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Executive Summary

Tomorrow’s effective corporate social, environmental and economic
reporting must communicate information that is ‘material’ to stakeholders
in making coherent decisions and taking planned and timely actions 
relevant to their interests. 

An appropriate redefinition of materiality is therefore essential for business
managers, for policy makers establishing tomorrow’s regulatory frame-
works, and for those involved in their implementation and oversight.

Materiality is being redefined - through pressure on business from wider
civil society, and through precedents established by company practice
and, increasingly, regulation and litigation. But current experimentation
in redefining materiality suffers from being ad hoc, often confused and
confusing, and rarely credible. As a result, companies too often disclose
information that is not used, incurring unnecessary costs without 
satisfying intended audiences.

There is a critical need to redefine materiality to the satisfaction of both
business and its varied stakeholders, and to codify an agreed approach
to ensure its demonstrable, consistent application. This would benefit
both business and its stakeholders in settling expectations, converging
practice, and enabling balanced comparison.

‘Redefining Materiality’ proposes a robust, practical and effective
approach that meets the needs of companies’ and their stakeholders,
both those advocating broader business and investor responsibilities,
and those primarily focused on financial returns.

Proposed is to broaden the definition of materiality to ensure that 
companies are sensitive to stakeholder concerns. The proposals are
based on the AA1000 Assurance Standard’s materiality principle that
requires that ‘the reporting organisation has included in its public report
adequate information about its sustainable performance for its stake-
holders to be able to make informed judgments, decisions and actions’.

The report makes four related proposals for effectively implementing this
redefinition of materiality:
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❏� The application of a five-part test of materiality (Figure 1) in 
determining what should be publicly disclosed.

❏� Embedding this test in a transparent process involving companies
in stakeholder engagement and appropriate analysis. 

❏� Subjecting the test and process to external assurance by
providers using appropriate standards.

❏� Placing the results of the test and underlying process under the
direct responsibility of company boards.

AccountAbility’s proposed approach can be, and in some instances is
already being, used by:

 Companies in defining the scope of reports.

 Assurance providers in assessing the relevance of these reports.

 Standards developers in framing approaches to reporting, assur-
ance and sustainability and risk management.

 Policy makers in codifying a redefinition of materiality into volun-
tary codes, industry standards, investor-led reporting
requirements, listing requirements, and other regulations
governing company behaviour.

Figure 1: Five-Part Materiality Test
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Useful reporting is not about dumping ever-increasing volumes
of data into the laps, and laptops, of unprepared investors and
other stakeholders.

Making more information public can help to end the culture of secrecy
and public distrust that surrounds corporate behaviour, and help rebuild
the all-important social contract between business and society. More
and better information is demanded both by those responsible for
ensuring the financial performance of investments, and by stakeholders
concerned with the wider social, environmental and economic impacts
of business.

But a move towards a ‘take-the-lot’ approach to disclosure is neither
feasible nor desirable. Completely open books can be problematic for
both legal and competitive reasons. Furthermore, approaches that result
in information overload are unlikely to inform or affect the behaviour of
a company or its stakeholders, the essential litmus test of effective
communication. AccountAbility and CSR Europe’s report, ‘The Impacts of
Reporting’ 1, highlights the dangers of reporting becoming a costly tick-
box exercise that fails to have an impact on the social, environmental or
economic outcomes of corporate performance. Indeed, such develop-
ments in reporting might actually reduce trust, resulting in stakeholders
believing that companies are deliberately disguising what is important,

or ‘hiding the wood amongst the trees’.

Effective public reporting must, in short,
communicate what is important to targeted
information users in ways that enable them to
make coherent decisions and take planned
and timely actions relevant to their interests
whether as customer, employee, neighbour or
citizen.

Obvious, perhaps, but how does this relate to
practice? UNEP/SustainAbility’s latest bi-
annual review of corporate sustainability
reporting, ‘Trust Us’ 2, highlights the rapid
growth in the number of reports and the
increasing volume of information reported.

1. Data, Data Everywhere…
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This is confirmed by CSR Network’s fourth Benchmark survey of the
social and environmental reporting of the world’s one hundred largest
companies, which found an increase in reporting on health and safety,
diversity, and human rights.3 But despite this trend, neither campaigners
nor the general public trust business to look after people or the planet.
The most recent World Economic Forum (WEF) ‘trust’ survey, for
example, mirrors a host of other studies that locate large businesses well
towards the bottom on lists of trusted institutions.4 While trusting what
an organisation says to be true, and trusting it to act in society’s best
interests are not the same thing, clearly we will never come near the
second condition unless the first can be met.

Figure 2: Trust in Institutions to Operate in Society’s Best Interests

Source: World Economic Forum / Environics
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The investment community is a key user of information published by
business, and so an important audience to test the usefulness of sustain-
ability reporting. One would expect the astonishing growth of ‘socially
responsible investment’ (SRI) funds to mark a shift in investor attitudes
towards non-financial aspects of company performance. SRI has
certainly become increasingly important, as a recent Deloitte & Touche
study highlights.5 In the USA, it has been estimated that as much as
US$2 trillion was invested in a ‘socially responsible manner’ at the
height of the equity boom, 13% of the US$16.3 trillion under manage-
ment. In Japan, the comparable volume was estimated at US$2 billion,
whilst the total SRI assets in Europe have increased by 36% from €11.1
billion at the end of 1999 to €15.1 billion in mid-2001.6

But despite the growth of funds taking explicit account of non-financial
aspects of performance, institutional investors too often remain resistant
to taking account of such issues. One major survey commissioned by
Business in the Community on the ‘UK investors’ attitudes to environ-
mental and social issues found that less than 5% of financial analysts
and fund managers, when asked (unprompted) what they take into
account in making or recommending investments, mentioned social and
environmental aspects of corporate performance.7 So, even though
aspects of sustainable development are increasingly relevant to the
corporate community and its stakeholders, the investment community
still remains largely unconvinced.

This disconnect between reporting beyond short-term financial perform-
ance and investor interest is rightly a concern both for those advocating
that account be taken of broader sustainable development issues, and
those focused on longer-term financial returns. Campaigners are
increasingly skilled in influencing the consumer markets within which
business has to profitably operate. But companies will in practice not
change unless investors are more consistently knowledgeable, engaged
and responsive. All sides recognise that investors’ interests are a key
driver of company behaviour. In fact, business is unlikely to take social,
economic and environmental issues properly into account unless there
are clear rewards to doing so (and penalties for failure) in terms of the
cost and availability of financial capital.
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So Why Report?

So why do companies report on their sustainability performance, why
should investors care, and how far do existing approaches to reporting,
meet their needs? There are three broad views on the role of public
reporting in strengthening sustainability performance:

❑ Stakeholder-focused reporting. A growing range of stake-
holders, largely outside of the financial community, want to
take non-financial issues into account in the way they deal with
companies. From this well-established corporate responsibility
view, sustainability reporting is grounded in a duty of compa-
nies to account to those they impact on, including staff,
customers and local communities, about issues of concern to
them. The emerging trend towards corporate sustainability
reporting has been largely driven by these demands.

The Global Reporting Initiative (GRI) Sustainability Reporting
Guidelines is the leading, voluntary reporting standard associ-
ated with this perspective. It has been increasingly influential in
informing the approaches of companies to sustainability
reporting, with estimates of several thousand companies
already using the guidelines in their
own sustainability reporting.8

Crucially, the GRI Guidelines have
been developed through an iterative
multi-stakeholder process focused
on achieving consensus on what is
important to stakeholders, and how it
can best be measured. 

This approach to reporting does not
focus on investors, but it can be rele-
vant to investor needs in setting out
aspects of business performance that
might impact on stakeholders’ views
and behaviour towards the company.
Certainly, the GRI Guidelines define
what stakeholders consider important,
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and propose specific associated indicators. What these
approaches do not do, however, is to establish what is material
in any particular circumstance, a matter to which we will
return.

❑ Investor responsibility-focused reporting. A second view
focusing on investor responsibility argues that investors
should care about broader sustainability as well as (not instead
of) financial performance. Much of the ‘socially responsible
investment’ movement would fit into this category, as do
investors affected by legislative moves such as the UK
Pensions Act (2000), which requires pension funds to report on
their social and environmental policies. Most recently, for
example, Insight Investments have taken a lead in advocating
an investor responsibility-based strategy, proposing in partic-
ular the adoption of the OECD Guidelines for Multinational
Enterprises as a basis for setting out the requirements of its
investees.9

❑ Risk-based reporting. The third route to handling the interface
between sustainability reporting and investor interests is to
consider sustainability issues only insofar as it impacts on
financial performance. It is increasingly recognised that under-
standing social and environmental performance can help
companies and their investors predict and thereby manage
risks and opportunities. This approach is both most familiar to
the investment community, but also has generally been
narrowly interpreted to date. What is deemed a material risk
has largely been confined to those areas where there exists the
potential for litigation, and where the potential outcomes are
both very large financially, and within a relatively short period
of time. Other approaches have begun to emerge, for example
the social, ethical and environmental (SEE) risk-related
reporting guidelines of the Association of British Insurers
(ABI)10, which were first issued in 2001 and subsequently
updated in early 2003. Although framed in fairly general terms
at this stage, the ABI’s initiative has clearly signalled the rele-
vance of SEE to risk assessment for and within the mainstream
investment community. 



All three of these perspectives and underlying approaches imply the
need for greater quality of sustainability reporting. However, each
approach has differing, albeit related, implications for how best to deter-
mine what to report, and so also what to ultimately disclose.

10 REDEFINING MATERIALITY
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Tomorrow’s effective sustainability reporting will have to be
rooted in an agreed approach to redefining materiality. 

A ’take the lot’ approach to public disclosure can certainly provide a
great deal of relevant information. But such ‘broadband’ approaches
may not include what is material, and even where they do, the signifi-
cance of this information may be simply missed amongst the
voluminous detail. At the same time, it is insufficient to retain an overly
narrow approach to defining materiality that has the effect of excluding
aspects of a company’s operations, which its stakeholders, including
shareholders, consider significant in making investment, employment,
purchasing or public policy decisions.

Establishing what is material is not a new challenge to business. The
topic has become increasingly important across the financial account-
ancy community during the recent wave of financial reporting (and
performance) fiascos. But the challenge reaches new heights when busi-
ness success is influenced, within a relevant timeframe, by its social and
environmental performance. Moving beyond conventional approaches to
identifying what is material therefore requires new concepts and compe-
tencies. But the challenge is knowing where to begin. A wide-angle,
stakeholder-based approach is impractical since it provides no basis for
calibrating the relevance of stakeholders’ views or the fact that they often

conflict with each other. Certainly societal
preferences can be quixotic. Public
debate about child labour for example,
can be overshadowed when issues such
as access to health care comes to the
fore, only to be supplanted by high-
profile spectacles such as Enron, and the
personal calamities of lost livelihoods
and vanishing pensions. It is hard to work
out stakeholders’ long-term ‘climatic’
views amidst the maelstrom of variable,
more immediate weather conditions.11

Others counter this cautious, essentially
managerialist view, in arguing that some
aspects of performance are always material

2. A Materiality-based Approach 
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because society considers them important enough to be counted. From
this perspective, core aspects of a company’s environmental impact,
such as carbon emissions, would always be reported on. Similarly, for
aspects of companies’ social and economic impacts, such as those
embedded within core UN declarations and conventions, or perhaps
more generally accepted codes such as the OECD Guidelines for
Multinational Enterprises. These ‘must be’ aspects of materiality will at
times be context specific, and evolve over time. An example of this
would be the decision of the Johannesburg Stock Exchange12 to require
all listed companies to report going forward on their handling of
HIV/AIDS, or the UK’s recent requirement for certain political donations
to be disclosed, and the current proposals for all energy and mining
companies to publish all details of their royalty/license payments to host
governments.13

Materiality Reassessed

The ‘classical’ definition of materiality as it relates to company reporting
can be summarised as containing three aspects: 

❑ Intention – i.e. materiality to whom. Materiality is generally

defined in terms of ‘member interests’, essentially the

concerns of the owners of financial capital or their representa-

tives. The UK’s Accounting Standards Board, for example,
states that: “information is material if it could influence users’
decisions taken on the basis of the financial statements.”14 The
US’s Securities and Exchange Commission (SEC), similarly,
states that: “materiality concerns the significance of an item to
users of a registrants financial statements.”15

❑ Subject - i.e. materiality about what. The classical definition of

materiality assumes that the only concern of these investors is

the financial performance of the company in question.

Therefore information is considered material if it can affect this
financial performance whether in the long or short-term.
Obviously the more a long-term view is taken of the risks and
opportunities that a company faces, the wider the net of mate-
rial issues becomes.
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❑ Calibration – i.e. how significant does an issue have to be to

fall within the bounds of materiality? Here, the classical
approach does not provide a clear boundary around materiality
but depends on a judgement of what a ‘reasonable person’
would consider material. The US’s SEC, states: “A matter is
‘material’ if there is a substantial likelihood that a reasonable
person would consider it important… The omission or
misstatement of an item in a financial report is material if, in
the light of surrounding circumstances, the magnitude of the
item is such that it is probable that the judgement of a reason-
able person relying upon the report would have been changed
or influenced by the inclusion or correction of the item.”16 In
fact the SEC further states that a fact is material if “it would
have been viewed by the reasonable investor as having signif-
icantly altered the total mix of information made available.17

Similarly, the UK’s Accounting Standards Board states that:
“the materiality of the misstatement or the omission depends
on the size and nature of the item in question judged to the
particular circumstances of the case”.18 Materiality judgments
can often be hotly disputed. However, SEC SAB 99 lists a
number of “qualitative factors” which might cause even small
misstatements to reach the level of materiality, including
whether a misstatement: (a) changes a loss into a profit or vice
versa; (b) masks a change in earnings or other trends; (c) hides
a failure to meet analyst expectations; (d) affects compliance
with loan covenants; or (e) increases executive compensation,
for example by satisfying criteria for a bonus.19

Each of these aspects of materiality, are however, now being reassessed:

❑ Intention. Corporate reports, particularly environmental,

social and sustainability reports are not simply aimed at share-

holders and their representatives. They are a response to
demands from a growing range of stakeholders for more infor-
mation about companies’ social and environmental impact.
While some call for the extension of the formal ‘right to know’
beyond investors, others stress the business case for consid-
ering wider stakeholder concerns which can ultimately have an
impact on shareholders’ investments. Either way the question
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of ‘materiality to whom’ must now encompass a wider range of
stakeholders.

❑ Subject. Non-financial aspects of performance are increasingly

taken to be material. This is not surprising given the wider
range of stakeholders’ interests, which define the new materi-
ality. However, investors’ concerns are also broadening - most
obviously in the emerging ‘SRI’ industry, but also more broadly
in terms of forecasting the financial risks, opportunities and
liabilities implied by social and environmental performance.
They are further encouraged through public policy, for
example the obligation of UK pension funds to report on their
non-financial policies, and the South African King II Report’s
non-financial reporting obligations. 

❑ Calibration. While materiality will never be cut and dried, the

extension of intention and subject changes the basis on which

‘a reasonable person’ would decide whether an issue is mate-

rial or not. There is a need to reassess the basis on which
materiality is calibrated, to take into account the wider range of
stakeholders, concerns and timeframes which can reasonably
be considered to be material. 

This reassessment has led to the development of a range of new instru-
ments that offer alternatives, which often cut across these three aspects,
and at times ambiguously so. The Dow Jones Sustainability Index, for
example, offers a view of best-in-class performers according to social
and environmental criteria. But the index’s creators, Sustainability Asset
Management, argue that the application of these criteria identify the
degree to which companies are effectively managing associated risks
and opportunities. The FTSE4GOOD, on the other hand, is comprised of
companies drawn from the main FTSE index, but included or excluded
on the basis of social and environmental best practice, exhibited in terms
of their policies, processes and performance. The Operating and
Financial Review (OFR) of the proposed UK Company Law frames non-
financial disclosure firmly within a ‘business performance’ model, whilst
allowing (at this stage) considerable latitude in interpreting what this
can, and cannot, cover. This poses a greater risk to the liability of Board
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directors in their decision as to what is material or not, and therefore
what should be disclosed in line with the OFR.

Some mainstream players have already acknowledged this reassess-
ment. The European Federation of Accountants (FEE), for example,
states that: “materiality is a principle which is related to relevance and
which is sometimes referred to as a ‘threshold characteristic’.
Furthermore, what will be considered as material by one user group,
may be different from the view of another group”20. New principles of
disclosure and reporting, similarly, in the King II Report, now included in
Johannesburg Stock Exchange state that: “Public disclosure of non-
financial information should be governed by the principles of materiality,
relevance, clarity, comparability, time and verifiability. Guidance in this
regard could be obtained from international models and guidelines as
well as national statutory definitions”. The proposals for a new UK
Operating and Financial Review require company directors to under-
stand ‘stakeholder interests’, albeit only to determine which are relevant
to member interests.

The current state of reassessment is, in short, confused. Even confining
the analysis to those approaches that are purely focused on risk and
financial performance, reveals very differing approaches dependent, for
example, on the handling of:

• Time frames, with typically more social and environmental
issues being included where longer time periods are taken into
account.

• Emerging issues, driving new aspects of materiality, particu-
larly where media criticism is significant (e.g. obesity).

• Underlying risk, being almost entirely ignored until it actually
impacts on financial performance (e.g. drug pricing).

The confusion is magnified where stakeholder-based approaches are
(rightly) advocated without due attention placed on the ‘how to’. What in
practice one observes are ‘gunshot marriages’ between shareholder and
stakeholder approaches, leaving the company director with the
accounting, governance and ultimately legal problem to ‘sort out the



details’. This is clearly inadequate for all concerned, although the oppo-
site extreme - a mechanised, ‘check-list’ solution - will also not do.
Conceptual clarity is essential, as is sufficient guidance to enable
company director’s to be clear as to their responsibilities and how they
should be fulfilled, and for external assurance to be a practical and
useful way of attesting to concerned stakeholders as to whether this has
happened.

16 REDEFINING MATERIALITY
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A meaningful definition of ‘materiality’ must effectively identify
information that, if omitted or misstated, would significantly
misrepresent the organisation to its stakeholders, and thereby
influence their conclusions, decisions and actions.

The proposed redefinition of materiality must, and can be, appropriate
for both:

❑ Those who argue for business and/or investor responsibilities.

❑ Those focused on taking into account emerging and longer-
term risks and opportunities that might impact on financial
returns to investors.

This approach has been drawn from the results of several years, inter-
national consultation in the development of the AA1000 Assurance
Standard.22 It offers the potential for developing a body of practice in
corporate public reporting that is responsive to both investors and the
wider stakeholder community.

Whilst this overarching approach does address what is required, the devil is, of
course, in the detail. Which stakeholders are we talking about, and what
level of importance must they attach to an issue before it becomes mate-
rial to the company? Also, even if the conceptual problems are sorted,

how can quality data be generated within these
parameters, and what competencies must
assurance providers and directors have to be
able to interpret the data and make decisions on
their basis? Precision is extremely important on
these issues, notably for Board directors. The
UK Government White Paper on the Company
Law Review, for example, does not include “safe
harbour” provision, that is legislative protection
for directors and assurance providers, from
liability in respect of statements made in good
faith if they turn out to be wrong and misleading.
This increases the need for directors to be able to
clearly state what process they explored in order
to identify the material elements for disclosure. 

3. Redefining Materiality
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Proposed Five-Part Materiality Test

There is a clear need for a framework that establishes what is material
and relates to investor and shareholder interests without pre-deter-
mining what should, and what should not count. Such a framework
needs to be conceptually sound, offer clear guidance to company direc-
tors, and deliver both the precision and flexibility that will ensure that
companies’ can credibly evolve their understanding and practice over
time as market conditions adjust to emerging societal demands and
related risks and opportunities.

This report sets out four related proposals, the first of which is a distinct
five-part test in deciding what to disclose within the overall framework
provided by the definition of materiality set out above.

Test 1: Direct Short-term Financial Impacts

Short-term financial impacts resulting from aspects of social and envi-
ronmental performance. Carbon emissions are the clearest example in
recent years of an aspect of non-financial performance that has become
‘material’ under this first test to an increasing number of companies.
ENEL, an Italian utilities company, illustrates this in its recent filing with
the US SEC (20-F), “On the basis of current forecasts of future fuel prices,
we believe that application of the carbon tax as currently formulated
could have a significant impact on the economic viability of our oil-fired
plans by the year 2005, should the tax rates then reach their maximum
levels ... In 2000 and 2001, our carbon tax liability amounted to approxi-
mately Euro 38.0 million and Euro 42.5 million respectively”. This first
stage test of materiality might also surface a wider set of issues and
aspects of performance. For example, material issues might be identified
through an assessment of expenditures linked to related lobbying and
advertising, since these spends are in themselves an indication of what
the Board deems material.23

The AA1000 Assurance Standard’s materiality principle is that “the
reporting organisation has included in the public report adequate
information about its sustainable performance for its stakeholders to
be able to make informed judgments, decisions and actions.”
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Test 2: Policy-related Performance

Irrespective of short-term financial consequences, issues are material
where the company has agreed policy statements of a strategic nature.
Corporate responsibility practices have generated a jungle of corporate
policy statements, often framed as core to business rather than add-ons.
Tesco, for example, publicly sets out the significance of its treatment of
people to its core business strategy; “our commitment to live the Values
- treating people how we like to be treated, working together as one
team, and looking after our people - are what make the difference” 24.
Given this, it would be unreasonable for the company not to consider
this dimension of its performance in determining materiality. At the
same time, the company would have to either include as material or
demonstrate the immateriality of stakeholders’ views on this aspect of
Tesco’s policies and practices, including for example claims by the
corporate watchdog, Transnational Corporations Observatory, that the
company had violated the ILO code 138 on minimum age for employ-
ment of children.25

Figure 3: Proposed Five-Part Materiality Test
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This second test will certainly give companies cause for reflection as to
whether it is judicious to develop and commit to policies covering social
and environmental issues. Such hesitancy would be in the common
interest of companies however, and would be a positive outcome of the
proposed approach, since it would create an environment where policy
commitments had tangible implications (if only through disclosure). This
would contrast with the current situation where many companies have
similar policies but quite different levels of commitment to their imple-
mentation. This test is also clearly attractive from a risk perspective, as it
encourages the company to consider the gap between policy and imple-
mentation, thereby highlighting the potential for litigation, for example
over misrepresentation, which is of particular relevance in the US.

Test 3: Business Peer-based Norms

The third test of materiality concerns whether a company’s peers are
deeming issues and aspects of performance to be of material impor-
tance. For example, access to medicine is seen as increasingly important
to pharmaceutical companies. GlaxoSmithKline states concerns over
elderly US citizens purchasing over the Internet non-Food & Drug
Administration regulated medicines. Bristol Meyer Squibb addresses the
problems of AIDS, and most recently Eli Lilly has stated that, “ensuring
access to medicines requires that many organisations work together,
including government, insurers, health care providers, and pharmaceu-
tical manufacturers. Lilly will continue to lead and support efforts to
improve access to our medicines.”26 In light of these developments,
there would be significant and understandable concern on the part of the
investment community were a pharmaceutical company to conclude
that access to medicine was not a material issue from a risk manage-
ment and reporting point of view.

This third test clearly enables leadership companies when exploring and
reporting on the material dimensions of social and environmental
performance to filter these issues into the wider business community.
Furthermore, it mirrors today’s practice of effective risk assessment and
reporting, where assurance providers would normally take into account
the practices of comparable companies in assessing the extent of risk for
a client.
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Test 4: Stakeholder Behaviour and Concerns

The fourth materiality test concerns the practical definition of relevance
to stakeholders in terms of reasonable evidence of likely impact on their
decisions and behaviour. It is one thing to say that people care whether
Marks & Spencer’s deals fairly with workers in their global supply chains,
but it is quite another to argue that they care enough to act, whether as
investors, employees, customers or regulators. Verbal expressions of
caring alone are not enough, since this would clearly leave companies
vulnerable to changes in fashion and the amplifying power of the media,
rather than the underlying, longer-term concerns of the people that can
make or break their business.

Of course stakeholders’ expressed concerns can turn into changes in
behaviour, and so may be a lead indicator of what is material. The early
stage of the public debate about genetically-modified organisms (GMOs)
saw little behavioural response in the market, and so might not have
been considered material to companies marketing GMO-based products
and processes. But concerns in this case have turned into dramatic
behavioural response of citizens as customers and also as voters in their
impact on related public policy.

Clearly these areas are often judgement calls. Shell International chose
to respond to concerns over events in Nigeria and over the Brent Spa oil
platform, although there was no obvious evidence that sales or profits
were measurably impacted. The company took a view that stakeholder
concerns revealed potential risks and possibly pointed the way towards
potential opportunities, neither of which had been picked up by the
financial markets. At the same time, the company has chosen to omit the
carbon emission effects of the use of its product, taking into account only
those emissions from extraction through to sale. To date, the company
has taken a view that these stakeholder concerns are not yet material
indications. In both cases, what public reporting needs to cover is only
part of the answer; what is also needed is some sense of how the
company got there, in effect an assurance of due process covering
method, information, competencies and impartiality.27
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Test 5: Societal Norms

The fifth and final test of materiality concerns whether there are societal
norms that a company has considered. Some of these are already
embedded in regulation, and so are clearly aspects of social and envi-
ronmental performance that the company will take into account (and will
be picked up through the first test). A second element of this test would
be those aspects of performance that are likely to become regulated in
the future. In the mid-1990s, for example, the application of this element
would have shown the likely advent of anti-corruption legislation
emerging on the back of the OECD agreement on foreign corrupt prac-
tices. Today, carbon emissions would be a case in point, as illustrated in
the case of ENEL above.

A third element would include emerging norms within the investment
community with regard to their own responsibilities. The UK Pensions
Act (2000) requiring pension funds to disclose social and environmental
policies clearly signalled the likely future growth of such policy frame-
works, which would impact on company approaches to materiality. The
Association of British Insurers’ (ABI) risk reporting guidelines would be
another case in point, as is the active debate about stock market listing
requirements in the UK, across Europe and elsewhere. The practices of
leading investment houses might also signal broader changes to come,
such as the new business guidelines adopted by Insight Investments
outlined above. Finally, international developments might reflect strong
indications of emerging societal norms, such as the UN Global
Compact’s nine principles28, or ongoing discussions about the potential
for linking international trade and investment to social and environ-
mental aspects of corporate performance.

Current company reporting can be categorised by one or many of these
5 tests; for example, Marks and Spencers states that “in 1999, after our
customers had expressed very strong concerns about eating GM foods
we took the decision to move towards non-GM ingredients and deriva-
tives. We reviewed our entire catalogue of 3500 foods, checking over
5000 individual ingredients made from soya and maize and making
changes to 1800 recipes. Our technologists travelled the world to find
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non-GM sources of raw materials, and set up traceability schemes to
enable us to track every ingredient from source to shelf.”29

Marks and Spencers’ decision to consider the issue of genetically modi-
fied foodstuffs a material one to their business and ban GMO foods from
its product lines as a response to stakeholder concerns, as well as
include the ban in company policy and report it on their web site, is a
decision which fits tests 2, 3 and 4. 

Peer group comparison and pressure seems to have had an impact on
reporting norms as companies that say they currently source all their
ingredients from GMO-free crops for the food and drink they sell in
Europe, include Pepsi Cola, Coca Cola, Heinz, Mars, Danone, Kellogs,
Campbell Foods, Cadbury Schweppes and Kraft / Jacobs / Suchard.
Almost all of these indicated that they also source GMO-free derivatives.
And Europe’s top fast food chain McDonald’s Europe “have asked
suppliers to source non-GM ingredients, additives and processing
aids”.30

Novartis is one of the first companies to report on the social and envi-
ronmental nature and contents of its research pipeline for new drugs,
where it states its research and development spend as 13m Swiss Francs
($US10m) per year on advancing medical research for the developing
world and specifically Dengue Fever and Tuberculosis.  This decision to
report on investment in research, focused on developing country needs,
appears to not be driven by financial impact, policy or peer norms but
from a growing concern about societal needs, which would fit into cate-
gory 5. Other pharmaceutical companies, in reviewing their peers might
be expected to follow suit both in terms of reporting as well as possibly
R&D investment.31

An example of tests four and five combining stakeholder concerns and
corporate societal norms can be seen in the findings of the carbon
disclosure project where a group of 35 institutional investors repre-
senting assets in excess of $US 4.5 trillion wrote on the 31st May 2003
to the Chairmen of FT500 Global Index of Companies asking for the
disclosure of investment-relevant information concerning their green-
house gas emissions. 
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The proposed five part test clearly links together a spectrum that goes
from classical, narrow approaches to interpreting materiality through to
far more inclusive, and arguably complex approaches. Proposed is for all
parts of the test to be applied. However, recognising that companies are
at very different stages of development in their effective management of
non-financial aspects of performance, a variation might be for each
company to set out a phased commitment to adopt all five parts of the
test, and a requirement that their stage of adoption is clarified in public
reporting.

The application of this five-part materiality test by reporting organisa-
tions and assurance processes would be relevant to both those
concerned with non-financial issues for their own sake, as well as those
concerned by virtue of their impact on financial performance. In addi-
tion, the proposed approach has other advantages, including:

Figure 4: Maturing Materiality
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❏� Strong focus on business performance. It is focused on short
and longer-term business performance because this is directly
affected by stakeholder behaviour, and the implementation of
company policies.

❏� Evolving boundaries. It can cope with an evolving set of activ-
ities and outcomes to be included, unlike a definition that is
grounded in specific, set aspects of social and environmental
performance.

❏� Assurability. Both aspects can be empirically tested and chal-
lenged, by managers and stakeholders and, crucially, by
assurance providers.

❏� Broad applicability. It can be applied both within a voluntary
and a statutory regime, and is not in any way confined to a
particular sector or region.

❏� Compatible with current legislation and reporting standards

such as Stock Market Listing Rules, Financial Services and
Markets Act 2000, Companies Act 1985 and SEC.
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A redefined materiality must be applied in a robust and trans-
parent manner, fall under the direct responsibility of the Board,
and be subject to independent, external assurance.

Redefining materiality is essential, but insufficient unless concepts and
definitions are implemented effectively. Each of the proposed five tests
of materiality, however robustly defined, has to be interpreted in context.
Companies differ dramatically, as do their situations. What is material for
one company will be less so for others, or less so for the same company
at a different time or place. To reiterate an earlier point, this is not a
matter of whether the issue is important in general terms, but how best
to determine whether it is a significant aspect of a particular company’s
performance at a specified place and point in time.

The need to interpret the five tests in context makes the appropriate
governing of their implementation of utmost importance. It is crucial to
situate the responsibility for interpreting the application of the tests with
a company’s directors, and so collectively with its Board. Clearly, the
Board needs some discretion in choosing how to fulfil this duty. A formu-
laic approach is not the answer to today’s shortfalls in corporate
governance. However, failure to give clear guidance runs the risk of
Boards failing to mobilise the requisite competencies or consider the
required information. The danger of a free-for-all in determining what to
report, risks such a reduction in quality as to discredit the entire category
of reporting, and any associated regulation. Furthermore, it would ulti-
mately open both the company and the directors personally to
uncalibrated risk, particularly in the light of growing numbers of cases of
litigation in the US over the quality of corporate disclosures. 

In short, neither a regulatory gap nor an overly prescriptive approach to
establishing the basis on which materiality is framed, would be useful in
ensuring that particular issues are assessed and reported.

The Board must demonstrate that it has considered the core dimensions
of the company’s performance, and sought appropriate guidance as to
which if any are material and should therefore be reported. The five-part
materiality test provides a sound underpinning for the required process.
For example, it would be a failure of duty if a company’s Board did not
compare its substantive and associated reporting practice to that of its

4.  Governing Materiality
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main market peers. Similarly, it would be inadequate practice if the
Board failed to consider the relevance of its own policies in determining
what was material, the concerns of its stakeholders, and societal norms.
That is not to say that each Board would reach the same conclusions;
Boards may well reach very different views to those of directors of their
competitors as to what is material or not. But to do so in a credible and
professional manner requires a robust process that brings the relevant
information to the table, involving adequate analysis by competent
people. Indeed, choosing to take a different path in what to report to
market peers clearly requires some explanation, both to a company’s
investors and other stakeholders.

The challenge is to avoid shortfalls by providing adequate rules to
inform shareholders and other stakeholders and to guide and protect
directors. This challenge can also be framed in terms of enabling
adequate assurance. Credible reporting will clearly require an adequate
form and level of assurance, all the more so if it involves investor-sensi-
tive data or information that could be otherwise subject to litigation.
Whilst the accuracy of quantitative data is more easily subject to assur-
ance using traditional means, the matter of materiality requires
innovations in assurance methods and almost certainly a significant
evolution in the competencies of assurance providers.32

Even these developments, however, do not
suffice in enabling adequate assurance. Put
simply, the assurance providers need to
know what they are assuring. One option is
clearly to assure the process by which mate-
riality is determined, essentially the approach
advocated in the Operating and Financial
Review of the proposed revised UK Company
Law.33 But even a process-based approach
will eventually come head-to-head with the
question of whose views count and, more
importantly, on what basis. If one pharma-
ceutical company chooses to interpret the
whole issue of drug pricing in developing
countries as material, then an assurance
provider would need to know why its client
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from the same sector took a different view. Similarly, if a company spelt
out in its stated policies that renewable energy was the single most
important strand of its future business strategy, then any assurance
provider would want to see a detailed analysis of progress in this regard.
Over time, even a purely process-based approach to assurance would
acquire ‘substantive’ characteristics, which again would make it increas-
ingly attractive to directors to clarify in advance the rules of the game.

To be effective, the proposed redefinition of materiality must be
embedded within an appropriate corporate governance framework. At
the very minimum, this must include:

❏� An explicit process through which the tests are applied, which
ensures that the required information is identified, assessed
and made available to the Board.

❏� A Board that collectively has the necessary competencies to be
able to make sound decisions on the basis of the information
provided.

❏� An external assurance of the entire process that is inde-
pendent, delivered by providers with adequate competencies,
and based on standards designed specifically to handle the
range and complexity of non-financial as well as financial, and
qualitative as well as quantitative, information.

Fortunately, these requirements do not require corporate governance to
be reinvented. What they do require, however, is for reporting require-
ments to be framed within clear guidance as to the broad contours of the
process through which a company must go, the competencies that need
to be in place, and the nature as well as the fact of external assurance
that has to be applied. Guidance on such a process, and on how materi-
ality should be defined, can underpin a growing, and increasingly
credible, quality in the usefulness of corporate reporting.
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The practical redefinition of materiality is crucial to realigning
corporate strategy and performance towards opportunities and
activities that deliver progressive social and environmental
outcomes, whilst simultaneously enhancing overall business
performance.

The accounting scandals surrounding the downfall of companies such as
Enron and WorldCom provide signals of major changes to come in how
investors and corporate managers behave and are rewarded. The long-
term security and productivity of assets will ultimately be recognised as
the key measure of financial performance. This may take time, for many
reasons, including arguably the short-termism that still permeates much
of the investment market.

This shift will not just be about a change in time horizon. It will come
with adjustments to the very basis on which performance is assessed,
since long-term performance assessment is more than a simple aggre-
gation of a number of short-term issues. It involves looking beyond
conventional measures of assets and liabilities to those embedded in
aspects of social and environmental performance and stakeholder rela-
tionships, which may hold the key to future business success or failure.
Materiality must mean companies credibly report on what people care
about because these stakeholders will affect future business perform-
ance through their actions as customers, employees, investors and
citizens.

The redefinition of materiality therefore, is not only of interest to those
concerned with the contribution of business to sustainable develop-
ment. It is also important to those with their sights firmly set on the
financial performance of their investments. Indeed a company’s effective
communication based on a redefined materiality will underpin its ability
to attract an investment community increasingly concerned with the
effective management of risk and the delivery of longer-term returns.

5.  Concluding Comments
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