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Abstract

Arguably the most important step in the measurement and reporting of an organization’s
performance is completion of a materiality determination beforehand. At base, materiality
determinations address the all-important question of what the scope and criteria for
analysis must be in each case, recognizing that in principle no two organizations are alike.
Materiality determinations therefore address the question of what the organization-
specific standards of performance should be — whether social, economic or environmental
— and what the corresponding metrics or indicators, too, should be in order to fully assess
performance. Even in cases where purportedly universal indicators are being used, the
very choice of which ones to in fact use presupposes their relevance. In this paper, we
present and advocate for a specific approach for how best to make materiality
determinations that are, in the parlance of sustainability management, context-based. As
such, the method proposed is normative and triple bottom line in scope, in that it holds
organizations accountable for their impacts on all vital capitals and with the well-being
of all stakeholders in mind.

Keywords

Context-based sustainability; Impact valuation; Integrated reporting; Materiality;
Performance accounting: Rightsholders; Stakeholders; Sustainability accounting; Triple
bottom line; Vital capitals.
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Making Materiality Determinations: A Context-Based Approach
Mark W. McElroy

Making Materiality Determinations
A Context-Based Approach

One of the ways of classifying indicators of organizational sustainability is to
differentiate between those that may be universal in scope and others that are more
organization-specific. The issue of materiality necessarily comes into play here,
because even in cases where indicators are believed to be universal, their presumed
status as such is just another way of saying that they are material to all organizations.

Not only are materiality determinations therefore necessary for purposes of identifying
organization-specific indicators, they are also necessary for testing and evaluating the
legitimacy of allegedly universal indicators. Thus, how best to perform or carry out
such determinations is of vital importance to both types of indicators and to
sustainability accounting in general.

1 Sustainability Accounting

Determining the materiality of sustainability indicators, or of the areas of impact (AOlIs)
they relate to, requires that we also differentiate between indicators of sustainability
performance per se and those that express impacts in merely incremental terms. The
first type, sustainability accounting (SA), assesses performance relative to
sustainability norms; the second type, what we and others call impact valuation (IV),
does not, and instead simply quantifies or values the magnitude of an impact
independent of its sustainability.!

Impact valuation indicators are therefore merely incrementalist in the sense that they
are used to assess the size and marginal change, if any, in the impacts from, say, one
year to the next, often expressed in terms of their relationships with other variables —
such as greenhouse gas emissions per unit of revenue, per unit of production or what
have you. This is sometimes referred to as performance intensity.

Unlike IV indicators, SA indicators, by contrast, always express performance as
impacts compared to a sustainability norm, which is what qualifies them as
sustainability indicators. The most emblematic such indicators are context-based
metrics, which express quantified comparisons between impacts and sustainability
norms, usually in the form of a quotient.?

Typically, numerators in such quotients express the measured impacts of an
organization in a particular AOI of interest, while the denominators express the
corresponding sustainability norms (i.e., what the impacts would have to be in order to
be sustainable, expressed in terms of organization-specific thresholds and allocations).?
The resulting values can either be 1.0, less than 1.0, or greater than 1.0. For

!'See McElroy 2017.
2 For more on context-based metrics, see McElroy et al. 2006, McElroy 2008, and McElroy and van
Engelen, 2012; see also “Context-Based Sustainability” on Wikipedia at:
https://en.wikipedia.org/wiki/Context-Based Sustainability.
3 For an understanding of thresholds and allocations in this sense, see the related subsection on
Wikipedia at: https://en.wikipedia.org/wiki/Context-Based Sustainability
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environmental AOIs, scores of <1.0 signify sustainable performance; for social or
economic AOIs, the logic reverses and scores of >1.0 are sustainable.*

Because SA indicators express performance relative to sustainability norms, they are
only used in cases where duties or obligations to perform in particular ways (i.e., norms)
arguably exist. Organizations that emit greenhouse gases, for example, are ethically
bound, most would say, to mitigate and ultimately eliminate their emissions in light of
the negative effects they can have on the climate system and on human well-being as a
result. Engaging in philanthropy, by contrast, would tend to be more discretionary and
therefore less subject to sustainability norms.

What this means is that whereas SA indicators should always be used in cases where
performance is being assessed relative to normative AOlIs, IV indicators are under no
such constraint. An IV indicator can be used for an AOI whether it corresponds to a
duty or obligation or not. In no case, however, does an IV indicator actually express
sustainability performance.

Materiality in the case of SA indicators, then, is contingent upon the determination of
whether or not corresponding duties or obligations (Ds/Os) exist. In cases where
impacts do in fact correspond to such Ds/Os, SA indicators must be used; in cases where
they do not, IV indicators will do. Epistemology and value theory, in particular,
therefore play a pivotal role in the making of materiality determinations for
performance accounting in organizations and other human social systems. Performance,
that is, relies on sustainability as its regulative ideal; and sustainability, in turn, is
grounded in epistemology.’

2 Context-Based Materiality

With the above as background, the recommended materiality determination process set
forth below is taken from a broader sustainability management methodology and
doctrine known as Context-Based Sustainability (CBS).® The central tenet of CBS is
that the sustainability performance of an organization is a function of what its impacts
on vital capitals are relative to norms for what they would have to be in order to ensure
human well-being. Organizations, in turn, can thereby be held to normative standards
of performance for what their impacts on vital capitals must be in order to be considered
sustainable.

Six types of capital are of particular relevance to integrated accounting at this time:
natural, human, social and relationship, manufactured (also known as constructed or
built), financial (or economic), and intellectual.” In some cases, intellectual capital is
treated as an embedded element of human, social and relationship, and/or other capitals
and is not separately listed independent of them.

4 See McElroy et al. 2006, McElroy 2008, and McElroy and van Engelen, 2012.

5 For more on the role of regulative ideals, see Emmet 1994.

6 See “Context-Based Sustainability” on Wikipedia at: https://en.wikipedia.org/wiki/Context-
Based_Sustainability.

7 For more on the evolution and significance of capital theory in performance accounting, see Gleeson-
White 2015, and also this bibliography of important works in the capital theory literature over the past

300-plus years: https://www.sustainableorganizations.org/Capital-Theory-References.pdf
2




Making Materiality Determinations: A Context-Based Approach
Mark W. McElroy

The most advanced and fully elaborated form of CBS developed thus far is the
MultiCapital Scorecard (MCS), a context-based triple bottom line (TBL) performance
accounting method. In broad strokes, the use of the MCS follows three basic steps:®

e Scoping and Materiality — This step consists of defining the boundaries of a
project and determining the entity-specific material financial and non-financial
areas of impact (AOIs) that should be addressed in the development of a
MultiCapital Scorecard — an integrated (TBL) performance accounting tool.

e AOI Development — This phase consists of defining sustainability norms and
targets, interim goals, context-based metrics, weights and data collection
protocols for each of the material AOIs identified in the first step.

e Scorecard Implementation — This step consists of all work required to fully
operationalize a MultiCapital Scorecard in an organization and to measure,
manage and report performance relative to its own material AOIs.

Since it is not within the scope of this paper to fully explain CBS or MCS further, only
the materiality determination process referred to in the first step above will be
discussed. Of particular interest is performance of the Scoping and Materiality step,
which is one of the defining characteristics of CBS. As shown in Figure 1, the Scoping
and Materiality step breaks down into six underlying sub-steps of its own. Each is
explained below.

Figure 1: Context-Based Materiality Determination Process (and its two recursive loops)

5. Capital Impact

Determination >
(part 2) @

2. Stakeholder 3. Capital Impact 6. AOIs and
1. Scope Delineation Identification Determination Related Ds/Os
(part 1) (part 1) Documentation

4, Stakeholder
<4 Identification
(part 2)

Source: Author’s own illustration.

Step 1. Scope Delineation

The first sub-step is to simply be clear about the functional domain or entity whose
performance is to be assessed. In most cases, the scope or boundary of interest will be
an organization’s own operations; in other cases, its supply chain and/or its demand
chain (i.e., its customers or consumers) will also be included.

This, of course, is important because depending on whose performance is to be
assessed, the scope of material areas of impact (AOIs) will vary significantly. The
inclusion of suppliers and customers, for example, essentially requires that those who

8 See McElroy and Thomas 2015, and Thomas and McElroy 2016.
3



UNRISD Working Paper 2019-6

may be making materiality determinations from within an organization assume the
position of both, as if responsibility for the sustainability performance of suppliers and
customers rests with the organization itself.

Step 2: Stakeholder Identification (Part 1)

Once the boundaries of a materiality determination effort have been defined in terms of
who the party or parties are whose sustainability performance is to be assessed, the next
step is to identify the separate parties to whom duties of performance are normatively
owed (See Box 1).

This is important, if only so that we can distinguish between parties to whom
affirmative Ds/Os are owed and others to whom benefits may be dispensed on a more
discretionary basis. Here it may be useful to differentiate between morally, or even
contractually, enforceable entitlements on the one hand and gifts on the other.

For purposes of making materiality determinations, we can define such parties to whom
affirmative Ds/Os are owed to have impacts on vital capitals in ways that can affect
their well-being as stakeholders (or better yet, as rightsholders as explained below?).
Modern stakeholder theory, by contrast, defines the term as follows:'?

“A stakeholder in an organization is (by definition) any group or individual who can
affect or is affected by the achievement of the organization’s objectives.”

Our definition, then, takes a more normative position, by choosing to focus as it does
on affirmative Ds/Os owed by one party to another as the basis for determining whether
or not an area of impact (AOI) should be regarded as material for purposes of
performance accounting.'!

And because of its emphasis on the morally or contractually enforceable rights of
parties (stakeholders) to whom related Ds/Os may be owed, we agree with the
occasional preference of others to refer to stakeholders in these terms as rightsholders.!?
Stakeholders, in other words, are rightsholders whose well-being is not just potentially
affected by the actions of others, but whose well-being ought to be so affected in
particular ways, by virtue of the entitlements they hold for moral, ethical, or contractual
consideration. That, then, is the sense in which we are using the term stakeholders.

This step, then is to determine who an organization’s stakeholders actually are. In most
cases, such parties will include shareholders or owners, employees, customers, trading
partners and communities, some of whom whose interests may be represented by third-
party regulators of one kind or another. The output of this step, therefore, is a
preliminary (part 1) inventory of stakeholders to whom management in an organization
believes Ds/Os are owed to manage its impacts in ways that can affect their well-being
(e.g., to pay employees a living wage; to safeguard community well-being by
eliminating greenhouse gas emissions; to ensure customer well-being by producing safe
products; etc.).

° Reporting 3.0 2016.

10 Freeman, E. 1984, p. 46.

' See McElroy 2008, and McElroy and van Engelen 2012 for more on the Ds/Os approach to
materiality.

12 Reporting 3.0 2016.
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Here again, it is important to test and evaluate the alleged stakeholder status of all
parties in such lists by questioning whether or not corresponding Ds/Os actually exist,
as opposed to cases in which impacts on their well-being are merely possible, but not
in any way morally or contractually enforceable (i.e., supererogatory acts). By this
criterion, it may very often be the case that an organization’s impacts on achievement
of the UN’s Sustainable Development Goals (SDGs) fail to qualify as material — and
rightfully so, for they are not obligatory. Other forms of purely voluntary if not
philanthropic acts of benevolence, too, may be deemed to be immaterial for the same
reasons.

In addition to simply identifying stakeholders to whom Ds/Os are believed to be owed,
this step should also include at least an initial attempt to specify what the scope of such
duties and obligations actually happen to be. Of significant importance here is that all
such Ds/Os should be expressed in terms of what the capitals are upon which an
organization should be having impact, focusing in particular on direct impacts rather
than indirect ones. All material impacts, that is, ultimately and indirectly affect
stakeholder health and well-being, but it is the direct impacts upon capitals upon which
they rely as means, not ends, that are of most interest to us here.

Box 1: The Epistemology of Materiality

One useful way of defining sustainability is to regard it as the study of human impacts
on vital resources in the world (capitals), insofar as such impacts can affect their quality
or sufficiency for human well-being. Thus, when we say that an impact is unsustainable,
what we are really saying is that the effects of the impact puts either the sufficiency of
the resources involved or the well-being of those who depend on them, or both, at risk.

Strictly speaking, such statements are purely descriptive and empirical in content. In
other words, they provide a factual description of what the effects of impacts on
resources and human well-being may be; but they do not in any way pass judgment on
them.

With this in mind, we can also say that sustainability is not just the study of human
impacts on vital capitals in the world, but also the management of them in ways that
can affect their sufficiency with desired ends in mind. In this regard, sustainability is
normative in form — it not only seeks to understand the empirical impacts of human
activity on vital capitals, but also to manage them in ways that are valued.

This necessarily leads to a number of normative propositions that arguably underlie the
discipline of sustainability management as it has come to be known and practiced in the
world. In order for human activity to be sustainable, it must be managed in such a way
as to not put the sufficiency of vital capitals or the well-being of humans who depend
on them at risk. ‘Must be’, in this sense, is a normative statement not a descriptive one.

From a performance accounting perspective, then, measuring and determining the
sustainability of a human collective (i.e., its sustainability performance) must first be
undertaken with the identification of sustainability norms (SNs) against which an
organization’s actual impacts on vital capitals can be held to account. These will
necessarily be different for all organizations, since no two can ever be exactly alike.

That said, it may also be possible that because of all organizations’ common
circumstances in the world (e.g., they all inhabit the Earth), certain specific SNs will be

5




UNRISD Working Paper 2019-6

universal to all of them. A norm to refrain from emitting greenhouse gas (GHG)
emissions, for example, may be universal in this regard, since global emissions already
exceed the carrying capacity of the Earth’s ability to assimilate them. On the other hand,
some level of emissions by certain sectors, such as food production, may be acceptable
given the vital need for nutrition by all humans and the fact that the carrying capacity
of the climate system on Earth is not zero.

What this means is that we should scrupulously avoid making blanket assumptions
about the universality of SNs and the areas of impact (AOIs) they correspond to, and
defer instead to the results of organization-specific materiality studies. If an SN proves
to be universal to all organizations, it will only be because it has been determined to be
material to all organizations and not the reverse.

To say that an SN or AOI is material to an organization, then, is to say that it must be
included in the portfolio of metrics or indicators used to assess its sustainability
performance. Indeed, one could further say that only such demonstrably material
metrics or indicators should be used for that purpose, because everything else of
possible interest more appropriately falls into the category of discretionary impacts, not
normative ones.

This is important, of course, because assuming we are talking about the production of
blended or integrated scoring for sustainability performance (i.e., so-called integrated
accounting'?), the easiest way to offset a negative score in an obligatory AOI would be
to combine it with a positive score in a discretionary one. The potential here for gaming
an accounting system, or for simply producing scores that misrepresent actual
performance, is not to be overlooked and should be avoided at all costs.

The materiality of an AOI, therefore, must be determined by reference to the question
of whether or not a corresponding SN exists. And if an SN does arguably exist, the next
question is to whom the underlying duty or obligation is owed. In the epistemology
being advocated here, the parties to who Ds/Os are owed are what we mean by
stakeholders. Stakeholders, that is, are parties to whom duties or obligations are owed
by organizations to manage their impacts on vital capitals in ways that can affect their
— the stakeholders’ — well-being.

What, then, do we mean by duties and obligations?

John Rawls, in his landmark work, A Theory of Justice (1971), provides us with some
ready answers as follows:

“... there are many duties, positive and negative ... The following are examples
of natural duties: the duty of helping one another when he is need or jeopardy,
provided that one can do so without excessive risk or loss to oneself; the duty not
to harm or injure another; and the duty not to cause unnecessary suffering. The
first of these duties, the duty of mutual aid, is a positive duty in that it is a duty to
do something good for another; whereas the last two duties are negative in that
they require us not to do something that is bad ... Now in contrast with
obligations, it is characteristic of natural duties that they apply to us without
regard to our voluntary acts [or commitments].” (p. 98)

“There are several characteristic features of obligations which distinguish them from
other moral requirements [e.g., duties]. For one thing, they arise as a result of our

13 See, for example, the Integrated Reporting <IR> Framework at: http://www.theiirc.org or the
MultiCapital Scorecard at: https://www.multicapitalscorecard.com
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voluntary acts; these acts may be the giving of express or tacit undertakings, such as
promises and agreements, but they need not be as in the case of accepting benefits.
Further, the content of obligations is always defined by an institution or practice the
rules of which specify what it is that one is required to do. And finally, obligations are
normally owed to definite individuals, namely, those that are cooperating together to
maintain the arrangement in question [e.g., trading partners, members of a body politic,
etc.].” (p. 97)

But even in cases where a duty or obligation is claimed, there still remains the question
of what the test is, or can be, to assess its legitimacy. This is where Kant’s Categorical
Imperative (CI) has an important role to play.'# In short, Kant’s CI reads as follows (as
commonly translated):

There is therefore but one categorical imperative, namely, this: Act only on that maxim
whereby thou canst at the same time will that it should become a universal law.

In other words, the correct moral course of action is the one which, if everybody did it,
would lead to a fair, just and equitable world — or to a sustainable world, in the case of
our subject — and to the preservation of human well-being. A legitimate duty or
obligation, then, is one which if universally put into practice by all those to whom it
applies would lead to a world in which human well-being obtains.

By contrast — and this is important — it must also be the case that to be legitimate, the
failure to abide by an alleged SN would be unsustainable (i.e., would constitute a breach
or violation of a duty or obligation on the part of an actor), and not just a failure to
perform an otherwise discretionary act.

This latter principle is important because it helps us to differentiate between alleged
SN that are tied to real or authentic Ds/Os versus other potential courses of action that
are purely discretionary, such as philanthropy. For a company to engage in
philanthropy, of course, is a good thing, but it would go too far to say that doing so is
obligatory or that failing to do so would be unsustainable.

Indeed, person (or organization) cannot be held to account for the consequences of
failing to do something that was discretionary from the start and which he/she/it was
under no obligation to perform in the first instance. Accountability, that is, logically
implies an antecedent and non-discretionary duty or obligation to act or not act in some
way. Absent that, whether or not an action and its impacts have actually occurred is of
no relevance — or materiality — to sustainability accounting.

Step 3: Capital Impact Determination (Part 1)

Because of the focus on capital impacts in this process and the effect they can have on
the quality of human well-being, all of the capital impacts an organization has should
be assessed for their potential materiality, whether they were previously identified in
step 2 above or not.

Indeed, this is why this step is included, since while we certainly hope that the
performance of step 1 will result in the identification of all material impacts on vital
capitals, it will sometimes be the case that impacts are overlooked when viewed solely

14 Kant 1785.
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through the perspective of a stakeholder lens. Regardless of which groups may have
already been identified as stakeholders in step 2, organizations should also make an
effort to identify impacts they may be having on vital capitals, and whether or not such
impacts were either already identified or should be added if not.

Importantly, not all capital impacts that may have been missed in step 2 will necessarily
be material when identified in step 3. To cite an example, organizations compensate
their employees for the work they perform. Their employees, in turn, may have families
or dependents who rely on them for their own well-being. Employees’ dependents, that
is, rely on the impacts all organizations have on their employees’ economic capital (i.e.,
on their earnings).

But that is not to say that an employer has a duty or obligation to any of its employees’
dependents. Rather, Ds/Os of that kind arguably rest with employees themselves, vis a
vis their relationships with their own families and dependents (i.e., their own
stakeholders). Employees, too, may have separate duties and obligations to their
creditors; to their governments to whom taxes are owed; and to others. Employers per
se are not accountable for any of that despite the fact that their impacts on the economic
capital of employees is vital to its employees’ families’, dependents’, and creditors’
well-being.

It should be clear, we hope, that drawing the lines as we have between direct capital
impacts and indirect impacts, and between parties to whom Ds/Os are affirmatively
owed and others who may only be indirectly impacted, is critically important to the
making of materiality determinations. Otherwise we find ourselves in a situation of
infinite regress, whereby everyone’s interests are allegedly material to an organization’s
impacts, in which case the term loses its meaning and performance accounting becomes
untenable.

In addition to assessing all existing impacts on vital capitals for their potential
materiality, it is also important to consider impacts on capitals that may not yet be
occurring, but which should be occurring by dint of the relationships organizations have
with their stakeholders. This can either take the form of capital impacts that are not
occurring at all, or of impacts that while they may be occurring, have not also been
flagged as corresponding to Ds/Os of some kind.

Common cases of the former (missing impacts) might include impacts on the
downstream environmental effects of product use or disposal. Long regarded as
externalities in economic theory, the externalized costs of organizations’ products or
services are now increasingly being viewed as material to an organization’s own
performance — within the scope of its own materiality.

Common cases of the latter (misconstrued existing impacts) might include employee
compensation increasingly subject to livable wage expectations, income inequality
norms, gender parity, and other ethical considerations. The choice and performance of
suppliers, too, is now frequently showing up on the radar screens of manufacturers as
being material to their performance in addition to whatever may be happening within
their own operations.
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Step 4: Stakeholder Identification (Part 2)

The fact that separate consideration of capital impacts will have occurred in step 3 of
the materiality determination process, independent of stakeholder identification in step
2, means that new or other stakeholders not previously identified in that step may have
emerged. In this fourth step, then, we make an effort to account for that by recursively
revisiting the question of whether or not the list of stakeholders identified in step 2 is
complete.

The ethical treatment and/or well-being of employees in a supply chain, for example,
might be flagged as something an organization ought to consider in light of the social,
economic and environmental consequences of, say, the products it makes and from
whom it chooses to source its raw materials. And while the impacts it may have in such
cases might be indirect (i.e., its suppliers may be having the impacts of interest here,
not the organization itself), the effects of raw materials procured can be no less directly
attributable to the organization itself given the role they (the materials) play in its own
primary business. To outsource the production of raw materials is not to be absolved of
the impacts involved.

In this example, the employees of suppliers, and not just its own, might take on the
status of stakeholders with standing, to whom Ds/Os are owed by a procuring
organization to manage its impacts on economic capital of importance to them (i.e., to
the employees of organizations from which procurements are made). Out of that might
come Ds/Os by an organization to apply standards of performance to its suppliers in
terms of how they treat their employees and mitigate or manage their impacts on the
environment.

The output of this step, then, should be updates, if any, to the lists of stakeholders,
capitals and their corresponding Ds/Os otherwise already identified as a consequence
of steps 2 and 3 above.

Step 5: Capital Impact Determination (Part 2)

And just as the identification of capital impacts can potentially lead to the identification
of additional stakeholders, so can the further identification of additional stakeholders
lead to the identification of additional capital impacts. With this in mind, we include
one more recursive step in the materiality determination process to be sure that no
material stone has been left unturned.

An example might include steps an organization can take to help smallholder farmers
in a food-related supply chain develop a farmers’ co-op by which they can collectively
negotiate better terms and conditions with local buyers or distributors from who a
company directly purchases its supplies. In that case, it would not be the suppliers’
businesses per se that a company’s impacts and corresponding Ds/Os would pertain to;
rather, it would be on the development of other forms of social or economic capital one
step removed from them (i.e., of the smallholders who supply them). (See Box 2 for
more on the special case of how otherwise discretionary AOIs can become normative,
especially where the principle of promissory estoppel comes into play.)
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Box 2: When the Discretionary Becomes Obligatory

The combination of steps 3 and 4 in the process put forth in this paper — both consisting
of an effort to recursively revisit the lists of material stakeholders, impacts on capitals
and their corresponding Ds/Os — are not only intended to help ensure completeness in
the materiality determination process, but also to raise another important consideration
in the identification of material areas of impact (AOIs): purpose-driven materiality.'

While most of what we have said so far relies on Ds/Os that are essentially non-
voluntary and which arise from the moral and contractual relationships organizations
have with others of many sorts (i.e., owners, employees, customers, etc.), there is also
the special case of parties to whom Ds/Os of an organization’s own choosing may exist
because of voluntary commitments it has made to have impacts of one kind or another
that are discretionary —usually as a consequence of having committed itself to a purpose
of some kind.

This type of purpose-driven materiality will commonly come into play in the case of,
for example, Public Benefit Corporations !¢ or Certified B Corps!” or any other
organization that has voluntarily committed itself to having a public benefit of some
kind. The intellectual or normative principle in such cases is known as the doctrine of
promissory estoppel.!®

At Ben & Jerry’s, for example, the well-known ice cream maker and subsidiary of
Unilever, engaging in social activism at defined levels has been identified as a material
AOI with a corresponding duty or obligation owed to shareholders, employees,
customers and communities. Engaging in social activism is, of course, rarely a
requirement for most for-profit companies, unless, that is, they make a public
commitment to it — which is what Ben & Jerry’s did many years ago. Once a public
commitment is made to what is otherwise a purely discretionary type of impact, the
doctrine of promissory estoppel comes rushing into play and the behaviors and impacts
involved are no longer discretionary.

Indeed, once a public commitment is made to perform in a particular way, it can have
the effect of creating expectations and setting standards of performance that others,
stakeholders, will then rely on in order to make reciprocal commitments of their own.
Prospective investors, employees, and customers with social motivations, for example,
may be drawn to a company that has made public commitments to social activism, in
which case a company will have literally traded, in a sense, on the proclamations it has
made to behave in particular ways. Others who have relied on such commitments by
investing in a company, working for it, or buying its products arguably have a moral
right to expect a degree of good faith performance in return. In such cases, the AOIs
and the corresponding Ds/Os involved may rightly be considered material insofar as
performance accounting is concerned.

15 See McElroy 2018 for more on purpose accounting: https://sustainablebrands.com/read/finance-
investment/move-over-sustainability-accounting-here-comes-purpose-accounting

16 See https://en.wikipedia.org/wiki/Public-benefit corporation for more information about Public
Benefit Corporations.

17 See https://beorporation.net for more information about Certified B Corps.

18 See https://en.wikipedia.org/wiki/Estoppel#Promissory_estoppel for more information on the
doctrine of promissory estoppel.
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Step 6: AOIs and Related Ds/Os Documentation

Once materiality determinations have been made as described above in steps 1 through
5, the results should be documented. Of key importance in the documentation are the
following elements:

Boundary Specification — What is the entity or actor whose sustainability
performance is at issue and what are its boundaries of operation?

Identification of the AOIs — What are the discrete areas of impact (AOIs) that
have been determined to be material (e.g., wages paid to employees, water use,
greenhouse gas emissions, etc.)

Associated Stakeholders and Ds/Os — What are the corresponding duties and
obligations for each material AOI and to whom are they owed? Who, that is, are
the stakeholders in the case of each AOI?

Legitimacy of Ds/Os — Each assertion made to the effect that Ds/Os are owed
to specific stakeholder groups for specific AOIs requires explanation as to its
validity or legitimacy. This will generally be by appeal to the argument that an
organization’s impacts on vital capitals are material because of the effect they
can have on human (stakeholder) well-being and the need, therefore, to regulate
them; and/or the effects organizations are duty-bound to have on capitals for the
same reason, given the relationship that exists between them (e.g., between an
organization and a stakeholder group). Legitimacy arising from the kinds of
purpose-driven proclamations discussed in Box 2, and the sort of self-imposed
materiality that follows, will also be important to explain here.

Norms, Targets and Metrics — In anticipation of the next step in the broader
CBS methodology summarized above, AOl Development, the initial Scoping
and Materiality step should conclude by not only identifying and describing
AOIs determined to be material, but also by indicating a set of possible norms,
targets and metrics to be applied in each case. These need not be final in content,
but should at least be sufficient for purposes of getting started in the next step —
preliminary or suggestive in form.

11
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Figure 2: Excerpt from Context-Based Materiality Determination Performed at Cabot
Creamery Cooperative in 2008

STAKEHOLDER AOIs and their corresponding VITAL BOTTOM
GROUP DUTIES & OBLIGATIONS (Ds/Os) | CAPITALS | LINE | * ROTENTIAL METRICE
c ADI: FOOD
This Duty & Obligation (D/Q) is predi d on
the view that human well-being is, in part, a Existence of a protocol to ensure the production
function of having access to safe food. 1 and distribution of safe food.

Consumers must therefore be able to trust and
rely upon producers as having sufficient
quality control procedures in place to
safeguard their products against| Human,
contamination or other risks to human health.| Social and Social 2
To fulfill this D/O, Cabot must invest in the| Constructed
development and use of human and social
capital consisting of the knowledge and skills
required to produce safe products, and
constructed capital consisting of ingredients, Proportion of safe finished product compared to
technology, equipment, and facilities needed a standard of 100% safe finished product.

to produce and maintain safe products.

Proportion of safe ingredients used compared
to a standard of 100% safe ingredients.

w

| Global Commu AOI: CLIMATE SYSTEM
This D/O is predicated on the view that human .
well-being is, in part, a function of being able Existence of a pmto;ol_ to ensure that
to live in a safe and properly functioning 1 |greenhouse gas emissions are properly

climate system on Earth. Since Cabot's measured and managed.
operations have impact on related natural
capital (i.e., the effects of greenhouse gas

on the climat tem), it has a D/O
to manage its emissions accordingly. To fulfill]  Natural Environmental | 2
this D/O, Cabot should restrict its emissions,
such that they do not exceed its proportionate
share of the assimilative capacity of the
atmosphere to absorb them, and are
consistent  with  science-based  interim
reduction targets. Long-term, Cabot's goal is
to strive toward carbon neutrality.

Actual emissions compared to a sustainability
norm of zero emissions (carbon neutrality).

Actual emissions compared to year-over-year
science- and context-based interim reduction
targets.

w

Source: Cabot Creamery Cooperative in collaboration with the author (2008).
Reproduced with permission.

Included here for illustrative purposes is a brief excerpt of materiality documentation
taken from a project performed at Cabot Creamery Cooperative, a large dairy food
producer (and co-op) in New England, in 2008 (see Figure 2). The boundaries of the
project at Cabot included its corporate headquarters in Vermont and its four
manufacturing facilities throughout the region. Only two of the fourteen AOIs
ultimately determined to be material to Cabot’s sustainability performance are shown
here.

3 Alternative Methods and Standards

For added perspective, it may be useful to compare the materiality determination
process set forth above with other approaches featured in international methods and
standards otherwise used for measuring and reporting performance throughout the
world. To do so, however, we must remember the all-important distinction we made at
the start our paper, the one that distinguished between indicators of sustainability
accounting (SA) and impact valuation (IV).

Since the materiality process described in this paper pertains specifically to
sustainability performance and not just impacts in incremental terms, we are only
concerned with the treatment of materiality by other SA approaches and nothing else.
What, then, are they?

12
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To help answer this question we have included a table (Figure 3) in which we compare
and contrast what are arguably the seven leading methods and standards for performing
sustainability-related — or as colloquially seen as such — performance accounting
assessments today.

Figure 3: Comparative Analysis of Sustainability-Related Performance Accounting
Methods and Standards

Type of Method Materiality Key Aftributes

Impact Sustainability
Valuation Accounting

a
8
w
=
=
m
=

Context-Based
Purpose-Based

Shareholder-
Centric
Stakeholder-
Centric
User-Determined
Multi-Capital-Based

Predetermined

B Corp BIA Vv Vv Vv v v
Common Good
Balance Sheet v v v v
Future Fit
Business Incomplete? v v Incomplete?
Benchmark
GRI v Effectively! See Note' v v Incomplete!
IIRC <IR> v v v v v
MultiCapital
S v v v v v Y
SASB N4 N4 v N v

Motes:

1. GRI omits guidance for its Sustainability Context principle; no GRI report, therefore, has ever actually disclosed sustainability performance in full TBL terms,

2. Future Fit fails to fully address thresholds and allocations in some of the areas of impact (ADls) it covers and therefore makes sustainability reporting per se
impossible; it also does not address economic sustainability performance at all and falls short of full TBL accounting in that regard.

Source: Author’s own illustration.

Our reasoning behind how and why we characterized the seven methods and standards
shown in Figure 3 in the ways we did is provided below:

e B Corp Business Impact Assessment (BIA)!° — The BIA is a tool used by its
maker, B Lab, to assess the qualifications of organizations to be designated as
Certified B Corps. As such, it was not designed to be a sustainability accounting
method at all, and is perhaps best described as an impact valuation or assessment
tool for determining the strength of B Corp credentials at self-proclaimed
purpose-driven companies.

e Common Good Balance Sheet?® — The Economy for the Common Good
(ECG) method, the Common Good Balance Sheet, assesses organizational
contributions to social, economic and environmental conditions in twenty

19 https://bimpactassessment.net
20 https://www.ecogood.org/en/our-work/common-good-balance-sheet/
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thematic areas of interest. As such, it does not comprise an SA method per se,
since it does not assess impacts relative to sustainability norms or standards of
performance. The ECG’s Common Good Balance Sheet, too, is predetermined
in content, thereby obviating the need for making materiality determinations in
favor of applying a one-size-fits-all set of indicators to all organizations.

o Future-Fit Business Benchmark (FFBB)?! — The Future-Fit Foundation’s
Future-Fit Business Benchmark ostensibly qualifies as a sustainability
accounting system despite the fact that its makers do not describe or promote it
as such. It qualifies in any case because of its grounding in principles of social
and ecological limits and thresholds, or norms, thanks mainly to its roots in the
Natural Step method.?? That said, in cases where allocations, not just thresholds,
are required in order to define organization-specific standards of performance,
the FFBB refrains from taking that step. It is in that regard incomplete in scope.
Like the Common Good Balance Sheet, the FFBB also suffers from the fact that
it predetermines indicators, thereby rendering materiality determinations
irrelevant to its approach. Any other indicators that might qualify as
organization-specific but which have not already been included in the
Benchmark are simply excluded from use.

o Global Reporting Initiative (GRI) > — GRI’s Sustainability Reporting
Guidelines, of course, have been the world’s leading international model for
sustainability reporting for many years. Since 2002, when the second-
generation of the Guidelines was released — referred to as G2 — the reporting
principles contained therein included one known then and now as the
Sustainability Context principle.?* That principle essentially called for users of
the Guidelines to report their performance relative to what we and others now
regularly refer to as contextually relevant thresholds and allocations. 2
Nonetheless, GRI failed to provide instructions for how to apply its principle,
resulting in a gap in both guidance and reporting that has been in place ever
since. It is because of that gap that no GRI-compliant report has ever actually
adhered to the principle, much less reported sustainability performance as
intended by GRI.

o Integrated Reporting <IR> Framework?® — The International Integrated
Reporting Council’s (ITRC’s) <IR> Framework is arguably the most
emblematic form of IV reporting. Its intended audience is, in fact, providers of
financial capital (i.e., investors and lenders) for whom its purpose is to describe
how organizations create value. Its materiality determinations are oriented
accordingly. Measuring and reporting sustainability performance, then, is not at
all what the <IR> Framework was designed to do.

o The MultiCapital Scorecard?” — The MultiCapital Scorecard (MCS) is a
context-based, open-source, triple bottom line performance accounting method

2L https:/futurefitbusiness.org

22 https:/thenaturalstep.org

23 https://www.globalreporting.org/Pages/default.aspx

24 For more on sustainability context, see http://www.sustainableorganizations.org/Susty Context -
What Is It.pdf

25 Again, see: https://en.wikipedia.org/wiki/Context-

Based Sustainability#Thresholds_and Allocations.

26 http.//integratedreporting.org

27 https://www.multicapitalscorecard.com
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developed by Martin P. Thomas, formerly of Unilever, and Mark W. McElroy,
Executive Director of the Center for Sustainable Organizations (and author of
this paper). The MCS qualifies as a sustainability accounting (SA) method in all
respects and heavily relies on the materiality determination process set forth
above.

 Sustainability Accounting Standards Board (SASB)*® — SASB is a U.S.-only
set of sector-based reporting standards that, like the IIRC, calls upon
organizations — publicly traded ones — to take account of their impacts on
resources required to create and maintain shareholder value; and also of external
factors that could put shareholder value at risk. SASB further defines materiality
from the perspective of investors only, embracing as it does the interpretation
of the term put forward by the Securities and Exchange Commission (SEC) in
the United States. As such, SASB is an IV standard, not an SA standard, since
it only considers the interests of investors, and not at all in context-based terms.

As Figure 3 shows, only one method, the MultiCapital Scorecard, qualifies as a full
triple bottom line (TBL) sustainability accounting method, with two of the others, GRI
and the Future Fit Business Benchmark, constituting alternative SA methods/standards
that are in some way compromised. In order to qualify as a full or authentic TBL
accounting method, the scope of such a method would have to in fact cover social,
economic and environmental performance and in a context-based way (see Notes
included at the bottom of Figure 3).

It is perhaps also worth pointing out that, strictly speaking, three of the seven methods
and standards listed above are not accounting methods at all (of either the IV or SA
type) and instead are reporting tools (i.e., GRI, the <IR> Framework, and SASB). By
that criterion alone, only two of the remaining methods, the Future-Fit Business
Benchmark and the MultiCapital Scorecard, qualify as SA methods, either in full or in
part.

Box 3: Context-Based Materiality and Comparability

One of the hallmarks of context-based sustainability (CBS) as an approach to
performance accounting in business is that it features the use of organization- or
company-specific metrics. Indeed, a basic tenet of CBS is that no two organizations are
exactly alike and it makes sense, therefore, for them to use different metrics to assess
their performance, all in accordance with their own materiality determinations.

Critics of this approach sometimes allege that a shortcoming of CBS is that it cannot
allow for inter-organizational comparisons of performance, since the metrics used to
measure and report performance are liable to be different across organizations. Instead,
they call for the use of one-size-fits-all alternatives where the same metrics are being
used in all cases.

First- vs. Second-Order Metrics

The premise behind this particular criticism of CBS, of course, is that comparability is
contingent upon consistency in the use of what we might call first-order metrics. First-
order metrics are indicators used to measure an organization’s impacts on vital capitals,

28 https://www.sasb.org
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such as its impacts on water resources, the climate system, product safety, or wages
paid to its employees. In CBS, metrics are chosen on the basis of organization-specific
materiality determinations and will almost always vary by company, albeit with some
overlap. How to compare different companies’ performances when different things are
being measured is the issue here.

This leads to what we might call second-order metrics. A second-order metric is a meta-
metric in the sense that it provides a uniform way of reporting performance that is
otherwise expressed using different (if not incommensurable) first-order metrics. Take
water as an example. A first-order metric for water in CBS will typically compare usage
to a not-to-exceed target for consumption (in gallons). If consumption is at or below the
target, we can say it’s sustainable; if it’s above the target (too high), we can say it’s not.

A measure of water use can therefore be expressed in terms of whether or not a
particular target is being met, and not just in volumetric terms. Whereas the first-order
metric might be expressed in terms of gallons of water consumed, the second-order
metric for the same area of impact (water use) is expressed in terms of whether or not
it (the impact) is sustainable. Water consumption in gallons (a first-order metric) falls
on an analog scale; the sustainability of water use, however (a second-order metric),
falls on a binary scale: an impact is either sustainable or not.

Mapping Performance to a Meta-Scale

All other first-order metrics can be mapped to the same second-order or meta-scale, and
that’s what makes meaningful integrated reporting — and comparability between
organizations — possible. Indeed, despite the differences in how different organizations
measure their own sustainability performance — each according to the results of its own
materiality analysis and with its own set of context-based metrics — cross-comparisons
of organizational performance can still be made using second-order metrics —
sustainability metrics in this case. All organizations, that is, can be held to the same
standard of performance (sustainability), despite the fact that the impacts they’re
assessing and the metrics they’re using may be completely different.

Thus, what starts out as the use of different metrics by different organizations (first-
order metrics) is later translated into a common language (second-order metrics)
rendering performance by all of them comparable. In CBS, then, we get the best of both
worlds: organization-specific metrics and comparability. As long as everyone’s
metrics, notwithstanding their first-order differences, are measuring performance in
accordance with the same general principles, our otherwise different measures of
performance can be compared. In CBS, those general principles are (1) context-based
materiality,” and (2) the use of context-based metrics.3’

29 For more on context-based materiality and integrated reporting, see
https://sustainablebrands.com/read/new-metrics/materiality-and-integrated-reporting-a-context-based-
perspective-part

30 https://en.wikipedia.org/wiki/Context-Based Sustainability#Context-Based Metrics

16




Making Materiality Determinations: A Context-Based Approach
Mark W. McElroy

4 Concluding Remarks
Of most importance in this paper are the following key points:

e  Whether or not there can be universal indicators of sustainability performance
in organizations ultimately depends upon the results of materiality
determinations in all cases. If an indicator is universal, it can only be because it
is demonstrably material for all organizations. It is incumbent upon those who
claim that an indicator is universal, therefore, to defend their position by
providing evidence to the effect that it is in fact material in all cases — or at least
theoretically so. Even universal indicators, to the extent they may exist, receive
their legitimacy from the results of materiality determinations. Anything short
of that only begs the question.

e For an indicator to be material — be it universal or organization-specific — it must
be the case that a corresponding duty or obligation (D/O) exists for an
organization to manage its impacts on vital capitals in ways that can affect the
well-being of a stakeholder. A stakeholder is anyone, or group, to whom such a
D/O is owed.

e Here we adopt an interpretation of materiality that is grounded in Context-Based
Sustainability (CBS), which in turn is capital- and stakeholder-centric; and also,
ultimately, in the principle of human well-being. According to CBS, an
organization’s behavior is sustainable if it meets or exceeds its Ds/Os to have
impacts on vital capitals in ways that can affect its stakeholders’ well-being; its
behavior is unsustainable if it does not.

e This necessarily means that the choice of indicators for sustainability
performance must be predicated on materiality determinations that set out to (a)
identify an organization’s stakeholders, and (b) specify the duties and
obligations owed to each of them to have impacts on vital capitals in particular
and normative ways. Any indicators that fail to meet these criteria do not quality
for use as measures of sustainability performance.

e This also means that indicators or metrics used for assessing sustainability
performance must themselves be context-based in form and substance, in the
sense that they do not simply measure or express impacts in absolute or
incremental terms, but instead express them relative to sustainability norms or
standards of performance. Such norms or standards must in turn be determined
by reference to thresholds in the carrying capacities of vital capitals, and
organization-specific allocations of the responsibility to create, preserve and/or
maintain them with stakeholder well-being in mind.?!

e We also took steps to differentiate between sustainability accounting (SA) and
impact valuation (IV). Indicators for one are generally not suitable for use by
the other. IV indicators, for example, are typically not chosen on the basis of
Ds/Os owed to stakeholders, nor inclusive of sustainability norms grounded in
capital-based thresholds and allocations. IV tools, methods and metrics, that is,
do not assess sustainability performance at all.

31 For more on how the concept of the carrying capacities of vital applies to materiality and to the
specification of context-based metrics, see https://www.greenbiz.com/blog/2013/06/18/carrying-

capacities-capitals.
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e Having made the SA versus IV distinction — and in light of our own interest in
addressing materiality determinations for SA only — we then applied that idea
to a range of existing, sustainability-related methods and standards in current
use. In so doing, we found that only three of the seven methods we identified
come anywhere close to fulfilling the definition of SA, with two of them (GRI
and Future-Fit Business Benchmark) being compromised or incomplete in some
way.

e And last, in Box 3, we acknowledged and countered the argument that because
context-based materiality almost always leads to the use of different metrics by
different organizations, comparisons of performance between them are not
possible. By making a distinction between what we call first- and second-order
metrics, we explained that scores achieved through use of the former can easily
be integrated and compared through use of the latter, which makes it possible
to map all otherwise incommensurable scores to a common scale — a
sustainability performance scale. In effect, we can score the scores using a
common meta-metric; comparability in performance then follows accordingly.

In the final analysis, managers should never set out to assess sustainability performance
using metrics or indicators that do not correspond to duties or obligations or that may
be incomplete in that regard. Indeed, it should never be possible for an organization to
turn in a positive report or appear to be doing well in cases where authentic SA
indicators are being used, while operating at the same time in ways that put the
sufficiency of vital capitals or the well-being of stakeholders who depend on them at
risk. In that event, the indicators in use fail on their face and should be rightly rejected.

To ensure meaningful outcomes in the making of materiality determinations for SA, the
six-step process set forth above should be followed. Anything less runs the risk of
applying one or more metrics that are predetermined with prejudice and not material at
all, or else that fail to assess performance relative to contextually relevant duties and
obligations and the sustainability norms they entail. Making credible and legitimate
materiality determinations, therefore, must always be done through use of a procedure
that is itself context-based.

18



Making Materiality Determinations: A Context-Based Approach
Mark W. McElroy

5 References

Emmet, Dorothy. 1994. The Role of the Unrealisable — A Study in Regulative ldeals.
New York: St. Martin’s Press.

Freeman, R. Edward. 1984. Strategic Management: A Stakeholder Approach. Boston:
Pitman.

Gleeson-White, Jane. 2015. Six Capitals Or Can Accountants Save the Planet? New
York: W.W. Norton and Co.

Kant, Immanuel. 1785[2010]. Groundwork for the Metaphysics of Morals.
Translation by T.K. Abbott. Lexington: BN Publishing.

McElroy, Mark. 2008. Social Footprints — Measuring the Social Sustainability
Performance of Organizations. Groningen: University of Groningen. Accessed 20
September 2019.
https://www.rug.nl/research/portal/files/13147569/DISSERTATION-2.pdf.

McElroy, Mark. 2017. “Why Monetization Should Not Be Used for Sustainability
Accounting.” Accessed 20 September 2019.
https://sustainablebrands.com/read/finance-investment/why-monetization-should-not-
be-used-for-sustainability-accounting.

McElroy, Mark. 2018. “Move Over, Sustainability Accounting: Here Comes Purpose
Accounting.” Accessed 20 September 2019.
https://sustainablebrands.com/read/finance-investment/move-over-sustainability-
accounting-here-comes-purpose-accounting.

McElroy, Mark, Rene Jorna, and Jo van Engelen. 2006. “Sustainability Quotients and
the Social Footprint.” Corporate Social Responsibility and Environmental
Management 15 (2): 223-234.

McElroy, Mark, and Martin Thomas. 2015. “The MultiCapital Scorecard.”
Sustainability Accounting, Management and Policy Journal 6 (3): 425-438.

McElroy, Mark, and Jo van Engelen. 2012. Corporate Sustainability Management —
The Art and Science of Managing Non-Financial Performance. London: Earthscan.

Rawls, John. 1971. A Theory of Justice. Cambridge: Harvard University Press.

Reporting 3.0. 2016. Blueprint 1: Reporting. https://www.r3-0.org/wp-
content/uploads/2019/07/R3-BP1.pdf.

Thomas, Martin and Mark McElroy. 2016. The MultiCapital Scorecard — Rethinking
Organizational Performance. White River Junction: Chelsea Green Publishing.

Wikipedia. 2019. “Promissory Estoppel.” Accessed 20 September 2019.
https://en.wikipedia.org/wiki/Estoppel#Promissory estoppel.

Wikipedia. 2019. “Context-Based Sustainability.” Accessed 20 September 2019.
https://en.wikipedia.org/wiki/Context-Based Sustainability.

19



