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1 INTRODUCTION

Responsible business is increasingly being scrutinized as companies encounter a wave of
contemporary practices that focus on accounting for modern issues, such as the need to
consider the environment, social issues, and firm behaviour. To this end, the concept of
sustainability is becoming increasingly more relevant. The need to transition to a sustainable
economy and the economic consequences of environmental challenges for various industries
and businesses are key components of the nascent and quickly expanding interdisciplinary
area of sustainability. It is becoming increasingly more evident that sustainable practices
have sparked a transformation in the way companies do business (Pham et al., 2021). Non-
financial reporting (often referred to as sustainability reporting) has become a common
practice over the past ten years as more and more businesses have shifted toward tracking
the effects of their operations on the social, business, and environmental surroundings (Yang
etal., 2019). In order to create an effective medium for communicating their corporate social
responsibility (CSR) to stakeholders, several businesses throughout the world have gradually
embraced social and sustainability reporting (Hsu et al., 2013). In fact, non-financial
reporting (NFR) has emerged as one of the most effective means of informing stakeholders
about CSR initiatives (Morsing & Schultz, 2006), making CSR a key component of NFR.

More recently, NFR has become mandatory for large companies in the European Union (EU)
with the implementation of the EU’s Directive 95/2014 in 2017. Before this directive, such
reports have only been encouraged to produce. This promising trend is driven by increased
stakeholder scrutiny of businesses' social and environmental practices and rising
governmental pressure to publish non-financial reports (Michelon et al., 2015). Over the past
ten years, research on NFR practices has expanded significantly and has been intertwined
with a number of other academic disciplines, including corporate ethics, financial
accounting, and strategic management (Turzo et al., 2022). NFR is defined as “a broad term
that applies to all information reported to shareholders and other stakeholders that is not
defined by an accounting standard or a calculation of a measure based on an accounting
standard” (Eccles & Krzus, 2015, p. 82). The recent regulatory developments, however, have
complicated NFR practices. NFR principles and reporting criteria have not been
consolidated and standardized by practitioners and businesses (Eccles & Krzus, 2015). There
are various standards that offer rules for reporting outputs, processes, and impacts. Due to
the presence and use of these many different standards, sustainability reports cannot be
compared with one another. Osmanagi¢ Bedenik and Barisi¢ (2019) further elucidate two
limitations to NFR. The first is in the gap between the increasing quantity of scientific studies
on NFR and their comparability, as the researchers look at various companies, sectors,
nations, etc., employing various methods to do so. The second drawback is the NFR's great
degree of generality with the authors stating that it would be useful to study particular
sectors and their NFR practices. NFR, therefore, needs to adhere to a certain set of rules and
guidelines for better comprehension and comparativeness, since the initial ones have been
too lax. One set of such guidelines are the Global Reporting Initiative (GRI) Standards.
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Introduced in 2016, the GRI Standards are the first developed global standards for
sustainability reporting. With the help of the GRI Standards, organizations and stakeholders
may convey and interpret the economic, environmental, and social ramifications of
organizations. The Standards are intended to increase the comparability and quality of data
on these issues on a global scale, enabling businesses to be more transparent and accountable
(Global Reporting, 2016).

Due to the uprise in NFR literature in the past ten years and the EU mandating such reports
for large companies, authors such as Maas and Sampers (2020) posit that there is a clear
need for further analyses studying the impact of NFR on company performance, while
Raucci et al. (2020) stress the need for more empirical analyses and in-depth research efforts
into each sector separately, providing additional modelling techniques with key explanatory
variables for supporting and justifying GRI reporting. Current literature provides mixed
conclusions as to whether NFR, or more specifically, sustainability reporting, has a positive
effect on a company’s financial performance. The GRI Standards are believed to provide a
more robust framework for reporting on companies’ ESG practices, making it more
comprehensive, specific, and comparable when reporting on company activities. The
question is, therefore, whether adhering to the GRI Standards when issuing sustainability
reports leads to better financial performance. With the growing trend of financial reports
becoming not only voluntary, but also mandatory practice for firms of all sizes, the problem
of standardization of reports becomes increasingly more glaring. Several standards are being
used in practice, which leads to problems with comparability and cohesiveness of
information. Therefore, the purpose of this master’s thesis is to help elucidate the benefits
and drawbacks of following the GRI Standards for disclosing non-financial reports by
comparing a set of companies which use these standards and a matching set that does not.
To expand the growing field of research into this new kind of standardised, transparent
business reporting, the following objectives are set:

— to provide a literature review of theories which provide the basis for the rise of non-
financial reporting,

— to analyse the workings of the GRI Standards, how they are implemented, and why
companies tend to adhere to their guidelines,

— to investigate the effectiveness of non-financial reporting standards and guidelines.

2 THEORETICAL FRAMEWORK

To better understand the current trend of increased non-financial reporting we must first
illustrate what led to this new reporting practice and the reasons behind it. The following
chapter poses a crucial question in this regard and recognizes three different theories that
drive the procurement of non-financial reports.



2.1 Why do companies report?

This simple, but very important question is posed mainly in relation to companies’ voluntary
disclosure of NFR. While the topic of this master’s thesis is focused on companies that must
comply with regulatory advances made by the EU — ensuring such disclosure is mandatory
— it is important to note that before this directive, companies were only encouraged to do so.
So why did companies, even before this practice became compulsory, spend time and
resources to ensure such information was reported, even though it was not required by any
law or regulation? Friedman’s article, famously titled “The social responsibility of business
is to increase profits”, states that the adoption of CSR actions imposes unfair and profoundly
undemocratic taxes on shareholders, that its implementation costs exceed any potential
concrete advantages, and that as a result, it leads to the misallocation and misuse of important
firm resources (Friedman, 1970). Nevertheless, more and more companies decided to pursue
this strategy and contradict Friedman’s assumption. According to a KPMG survey from
2017, the majority (78 percent) of the largest firms in the world now include non-financial
data in their yearly financial statements, indicating that they think investor interest in
corporate responsibility data is high (KPMG, 2017). The current trend therefore suggests the
existence of contradicting factors to Friedman’s doctrine that shaped the actions of reporting
firms.

For this purpose, many theories were applied to help understand such firm behaviour.
According to literature, seven theories can be used to explain why businesses disclose non-
financial information (NFI). Maama (2020) states, that these theories include a combination
of intergenerational equity theory, legitimacy theory, stakeholder theory, signalling theory,
agency theory, institutional theory and positive accounting theory. The author further states
that the reporting practices of sectors, whose operations are regarded to have a detrimental
influence on society and the environment, are best explained by the legitimacy, institutional,
signalling, and intergenerational equity theories. The stakeholder, signalling, institutional,
and agency theories, on the other hand, often shape businesses and industries that are thought
to have a minor detrimental impact on the environment and society. To better align the
theoretical framework with the purpose of this master’s thesis, the study from Mancini et al.
(2022) of external and internal perspectives, specifically the former, is used. With the
external perspective, the effects of reporting procedures are the main point of attention. This
perspective therefore demonstrates how these practices affect stakeholders' views and
actions. The impact of external determinants on the reporting procedures can also be
evaluated from an outside perspective.

Since the focal point of this thesis is financial performance of companies and how that is
affected by reporting standards, this approach best suits the thesis’ objectives. Stemming
from literature on quantitative effects of reporting on impacts made by a company, the
following theories are most frequently used to support research hypotheses — agency theory,
legitimacy theory, and stakeholder theory (Mancini et al., 2020).



2.2 Stakeholder theory

The work of Freeman (Freeman, 1984), who defined stakeholders as groups or people who
could have an impact on or affect the scope of an organization's objectives, served as the
foundation for the creation of the stakeholder theory. Stakeholder theory was created to
address and to revaluate a number of specific issues, including the issues of value creation,
management attitude, and the ethical problems of capitalism (Parmar et al., 2010). The
theory suggests that instead of just concentrating on maximizing profit for the owners, the
corporation should try to meet the interests and demands of its stakeholders. According to
this theory, businesses have responsibilities to both internal and external parties, including
owners, employees, clients, suppliers, creditors, and the general public (Freeman, 1994).
This definition provided by Freeman is often criticized for being too ambiguous, leading to
several different definitions of the term “stakeholders”. Currently there are over 66 different
applicable definitions, although the ones provided by Freeman in his initial work are most
widely used in contemporary studies (Wagner Mainardes et al., 2011). Donaldson and
Preston (1995) propose the following 8 main stakeholder groups that are most influenced,
or in turn, have the most profound impact on a company:

Figure 1: 8 Main stakeholder groups
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Source: Donaldson & Preston (1995).

This broad concept of creating value for stakeholders therefore unites many interests of
specific stakeholder groups at once. Since the company is viewed as a component of the
environment, this approach serves as the cornerstone of sustainable business. In this sense,
a corporation shouldn't be seen as tool belonging solely to the owner, but rather as a cohesive
organizational unit with effects on many groups that should work in harmony with one
another. Hence, the economic performance, environmental quality, and social justice of the
organization should be taken into account while evaluating business performance, since
there is no question that businesses operate in an environment with a large number of
complex interactions and interrelations (Osmanagi¢ Bedenik & Barisi¢, 2019).

Literature therefore posits that according to the stakeholder approach, a company's ability to
survive depends on its ability to effectively manage its interactions with stakeholders who



are concerned with both financial and non-financial performance of the company they are
directly or indirectly involved with (Lokuwaduge & Heenetigala, 2016). Businesses must
balance the needs of all of their stakeholders, while making decisions and establishing
priorities in order to create value for everyone. Therefore, the ability to produce long-term
value and the quality of stakeholder interactions are two sides of the same coin (Tsoulfas &
Pappis, 2012). Carroll (1991), further states that there is a natural connection between the
idea of social or environmental responsibility and the firm's stakeholders. Moreover, the
stakeholders are able to play a vital part in the organization's sustainability efforts, may offer
valuable resources and help if managed effectively, and have the power to influence the
growth of the organization's sustainability activities (Clemens & Bakstran, 2010). In order
to personalize social and environmental responsibilities, the notion of a stakeholder
identifies the specific groups or individuals that businesses must take into account in their
corporate NFI disclosure attitude (Carroll, 1991).

The creation of Freeman's theory of stakeholders has had an immense impact on the
emergence of social and ethical accounting, auditing and reporting studies, and triple
bottom-line accounting. With the recent evolution of accountability and reporting processes,
we have seen a shift from financial to NFR, as well as from a mono-stakeholder
(shareholders) approach to a multi-stakeholder style of strategic management, of which
reporting is a crucial component (Parmar et al., 2010). This shift towards effective NFI
disclosure has been influenced by very significant international standards, regulations, and
guidelines, which emphasize the significance of thorough consideration and genuine
stakeholder participation (Thijssens et al., 2015).

However, although this shift has gained traction among stakeholders, due to the number of
such participants in a company's business environment, NFI disclosure must be centred
around the requirements of all stakeholders on whom the reporting organization has an
impact on, in order to be perceived as beneficial (Shauki, 2011). This illustrates the
importance of stakeholders' requirements and preferences with regard to NFI disclosure, but
also that, according to theory, different stakeholder groups have different views on how a
company should be managed. To approach these heterogenous and often conflicting views,
companies adopt the practice of managing NFI disclosure strategically. According to Deegan
(2019), stakeholders should be managed in a way that serves the company's interests, and
the more important a stakeholder is to the company, the more work will be put into managing
the relationship. This may therefore lead to organizations altering their NFI disclosure
practices in accordance with how powerful they perceive stakeholders to be. Deegan (2019)
further notes that a company's environmental and social reporting obligations can be
evaluated by looking at the decisions it has taken at the organizational or business level to
satisfy key stakeholders. From this viewpoint, the author argues that there is no mandate
about who must have access to information or what information should be shared. Corporate
information disclosures or reporting, is often seen as a way for businesses to satisfy the
demands of stakeholders who are important to the organization's survival and existence.



It is important to note that stakeholders' expectations for corporate behaviour are consistent
with the surrounding culture. Various cultures have various values, social customs, and
religious beliefs, which result in various NFR practices. Stakeholders must comprehend how
decisions about whether to continue supporting companies or penalizing them for lacklustre
performance are influenced by non-financial company activities (Turzo et al., 2022). As
stakeholders rely on trustworthy and relevant NFI to assist them in making decisions, loana
and Adriana (2014) argue that it is crucial for businesses and organizations to provide this
information to aid in the decision-making process. After all, if the needs or desires of the
readers are not taken into account, producing NFI is likely not to have the desired effects for
the organization (Bradford et al., 2016). It is also worth noting that using a stakeholder
approach to the disclosure of NFI is not an easy and straightforward decision to make, and
it may prove to be a continuous challenge for managers and accountants, despite the fact that
such reporting may be fair and ethical (Maama, 2020).

2.3 Legitimacy theory

The foundation of legitimacy theory is the idea that an organization has no intrinsic right to
exist. Only when the organization's value system is deemed to be compatible with that of the
community it serves, will society grant it this privilege (Dowling & Pfeffer, 1975).
According to this theory, organizations try to make sure that their actions are seen as
"legitimate” in the eyes of outsiders by acting in a way that conforms to the laws and
standards of the societies in which they operate. Organizations must be reactive to the ethical
(or moral) setting in which they function because these boundaries and norms are not seen
as being static throughout time (C. Deegan & Unerman, 2011). Legitimacy is a relative
concept that changes with time and place, depending on the social structure in which an
organization functions. For an organization to be considered legitimate, it is not the
organization's actual behaviour that matters, but rather, it is how society as a whole knows
or perceives the organization's behaviour (Ismail & Haddaw, 2014). The theory therefore
posits, that there is a "social contract™ between a company and the community in which it
operates. According to the theory, a community should function as a whole without taking
individual members into account (Freeman, 1994; Donaldson & Preston, 1995).By putting
in place suitable structures and procedures, this social contract encourages an organization
to adhere to a society's unique values, norms, and boundaries (Dowling & Pfeffer, 1975). In
other words, it is used to illustrate different implicit and explicit expectations society has
regarding how an organization should run its business. Hence, an organization's ability to
maintain long-term survival depends on its capacity to implement effective procedures that
allow it to meet societal, or community expectations.

If these social expectations are not met, it may result in societal penalties, such as legal
constraints on an organization's operations, limitations on the availability of resources, or
decreased demand for its products (Ismail & Haddaw, 2014). Since a firm has benefitted
from the usage of a resource, Lindawati and Puspita (2015) claim that current demands for
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businesses include consideration for the community and the environment in addition to
financial gain. This is because the company has used the resource to its advantage so it
should reinvest its earnings back into the community and the environment. Moreover, by
being transparent about their social responsibilities, businesses can indirectly increase the
legitimacy they receive from the community and have an effect on the company's worth in
the eyes of investors and the general public.

Legitimacy therefore implies that companies tend to strive to be seen as responsible and
trustworthy. If a legitimacy gap — the gap between the community's ideals and the firm's
adopted values — arises or is detected, an organization will adopt legitimating strategies
(Susith & Lawrence, 2014). These strategies include:

— to inform the public about the organization's goals;

— to alter public opinion of the company's operations;

— to divert or control the public's attention and alter public expectations (Cormier &
Gordon, 2001).

These legitimization techniques increase an organization's access to resources, bolster their
brand and their connections with clients and investors, both of which strengthen its
competitive position. If society believes there is a lack of transparency, then it loses
credibility (Aguilera et al., 2007).

The above-mentioned strategies include regulatory, cultural, and normative components,
which effectively serve as a corporate governance tool for management. Following the law
is referred to as "pragmatic legitimacy,” while adhering to current social norms has been
linked to “cognitive legitimacy". Adhering to the norms of a particular business setting has
been described as a means of producing "moral legitimacy" (Deegan, 2019). This is further
depicted in Figure 2 below.

Figure 2: Life cycle of legitimacy
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Source: Schiopoiu Burlea & Popa (2013).




The strategies therefore imply that when society demands it, businesses are more likely to
reveal information about their operations, especially those addressing social, economic, and
environmental factors. This stems from the realisation that a company's growth, reputation,
and sustainability depend on the support it receives from society. Businesses and
organizations willingly share specific NFI as a persuading tool to help the community regard
their presence and actions as legitimate, authentic, and suitable in order to earn and sustain
such supports (Maama & Appiah, 2019).

To achieve this, companies must disclose their objectives, actions, and performance in a
concise and in-depth manner (Carnevale & Mazzuca, 2013). Legitimacy and reputation are
crucial principles for businesses, and disclosure can help project a company's socially
responsible image (Bebbington et al., 2008). An organization must disclose its
environmental, social, and governance (ESG) actions and impacts, and the standalone
sustainability report has predominated these reporting efforts up to this point. Disclosure is
therefore a sort of dialogue between businesses and their stakeholders, where legitimacy
relies heavily on communication (Saraite-Sariene et al., 2019). Through this channel,
companies try to manage reputational risks.

On the other hand, according to the growing body of research on legitimacy theory, NFI
disclosure is primarily a means of achieving organizational goals and not the preferred goals
of society, which are mainly transparency and accountability (Maama, 2020). This can lead
to a point where legitimacy is achieved by restructuring and shortening the actual
information disclosed (De Villiers & Van Staden, 2006). Such evidence bolsters the claim
that disclosure is typically constrained when it comes to legitimacy. According to Susith and
Lawrence (2014), in order to increase legitimacy, businesses attempt to withhold or even
restrict negative news regarding social responsibility, or conversely, only disclose positive
information, if it is thought to help raise or sustain the degree of company credibility. Further
evidence is presented by C. Deegan and Rankin (1996), claiming that prosecuted firms
disclosed more favourable environmental data in the year of their prosecution than in any
other year. Additionally, Plumlee et al. (2015) found in their more recent research that
companies provided more information on ethical business practices in response to rising
public criticism, while Mensah et al.’s (2017) research revealed that industrial companies
with more significant adverse environmental effects published more favourable ESG data in
their annual statements. Despite this, the bulk of the research points to a connection between
the legitimacy theory and the desire to engage in CSR and environmentally beneficial
activities as well as reporting (Maama, 2020), and therefore serves as an appropriate
theoretical framework for justifying NFR.

According to legitimacy and stakeholder theories, more informative transparency fosters
ongoing dialogue between a company and its stakeholders, allowing the latter to better
understand and justify the former's behaviour (Michelon, 2011). This paradigm can illustrate
the communication management of NFI to meet the requirements of being transparent and



ultimately obtaining the devotion of all stakeholder groups, according to Saraite-Sariene et
al. (2019).

According to the stakeholder theory, non-financial reports are not necessarily written with
all interests in mind, but rather specific interest groups that the company has identified. In
this situation, the company's stakeholders are held accountable through the sustainability
report, sometimes even under pressure from particular stakeholders, as per Siboni et al.,
(2013). The company's reporting on subjects important to key stakeholders only is a tool in
the management branch of stakeholder theory. If stakeholders are a company's primary
audience, they often describe their materiality study in detail (Siboni et al., 2013). On the
other hand, if a business seeks to obtain legitimacy through sustainability reports, it is often
the case that the issues covered are frequently impacted by the firm's decisions that pertain
to the larger community. Thus, specific stakeholders are not addressed. As a result, from the
legitimacy theory perspective, businesses typically offer a straightforward and restricted
materiality report. The manner in which businesses handle their interactions with the
community will determine whether they survive (Reverte, 2009).

2.4 Agency theory

Agency theory is the theoretical model favoured by quantitative research that
concentrates on reporting procedures. Unlike the legitimacy theory, this theory largely
addresses the principal-agent connection that occurs when management and ownership are
split (Fama & Jensen, 1983). The theory further posits, that agency issues occur when the
principle and the agent both aim to pursue their own, conflicting interests. This conflict of
interest arises as a result of management's preference to maximize their own financial gain,
even at the expense of owners (Sayekti, 2015). This results in a deadweight loss, also referred
to as the agency cost, which can reduce a company’s value in the long-term (Jensen &
Meckling, 1976).

Due to managers' self-interests and, more crucially, the intricate web of both implicit and
explicit contracts between the company and its stakeholders, agency problems may also
develop between the managers and a wider variety of stakeholders. Because of this,
managers' choices to pursue the interests of one group of stakeholders may harm those of
other stakeholders. As a result, ongoing alignments between managers' interests and those
of diverse stakeholders are essential, because doing otherwise has a negative impact on the
performance of the organization (Jensen, 2002; Wall & Greiling, 2011).

Investors' interests are effectively being infringed upon in the dual agency issue that has
developed between insiders, investors, and the government of listed businesses. Enterprises
still treat R&D spending improperly as a result of knowledge asymmetry, which is one of
the main causes of agency issues. Moreover, businesses with poor information transparency
may use a variety of strategies to hide damaging information (Wu & Yuan, 2020). Thus, it
is crucial to find a solution to the agency issue.
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Information on ESG issues is therefore highly sought-after by shareholders (or investors) for
decision-making in the current knowledge-based economy. To combat this, voluntarily
providing NFI disclosure may lessen asymmetry, opportunistic behaviour, and the cost of
financing (Singh & Van Der Zahn, 2008; Li et al., 2008). When analysing corporate
reporting, voluntary disclosure serves as a mechanism that managers (as agents) utilize to
tell stakeholders (as principals) about the company's performance and therefore minimize
agency issues. Some stakeholders can also keep an eye on management and stop them from
hiding information, which forces and ultimately leads to quality disclosure (Mancini et al.,
2022).

Investors require NFI in order to assist them with investment decisions, and these demands
are not influenced by what society deems to be legitimate or not. According to agency theory,
businesses with agency issues offer NFI that enables capital market participants to evaluate
businesses' earnings potential and risk profiles with greater accuracy. In general, this has a
favourable impact on the economy by preventing bad investment decisions, lowering the
cost of financing, and raising stock prices (Mio et al., 2020). Omran and Ramdhony (2015)
corroborate this in their study, stating that by disclosing NFI to position themselves as
accountable, management will occasionally try to sidestep the perceived agency problem.
This gradually boosts investor confidence, which in turn draws in more funding, and raises
the price of the company's shares. Hodge et al. (2006) and Pflugrath et al. (2011) also argue
that managers make an effort to win the approval and trust of stakeholders by providing
additional NFI when an agency problem arises. Maama (2020) is also of the opinion that this
information asymmetry results in significant agency costs, which shareholders must track
and control. So, shareholders expect more information from management, especially NFI, to
stop them from acting in their own interests at the expense of shareholders.

According to Ullmann (1985), board size, leverage, and ownership dispersion are some of
the most often utilized variables in prior studies that served as proxies for the agency
problem. Particularly, it has been suggested that the NFI disclosure policy is influenced by
the extent to which stock ownership in a company is concentrated in the ownership of a few
wealthy investors or distributed among many people. In firms with more distributed
ownership, opportunistic management practices and conflicts of interest among agents and
principals are more prone to emerge. Voluntary disclosure can therefore serve as a
monitoring technique that lessens agency conflicts in businesses with dispersed ownership.
In order to lessen information asymmetries between the company and its shareholders, some
studies have discovered evidence that firms with numerous owners disclose more NFI than
firms with concentrated ownership (Garcia-Meca & Sanchez-Ballesta, 2010). Similar to this,
businesses with large boards, a sign of dispersed ownership, frequently experience more
agency issues and must therefore offer more NFI to lessen information asymmetry (Garcia-
Sanchez et al.,, 2013). The above authors therefore posit, that the cost of the agency
problem and the disclosure of NFI are negatively correlated. Such disclosure can
therefore improve corporate governance, address agency issues, and reduce risks.
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3 NON-FINANCIAL INFORMATION

Financial statements no longer serve as an adequate means of corporate reporting because
they do not fully capture a company's operations. They solely reflect the short-term financial
characteristics of a company, while not offering any insight into the longer-term, much more
significant environmental, social, and managerial components of a company. For many
segments of the general public, using NFI in reports is a must in the modern economy since
it illustrates a company's obligation to conduct business operations sustainably (Osmanagic¢
Bedenik & Barisic¢, 2019).

In the past few decades, there has been a shift in the need for more responsibility and
legitimacy, which has necessitated more information disclosure regarding the acts taken by
organizations. Conventional financial information is no longer appropriate in this regard, as
a result of the development of these new management approaches (Newberry, 2015). Aside
from that, firms are now under external pressure to act more responsibly in their operating
environments because of the last major economic crisis in 2008. In order to satisfy the needs
of many stakeholders on matters relating to legitimacy and accountability, NFI has been
viewed as an alternative to that provided in conventional financial reports. Making the most
of shared value — that could consequently generate investment returns for a company's
shareholders, while avoiding negative consequences on society and the environment — is
therefore the main goal of firms' disclosure of such information (Navickas & Kontautiene,
2012). Information on corporate governance, organization, and social responsibility is
among the most sought-after topics, particularly in light of the persisting corruption
scandals. Moreover, achieving an equilibrium between financial and non-financial
transparency may be beneficial in fostering a public interest information flow that enables
stakeholders to interact with the organization and take part in decision-making (Saraite-
Sariene et al., 2019).

This inclusion of NFI in annual reports is seen as crucial if organizations are to integrate
their accountability to stakeholders in their main business activities. Due to the public being
much more aware of businesses' growing concern for effective environmental management
and efforts that prioritize employee wellbeing, implementing appropriate sustainability
reporting policies, that stem from NFlI, is a global effort for governments, businesses, and
consumers who must take accountability for their external effects on society and the
environment (Halkos & Nomikos, 2021). In light of such efforts on a national and EU scale,
recent legislations have forced businesses to disclose non-financial statements in their
annual reports. Dumay et al. (2015) point out that European companies are increasingly
adhering to management styles that include publishing their non-financial performance.
Several adjustments have also been made to the external reporting laws of NFI at the national
and transnational level in the EU. Such examples include:
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— Sweden

From 2001 onwards, state-owned companies must adhere to the Guidelines for external
reporting. The purpose of these guidelines is to “determine a minimum level of external
reporting in government-owned companies”. Such companies are therefore expected to
provide transparency by procuring NFI (Ministry of Industry, Employment and
Communications, Sweden, 2000).

— Denmark

The Danish Financial Statements Act, which was passed in 2008 and came into legislation
starting with the fiscal year 2009, stated that listed and state-owned companies must provide
NFI in addition to traditional annual reports. The companies must publicly report on the
following three aspects; their current social responsibility practices, how these policies are
being implemented, and business achievements stemming from these practices (Hohnen,
2009).

—  France

The Grenelle act 11, which was passed in 2012, mandates that businesses include data on
their environmental and social performance in their annual reports, covering all of the
company's subsidiaries, essentially transforming the annual report into the basis for a
comprehensive integrated report. This act covers all listed companies and companies with
up to 500 employees and a net annual sales of €100 million. The disclosed NFI is also
verified by a third party (Global Reporting Initiative, 2010).

— The European Union

The European Commission (EC) and its institutions are dedicated to addressing issues
relating to the environment and the climate, as well as shifting society and the economy
towards a system that is more sustainable. The United Nations (UN) Sustainable
Development Goals (SDG) have therefore been implemented and integrated into the EC's
policymaking and operations. To this end, the EU has implemented the Non-Financial
Reporting Directive 2014/95/EU in 2014. The directive, which became a part of Belgian law
on September 3, 2017, states that public interest entities must provide NFI in their annual
report if they have more than 500 employees. Starting with the year 2018, it mandates that
the corporations regulated by this legislation publish the following data: A description of the
company’s business plan, an explanation of the company's policies regarding environmental
matters, social and employee-related aspects, respect for human rights, anti-corruption and
bribery issues, and diversity on boards of directors, the results and risks of these policies,
and relevant company non-financial critical performance indicators (KPMG, 2022). This
regulation is a significant advancement because it makes NFI disclosure mandatory rather
than just optional and it paves the way for future EU legislation regarding NFI disclosure.
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3.1 Defining non-financial information

From the early 1990s, interest in the corporate disclosure of NFI has steadily increased.
Stakeholders, which include shareholders, investors, consumers, etc., view NFI as important
for assessing the company's long-term viability and success (Arvidsson, 2011). As a result,
this led to a new kind of reporting, and with it also came several different descriptions and
definitions. Before analysing the variations in the descriptions of the concepts underpinning
NFI, we must first note the variance in the nomenclature used to refer to this kind of
reporting. The European Union (2014) acknowledges three different synonyms for such
reporting: non-financial information, non-financial reporting, and non-financial statements.
These terms will therefore be used interchangeably throughout the thesis. When defining
this concept, several definitions are offered, none of which are explicitly provided by a
regulatory body or organization.

In general, the term NFI refers to a variety of reports, which has incited confusion among
academics and businesses alike, leading to misinterpretations of the definition. Authors
Turzo et al. (2022) summarise the following types of non-financial reports that are most
commonly found in practice today in Figure 3 below.

Figure 3: Most frequent types of non-financial reports

| GHG & Carbon
| Reports
Sustaimability )
: CSR Report
Report
Non-financial
Reporting
Integrated
ESG Report negrate
Report

Source: Own work based on Turzo et al. (2022).

Eccles and Krzus (2015, p. 82) define NFR as “a wide-ranging term which can include both
regulated and voluntary disclosure by companies. From a shareowner and investor
perspective, it is information, other than financial statements, which is relevant and material
to investment decision making”. Chong et al. (2018) associated NFI with information related
to either social responsibility or sustainability. Manes-Rossi et al. (2018) posit that NFI
covers a variety of different themes and challenges, ranging from environmental issues and
social policies to energy use, greenhouse gas emissions, climate change, and employee
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satisfaction. They assess that NFI is crucial in satisfying increasing stakeholders’ needs for
the transparency and accountability of organisations. This ties in with the EC’s statement
that “NFI is generally seen as environmental, social and governance (ESG) information”
(European Commission, 2013, p. 2), thus underlying some key factors that constitute the
fundamentals of NFI.

Authors Tarquinio and Posadas (2020) offer a different and interesting approach to the
definition of NFI, stating that as neither a shared concept nor a single, widely accepted
definition of the word exist, NFI is still unclear and complex. Although most academics
define and explain NFI differently — as CSR issues, intangible value information, and
information that is not included in financial statements — this abbreviation has frequently
been used to refer to information about society and the environment. These two concepts
open the door to thinking of NFI as a genus and its various interpretations, such as CSR and
ESG data, as species. Furthermore, the EU declared that the purpose of this new
“accounting” practice is to bring attention to and report on issues of non-financial nature that
are useful in “identifying sustainability risks and increasing investor and consumer trust”
(European Union, 2014, p. 2). In the past decade, this has led to academics, practitioners,
standard-setters, and other organizations, such as the Task Force on Climate-Related
Financial Disclosure (TFCD), the International Integrated Reporting Council (1IRC), and the
GRI, expressing a strong interest in requiring the disclosure of this information in corporate
reports. Although they are used interchangeably, the various terminologies used to refer to
these reports frequently reflect the key focuses of corporate reports (e.g. social policies, the
environment, etc.) (Stolowy & Paugam, 2018).

To avoid confusion and to enable a thorough and solid growth of a shared understanding, a
shared vocabulary is essential. Moreover, a precise and widely accepted definition of NFI
can aid in creating a shared framework for comprehending and creating corporate disclosures
(Tangen, 2005). Kirk (2006) further corroborates this by highlighting the possibility of an
expectation gap —a discrepancy between stakeholders' expectations, regulatory requests, and
NFI reporting in practice — that occurs when a word has various meanings for different
parties. Due to the severe and costly implications for businesses failing to comply with recent
regulations, this is especially pertinent in the case of compulsory disclosure of NFI.

Currently, there are several frameworks, standards and guidelines that are typically utilized
for preparing NFI reports and setting its contents. They do not, however, provide any
definition of NFI. As a result, several terms have arisen to define the reports that characterize
NFI. These reports, or “species”, according to Tarquinio and Posadas (2020), include
sustainability reports, combined reports, integrated reports, CSR reports, and ESG reports.
Although many articles and authors use these terms interchangeably, there are several
differences between them, leading to further misuse and confusion. To avoid such
misunderstandings throughout this thesis, the following chapter illustrates the key
characteristics of these reports.
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3.2 Defining non-financial reports

3.2.1  Sustainability report

A sustainability report is a yearly document that businesses produce to inform a variety of
stakeholders on their social, managerial, and environmental responsibilities. The report
compiles and disseminates any information a company chooses to make public regarding its
commitments to and activities in the above-mentioned categories. By doing this, a company
informs relevant parties — including customers, employees, and others interested in the
organization's actions — of the brand's approach to sustainable development (Courtnell,
2022). Some examples of the metrics the report incorporates to assess sustainability
include carbon footprint, energy use and waste, and water use and waste.

It is essential to emphasize that only the reports that incorporate all three dimensions of
sustainability in one report can legitimately be referred to as 'sustainability reports’, to
differentiate themselves from one-dimensional reports that simply cover isolated areas of
sustainability (e.g. GHG and Carbon reports).With this type of reporting, stakeholders are
informed about an organization's inside-out impacts, including both positive and negative
effects of the business on people and the environment. The report is therefore an important
and thorough assessment of the situation and attributes of a company's business activities,
aimed primarily at the company's stakeholders.

In recent years, since the UN’s introduction of the 2030 Agenda for sustainable development
in 2015, companies from around the world, especially multinationals, have included SDGs
in their yearly sustainability reports. The SDGs are a total of 17 goals, ranging from clean
water, air, and land to more socially oriented goals, such as abolishing poverty and striving
towards a society of gender equality. All of UN’s SDGs are presented in Figure 4 below.

Figure 4: UN's Sustainable Development Goals
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A company will include the particular SDG they are working towards, either through
company policies, actions, or company culture, to further emphasise their contribution to the
UN’s goals. An example of including SDGs is shown below in Figure 5.

Figure 5: Example of including SDGs in a sustainability report
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Source: Kemira (2023).

3.2.2 ESG report

Much like sustainability reports, ESG reporting is also the sharing of information about how
a company does business in relation to its environmental, social, and governance aspects.
The main differences that set this report apart from the former, is the stakeholders that it
addresses and the perspective from which it reports. The main stakeholders here are
investors, who utilize the idea of ESG as a framework for evaluating the performance and
risk of a firm. Standards for this framework have been established by legislators, investors,
and ESG reporting organisations. Conversely, sustainability reports account for workers,
consumers, and shareholders, meaning they have a broader stakeholder emphasis. Unlike
ESG reports, they also take scientific research into account (Courtnell, 2022).

ESG can be explicitly measured using well defined social, sustainability, and environmental
metrics and it also has specific criteria that describe its scope, rules, and data disclosure.
These criteria can be seen as a must-have for companies if they wish to attract ethical and
responsible investors. On the other hand, sustainability is a broad, often vague, catch-all
phrase for acting favourably toward a wide range of stakeholders (GEP, 2022). What
investors therefore want to know with these types of reports is if a business is at risk from
social, governance or environmental impacts on the business itself, essentially utilizing an
outside-in perspective (Romanek, 2022).

3.2.3 CSR report

Although there is no commonly accepted definition of CSR, the EC (2017) defines CSR as
“the responsibility of enterprises for their impact on society.” The EC goes on to say that
CSR is a crucial and critical tool for achieving sustainability, innovation, and
competitiveness among EU businesses. Wood (1991), McWilliams and Siegel (2001) define

16



the concept of CSR as a company’s obligation to society and the environment, which stems
from the notion that business and society are inextricably intertwined and that corporations
must pursue some public benefit in addition to what is mandated by the law. According to
Bebbington et al. (2008) and Gray (2010), CSR reporting can be used as a synonym for
sustainability reporting since it is defined by the procurement of company data on its impact
on society and the environment. Like the sustainability report, it addresses a broader scope
of stakeholders, and it also relies on data that is more vague and less quantifiable, making it
different from the ESG report. It is more often seen as a precursor to ESG, which focuses on
the idealistic, broad viewpoint of sustainability (O’Neill & The Corporate Governance
Institute, 2023).

3.2.4 Combined report

This type of report is usually made up of several different company disclosures, ranging
from an annual financial report, sustainability report, to governance filings. The combined
report provides a one-stop shop for company information, but it can also have a number of
shortcomings. Unlike the individual reports, which each have a clear purpose and are written
with a particular stakeholder group and specific data needs in mind, the combined report is
much longer and vastly extensive. In other words, according to Integrated Reporting, IFRS
Foundation (2020), “the whole is not greater than the sum of its parts”.

3.2.5 Integrated report

An integrated report is defined by the IIRC as a report that “brings together material
information about an organization’s strategy, governance, performance and prospects in a
way that reflects the commercial, social and environmental context within which it operates”
(Integrated Reporting, IFRS Foundation, 2023). According to De Villiers and Maroun
(2017), the process of integrated reporting pertains to how a company interacts with its
physical environment and society, reflecting on its relationship with financial and
economic concerns, social responsibility, the environment, human and intellectual capital,
governance practices, potential risks, energy, and product safety. Contrary to the combined
report, the material of an integrated report is inspected more thoroughly, emphasising value
generation throughout time. Based on this criterion, information "earns™ a place in the
integrated report, regardless of where it came from. Specifically, the integrated report makes
explicit the connection of information in the context of creating value rather than only being
a summary of information accessible elsewhere. This type of report is the most clear and
concrete outcome of sustainability reporting as it combines all elements of sustainability
reporting with the traditional financial report. Some data from a sustainability report will
make its way into the integrated report, but only to the degree that it has a meaningful
connection to value generation over time (Integrated Reporting, IFRS Foundation, 2020).
Table 1 on the following page summarises the key differences between a typical annual
financial report and other commonly used types of non-financial reports.
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Table 1: Comparison of different non-financial reports

Standards and

Audience Mandatory Materiality Frameworks Comparability
Annual financial Specific stakeholders Yes Information about a company’ s  National and High
report (Shareholders, financial activities and international laws,
Investors) performance GAAP (IAS/IFRS)
Sustainability report / | Broad stakeholder No Communicating the company’ s  GRI, IIRC, SASB, Low
CSR report emphasis (Exceptions  social and environmental impacts, TCFD, CDP
(Consumers, include PIC)  providing strategic goals
employees, partners,
shareholders...)
ESG report Specific stakeholders ~ No How economic, social, and GRI, IIRC, SASB, Low
(Investors, providers environmental aspects impact a TCFD, CDP
of financial capital) company’ s performance, a risk
assessment for investors
Combined report Broad stakeholder No Broader scope than financial, GAAP (IAS/IFRS), Low
emphasis sustainability, and ESG reports, GRI, IIRC, SASB,
(Consumers, relatively unstructured TCFD, CDP
employees, partners,
shareholders...)
Integrated report Specific stakeholders  No Broader scope than financial, IIRC framework Low

(Investors, providers

of financial capital)

sustainability, and ESG reports,
shorter than combined report.

Source: Own work based on Integrated Reporting, IFRS Foundation (2023;)

Integrated Reporting, IFRS Foundation (2020); GEP (2022).
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Table 2: Overview of existing research regarding non-financial reporting

Object of research

Method of research

Main findings

Weber et al. (2008)

Schadewitz & Niskala

(2010)

Soana M.G. (2011)

Vafaei et al. (2011)

Najah & Jarboui (2012)

latridis (2013)

Plumlee et al. (2015)

Hummel &
(2016)

Schlick,

Chen et al. (2018)

Schreck & Raithel (2018)

Relationship between GRI indicators
and CFP

How GRI based responsibility reports
affect firm value

Relationship between social

performance and CFP

If disclosure of intellectual capital is
value-relevant in share markets

Impact of CSR and social reporting on
consumer  behaviour/how it can
increase value for the company

environmental
it relates to

The quality of
disclosures and how
company performance

The relationship between expected
future cash flows and cost of equity, and
disclosure quality

The relationship between sustainability
performance and sustainability
disclosure

Impact of China’ s mandatory CSR
reporting mandate on company
performance

Relationship between CSP and size on
company’ s provision of SR

Multiple regression on 100 worldwide
firms based on if they use GRI indicators
in practice

Valuation model of Finnish firms that
adopted GRI Standards between 2002-
2005

Quantitative analysis of 47 Italian and
21 International banks from 2005

Regression model based on data from 4
countries, incorporating intellectual
capital disclosure and content analysis of
annual reports

Panel data analysis using regression of
large French companies

OLS regression of a sample of 529 listed
Malaysian countries in environmentally
sensitive sectors

3 regression models are used on a
sample of US firms, comparing firm
value, expected future cash flow and
cost of equity to quality of disclosure

Regression of 195 listed companies in
2013 based on their performance and
disclosure quality

DiD research design, regression analysis
of Chinese firms subject to the 2008
CSR mandate

Regression model of 280 public
companies in 12 sectors from 2009

Positive correlation between sustainability
activities and CFP

NFR lessens the agency gap. For more
accurate market assessment of a
corporation, GRI responsibility reporting is
necessary

No significant correlation between social
performance and CFP

Positive impact of disclosure in non-
traditional, and non-significant impact in
traditional sectors

Non-significant  relationship  between
reporting and revenue/profit margins.
However, NFR had a very beneficial effect
on the return on sales

Environmental disclosures of high quality
add value and enhance investor perceptions

Both cash flow and cost of equity influence
the relationship between business value and
disclosure quality

Better sustainable performance leads to
higher quality reporting and vice-versa

Mandate leads to decline in profits. It
changes practices and benefits the public at
the expense of shareholders

Although there is a strong link between CSP
and SR, the strength of it depends on firm
size and visibility

Table continues
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Author

Table 2: Overview of existing research regarding non-financial reporting (continued)

Object of research

Method of research

Main findings

Yang et al. (2019)

Bodorin et al. (2019)

Rezaee & Tuo (2019)

Muslu et al. (2019)

Maas and Sampers (2020)

Liu and Tian (2021)

Bernyte (2021)

Pham et al. (2021)

Monteiro et al. (2022)

Ji, lwata, Arimura (2022)

Examines if elaboration of GRI reporting is
beneficial to CFP

Impact of non-financial disclosure on CFP

The relationship between the amount and
quality of sustainability disclosures and
earnings quality

Comparing a disclosure score based on the
tone, readability, and length of CSR reports
and analyst forecasts

The effect of NFR on financial performance

The effectiveness of investors' investments
in China following the mandated disclosure
of companies' social responsibility

Examines if appropriate sustainability
marketing creates longer value-based
relationships with consumers

Relationship between sustainability practice
and CFP

Effect of NFI quality on company success

If ESG reporting guidelines enhance firms’
information disclosure

Analysis of 122 listed firms in China, GRI vs.
non-GRI reports

Regression model based on a sample of 106 listed
companies using GRI in 8 sectors from 2008-
2018

Using DiD tests and OLS regression on a sample
of 35,110 firm-year observations between 1999
and 2015

Comparing disclosure score of all companies with
KLD ratings and analyst forecast using an
augmented Dhaliwal et al.” s (2012 ) model

Literature study

DiD method, regression analysis of Chinese firms
subject to the 2008 CSR mandate

Content analysis of Lithuanian food retail firms’

marketing communications

Using sustainability indexes and regression on a
sample of 116 Swedish listed firms

Construction of a regression model based on data
from 381 Portuguese companies

Sample of Japanese firms from 2001-2005,
examining information quantity and credibility

Significant correlation between GRI reporting and CFP

Intersectoral differences on
disclosure on ROA and Q-Tobin

the significance of

The quantity of sustainability disclosure correlates
positively with inherent earnings quality, and negatively
with discretionary

CSR report content influences analyst forecast accuracy,
this association is stronger for CSR reports with more in-
depth content

Not enough evidence to suggest that reporting always
results in better performance. More study is needed to
determine how NFR affects performance.

Post mandate, firms have decreased investment
efficiency, particularly regarding overinvestment.
Especially significant in high pollution industries

Consumer values are only mildly reflected, the
communicated sustainability values are not integral to
the brands’ strategy

Positive relationship between sustainability and CFP for
ROA, ROE, but not for Tobin's Q

Quality NFI does not directly influence non-financial
performance but contributes indirectly through decision
making

Guidelines lead to more disclosure, verification should
be content and not process based as is the trend

Source: Own work.
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34 Benefits and drawbacks of non-financial information

3.4.1 Benefits of non-financial information

Since the turn of the century, NFI has been researched and linked with several benefits for
businesses. Studies by Dhaliwal et al. (2012) and Muslu et al. (2019) utilizing a cross-
country sample, discovered that NFI was positively correlated with greater forecast accuracy
by analysts, particularly in stakeholder-oriented nations like Belgium, France, and Italy.
Monteiro et al. (2022) confirm this by stating that quality NFI leads to better decision making
by managers, and vice versa, that managers who make successful decisions generally belong
to firms that provide better NFI. Furthermore, according to Plumlee et al. (2015), quality
NFI can also lead to lower cost of equity and higher future cash flows. The link between NFI
and benefits to businesses grew even more apparent in the years that followed the adoption
of non-financial reports, demonstrating that adherence to NFR procedures over the long term
was crucial for businesses to establish credibility.

Lenox and Nash (2003) corroborate this by stating that providing NFI can encourage
businesses to lessen their detrimental environmental and social externalities while
influencing stakeholder involvement and enhancing the organisation's reputation. Sarti et al.
(2018) go on to say that with more information at their disposal, external stakeholders are
better able to evaluate businesses' overall performance and influence their purchasing and
investment decisions in order to favour businesses that practice sustainability. This also ties
in with Bernyte’s (2021) study which came to the conclusion that customers are more likely
to be involved with businesses that share their beliefs and values, which are evolving quickly
and steadily in favour of sustainable development. Due to this quick change in attitudes,
marketing communications, such as reports containing NFI, must now be based on
acceptable sustainable marketing concepts. Hence, the procurement of transparent and
relevant sustainability information builds stronger and more lasting value-based
relationships with customers. The disclosure of such information therefore makes it possible
for stakeholders to offer feedback on the process, which helps firms consider the connection
between their sustainable performance and company strategy, business models, initiatives,
and objectives (Maas & Sampers, 2020).

Economic benefits of NFI can manifest as tangible effects when it influences the company's
choices and strategies as well as capital market benefits when the information is pertinent to
participants in the capital market (Churet & Eccles, 2014). These benefits of being able to
secure long-term capital at a lower rate can be achieved through clear and transparent
communication of the company’s strategy. Companies may discover that investors are more
ready to assist them in long-term endeavours if they are able to successfully convey their
long-term strategies (Department of Business, Energy & Industrial Strategy, 2019).
Organizations can also benefit from using NFI for internal objectives since investors value
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sustainability management strategies more than objective sustainability performance,
according to rating agencies (Maas & Sampers, 2020).

The main proposed benefits of NFI are therefore:

— aclear description of the organisation’s mission and strategy,
— improved decision making,

— lower costs of financing,

— impact on present and future employees,

— impact on the company brand and reputation.

3.4.2 Drawbacks of non-financial information

It must be emphasized that access to NFI does not guarantee a company's success on its own.
Managers must take this into account when making decisions (Monteiro et al., 2022).
Current empirical evidence on NFR demonstrates the following persistent issues:
Information overload, selective disclosure, impression management, greenwashing, a need
for quality assurance, cost of disclosure, low comparability of disclosures, and the use of
disclosure as a means unto itself rather than a method that results in organizational change
(Hess, 2019; Stolowy & Paugam, 2018; Department of Business, Energy & Industrial
Strategy, 2019).

Concerns have been raised by a number of stakeholders regarding the huge increase of
disclosed financial and NFI by businesses in recent years. “Information overload” is a word
used to describe the uncertainty experienced by consumers of financial and NFI when they
discover that they are obtaining more information than they require for their decisions
(Stolowy & Paugam, 2018). The Department of Business, Energy and Industrial Strategy
(2019) conducted interviews with several stakeholder organizations and corroborated this
“information overload”. Some stakeholders that were interviewed expressed concern about
the overwhelming amount of NFI, claimingthat there is sometimes too much
information, preventing investors from understanding the reports and making it difficult for
them to quickly identify information that is relevant, interesting, or pertaining to their
decision-making.

Regarding selective disclosure, Chauvey et al. (2015) conducted a study in which they found
that over the years reporting on negative company events dropped, even though the scope of
NFR grew. The authors propose that this may be due to NFR undergoing a “normativity
process” and passing a “legitimacy test”. Normativity in this case refers to the level that rules
and processes have become standardized. When normativity takes place, such practices and
processes are embraced by businesses, becoming prerequisites for legitimacy. According to
The Department of Business, Energy and Industrial Strategy (2019), several stakeholders
have also expressed concern about the use of "generic marketing and PR" type information
that lacked substance and failed to address important strategic issues. There was a belief that,
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in some cases, the desire to satisfy specific stakeholders and organizations may have
influenced the length and content of report. With recent regulations coming into effect in the
EU, it often seems as if compliance with these laws is more important than value.

Impression management is also one of the concerns regarding NFI. Hummel and Schlick
(2016) performed a study of 195 European corporations' sustainability reports and found that
more accurate reporting is produced by businesses with superior sustainable development
accomplishments, whereas less successful businesses tend to fill out their reports with subpar
data in an effort to mask their real performance and maintain credibility. As a result, both
NFR and the standards used to assemble it could end up in the hands of the management of
the company as a new instrument for influencing the market and the general public.
Greenwashing also ties in with this problem as NFR may become a management tool for
manipulating stakeholder’s view of the non-financial performance of businesses, disclosing
only environmentally pleasing data, while withholding potentially damaging information
regarding their environmental impacts (Michelon et al. 2015).

Assurance, validity, or other types of verification of the information provided in reports, are
one of the key underlying issues of NFR. Regarding how stakeholders judge the validity of
the NFI a firm gives, two features of the EU Directive 2014/95 stand out. The reliability of
the reports — that is, their ability to withstand scrutiny and be balanced — is a prerequisite for
credibility. Firstly, it merely requires an auditor to confirm that the necessary non-financial
report has been submitted. Second, member states have the option to require that a third party
independently certifies the information contained in the report (Quick & Inwinkl, 2020).
Third party assurance is therefore not mandatory; however, in the absence of any
independent assurance, neither the analyst nor the user will be able to determine if the
information is materially complete. It is up to the user to determine whether the material is
generally accurate, but they will not be able to tell if the information they require has been
added. This seriously reduces the value of such reports. Moreover, external validation of this
data has the ability to boost its credibility, improve the legitimacy of organizations, and
foster stakeholder confidence (Boiral, 2013). This appears to be particularly relevant in a
situation where NFR is required, as firms are more inclined to demand external confirmation
of their reports (Ackers & Eccles, 2015).

One other important aspect of NFR is that this type of information does not come for free.
Such disclosures require more financial, human, and capital resources. (Christensen et al.,
2019). According to the Department of Business, Energy and Industrial Strategy’s (2019)
interviews, although some stakeholder respondents suggested that such costs must be
significant, they generally had no concept of the expenses that businesses must incur to
comply with the regulations. On the other hand, others argued that since businesses should
already be gathering the necessary data as part of their routine internal operations, there
should be no actual cost associated with compliance. Additionally, NFR exposes businesses
to legal risk, soit makes sense that businesses would oppose this, unless there

23



were foreseeable, tangible benefits. Therefore, including NFI exposes a firm's operations to
greater scrutiny, making some corporations hesitant to report them.

Another current issue is the low comparability of reports. There is an increasing gap between
the rising quantity of scientific studies on NFR and their comparability, as the researchers
look at various companies, sectors, nations, etc., employing various methods to do so
(Osmanagi¢ Bedenik & Barisi¢ 2019). Much of this stems from the fact that NFI is still not
clearly defined, leading to confusion among reporting companies. Comparability of reports
is essential for users to determine which companies are performing better than others in
certain areas. Without consolidation and standardisation of NFR principles, this trend is
likely to continue. Unfortunately, despite reporting organisations’ best efforts, it is
impossible to guarantee sufficient comparability of NFR given the increased demand for
such information (Venturelli et al., 2020).

3.4.3 Goals of non-financial reporting

“There is a paradigm shift to see change needed in pulling back the covers and recognising
the true drivers of value creation...why do organisations that appear to have acceptable audit
reports subsequently fail? Well, they fail because things that aren’t being audited are the
things that are failing.” (Department of Business, Energy & Industrial Strategy, 2019). This
quote by a member of one of the stakeholder organisations interviewed sums up the need for
further effort regarding the disclosure of NFR to fully enjoy its benefits.

Only when the information supplied is helpful to internal and external stakeholders will NFR
be effective. NFR must adhere to qualitative standards that are comparable to those of annual
financial reports in order to be valuable. It must accurately, completely, impartially, and
faithfully portray what it claims to portray (Maas & Sampers, 2020). The main purpose of
this transparency is to provide trustworthy data about the company so that various
stakeholders, including potential investors or financing companies, can make informed
choices when forming relationships with the reporting company (Tontiset & Kaiwinit,
2018).

For NFR to be of quality, three main aspects must be considered (Helfaya et al., 2018;
Helfaya & Whittington, 2019):

— the information included in reports (information formats, metrics, and themes),
— credibility indicators (assurance procedures and reporting requirements),
— communication strategies (e.g. use of visual aids).

By connecting the provided information with business strategy, NFR primarily aims to
benefit the organization and its stakeholders. Through the direct participation of all
stakeholders of an organisation, organisations could manage to achieve a balance between
their business activities and the environment, both natural and social, in which they operate
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in (Torelli et al., 2020). The primary goal of NFR — promoting ethical and sustainable
business operations — has therefore not been accomplished yet. To help prevent confusion
regarding disclosures, improve comparability of reports, and provide a basis for assurance,
adopting internationally recognized standards for NFR is essential if this primary goal is to
be achieved.

4 STANDARDS AND FRAMEWORKS

4.1 Overview of current standards and frameworks

Consumers are interested in knowing that the goods they purchase were made ethically, with
respect for workers' rights, and without causing environmental damage. To encourage
businesses to include sustainability in their practices and reporting, policymakers are
implementing regulations, legislations, and other obligations regarding NFR (Global
Reporting Initiative, 2022b). To this end, there are already several global projects,
frameworks, standards, taxonomies, and metrics in place. Several organisations already
exist that have considerable expertise in both the outside-in perspective (e.g., TCFD, SASB)
and inside-out perspective of sustainability management and reporting (e.g. GRI). In the past
few years, these have already resulted in reporting norms, principles, or standards that have
seen increased use. Although some of these projects and frameworks are similar, the ultimate
goal of each framework or standard setter is to provide specific datafor its
chosen stakeholder group.

Currently, different organisations are directing their attention to different goals. Some pursue
frameworks for climate change related problems, some pursue creating standards for
reporting NFI, while others only wish to create a framework for deciding on relevant NFI.
None of the current standards for reporting are comprehensive, and because each one calls
for a different level of detail, it is required to employ many standards at once, which increases
the expenses for businesses. Global fragmentation may worsen due to different approaches
and goals (The European Round Table of Industry, 2021). In recent years, consistent with
the uprise in the number of reporting organisations, we have seen many inconsistencies in
the definitions regarding standards and frameworks, with many sources using them
interchangeably. There are, however, several differences, mainly in their approach and
purpose, that separate the two terminologies (Global Reporting Initiative, 2022c):

— Standards

Standards are the agreed-upon minimum requirements for quality that individuals believe
reporting bodies should be able to meet. One way to think of standards is as clear and precise
measurements or criteria for "what" should be reported on each issue. Corporate reporting
requirements typically share the following characteristics: an emphasis on the public interest,
independence, due process, and independent oversight. This results in a firmer foundation
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for the information being requested. Standards are crucial for sustainability reporting
because they supply the industry with data and regularity, establishing a shared model for
making frameworks usable.

— Frameworks

On the other hand, frameworks offer the 'frame’ for contextualizing information. They are
typically used when there are no clear standards. By using a framework, the method itself
cannot be changed, only the direction is subject to flexibility. A framework can be
considered as a set of guidelines that offer direction and mould people's perspectives on a
certain subject but fail to meet a specific reporting need. When comparing the two, standards
are much more rigid and thorough. Figure 6 presents the most popular standards and
frameworks currently in use.

Figure 6: Overview of standards and frameworks
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The various frameworks and standards have existed concurrently and have been in
competition with one another up to this point. This has led to emerging concerns regarding
the impact of escalating domestic and regional regulatory requirements on global
competitiveness. The fragmented system in place now makes sustainability disclosures
inefficient and ineffective. Various standard-setters demand various reporting formats with
various levels of data. As a result, the preparer incurs significant additional reporting
expenses. On the other hand, the user is presented with overwhelming information, as well
as a potentially enormous number of KPIs. In the end, it gets harder and harder for the user
to evaluate and contrast sustainability performances of different preparers of reports (The
European Round Table of Industry, 2021). Table 3 below presents the differences between
some of the more widely used standards and frameworks, to better understand their purpose
and necessity.
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Table 3: Comparison of most widely used Frameworks and Standards

Brief summary of organisation Audience Materiality Type of tool
SASB (Sustainability Accounting 77 distinct industries are covered in Financial capital Financial materiality Standard
Standards Board) recommendations for topics and providers

measurements that address all three

facets of ESG
GRI (Global Reporting Initiative) Outlines sustainability guidelines for  All stakeholders People and environment/  Standard

issues affecting a company's impact materiality

stakeholders on the economic,

environmental, and social aspects
IIRC (International Integrated Gives businesses a framework based  Financial capital Financial materiality Framework
Reporting Council) on principles to explain how they providers

generate both financial and non-

financial value using six different

types of capital
TCFD (The Task force on Climate- | Eleven recommendations are given Financial capital Financial materiality Framework
related Financial Disclosure) that fall under the four categories of  providers

governance, strategy, risk

management, and measurements &

targets
CDP (Carbon Disclosure Project) CDP helps a variety of Investors and wider People and environment ~ Framework/Tool

stakeholders assess their possibilities
and risks related to water security,
deforestation, and climate change

stakeholder audience

Source: Own work based on Ernst & Young (2021);
Department of BEI (2020); EU reporting Lab (2021).
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4.2 Changes in the reporting landscape

In order to move forward, a single set of universal standards must be created by combining
these many solutions, and these standards must then be further developed. To this end, the
five major framework and standard-setting organizations with the most global influence in
the NFR space — CDP, CDSB, GRI, IIRC, and SASB — announced in September 2021 that
they share a common objective of an all-encompassing reporting system and are willing
to work together to make it a reality (The European Round Table of Industry, 2021).
Although there are several frameworks that address the subject of sustainability, only two
reporting standards are currently being applied globally: GRI and SASB, each having a
distinct audience and scope. Nonetheless, the movement of NFR is gaining more traction
than ever. Two significant reporting-related changes are currently occurring:

1. The creation of The European Sustainability Reporting Standards (ESRS).

In light of the political aspirations and tight deadline of the European Green Deal and the
sustainable finance agenda, the EC had invited the European Financial Reporting Advisory
Group (EFRAG) to carry out preparatory work for the potential development of EU’s NFR
standards. EFRAG established a task group to evaluate the NFR landscape, as well as the
existing reporting frameworks and standards, and to provide recommendations for the best
course of action. The task group then came to the conclusion that the fragmented NFR
environment does not currently provide a solution that could be used as an EU reporting
framework in and of itself. Thus, a common EU wide standard was proposed, which would
come into effect starting with the year 2025. The standards will be based on double
materiality, meaning that they would account for a broader audience, from minor
stakeholders to potential investors (Global Reporting Initiative, 2022a).

2. The creation of standards for the disclosure of sustainability related financial
information.

These standards are being developed by the International Financial Reporting Standards
(IFRS) Foundation, with the difference being that they will be based upon financial
materiality, focusing only on investors. The two initiatives proposed by the EU and the IFRS
are meant to be complimentary forces rather than competitors. For certain audiences,
different standards serve different functions. Impact standards, which educate a wider range
of stakeholders, are not based on the same principles as standards whose only goal is to
inform investors. EFRAG and the IFRS are therefore committed to constructing this
extensive set of international sustainability reporting standards. Only with a core set of
shared disclosures and each pillar standing on an equal footing, can a two-pillar system for
financial and sustainability requirements be established (Global Reporting Initiative, 2022a).

It is therefore necessary to create a global organization that will set standards for
sustainability reporting based on a common worldwide framework. In a time when society
is demanding actions to tackle climate change, businesses would be able to increase public
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trust by being more transparent about their sustainability projects, thanks to an
internationally recognized sustainability reporting standard. They would just have to adhere
to one reliable set of standards, which would minimize their cost of capital and reduce local
and international reporting costs.

But creating a European standard for such reporting would run the risk of creating an
unfavourable playing field because European businesses would be required to meet greater
cost and transparency standards than their non-European rivals. This includes also having to
perform double duty in nations with different standards. ESRS were generally feared to
further polarize international standard-setting, because if they moved further on their own,
it would result in the emergence of another set of standards that would ultimately need to
converge with international standards. Therefore, it's possible that establishing European
standards will take longer than gaining worldwide consistency through already-existing,
convergent projects (The European Round Table of Industry, 2021; Deloitte, 2021)

4.3 Overview of the GRI Standards

Following the Exxon Valdez oil spill, two non-profit organizations, Ceres and the Tellus
Institute, with the help of the United Nations Environment Programme (UNEP), established
the Global Reporting Initiative. As an entity that develops standards, the GRI's mission is to
make it possible for businesses or other parties to evaluate environmental impact in a manner
that is generally recognized by other players in a business setting. The GRI Standards were
the first universally recognized standards for reporting on sustainability issues. They are
prepared and issued by the Global Sustainability Standards Board (GSSB), an independent
entity comprised of 15 members. The organisation began its path of sustainability reporting
in 2000 with the release of the first full draft of its sustainability reporting guidelines. After
gaining significant traction in the reporting field, the organisation released its full official
GRI Standards in 2016. Their Sector Program, Tax, Waste, and Universal Standards became
public in 2021 (Apiday, 2023). Their standards are currently the most widely used reporting
standard, as confirmed by a KPMG (2020) survey, which stated that 73 % of the G250 (the
top 250 companies listed in the Fortune Global 500 ranking) and 67 % of the N100 (the 100
largest companies in 41 countries) adhere to the GRI Standards when comprising their
sustainability reports.

The Standards are created in accordance with a formalized due process protocol that outlines
the conditions for creating a standard and is monitored by an oversight group. The protocol
makes sure that a multi-stakeholder, inclusive process is used to produce the Standards.
Through a consensus-seeking strategy, experts from industry, investment institutions,
academia, and accounting from all over the world are involved. Regular public comment
periods are held by the GSSB to solicit stakeholder input on draft Standards. Due to the
multi-stakeholder approach, there is a broad consensus among stakeholders on what should
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constitute acceptable reporting on sustainability subjects, which is the main appeal of the
GRI’s due process (Global Reporting Initiative, 2022a).

The relatively successful implementation of the GRI can be attributed to a variety of factors,
including the fact that it is the most comprehensive standard that enables organizations to
report on all three pillars of sustainable development. Among these factors are (Chathame
House & Hohnen, 2012):

— First-mover advantage: GRI’s global sustainability reporting framework was the first to
be created and tested.

— Development of stakeholders: GRI was created through a multi-stakeholder negotiation
process including thousands of representatives from international business, accounting,
academic, labour, and advocacy organizations.

— Sensitivity to industry: in addition to its general Sustainability Reporting Guidelines,
GRI has created a variety of "Sector Supplements” that provide industry-specific
indicators of sustainability and guidance.

— Continuous development: GRI employs a “learn by doing” philosophy. Users begin by
reporting on the most pertinent issues, and they gradually expand their reporting as
capacity and demand need. To reflect user experience, the GRI Guidelines are
continually reviewed and modified.

— Materiality-driven approach: materiality is a term defined by the SASB as “the
sustainability issues that are likely to affect the financial condition or operating
performance of companies within an industry” (SASB, 2023). The GRI framework
invites stakeholders to identify the issues that are most important to the reporting and its
stakeholders. Additionally, it provides metrics that can be utilized to monitor the
difficulties with sustainability concerns.

— Compatibility: it is compatible with most global corporate responsibility guidelines,
frameworks, and standards.

Organizations can therefore boost their transparency and convey both their positive and
negative impacts on sustainable development by using the GRI Sustainability Reporting
Standards. Companies can improve strategic decision-making, lower risks, spot commercial
opportunities, and fortify stakeholder relationships by better comprehending, managing, and
reporting on their impacts (Global Reporting Initiative, 2022b).

4.3.1 Inner workings of the Standards

The GRI Standards are an integrated modular collection of standards. They enable
organizations to communicate to stakeholders and others the impacts of their operations
systematically and transparently (Global Reporting Initiative, 2021).
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The reporting process is pillared by three series of Standards:
1. The GRI Universal Standards
These apply to all organisations and are comprised of the following:

— GRI 1: The Foundation 2021 document describes the goals of the GRI Standards,
illustrates key ideas, and provides guidance on how to apply the Standards. It outlines
the conditions that a company must meet in order to provide reports that adhere to the
GRI Standards. Additionally, it outlines the standards for high-quality reporting,
including verifiability, accuracy, and balance.

— GRI 2: General Disclosures 2021 includes disclosures on a company's governance,
strategy, policies, practices, activities, and stakeholder involvement, as well as its
structure and reporting procedures. These provide information on the scope and profile
of the organization and aid in setting the scene for comprehending its affects.

— GRI 3: Material Topics lays out the steps an organization can take to identify the themes
that are most important to its impacts, or its material topics. It also outlines how the
Sector Standards are employed in this process. Additionally, it includes disclosures of
the organization’s list of material topics, how those topics were selected, and how each
is managed (Global Reporting Initiative, 2021).

2. The GRI Sector Standards

The GRI Sector Standards are designed to improve the accuracy, consistency, and
comprehensiveness of organizational reporting. In the coming years, 40 industries will have
standards set, starting with the ones that will have the most adverse effects, like oil and gas
and agriculture. The Standards include a list of issues that are likely to be important to the
majority of organisations in a particular industry, together with the appropriate disclosures
that should be made. An organisation is required to utilize an applicable Sector Standard
when reporting in accordance with the GRI Standards.

A brief overview of the sector’s features, namely its operations and commercial ties that
highlight its impacts, is provided in the first section of each Sector Standard. The relevant
material subjects for the sector are then listed in the Standard’s main section, together with
the most significant effects pertaining to the industry. When the disclosures from the Topic
Standards described below do not adequately describe the organisation’s impacts on the
issue, a Sector Standard may also specify additional disclosures. The issues and related
disclosures are chosen based on sector-specific data, global laws, and recommendations from
industry professionals. As a result, they represent the hopes of many different stakeholders
on the control of impacts on the industry (Global Reporting Initiative, 2021).
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3. The GRI Topic Standards

The GRI Topic Standards include disclosures for offering information on various topics.
Some examples include tax, well-being while on the job, and waste standards. Each Standard
includes a summary of the subject, disclosures that are specific to the subject, and
information on how a company manages the impacts that are related to it. An organisation
chooses the Topic Standards that are appropriate for the chosen material themes and applies
them to reporting (Global Reporting Initiative, 2021). Figure 7 presents a simplified
overview of the GRI Standards.

Figure 7: Overview of the GRI Standards
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The best practices from various other existing tools and frameworks are rapidly being
included into the GRI Standards. The Universal Standards, which were updated in 2021,
reflect the requirements for expected ethical behaviour in intergovernmental entities like the
International Labour Standards, the International Corporate Governance Framework, the
Organisation for Economic Cooperation and Development (OECD), Guidelines for
Multinational Enterprises, and the UN’s Guiding Principles on Business and Human rights
(Global Reporting Initiative, 2021).

4.4 Criticism of the GRI Standards

4.4.1 Misuse and misinterpretation of the standard

One major constraint of the GRI Standards is that it is a topic-level reporting standard, which
means that even though the Standards are modular, its guidance is still less detailed in
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comparison to other reporting frameworks like the SASB. The GRI Standards have a wider
scope, but are narrower in reach than the SASB, which offers guidance on subjects including
disclosure themes and accounting/activity measures at a more detailed level. Individuals’
perspectives on whether the GRI succeeds in establishing a single standard for sustainability
reporting are divided, but the vast majority accept it as a recognized global standard. This is
one of the main points of contention regarding the GRI (Apiday, 2023).

Jones et al. (2016) states that it is important to keep in mind that not all of the issues relating
to the creation of NFI have been immediately addressed by the GRI Standards. Even though
their contents are frequently reviewed, concerns have been raised about their effectiveness
in promoting sustainable consumption patterns and thwarting the idea of continued
economic growth, which would stop the exhaustion of the planet’s resources and guarantee
a shift toward a future that is truly sustainable. The author furthermore suggests that
enterprises currently benefit from a flexible interpretation of the methodologies and the
ability to apply the GRI Standards to varied degrees of their business areas. As a result, they
frequently switch the emphasis of their reports from environmental concerns to business
continuity. Kumar et al., (2017) used another research team that examined the GRI reporting
of 10 top Indian banks and came to similar conclusions. They claim that despite a huge
quantity of data being made public, reporting techniques for sustainable development
seriously underreport important social and environmental issues. Additionally, the reporting
content’s poor persuasiveness can be linked to insufficient user interaction. To add to this,
Boiral and Henri (2017) emphasize the difficulty of assessing and contrasting the data
pertaining to 92 GRI indicators disclosed by firms within the same sector due to its vague
and incomplete wording, while Talbot and Boiral (2018) found that the majority of the
analysed GRI reports were lacking in certain areas and left out crucial information on
climate performance.

Other academics are also sceptical. They contend that GRI is overly generic and possesses
numerous reporting tools that businesses do not use, and that it is solely used to shape
reporting procedures rather than being used as a management tool. Due to the difficulty of
gathering data for so many different indicators, implementing GRI recommendations is
difficult, time-consuming, and expensive (Lozano & Huisingh, 2011). It is therefore not yet
evident how GRI reporting benefits reporting processes.

4.4.2 Assurance problems

For many decades now it has been standard practice for companies that issue financial
reports to also have those reports audited by professional auditors. This is to prevent
companies from falsifying their financial performance. If a company were to release its
financial statements without them being checked by an officially recognized auditing
authority, such statements would invoke suspicion among its users, deeming it unreliable at
best, and illegal at worst. Therein lies the biggest criticism of current NFR — it lacks proper
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assurance. Although it currently seems that the GRI is set to be the most likely organisation
to develop into offering generally accepted reporting standards for corporate sustainability
reporting, it has not yet received regulatory body recognition in this capacity. Combined
with the heterogeneity of sustainability reports, this creates a serious obstacle for auditors.
Adding further to this dilemma, current GRI reports often contain information that was
obtained using a variety of measurement methods. In most cases this means that data is
frequently compiled from a variety of sources, many of which are located outside the
reporting organisation due to the expertise needed for effective measurement. The reporting
organisation must therefore decide how best to analyse and pass on the data gathered by
other specialized organisations, and auditors must figure out how to perform the attest role
for such reports in the most effective manner (Ballou & Heitger, 2005).

All of the above factors point to the need for mandatory audits of sustainability reports, while
also increasing the complexity of providing such audits. Not only do these factors increase
the importance of sustainability report audits, but they also increase the complexity of
providing such audits. To this end, this issue offers an auditing opportunity that is relatively
yet unexploited, since the majority of reports are not audited. Due to the critical necessity to
provide authentication for this substantial and increasingly widespread amount of disclosed
information, stakeholders are bound to start expecting official audits for such reports in the
future. Although the present version of GRI principles poses difficulties for auditors, the
speed at which businesses around the world are adopting them creates a market opportunity
for assurance that is bound to be sought by businesses ready to offer such assurance.
According to Accountancy Europe (2017), the number of providers of such CSR assurance
is already expanding. The number of businesses that have their CSR practices reported on
by third parties has increased as more businesses throughout the world do so. Facing
pressures from regulatory bodies, stock exchanges, and investors, a rising number of
businesses choose to certify their CSR reports (Garcia-Sanchez et al., 2021).

Two opposing viewpoints are presented in the literature regarding the role of assurance in
enhancing the validity of CSR disclosure:

1. The symbolic view

Businesses employ third-party verification for impression management. According to this
viewpoint, the desire for more credibility drives the employment of CSR assurance services
(Boiral et al., 2019).

2. The substantive view

This view, on the other hand, contends that external assurance influences reporting in a way
that improves transparency and accurately portrays a firm’s CSR efforts. For advocates of
this viewpoint, (Brown-Liburd et al., 2018), getting assurance serves as a monitoring tool
and also has a “disciplinary effect”, which encourages greater dedication to transparency.
Among others, Ballou et al. (2018) provide evidence of the beneficial impact of CSR
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assurance on CSR statements, and Moroney et al. (2011) found a correlation between CSR
assurance and higher quality revealed information. Another study by Sauerwald and Su
(2019) examined the impact of CSR assurance on CSR decoupling (the gap between the
disclosed information of company activities and actual company activities) and found a
negative effect, suggesting that CSR assurance inhibits CSR decoupling.

With assurance for such reports becoming a rising trend, it must also be mentioned, that
widespread worries about legal liability are a crucial issue that needs to be resolved before
business sustainability reporting can be assured. The ability of consumers to sue companies
and auditors based on the broad range of data contained in the reports may necessitate
significant tort reform in order to decrease auditor risk (Ballou & Heitger, 2005).

) ANALYTICAL APPROACH

5.1 Formulation of hypotheses

In addition to being the leading standard in NFR (Mysaka et al., 2021), authors Weber et al.,
(2008), and Lee and Maxfield (2015) describe the GRI Standards as having a wider-ranging
effect than simple CSR, with a combination of policies, outcomes, and impact assessment
of the organisation. It plays an essential role in identifying which topics to report, and how
detailed the report should be (Torelli et al.,, 2019). Drawing from multiple theories
(stakeholder theory, agency theory, signalling theory), some authors like Kang and Liu
(2013), and Pham et al. (2021), have found positive connections between sustainability
reporting and company performance. Others (Nikolaeva & Bicho, 2010) believe that the
impact of the GRI Standards is still inconclusive and requires more empirical research. To
further analyse the link between NFR and company performance, the following hypothesis
is introduced.

H1: Adhering (or better adhering) to GRI Standards has a positive effect on financial
performance.

The literature offers several explanations as to why firm size is often positively correlated
with higher quality of NFI. Brooks and Oikonomou, (2018) posit that a firm is more likely
to adopt quality reporting practices if it is already in a financially strong position and,
therefore, has the luxury of spending extra resources on CSR activities. Michelon et al.
(2015) state that large businesses, especially those present on the stock market, release
sustainability reports for signalling purposes. This is due to them being exposed to more
public scrutiny than smaller firms. On the other hand, Laine (2009) states that large firms in
environmentally sensitive sectors tend to produce sustainability reports to legitimize their
actions. From these findings, the second hypothesis is formed.

H2: Larger firms are more likely to (better) adhere to GRI Standards.
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ESG score is a non-financial score that measures a company's environmental, social, and
governance reporting practices, utilizing quantitative and policy-related data from the
company's annual reports and CSR materials (Shaikh, 2022). Since the GRI Standards are
created in accordance with a clearly established due process protocol, this guarantees that a
transparent and inclusive approach was used to create them (Global Reporting Initiative,
2022). According to Marquis et al. (2016), the GRI Standards could also help resolve the
problem of "selective reporting," which some businesses utilize to engage in greenwashing,
where they reveal a chosen group of private data in order to deceive the public. Authors
Hummel and Schlick (2016) corroborated this by analysing 195 European companies, with
the results showing that companies with more informative reporting received higher
achievements in sustainable development, while companies that tried to hide their lacking
performance with flawed reports achieved lower performance scores. This leads us to the
third and final hypothesis.

H3: Adhering (or better adhering) to GRI Standards leads to better environmental, social,
and governance (ESG) performance (lower ESG scores).

5.2 Methodology and research process

To analyse the impact of adhering to GRI Standards on financial performance of companies,
| resorted to quantitative research. The quantitative data was obtained from financial reports
of companies and from the Sustainalytics website — an ESG ranking agency that publishes
yearly ESG scores for companies. Besides checking the difference between companies that
use the Standards and those that do not, I also performed a quality analysis of the GRI reports
to check if higher quality reports lead to better financial performance. The data was then
analysed using the statistical program RStudio. To select the 20 companies used for the
study, I employed the convenient sampling method, meaning that |1 collected the necessary
data from readily available samples. To check the difference between reporting and non-
reporting companies, 13 of these companies adhere to GRI Standards, while the other 7 do
not. The analysis starts by presenting the sample and the simple characteristics of each
examined company. Next, | present the independent and dependent variables used in the
analysis. In the final part, | perform a statistical analysis of the collected data, consisting of
multiple regressions, assumptions for these regressions, and correlation tables. Using this
statistical method, | analysed how (better) adhering to GRI Standards affects financial
performance, how size affects (better) adhering to GRI Standards, and how (better) adhering
to GRI Standards affects ESG scores.

5.3 Sample

Due to several obstacles regarding obtaining proper financial data from SME’s and large
enterprises, the research was conducted only on listed companies (those whose securities are
traded on a regulated market), as they are required to present their financial information
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under EU law (European Commission, 2021). Furthermore, the research was designed to be
performed only on companies from the same sector to better control for the difference
between sectors. To ensure higher quality of reports and a higher ratio of companies using
the GRI Standards, the environmentally sensitive sector of Chemical Manufacturing (NACE
Code — C20) was chosen. The sample includes different European countries so that more
countries were represented. The companies selected for the sample were chosen on the
following criteria: More than 500 employees, listed company, chemical manufacturing
sector, available sustainability report for years 2020-2022, European country. The reason for
the final sample size of companies to be analysed is therefore a sum between available data,
time to analyse the data, and resources needed to obtain the data. The reason for the
imbalanced number of companies in the two observed groups is that very few companies
tend to choose not to report using the GRI Standards. The data was collected from publicly
available annual and sustainability reports of companies. To check if a company was
adhering (or not) to any form of GRI Standards, the website corporateregister.com was used,
which tracks all the companies that have formally submitted their report to the Global
Reporting Initiative. Table 4 presents the companies included in the analysis.

Table 4: Basic company information

Company Country GRI Standards
Air Liquide France Does not adhere
Akzo Nobel Netherlands Adheres
AlzChem Germany Does not adhere
Arkema France Does not adhere
Borregard Norway Adheres

Chr. Hansen Denmark Does not adhere
Ciech Poland Adheres
Clariant Switzerland Adheres
Corbion Netherlands Adheres
Covestro Germany Adheres
CropEnergies Germany Does not adhere
Dottikon Synthesis Switzerland Does not adhere
Elkem Norway Adheres
Evonik Industries Germany Adheres
Kemira Finland Adheres
Novozymes Denmark Does not adhere
Sika Switzerland Adheres

SOL SpA Italy Adheres
Umicore Belgium Adheres
Wacker Chemie Germany Adheres

Source: Own work.
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5.4 Financial performance measurement — dependent variables

| determined the financial performance of each company by using annual reports and
financial statements found on official company websites. To minimize the chance of
performing analyses on outlier years of companies, three business years were used in
preparing the data. To analyse financial performance of companies, three major parameters
were observed: net profit for the year, shareholders’ equity, and total assets. The 3-year
averages for these three parameters were used to calculate two key ratios for understanding
the financial position of a company — Average Return on Equity and Average Return on
Assets. These two ratios served as my dependent variables that were used in the analysis of
the impact of GRI on financial performance.

ROE is one of the most frequently used measures of financial performance of companies,
especially popular among investors, since it provides a link between the income statement
and the balance sheet. It shows how well a business makes use of the capital invested by its
shareholders to produce profits. It is also useful in evaluating a company’s performance
relative to industry and rivals’ averages (Ahsan, 2012).

ROE = (Operating profit+Fi1}anci'al income) (l)
Shareholders'Equity

Often used in conjunction with (1) to provide an even more comprehensive view of a

company’s performance is ROA. It assesses the efficiency with which the entity's assets —

defined as corporate assets acquired through the issuance of shares in the capital market

and/or through obligations to banks or other parties, including the issuance of bonds — are

used to generate profits (Kusuma, 2021).

(Operating profit+Financial income) (2)

ROA =

Total assets

55 Sustainability performance measurement — independent variables

The first measurement of sustainability performance used in this analysis is an ESG score,
which is a parameter provided by Sustainalytics, a leading company in ESG and corporate
governance research. The company’s expertise is providing ratings and risk analyses that aid
investors from all over the world in the creation and execution of ethical investment
strategies. The ESG risk ratings quantify the extent to which an organisation’s economic
value is threatened by ESG issues. It measures the size of an organisation’s mismanaged
ESG risks. The score is made up of two separate parameters: a quantitative score and a risk
category. Lower scores indicate less unmanaged risk, with the quantitative value indicating
“units” of unmanaged ESG risk. Unmanaged risk is rated on an open-ended scale with a
minimum value of zero (no risk) and a maximum score below 50 in 95 % of the time
(Sustainalytics, n.d.). Table 5 presents the risk category scale into which companies are
placed based on their ESG score.
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Table 5: Risk category scale

Risk Category  Negligible  Low Medium High Severe
ESG Score 0-10 10-20 20-30 30-40 40 +

Source: Own work based on Sustainalytics (n.d.).

The above categories are absolute, therefore an assessment of any severity of risk
corresponds to an equivalent level of unmanaged ESG risk across all covered subindustries.
This implies that any company from any sector can be easily compared to another from a
different sector. The ESG Risk Ratings therefore serve as a sort of “unified currency” for
ESG risk. It should also be stated here that the world is moving towards a more sustainable
economy, and as a result, better management of ESG risks should, all else held constant, be
linked with greater long-term corporate value (Sustainalytics, n.d.).

The second measurement of sustainability is the quality of GRI reports. Previous research
has established the link between better quality reports and financial performance, but
determining the quality of a sustainability report is not always simple. Martinez-Ferrero et
al. (2013) and Isaksson and Steimle (2009) posit that the quality of GRI reports is determined
by how many GRI indicators a company covers in their sustainability report. To this end,
the GRI reports from each observed year for all reporting companies in the sample were
checked manually, using the material topic list provided by the GRI. Since GRI has not yet
released its sector standards for the chemical manufacturing industry, companies could
choose whether a certain material topic was pertinent to their business and therefore
necessary to report on. Since all companies included in the sample are from the same C20
sector, itis assumed that they should all have similar impacts on society and the environment,
and therefore should report on mostly the same material topics. For this reason, the following
topics were removed from consideration, since the majority of companies did not report on
them: Indirect economic impacts, Procurement practices, Security practices, Rights of
indigenous people, and Customer privacy. The approach from Utami (Utami, 2015) was then
used, by using a simplified grading method, assigning 0 for every material topic not reported,
and 1 for every material topic that was. The total number of reported topics was then divided
by the number of possible topics to report on to gain a percentage of material topics reported
in each year. This was done for each year and then averaged to produce an average
percentage. Based on this percentage, the companies received a numerical score ranging
between 0 (0 % of material topics were covered —meaning that the company does not adhere
to the GRI Standards) and 8 (90 % or more of material topics were covered). Appendix 2
provides visual insight into the grading system for GRI material topics for each company.

The third measurement of sustainability is whether companies provided external assurance
when issuing their sustainability reports. Since previous studies established a link between
assurance and CSR decoupling (Sauerwald & Su, 2019), and assurance and quality of reports
(Moroney et al., 2011), it is assumed that data from companies that provide such external
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validation is more reliable and of higher quality, meaning that it should have a greater effect
on financial performance. To this end, the sustainability reports for each company were
checked using the website corporateregister.com, which stated whether the published reports
were externally or only internally validated. Companies with external assurance were given
a score of 1, otherwise they scored a 0.

5.6 Control variables

Other variables that can offer information and influence a company’s outcome must be taken
into account when analysing the relationship between corporate sustainability performance
and financial performance. To reduce the possibility of omitted variable bias, control
variables are introduced. Among several possible control variables for this type of analysis,
three common variables are chosen: firm size, firm age, and leverage.

When compared to small businesses, large firms can take advantage of economies of scale
and scope, making them more effective. Additionally, small businesses might not have as
much influence as their larger counterparts, making it challenging for them to succeed,
especially in marketplaces with fierce competition. On the other hand, as businesses become
bigger, they may experience inefficiencies that worsen their financial performance
(Liargovas & Skandalis, 2012). Smaller firms are therefore less likely to succeed in
adequately implementing environmentally and socially conscious solutions with long-term
strategic benefits that will boost financial performance, because they lack the resources that
larger businesses have (Andries & Stephan, 2019). For this analysis, the natural logarithm
of total assets — representing Firm size — was chosen as a control variable.

Since older firms are more established, have accumulated more experience, and reaped the
benefits of learning, they are less susceptible to the liabilities of newness and are therefore
in a better position to enjoy greater financial performance. Established reputation can also
lead to higher margins on sales. Conversely, older businesses may become passive and may
find themselves trapped in established routines that are out of step with shifting market
conditions (Liargovas & Skandalis, 2012). To this end, the control variable Firm age is
introduced, measured by the natural logarithm of age.

The control variable Leverage is represented by the debt-to-equity ratio, comparing what the
company has borrowed to what it has raised from private investors or shareholders. When
riskless debt is assumed, the value of the tax shield rises as financial leverage grows. This
means that increasing debt increases the business' worth, leading to an optimal all-debt
capital structure. However, no business enjoys risk-free debt, leading to an inverted U-shape
relationship between leverage and firm performance (Wrightsman, 1978). This occurs when
the threat of bankruptcy due to rising financial costs arises. Businesses therefore need to
maintain an optimal capital structure, suited to their nature of business, to bolster their
financial performance. The descriptive statistics for all variables are presented in Table 6 on
the following page.
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Table 6: Descriptive statistics for all variables

ROE ROA GRI Size Age Leverage Assurance ESG

Mean 16.15  7.36 240 22.10 4.03 1.41 0.40 23.12
Median 1471  6.29 2.5 22.02 4.60 1.21 0.00 22.65
Max. 3058 1417 7.00 2455 5.00 3.09 1.00 33.90
Min. 8.45 2.68 0.00 19.74 2.08 0.19 0.00 12.80
Std. Dev. | 5.96 3.26 2.28 1.31 0.92 0.71 0.5 5.95
N 20 20 20 20 20 20 20 20

Source: Own work.

5.7 Analysis method

To analyse the connection between dependent and independent variables, two multiple
regressions are applied, followed by a multicollinearity table showcasing the relationships
between examined variables. The first two regression models examine the relationship
between ROA/ROE and the independent variables, while the correlation table examines how
Firm size affects GRI adherence and how GRI impacts ESG scores. The regression models
follow the traditional multiple regression formula:

Yy = Bo+ Bixee + Paxar + .+ Brxpe + € 3
The two regression models are therefore designed as:
ROE = GRI + External assurance + Firm size + Firm age + Leverage + ¢ (4)

ROA = GRI + External assurance + Firm size + Firm age + Leverage + € (5)

5.8 Regression assumptions

In order to achieve accurate results, certain assumptions of a regression need to be met.
Violations of these assumptions can lead to biased results and interpretations, so to prevent
such inaccuracies, the following regression assumptions are tested:

— heteroscedasticity,

— autocorrelation,

— normal distribution of residuals,
— multicollinearity.
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5.8.1 Heteroscedasticity

Because regressions using ordinary least squares (OLS) presume that the residuals are taken
from a population with constant variance, heteroskedasticity is viewed as an issue in
statistics. Analysis results may be inaccurate if there is an unequal dispersion of residuals,
as this indicates that the population utilised in the regression has an unequal. To test this,
scatterplots depicting standardized residuals against standardized fitted values were plotted
for both regression models as can be seen in Appendix 3. After examining model (4)’s
scatterplot, it was determined that it seems to have a fairly randomized distribution of points,
no discernible patterns, and no present outliers. For model (5), it was determined that it also
seems to have fairly randomized points, a discernible pattern is hard to detect, and while it
is slightly skewed to the left with one possible outlier, the outlier still fits within 2 standard
deviations. Afterwards, Appendix 3 further shows that the Breusch-Pagan test was applied
for both models. The test shows p-values of over the statistically significant value of 0.05,
therefore the null hypothesis of homoscedasticity cannot be rejected, indicating that
heteroscedasticity is not present in both models.

5.8.2  Autocorrelation

To test for autocorrelation, which points to residuals being correlated with each other over
time and therefore making the regression unreliable, a Durbin-Watson test was applied (see
Appendix 4). The test statistic always ranges from 0 to 4, with 2 being the most desirable
outcome. Both regression models received a test score of close to 2 with p-values being
greater than the statistically significant value of 0.05, meaning that we cannot reject the null
hypothesis of no autocorrelation.

5.8.3 Normal distribution of residuals

To perform an accurate regression, residuals ought to be normally distributed. Violation of
this assumption points to an inadequate model, since it means that the errors are not
consistent across different values. This is tested by examining histograms of normal
distributions for both models and performing additional Shapiro-Wilk tests (see Appendix
5). While the Shapiro-Wilk normality tests show desired p-values of over 0.05 for most
variables except GRI and Firm age (Assurance is a binary variable so it cannot be normally
distributed), the histograms of residuals for both regression models still show a discernible
normal distribution pattern, meaning that the model is fairly normally distributed.

5.8.4  Multicollinearity

To check if multicollinearity occurs, meaning that there is high correlation between
independent variables, VIF values were calculated for all independent variables.
A multicollinearity table is also provided in Appendix 6 to further test for this assumption.
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Since no VIF values of the independent variables exceed 4, and all correlations between
independent variables are between -0.8 and +0.8 (except for (1) and (2), but the two are never
present in the same model), it can be assumed that multicollinearity does not occur.

59 Results of the analysis

5.9.1 Regression results for Return on Equity

To test for H1, a table of regression results is produced, highlighting the link between ROE
and (better) adherence to GRI. Table 7 shows the results of the analysis, while the summary
and link to the hypothesis are provided further below.

Table 7: Regression for the dependent variable ROE

Variable Coefficient p-value
GRI 0.479 0.609
Firm size -0.464 0.720
Assurance -0.605 0.137
Leverage 0.302 0.884
Firm age 1.226 0.468

R?=0.259, N =20
Adjusted R?=0.005

p-value of model = 0.461
*= Significance at 0.05 level

Source: Own work.

From the summary of the regression model (4), we can see that no independent variables
have a statistically significant impact on the dependent variable ROE. While GRI has a
positive effect on ROE with a coefficient of 0.479, the p-value is statistically insignificant at
a 95 % confidence interval. We therefore cannot accept H1, which stated that GRI has a
positive effect on financial performance. Overall, the model only partially accounts for the
variance in the dependent variable ROE, according to the adjusted R-squared of 0.005,
meaning that not even 1 % of the variance in ROE is explained by the model. The whole
model is not statistically significant at the 0.05 significance level, according to the
corresponding p-value of 0.463. This indicates that the dependent variable ROE in this model
is not statistically correlated with the set of chosen independent variables.
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5.9.2 Regression results for Return on Assets

To test for H1, a table of regression results is produced, highlighting the link between ROA
and (better) adherence to GRI. Table 8 shows the results of the analysis, while the summary
and link to the hypothesis are provided further below.

Table 8: Regression for the dependent variable ROA

Variable Coefficient p-value
GRI 0.211 0.615
Firm size -0.645 0.276
Assurance -3.507 0.060
Leverage -2.258 0.027*
Firm Age 0.186 0.807

R?=0.504, N =20
Adjusted R? = 0.327
p-value for model = 0.055

*= Significance at 0.05 level

Source: Own work.

From the summary of the regression model (5), we can see that only Leverage has a
statistically significant effect on ROA at a 95 % confidence level. The results state that for
every 1 unit increase in Leverage, ROA decreases by -2.258 %, holding other variables
constant. This means that the more debt a firm accumulates, increasing their debt-to-equity
ratio, the more their ROA decreases. Assurance is close to being significant with a p-value
of 0.06, which would mean that, on average, when Assurance is present, there is a decrease
in expected value of ROA, compared to when Assurance is not present. This suggests that
while there may be a negative relationship between these two variables, the result is not
statistically significant. Although GRI quality seems to lead to an increase in ROA, the result
is statistically insignificant, meaning that we cannot accept H1, which stated that GRI has a
positive effect on financial performance. Overall, the model’s adjusted R-squared of 0.327
indicates that it accounts for approximately 32.75 % of the variance in the dependent variable
ROA, while the model’s p-value of 0.055 indicates that it is marginally statistically
significant, suggesting that the combination of the independent variables may be associated
with ROA.
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5.9.3 Correlation table results for GRI, ESG, and Firm size

To test for H2 and H3, a correlation table is produced, highlighting the link between GRI,
ESG, and Firm size. Table 9 shows a correlation table containing all the variables, while the

summary and link to hypotheses are provided

further below:

Table 9: Correlation table of variables

ROE ROA GRI

Size ESG  Assurance Leverage Age

ROE 1

ROA 0,8** 1

GRI -0,2 -0,42 1

Size -0,13 | -0,26 0,36 1

ESG -0,18 | -0,07 -0,11 -0,58 1

Assurance -0,44 | -0,47 0,63 0,034 | -0,005 1

Leverage 0,09 | -0,47* | 0,25* | 0,034 0,12 0,01 1

Age 0,3 0,19 -0,18 |-0,39** | 0,01 -0,21 0,09 1
*=0.05,

**=0.01

Source: Own work.

From the correlation table we can see that neither GRI and Firm size, nor GRI and ESG are
significantly correlated. While it seems that (better) adhering to GRI Standards leads to

lower (therefore better) ESG scores, and that |

arger firms tend to adhere to GRI more, both

results are not significant at a 95 % confidence level. We therefore cannot accept neither
H2 nor H3, which stated that larger firms tend to (better) adhere to GRI Standards and that
(better) adhering to GRI Standards leads to better (lower) ESG scores respectively. The
results of all the hypotheses are presented in Table 10 below.

Table 10: Summary of hypotheses results

Hypothesis

Result

H1: Adhering (or better adhering) to GRI
Standards has a positive effect on financial
performance.

H2: Larger firm are more likely to (better)
adhere to GRI Standards.

H3: Adhering (or better adhering) to GRI
Standards leads to better environmental,
social, and governance (ESG) performance
(lower ESG scores).

Cannot accept, inconclusive

Cannot accept, inconclusive

Cannot accept, inconclusive

Source: Own work.
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6 DISCUSSION

6.1 Theoretical implications

The research provides relevant contributions for reporting firms as well as standard setters.
While none of the hypotheses were proven to be accurate, the results can still provide insight
into the growing field of NFR. While (better) adhering to GRI did not show statistically
significant benefits to financial performance, this may not mean that this practice is
redundant when considering financial implications. This may only confirm Chauvey et al.’s
(2015) work, in which they stated that NFR has undergone a “normativity process”. This
means that the practice of producing non-financial reports has already passed the legitimacy
test, meaning that companies have already embraced NFR as a prerequisite for legitimacy.
Previous studies that suggested a positive impact of GRI on company financial performance
relied on older data, specifically from years 2002—2004 (Webber et al., 2008), 20082016
(Yang et al., 2019), and 2008-2018 (Bodorin et al., 2019). Since NFR and the use of GRI
has seen a rapid increase following the years of the imposed EU Directive 2014/95, this has
likely affected the results of this study. This difference became apparent when analysing
sustainability reports from companies included in the C20 sector, as it was near impossible
to find a company that did not already adhere to the GRI Standards. Of those that did not,
many companies made their own versions of sustainability reports, taking the GRI Standards
as inspiration, leading to very similar, but not GRI acknowledged reports. Consequently, if
most of the companies accept the GRI Standards as the norm when it comes to NFR, it can
lead to misleading results when comparing companies that adhere to the Standards with those
that do not, since external assurance is still not mandatory, meaning that low quality reports
are very common. Many companies therefore report using the minimal requirements to still
be acknowledged by the GRI, and by doing so they are “checking the box” when it comes
to sustainability reporting, which fails to meet the end goals of this kind of practice. This
trend is consistent with The Department of Business, Energy and Industrial Strategy’s (2019)
report, which states that in the wake of a plethora of regulations coming into effect in the EU
(such as the ESRS), it is becoming increasingly apparent that compliance with these
regulations is of greater importance than their contents.

Stemming from Bradford et al.’s (2016) research, inconclusive results of the analysis can
also point to the fact that the provided NFI from companies does not meet the desires and
needs of the readers (stakeholders), causing it to not have the desired effects for the
organisation. Legitimacy theory is therefore not as accurate as the stakeholder theory in
explaining the results of how (better) adhering to GRI Standards affects financial
performance.

The literature states that by increasing transparency and providing an honest picture of the
company’s efforts regarding social, governance, and environmental factors, the company
develops a deeper relationship with its stakeholders, achieving a better position to reap future
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financial benefits (Lokuwaduge & Heenetigala, 2016; Tsoulfas & Pappis, 2012; Deegan,
2019). The results of the analysis regarding external assurance and financial performance,
although marginally statistically significant (p = 0.06), suggest the opposite, meaning that it
could be possible that more transparency comes at a cost of financial performance. When
the effort to achieve greater transparency is not backed by mandatory external validation,
this can lead to companies, who provide such validation and therefore report more truthfully
regarding positive and negative topics, achieving worse results than the ones providing
potentially misleading and incomplete data. It seems as if overselling your success and
omitting underwhelming results pays off better than providing an objective picture of a
company’s efforts.

The results of the analysis suggest that legitimacy theory — the act of companies offering
external validation to legitimize their behaviour in the eyes of society — does not provide the
desired results in this case. The decision to portray only the positives could also stem from
the fact that companies strategically consider what to report to appease mainly their key
stakeholder groups, while disregarding the needs of those less important (Deegan, 2019).
Neither stakeholder, nor legitimacy theory therefore clearly explain the results of this
analysis.

While literature credits several factors as to why firm size is positively correlated with better
NFI and that they are more likely to adopt quality reporting practices if they have an
abundance of expendable assets to spend on CSR activities (Brooks & Oikonomou, 2018),
the results in this study proved to be inconclusive in this aspect. Again, this may stem from
the fact that the nature of sustainability reporting is so widespread and has become a business
practice that is taken for granted. Larger firms also did not seem to provide better quality
reports, which can mean that more disposable assets do not lead to better disclosure, or
worse, that the focus of reporting is more leaning towards legitimizing current firm
behaviour to appease key stakeholders, than it is improving future sustainable undertakings.
Agency theory posits that large firms, where ownership is separated from management — as
is especially common in listed companies observed in this study — offer more and better
quality NFI to minimize the costs stemming from opportunistic management practices
(Ullmann, 1985; Garcia-Meca & Sanchez-Ballesta, 2010; Garcia-Sanchez et al., 2013).
Although the correlation between firm size and GRI use was positive, it was statistically
insignificant, meaning that there are other factors other than agency theory that affect this
relationship. Similar theoretical implications can be made for the relationship between GRI
reporting and ESG scores, as the results proved that the legitimizing actions of companies
providing GRI reports did not automatically lead to better ESG scores. While the correlation
between the two variables was negative, it was statistically insignificant, meaning that other
factors also play a role when defining this relationship.
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6.2 Managerial implications

Regarding the inconclusive relationship between (better) GRI reporting and firm
performance, one implication could be that businesses should spend more time engaging
with stakeholders to better understand their needs, since ultimately, it is the stakeholders and
subsequent customer relationships that increase firm value. Since merely providing a GRI
report in recent years is not enough to appease stakeholders, further alignment of company
goals and strategies with stakeholders’ expectations must occur to fully take advantage of
this type of reporting.

Regarding the negative relationship between external assurance and firm performance,
standard setters need to address this glaring issue if the true goals of NFR are to be achieved.
The EU should also consider the need for external validation with its upcoming European
Standards to lessen the gap between financial and NFR and solidify each type as separate,
but equal pillars of quality company disclosure. NFR legislation must mirror that of financial
reporting in this aspect and since it is becoming apparent that certain companies gain an
advantage by circumventing the need for external assurance in their sustainability reports,
pressure to implement this type of practice needs to come from the legislative side. On the
other hand, the negative relationship between external assurance and financial performance
could indicate a problem regarding the Standard’s applicability and thoroughness. Due to
the GRI not (yet) having a dedicated Standard for this type of industry sector, this can lead
to companies underreporting on key issues. GRI should therefore expedite the process of
formulating sector specific standards or assist the upcoming ESRS in this aspect, so that the
issue can be resolved in the upcoming years.

As with firm size and GRI, the relationship between GRI reporting and ESG scores was
likewise not statistically significant, showing no significant evidence that GRI reporting
leads to a better ESG score. Since sustainability reporting has become a must in the eyes of
sustainability conscious investors, merely providing a report is apparently not good enough
anymore. Companies must further differentiate themselves from other companies in how
they manage their ESG risks to appease companies that provide ESG scores. Other factors
such as investments into R&D, sustainable practices, and the degree of risk management
within a company should be considered by companies when applying for an ESG score
assessment.

6.3 Limitations and future research directions

This study also suffers from some limitations that could be better addressed, particularly
when formulating the sample. Since regular company reports typically need to be paid for,
listed companies were chosen as they were the best trade-off between resource and time
availability. Due to the fact that listed companies tend to be larger, it made it difficult to find
non-GRI reporting firms, especially when also having to exclude a number of firms due to
problems with outliers and insufficient data. This led to a fairly small sample size of 20
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companies, of which 13 were GRI users. When analysing financial performance as a
dependent variable, attributing the change in performance to the selection of independent
variables can be misleading, as many other factors can lead to this change. Other worldwide
events, such as the recent pandemic, can also skew some of these results, therefore they need
to be interpreted with caution.

Noteworthy control variables to include in future studies would be other sustainability
performance indicators, such as inclusion in the Dow Jones sustainability and FTSE4Good
developed indexes (Pham et al., 2021), or including other financial performance indicators,
such as share price (Nguyen, 2020) and Tobin’s Q (Bodorin et al., 2019). Another factor
when studying the effects of NFR is also the country where a company primarily operates,
since various cultures have their own values, customs, and beliefs that result in different
NFR practices (Turzo et al., 2022). Future studies could therefore also focus on if the
difference in countries affects the relationship between NFR and company performance. The
methodology of this thesis is mostly based on current literature, meaning that this study can
be easily replicated, although future studies may want to focus more on the adoption of the
ESRS, since it is likely to be the prevalent standard in the EU moving forward.

7 CONCLUSION

The trend of NFR is becoming increasingly popular, even mandatory, across the world and
especially in the EU. New standards, regulations, and other reporting practices are being
developed each year. One major development in this area was EU’s introduction of the Non-
financial Reporting Directive 2014/95 in 2014, which solidified the role of NFR in the era
of sustainable business, by mandating certain non-financial disclosure from large firms and
public interest entities. The benefits of such reporting include improved decision making,
lower costs of financing, and impact on the company brand and reputation. Other scholars
agree that certain drawbacks are also inevitable with such reporting, such as information
overload, selective disclosure, greenwashing, lack of assurance, and low comparability of
disclosures.

One of the purposes of this master’s thesis was to elucidate the connection between GRI
sustainability reporting and financial performance of companies. To achieve this,
stakeholder, agency, and legitimacy theories were used as a theoretical foundation as to why
companies report in the first place. Since the prevalent stance among companies leading up
to the 21st century was that additional reporting incurs additional costs with questionable
benefits, such initiatives were seldom practiced. Notable theoretical reasons for the uprise in
this trend were better communication with stakeholders (other than shareholders) and their
demands, legitimizing firm behaviour in the eyes of the public, and minimizing the costs
stemming from opportunistic managerial behaviour. In addition, stakeholders have become
increasingly aware that financial statements no longer serve as an adequate means of
reporting, since they do not fully capture a company’s operations. Companies are also under
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more external pressure to act responsibly following persistent global corruption scandals,
and more notably, the financial crisis of 2008. In response to this, several standards and
frameworks for reporting of additional information emerged, out of which the GRI Standards
have become the most prevalent.

To better understand why companies use the GRI Standards, the thesis provided insight into
the inner workings of the Standards themselves. Businesses increasingly (even
predominantly) refer to the GRI Standards when issuing non-financial reports due to their
thoroughness, stakeholder participation, due process, quality materiality assessment, and
renown. The Standards provide guidance throughout all the necessary steps of formulating
a report with developed sector standards for industries like mining, oil and gas, while
promising further specific standards for other industries as well. Their popularity has placed
them considerably in front of other standards competing for global recognition. The
following years will be crucial in the relationship between governments and imposed
standards, and the continuation of the GRI Standards, especially with the EU launching their
own standards (ESRS) to combat the fragmentation of standards and guidelines worldwide.

Furthermore, the thesis tried to provide insight into how effective these Standards are relative
to their absence of use and how effective they are in achieving the goals of NFR. To achieve
this, a qualitative approach was used to determine the quality of GRI reports, while
quantitative approaches in the form of multiple regressions and a correlation table were used
to explain the relationships between chosen variables. The results of the regressions showed
no correlation between (better) adhering to GRI Standards and increased financial
performance, measured by ROE and ROA averages over the years 2020-2022. One
interpretation could be the successful diffusion of GRI Standards in the reporting sphere to
the degree that it has now become standard practice. This means that the use of GRI
Standards no longer provides the stamp of quality reporting and no longer signals that a
reporting company is better prepared for the upcoming ESG risks as it used to in the years
leading up to the 2020’s. It also suggests that legitimization was not successful, because the
data provided was not in accordance with stakeholders’ demands or expectations. This would
mean that companies should pay more attention to stakeholders’ needs and establish a clearer
dialog to strengthen such relationships which in turn could provide greater financial benefits.

The results also showed no correlation between firm size and GRI use, and GRI use and ESG
scores. Theory predicted that firms with more resources would be more prone to adhering to
exhaustive standards like the GRI, since they could allocate a greater portion of their
earnings than smaller companies. The results were inconclusive in this, suggesting that since
the use of GRI is so widespread now, companies large and small opt to adhere to GRI, since
it has become almost the norm. Meanwhile, the inconclusive relationship between GRI and
ESG scores suggests that companies need to do more than just “checking the box” by
adhering to GRI, by providing additional risk assessments and concrete steps as to how to
improve their sustainability endeavours to achieve better ESG scores. Stakeholder, agency,
and legitimacy theory were therefore not wholly successful in explaining the relationship
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between the observed variables, suggesting that other variables need to be considered,
ranging from different financial indicators (Tobin’s Q, share price) to sustainability
indicators (Dow Jones sustainability and FTSE4Good developed indexes).

The link between sustainability reporting and company performance is therefore still unclear
and needs further examination to better solidify the connection. Future studies should also
take into account comparing different countries and their NFR, since culture can also play a
role in how a country reports. More emphasis should also be placed on future legislation
coming to the EU and how this type of reporting affects also SME’s not just large and listed
companies.

This master’s thesis therefore contributes to the nascent field of NFR, elucidating the
relationship between company financial performance and GRI sustainability reporting. It
also adds to existing literature by examining the workings of standardised and transparent
business reporting and drawing a comparison to prevalent theoretical concepts and other
similar studies regarding NFR.
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Appendix 1: Povzetek (Summary in Slovene language)

Odgovorno poslovanje je vse bolj pod drobnogledom, saj se podjetja srecujejo z valom
sodobnih praks, ki se osredoto¢ajo na upostevanje trenutnih vprasanj, kot so potreba po
upostevanju okolja, socialni izzivi in obnaSanja podjetij. V ta namen postaja koncept
trajnosti vse pomembnejsi. Potreba po prehodu na trajnostno gospodarstvo in gospodarske
posledice okoljskih izzivov za razli¢ne panoge ter podjetja sta klju¢ni sestavini nastajajocega
in hitro razvijajocega se interdisciplinarnega podroc¢ja trajnosti. Vedno bolj o€itno je, da so
trajnostne prakse povzrocile preoblikovanje nacina poslovanja podjetij. Nefinan¢no
poroc€anje (pogosto imenovano trajnostno poro€anje) je v zadnjih desetih letih postalo Ze
skoraj uveljavljena praksa, saj se vse ve¢ podjetij usmerja v spremljanje ucinkov svojega
poslovanja na druzbeno in poslovno okolje ter na naravo. Pred kratkim je postalo nefinancno
porocanje obvezno za velika podjetja v Evropski uniji z uveljavitvijo Direktive 95/2014 leta
2017. Pred to direktivo se je priprava taksnih porocil le spodbujala. Ta obetavni trend je
posledica ve¢jega nadzora deleznikov nad druZbenimi in okoljskimi praksami podjetij ter
vse veCjega pritiska vlad k objavi nefinanénih porocil. Nedavni regulativni razvoj pa je
nefinan¢no porocanje tudi dodtano otezil. Nacela in merila nefinancnega poro€anje niso
konsolidirana in standardizirana, kar pomeni, da je trajnostna porocila tezko primerjati. V
odgovor temu je organizacija Global Reporting Initiative (GRI) leta 2016 predstavila prvi
globalni standard za nefinan¢no porocanje. Namen standardov je povecati primerljivost in
kakovost podatkov 0 pere¢ih druzbenih in okoljskih vprasanjih na svetovni ravni ter
podjetjem omogociti ve¢jo preglednost in odgovornost. Literatura je glede vpliva tovrstnega
porocanja na finan¢no uspesnost podjetij Se nejasna in poudarja, da obstaja jasna potreba po
nadaljnjih analizah, ki bi preucevale to povezavo. Potrebnih je ve¢ poglobljenih raziskav na
ravni posameznih sektorjev, ki bi zagotovile dodatne tehnike modeliranja s kljucnimi
pojasnjevalnimi spremenljivkami za podporo in utemeljitev GRI porocanja. Namen tega
magistrskega dela je torej celovito pojasniti teoreticno ozadje, znacCilnosti in vplive
nefinan¢nega ter GRI porocanja. Rezultati opravljene analize kazejo na nejasnost povezave
med (kvalitetenejSo) rabo GRI Standardov in finan¢nega uspeha in prav tako na nejasnost
povezave med rabo GRI Standardov in velikostjo podjetja ter med rabo GRI Standardov in
boljsimi ESG ocenami. Iz rezultatov torej ni razvidno, da bi uporaba GRI standardov
pozitivno vplivala na uspe$nost podjetij, kar lahko pomeni, da obstaja vrzel med porocanjem
podjetij in pricakovanji zainteresiranih. Rezultati prav tako kazejo na tako mocno prevlado
rabe GRI standardov, da so Standardi postali Ze standardna praksa podjetij vseh velikosti, ne
samo vecjih. Upostevanje GRI Standardov torej ne zagotavlja ve¢ pecata kakovosti
porocanja in ne sporoca vec, da je poroc¢ajoce podjetje bolje pripravljeno na prihajajoca ESG
tveganja, kot je to v Stevilnih razsikavah veljalo do leta 2020.



Appendix 2: Example of the grading of GRI reports

Company
GRI Material topics Score
Economic performance 2016 Total =3
Disclosure 201-1 Direct economic value generated and distributed 1
Disclosure 201-2 Financial implications and other risks and opportunities due to climate
change 0
Disclosure 201-3 Defined benefit plan obligations and other retirement plans 1
Disclosure 201-4 Financial assistance received from government 1
GRI 202: Market Presence 2016 Total =1
Disclosure 202-1 Ratios of standard entry level wage by gender compared to local
minimum wage 0
Disclosure 202-2 Proportion of senior management hired from the local community 1
Disclosure 204-1 Proportion of spending on local suppliers 0
GRI 205: Anti-corruption 2016 Total =2
Disclosure 205-1 Operations assessed for risks related to corruption 1
Disclosure 205-2 Communication and training about anti-corruption policies and
procedures 1
Disclosure 205-3 Confirmed incidents of corruption and actions taken 0
GRI 206: Anti-competitive Behavior 2016 Total =1
Disclosure 206-1 Legal actions for anti-competitive behavior, anti-trust, and monopoly
practices
GRI 207: Tax 2019 Total =

Disclosure 207-1 Approach to tax

Disclosure 207-2 Tax governance, control, and risk management

Disclosure 207-3 Stakeholder engagement and management of concerns related to tax

Disclosure 207-4 Country-by-country reporting

GRI 301: Materials 2016 Total =
Disclosure 301-1 Materials used by weight or volume

Disclosure 301-2 Recycled input materials used

Disclosure 301-3 Reclaimed products and their packaging materials

GRI 302: Energy 2016 Total =
Disclosure 302-1 Energy consumption within the organization

Disclosure 302-2 Energy consumption outside of the organization

Disclosure 302-3 Energy intensity

Disclosure 302-4 Reduction of energy consumption

Disclosure 302-5 Reductions in energy requirements of products and services

GRI 303: Water and Effluents 2018 Total =
Disclosure 303-1 Interactions with water as a shared resource

Disclosure 303-2 Management of water dischargerelated impacts

Disclosure 303-3 Water withdrawal

Disclosure 303-4 Water discharge

Disclosure 303-5 Water consumption

GRI 304: Biodiversity 2016 Total =
Disclosure 304-1 Operational sites owned, leased, managed in, or adjacent to, protected
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areas and areas of high biodiversity value outside protected areas 0
Disclosure 304-2 Significant impacts of activities, products and services on biodiversity 0
Disclosure 304-3 Habitats protected or restored 0



Disclosure 304-4 IUCN Red List species and national conservation list species with habitats
in areas affected by operations

GRI 305: Emissions 2016

Disclosure 305-1 Direct (Scope 1) GHG emissions
Disclosure 305-2 Energy indirect (Scope 2) GHG emissions
Disclosure 305-3 Other indirect (Scope 3) GHG emissions
Disclosure 305-4 GHG emissions intensity

Disclosure 305-5 Reduction of GHG emissions

Disclosure 305-6 Emissions of ozone-depleting substances (ODS)
Disclosure 305-7 Nitrogen oxides (NOx), sulfur oxides (SOx), and other significant air
emissions

GRI 306: Effluents and Waste 2016

Disclosure 306-3 Significant spills

GRI 306: Waste 2020

Disclosure 306-1 Waste generation and significant waste-related impacts
Disclosure 306-2 Management of significant wasterelated impacts

Disclosure 306-3 Waste generated

Disclosure 306-4 Waste diverted from disposal

Disclosure 306-5 Waste directed to disposal

GRI 308: Supplier Environmental Assessment 2016

Disclosure 308-1 New suppliers that were screened using environmental criteria
Disclosure 308-2 Negative environmental impacts in the supply chain and actions taken
GRI 401: Employment 2016

Disclosure 401-1 New employee hires and employee turnover

Disclosure 401-2 Benefits provided to full-time employees that are not provided to
temporary or parttime employees

Disclosure 401-3 Parental leave

GRI 402: Labor/Management Relations 2016

Disclosure 402-1 Minimum notice periods regarding operational changes

GRI 403: Occupational Health and Safety 2018

Disclosure 403-1 Occupational health and safety management system

Disclosure 403-2 Hazard identification, risk assessment, and incident investigation
Disclosure 403-3 Occupational health services

Disclosure 403-4 Worker participation, consultation, and communication on occupational
health and safety

Disclosure 403-5 Worker training on occupational health and safety

Disclosure 403-6 Promotion of worker health

Disclosure 403-7 Prevention and mitigation of occupational health and safety impacts
directly linked by business relationships

Disclosure 403-8 Workers covered by an occupational health and safety management
system

Disclosure 403-9 Work-related injuries

Disclosure 403-10 Work-related ill health

GRI 404: Training and Education 2016

Disclosure 404-1 Average hours of training per year per employee

Disclosure 404-2 Programs for upgrading employee skills and transition assistance
programs

Disclosure 404-3 Percentage of employees receiving regular performance and career
development reviews

0

Total =3
1

1

0

0

0

0

1

Total =0
0

Total =0
0

0

0

0

0

Total =1
0

1

Total =1
1

0

0

Total =0
0

Total =
10

1

1

1

1

1

1

1

1

1

1

Total =3
1

1

1



GRI 405: Diversity and Equal Opportunity 2016 Total =1

Disclosure 405-1 Diversity of governance bodies and employees 1
Disclosure 405-2 Ratio of basic salary and remuneration of women to men 0
GRI 406: Non-discrimination 2016 Total =0
Disclosure 406-1 Incidents of discrimination and corrective actions taken 0
GRI 407: Freedom of Association and Collective Bargaining 2016 Total =0
Disclosure 407-1 Operations and suppliers in which the right to freedom of association and

collective bargaining may be at risk 0
GRI 408: Child Labor 2016 Total =1
Disclosure 408-1 Operations and suppliers at significant risk for incidents of child labor 1
GRI 409: Forced or Compulsory Labor 2016 Total =1

Disclosure 409-1 Operations and suppliers at significant risk for incidents of forced or

compulsory labor 1
Disclosure 411-1 Incidents of violations involving rights of indigenous peoples 0
GRI 413: Local Communities 2016 Total =0
Disclosure 413-1 Operations with local community engagement, impact assessments, and

development programs 0

Disclosure 413-2 Operations with significant actual and potential negative impacts on local

communities 0
GRI 414: Supplier Social Assessment 2016 Total =1
Disclosure 414-1 New suppliers that were screened using social criteria 0
Disclosure 414-2 Negative social impacts in the supply chain and actions taken 1
GRI 415: Public Policy 2016 Total =0
Disclosure 415-1 Political contributions 0
GRI 416: Customer Health and Safety 2016 Total =1
Disclosure 416-1 Assessment of the health and safety impacts of product and service

categories 1
Disclosure 416-2 Incidents of non-compliance concerning the health and safety impacts of

products and services 0
GRI 417: Marketing and Labeling 2016 Total =1
Disclosure 417-1 Requirements for product and service information and labeling 1
Disclosure 417-2 Incidents of non-compliance concerning product and service information

and labeling 0
Disclosure 417-3 Incidents of non-compliance concerning marketing communications 0

Total points for year X = 36
Percentage of total possible points for year X =43 %

Source: Own work based on Global Reporting (2016).



Appendix 3: Tests for heteroskedasticity — scatter plots and Breusch-Pagan test

Breusch-Pagan test ROE ROA
Test statistic 4.6293 6.0377
p-value 0.4626 0.3026

Residual Plot for ROE
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Appendix 4: Durbin-Watson test

Durbin-Watson test ROE ROA
Test statistic 1.5425 1.6543
p-value 0.1304 0.1992

Source: Own work.



Appendix 5: Tests for normal distribution — Shapiro-Wilk tests and histograms

ROE ROA GRI SIZE AGE LEVERAGE ASSURANCE

Test statistic | 0.933 0.915 0.872 0.966 0.838 0.960 0.626
p-value 0.185 0.081 0.012 0.673 0.003 0.554 0.000

Histogram of Standardized Residuals (ROE)
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Appendix 6: Tests for multicollinearity — VIF values and correlation table

GRI SIZE AGE LEVERAGE ASSURANCE

VIF value ‘ 2.325 1.477 1.260 1.131 1.977

ROE ROA GRI SIZE ASSU. LEV. AGE

ROE 1

ROA 08** 1

GRI -0,2 -042 1

SIZE -013 -0,26 0,36 1

ASSURANCE | -0,44  -0,47* 0,63 0,034 1
LEVERAGE | 0,09 -0,47* 0,25* 0,034 0,01 1
AGE 0,3 0,19 -0,18 -0,39** -0,21 0,09 1

*= Significance at 0.05 level, ** = significance at 0.01 level

Source: Own work.



