reduce its length. Our interpretation of the situation is that the authorities have reacted to the 
demands for more information from the proponents of Concept A and Concept B by agreeing 
with both of them without making a decision in favour of one or the other. 

The apparent triumph of Concept B 
Much of the information that a company is required to include in its annual report would seem 
to reflect Concept B. Examples are: 

1 Kay, J., 2015, Other People's Money: Masters of the Universe or Servants of the People?, Profile Books, 2015, 
pages 160-164. 
2 Flower, J., Accounting and Distributive Justice (Routledge Studies in Accounting), Routledge, 2012. 
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 The disclosure required by the Modern Slavery Act 2015.
 The information on human rights proposed by the UN
 Much of the information required to be included in the Strategic Report

(environmental matters, employees, social and community issues, gender analysis of
directors and employees).

 The information that will (in the future) have to be disclosed under the terms of the
EU’s Directive on the disclosure of non-financial and diversity information (Note to
Krish – I have not studied this in detail).

There also appears to be a trend towards companies voluntarily reporting information in 
accordance with the IIRC Framework and/or the GRI Guidelines, which is not a legal 
requirement. 

We do not consider that these disclosures reflect a genuine acceptance of Concept B by the 
companies involved – for two reasons: 

 The information is also useful to shareholders in enabling them to forecast future profits
and cash flows – for example that the company may be fined or suffer a consumer
boycott for abusing human rights.

 The basic function of the annual report is to provide information for shareholders.

We feel that recent developments in financial reporting can best be explained as the outcome 
of a struggle between the proponents of fundamentally different concepts of the function of the 
annual report. Two of these the allocation of resources and distribution of profits functions 
identified earlier. 

Over the past twenty years, the average annual report has more than doubled in length, with an 
increase of more than a quarter in the last five years. This is despite repeated calls from all 
parties to reduce its length. Our interpretation of the situation is that the authorities have reacted 
to the demands for more information from the proponents of Concept A and Concept B by 
agreeing with both of them without making a decision in favour of one or the other. 

The apparent triumph of distribution of profits over resource allocation 
Much of the information that a company is required to include in its annual report would seem 
to reflect the distribution of profits concept. Examples are: 

 The disclosure required by the Modern Slavery Act 2015.
 The information on human rights proposed by the UN
 Much of the information required to be included in the Strategic Report

(environmental matters, employees, social and community issues, gender analysis of
directors and employees).

 The information that will have to be disclosed under the terms of the EU’s Directive
on the disclosure of non-financial and diversity information and new UK regulations
including a widening in the governance code.

There also appears to be a trend towards companies voluntarily reporting information in 
accordance with the IIRC (International Integrated Reporting Council) Framework and/or the 
GRI Guidelines, which is not a legal requirement. Add to this the various goals stated by both 
major political parties to widen the socially acceptability of reports following major financial 
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failures and scandals occurring from 2018 onwards. That said Integrated Reporting <IR> has 
essentially gone out of fashion and few of the FTSE 100 companies do anything more than pay 
lip service to the concept. 
 
 
Shareholders versus stakeholders versus directors 
Hence we consider that the struggle between the proponents of Concept A and those of Concept 
B has been won by the former, with any information provided on matters of interest to 
stakeholders being purely cosmetic – essentially a PR exercise. But, on reflection we feel that 
there is a second struggle that has influenced the reporting requirements of companies: that of 
shareholders versus directors. This reflects the basic conflict between ownership and control 
that was identified by Berle and Means3 over eighty years ago. Essentially the regulators, 
responding to pressure from shareholders and their representatives have sought to strengthen 
the position of shareholders vis-à-vis directors. In respect of the annual report, this has been 
achieved principally through the provisions relating to audit and to information on directors’ 
remuneration. 

 Audit. The effect of these provisions is to prevent the auditor becoming too close to 
the company’s management. 

 Directors’ remuneration: This information takes up a very considerable proportion of 
the annual report, which is clearly quite out of proportion to the materiality of the 
monetary amounts involved. 

  

                                                 
3 Berle, A., and Means, G., 1932, The Modern Corporation and Private Property, Harcourt, Brace & World 
Inc., 1932. 
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The Agent-Principal Conflict 
The age-old argument are presented here. This is another representation of these competing 
theories – the agent-principal conflict is defined as: 
The principal-agent problem occurs when a principal creates an environment in which an 
agent's incentives don't align with those of the principle. Generally, the onus is on the principal 
to create incentives for the agent to ensure they act as the principal wants. This includes 
everything from financial incentives to avoidance of information asymmetry4. This portrays 
the management executives and the shareholders in a conflict situation and a mismatch of their 
aims and objectives.  
 
The Economist relates this in terms of different desires of management and shareholders:5 

The simplest explanation for this lies in the agent-principal conflict between executives 
and investors.  
However, managers may want to issue shares to fund expansion of the company, 
allowing them to control more assets and demand a higher salary. Investors, meanwhile, 
may worry about the impact of expansion on long-term returns and dislike the dilution 
of their control. 
So what happens to a company's share price when new shares are issued?  
Mr [Clifford] Holderness6 performed a meta-analysis of more than 100 studies of stock 
reactions around the world. He found that, when shareholders approved issuance in 
advance, the price tended to rise by an average of 2%. But when managers issued stock 
without shareholder approval, the share price declined by an average of 2%. 

 
Making a 4% difference - when managers issue stock without shareholder approval, returns are 
negative and 4% lower. 
 
 

                                                 
4 Investopedia, Principal-Agent Problem, 23 January 2018, 
Available at: 
https://www.economist.com/business/2019/05/30/why-managers-should-listen-to-shareholders 
Accessed June 2019. 
5 Batleby, Why managers should listen to shareholders: Ash and you shall receive, The Economist,  30 May, 2019 
Available at: 
https://www.economist.com/business/2019/05/30/why-managers-should-listen-to-shareholders 
Accessed June 2019. 
Accessea 

6 Holderness, C., Equity issuances and agency costs: The telling story of shareholder approval around the world, 
journal of Financial Economics, Volume 129, Issue 3, September 2018, Pages 415-439. 
Available at: 
https://www.sciencedirect.com/science/article/pii/S0304405X18301545  
Accessed June 2019. 
 


