THE FINANCIAL REPORTING COUNCIL’s APPROACH TO OUTCOME-FOCUSED, PRINCIPLES-BASED REGULATION
The FRC’s approach to regulation is outcome-focused …

The United Kingdom Financial Reporting Council’s (FRC) approach to regulation is outcome-focused.  In 2004 we defined that the high level outcome which we seek is confidence in corporate reporting and governance.  Of course, this means “justified” confidence and we do not support promotion of confidence if it is not supported by the underlying facts. 

We believe that our role in promoting confidence can, as part of a wider policy framework for enterprise, investment and employment, make the creation of wealth more likely.  Recent experiences have confirmed that a reduction of confidence in corporate reporting and governance is often associated with the destruction of wealth.

The responsibility for achieving the outcome is shared among many parties …
The responsibility for confidence in corporate governance and reporting is shared by many parties, including those responsible for the laws, those responsible for the standards and other regulatory requirements, the practitioners, who are central to the achievement of the outcomes, and those responsible for monitoring and enforcement, which, in relation to corporate governance, includes institutional investors.

Outcomes need to be specified in some detail to be operationally useful …
If the various parties who share the responsibility for achieving confidence in corporate reporting and governance are to be clear about what they need to do then it is necessary to specify in more detail what is needed in order to contribute to the high level outcome.  It is a matter of judgement as to what level of detail is appropriate and different levels of detail will be appropriate for different purposes.

The FRC’s Strategic Framework sets out more detailed outcomes and responsibilities …
In 2006 we constructed a Strategic Framework ( attached as Annex A) which sets out, in progressively more detail, the factors which we believe contribute to confidence in corporate governance and reporting and where the responsibility for each of those factors lies.
The first level of detail (which we refer to as “strategic outcomes”) relates to the five main aspects of corporate reporting and governance for which we have some responsibilities (ie corporate governance, corporate reporting, auditing, actuarial practice and the professionalism of accountants and actuaries) and also to our commitment to being an effective regulator.  For example, the strategic outcome for corporate reporting is that “corporate reports contain information which is relevant, reliable, understandable and comparable, and are useful for decision-making, including stewardship decisions.” 

Underneath each of the strategic outcomes for the five main aspects of corporate reporting and governance are four “supporting outcomes” which set out the distinct but related activities of legislation (for which the government and, in some cases, the European Union are responsible), regulation (ie rules, standards and guidance, which is primarily the responsibility of the FRC and certain of its operating bodies), implementation (which is the responsibility of practitioners such as company directors, auditors, actuaries, etc) and monitoring and enforcement (most, but not all, of which is the responsibility of the FRC and certain of its operating bodies).  The supporting outcomes for the FRC’s effectiveness outcome deal with the principles of good regulation, the FRC’s reputation and the FRC’s resources and management processes.
The final layer in the Framework (which we refer to as “components”) specifies at a greater level of detail the outcomes which need to be in place in order to achieve the high level outcome.  The components are closer to making clear in operational terms what is required, although in many cases they simply provide the link to other documents (eg the Combined Code on Corporate Governance, Auditing Standards, etc) which set out the requirements in more detail than could be accommodated within the Framework.
The Strategic Framework is used by us to help decide and explain which projects and activities we undertake …

The Strategic Framework is a practical tool and not just a conceptual one. Each year we make an assessment of the extent to which the outcomes at all four levels in the Framework are presently, and are, under different future scenarios, likely to be achieved in practice.  Our work programme is designed to mitigate the risks of non-achievement of the outcomes.

We publish this assessment and our proposed work programmes for public comment and, where appropriate, adjust our assessments and work programmes in response to the responses we receive.  
We have a broad range of stakeholders, including companies, investors and other users of corporate reports and the two professions and we try to take – 
and communicate - a balanced and independent view having listened carefully to all of them.  This is outcome-based regulation in action.
… and we have a preference for a principles-based approach …

Our approach to regulation has a clearly-expressed preference for a principles-based approach, which recognises the importance of the professional judgement in deciding how to achieve the desired outcomes in particular circumstances, rather than an approach based on detailed prescription as to what should be done.  However, sometimes principles need to be stated in a form which makes it clear that they are required to be adhered to.  
We are committed to Better Regulation …

Our choice of projects to mitigate the risks which we have assessed is influenced by our approach to regulation - our regulatory philosophy - in which we articulate how we apply the United Kingdom Better Regulation Commission’s principles of good regulation to our areas of responsibilities.  
The Better Regulation Commission’s principles are that regulation should be:

· Proportionate: Regulators should only intervene when necessary. Remedies should be appropriate to the risk posed, and costs identified and minimised. 

· Accountable: Regulators must be able to justify decisions, and be subject to public scrutiny. 

· Consistent: Rules and standards must be joined-up and implemented fairly. 

· Transparent: Regulators should be open, and keep regulations simple and user friendly. 

· Targeted: Regulation should be focused on the problem, and minimise side effects. 

In applying these principles in our work, we aim to: 

· Work on the basis that a well-informed market is the best regulator but, in relation to some of our responsibilities, we have been given significant powers and we do not hesitate to use them where appropriate.
· Target the use of our powers, taking a proactive, risk-based and proportionate approach, making effective use of impact assessments and having particular regard to the impact of regulation on small enterprises.
· Emphasise principles and clarity in our standard-setting and rule-making and seek to ensure, as far as it is appropriate to do so, that we are consistent with international standards.
· Be consultative - involving preparers, auditors, actuaries, users of corporate reports and other regulatory organisations in our decision-
· Making and allowing adequate time for consultation, without compromising our independence or confidentiality.
· Recognise the importance of professional judgement in the way in which standards and rules are applied and enforced.
· Where we discharge a judicial or quasi-judicial function, do so in accordance with our own procedures and the rules of natural justice.

· Be transparent, accountable and efficient in our work, and ensure that information about our work is presented in a timely and easily accessible fashion to our stakeholders and the public.

Both principles and rules can contribute to outcomes…
Some commentators have taken what seems to us to be an almost ideological approach to the issue of “principles versus rules”.  Our outcome-focused approach to regulation is more pragmatic:  we think that in many cases the outcomes which we seek are more likely to be achieved if the requirements are set out as principles but we also believe that in some cases a rules is appropriate.

An example will illustrate the need for pragmatism.  Assume that the desired outcome is road user safety and the issue to be determined is which side of the road vehicles should use.  There is no principle which can provide a clear preference for “right” or “left” and it would be unwise to leave the matter to the judgement of individual road users. A clear rule (“Drive on the left”) is the best way of promoting the achievement of the desired outcome.  On the other hand a rule will not be the best way to prescribe how a paramedic should treat someone injured in a road traffic accident:  the paramedic will have to make a professional judgement based on the circumstances as he finds them.

The requirement to give a “true and fair view” illustrates the sterile nature of the principles versus rules debate.  The concept of the “true and fair view” is an extreme example of a principles-based approach to regulation – there is no higher-order principle in accounting – but it is also a legal rule which it is a criminal offence to breach!

It is matter of regulatory professional judgement as to whether a principle or a rule is most likely to achieve particular outcomes.

Our starting point is to prefer a principles-based approach…
We start with a clear preference for adopting a principles-based approach.  There are four reasons for this preference.
Firstly, the standards or guidance which we produce are typically applicable to a wide diversity of organisations and activities.  It is impossible for the standard-setting body to know all the circumstances in which its requirements will have to be applied and so it is impossible to write rules which will cater for every circumstance.

Secondly, the subject matter of the standards and guidance which we set is such that much of it is not susceptible to a rule-based approach.  Corporate reporting is not like “painting by numbers” and, in some cases, requires the making of some tricky judgments if it is to produce a fair presentation.  It is for this reason that we recognise the importance of professional judgment in the way in which standards and rules are applied and enforced.

Thirdly, a rules-based approach leads a significant risk of standards becoming ever more detailed as it leads to demands for more and more exceptions to deal with particular situations in which the basic rule is inappropriate.  Standards which are very detailed are more costly to prepare, maintain and apply.

Finally, a rules-based approach can frustrate the achievement of the desired outcome by providing “bright lines” which people can use to design transactions to fall on whichever side of the line best suits their interests.

Practitioners will get the style of standards which their behaviour deserves…
There is an interaction between the behaviour of those responsible for implementing standards and the development of those standards over time.  If monitoring and enforcement activities reveal that practitioners regularly exploit the flexibility inherent in principles-based standards to avoid the intended outcome then it is likely that there will be pressure on the standard-setters to revise the standard to reduce the scope for flexibility (i.e. to make it more rules-based).

We also do not agree with those who advocate a “principles-based” approach to the setting of standards but then insist that enforcement action is only appropriate where there has been a clear breach of a rule.

Conclusion

We believe that our outcome-focused approach can secure the advantages of a principles-based approach while minimising the potential disadvantages.  However, it depends for its effectiveness on clarity in defining the outcomes and on an acceptance by stakeholders that they have a shared responsibility for those outcomes.
Paul V Boyle
21 June 2009
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