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ABSTRACT
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Research aims: This paper aims to examine the determinants that
influence companies to report material sustainability information in
their corporate annual reports.

Design/Methodology/Approach: To validate the determinants influ-
encing materiality disclosure, content analysis was conducted on the
annual reports of the top 113 Malaysian public listed companies in
2016, and the smart partial least squares technique was employed to
examine the proposed relationships.

Research findings: The empirical results indicate that board activity
and board independence play a significant role in the determination of
materiality disclosure. The results also reveal that board size, company
size, profitability, leverage and industry are insignificant predictors
of materiality disclosure. The results indicate that many listed com-
panies in Malaysia disclose some amount of material sustainability
information. However, the level of disclosure remains relatively low.
Theoretical contribution/Originality: Notwithstanding that materi-
ality is regarded as a key reporting principle in the preparation of
sustainability reports, research on the application of the materiality
concept in sustainability reporting remains to be an unexplored
theme in Malaysia. This work sheds light on materiality disclosure
in sustainability reporting of large companies operating in Malaysia
through the combined views of the stakeholder and legitimacy
theories.
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Practitioner/Policy implications: The results should be of great
interest to policymakers who are concerned with formulating
sustainability policies to achieve greater materiality disclosure. It also
provides strategic insights to companies that board characteristics,
such as board activity and board independence, influence materiality
disclosure. Board members are urged to consider the importance of
the reporting materiality determination process; otherwise, poor
reporting may result in conflict with major stakeholder groups who
do not see the material issues disclosed in the sustainability reports.
Research limitation/Implications: The results are limited to the
context of Malaysia. Future researchers can compare materiality
disclosure with other countries, such as Singapore and Thailand, to
enrich the sustainability reporting literature.

Keywords: Legitimacy Theory, Stakeholder Theory, Materiality, Sus-
tainability Reporting
JEL Classification: M41

1. Introduction

Stakeholders are increasingly concerned about the social and environ-
mental impacts of business, particularly those of multinational com-
panies. In response to stakeholder demands, it is becoming a main-
stream annual exercise for large companies to inform investors and
major stakeholder groups about the impact of their sustainability
activities (economic, social, environmental and governance) through
sustainability reports. Sustainability reporting has been recognised as
one of the critical elements contributing to a company’s sustainability
performance. The aim of disclosing sustainability information is to
enhance corporate reputation and legitimacy, to enable benchmarking
against competitors, to assist the control and information process, to
increase transparency and accountability to stakeholders, and to signal
competitiveness (Herzig & Schaltegger, 2006).

Two opposing views arise on whether the sustainability report
provides useful information about a company’s actual sustainability
performance. On the one hand, companies are thought to provide in-
formation to stakeholders concerning their sustainability commitments
through sustainability reports, which are useful in indicating sustain-
ability performance. On the other hand, companies are thought to use
these reports to influence stakeholder perceptions without putting much
effort into sustainability activities; in other words, greenwashing, which
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is not representative of the actual sustainability performance (Herbohn
et al., 2014; Mahoney et al., 2013).

These two opposing views can be explained using stakeholder
theory and legitimacy theory. The success of a company’s relationships
with internal and external stakeholders may be critical to its survival
(Freeman, 1984). According to the stakeholder theory lens, sustainability
reporting should reflect material issues that can influence stakeholder
perceptions. However, the major issue with sustainability reporting
is that reporters only publish what they consider to be material
information, so sustainability reports do not accurately reflect actual
sustainability performance due to over-reporting positive aspects and
omission of damaging information. In today’s sustainability report-
ing environment, the adoption of materiality is a key principle in
sustainability reports (Mungoni, 2014). Determining materiality issues
for sustainability reports requires the consideration of the economic,
social and environmental impacts that exceed a certain threshold in
terms of their impact on the ability to meet the needs of the current gen-
eration without compromising the needs of future generations (Global
Reporting Initiative [GRI], 2011a). These material issues frequently have
a significant impact on companies, either in the short or long term.

Whilst the stakeholder theory postulates that non-financial infor-
mation disclosure is part of stakeholder management, which is driven
by external demands, the legitimacy theory concentrates on internal
demands in order to gain its legitimacy or social acceptance to operate
in society (Adams, 2002). Hence, companies seek legitimacy to fulfil the
needs of stakeholders, and thereby, gain their support (Pfeffer, 1981).
The perception of stakeholders can be changed by companies” social and
environmental actions to enhance their legitimacy status. In this vein, the
process of stakeholder engagement is pivotal to understand the needs
and expectations of stakeholders (Calabrese et al., 2015). In this context,
sustainability reporting can be used as a communication medium that
enables companies to publish material non-financial information to
create organisational legitimacy. To maintain organisational legitimacy,
materiality can serve as a legitimation tool in defining the content of
the report and disclosing matters that are considered material from the
viewpoint of a company and its stakeholders.

Beske et al. (2020) pointed out that materiality disclosure can
improve corporate reporting, and research has started to explore the
information disclosed in the sustainability reports and determinants
influencing materiality disclosure. Extensive existing accounting re-
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search on the determinants of sustainability reporting recommends
that company characteristics, board characteristics and other variables
are determinants that cause variation in sustainability disclosures
across companies. The determinants of sustainability reporting have
been grouped by Hahn and Kiihnen (2013) into internal and external
determinants based on a review of 178 articles from 1999 to 2011.
The internal determinants of sustainability reporting are financial
performance (leverage, profitability, gearing, or indebtedness), social
and environment performance, company size and ownership structure,
whereas the external determinants of sustainability are country-of-
origin, corporate visibility, legal requirements and sector affiliation.

1.1 Research Gap

Much research has been conducted in developing countries, particularly
Malaysia, to examine the external and internal determinants of sus-
tainability reporting and corporate social reporting (Abdullah et al.,
2011; Ahmed Haji, 2013; Amran & Haniffa, 2011; Shamil et al., 2014).
However, prior studies did not take materiality into account. Numerous
studies in Malaysia have recently developed conceptual models on
materiality disclosure in sustainability reporting by examining board
composition (Bing & Amran, 2017; Ngu & Amran, 2018a; 2018b). Based
on prior literature, empirical research on materiality in Malaysia is a
relatively unexplored research field because the materiality concept
is a new reporting principle for sustainability reporting. So far, the
research on materiality disclosure of non-financial information has
focused on European and other Western countries (Edgley, 2014; Mio
et al.,, 2020; Puroila, 2015). Unerman (2014) highlighted that materiality
in the research field remains understudied. Given the significance of
the research, this paper contributes by filling this research gap using
empirical evidence to integrate the materiality concept in sustainability
reporting by public listed companies in Malaysia.

This paper evaluates public listed companies that adopt the materi-
ality concept in disclosing sustainability issues in their corporate annual
reports. In this regard, the research objective in this paper is, therefore,
to identify the determinants that impact companies disclosing material
sustainability information, and to analyse the empirical linkage of
determinants and materiality disclosure in sustainability reporting. The
focus of this paper is on the social and environmental dimensions rather
than the economic dimension, which is consistent with the function of
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materiality disclosure in the sustainability reports (Papoutsi & Sodhi,
2020). In this paper, the term “materiality disclosure” refers to the extent
to which a company discloses sustainability issues that it considers to
be material. This paper does not focus on whether the material issues
identified by companies are truly material (Puroila & Mikeld, 2019).

Previous empirical studies have claimed that non-financial informa-
tion disclosure emanates from board members because board members
constitute a corporate governance mechanism (Frias-Aceituno et al.,
2013; Hafsi & Turgut, 2013). Based on this argument, we claim that
board characteristics (board activity, board size and independent board)
are determinants of material non-financial information by public listed
companies in Malaysia. Many scholars have concluded that financial
performance is a significant predictor that has a direct relationship with
social and environmental disclosure (Brammer & Pavelin, 2006; Cowen
et al.,, 1987). As a result, this study explores two financial performance
indicators — profitability and leverage — as the determinants of
materiality disclosure. Several studies have also proved that company
size is an important company characteristic in determining information
disclosure (Dang et al., 2018; Shamil et al., 2014). Previous literature
has also shown that companies operating in high-risk environmental
industries tend to publish more non-financial information than other
industries (Amran et al., 2009; Freedman & Jaggi, 2005). Hence, this
paper adopts company size and industry as another two determinants
of disclosing material non-financial information. In summary, this
paper examines four potential drivers of materiality disclosure: board
characteristics, financial performance, company size and industry.

To address this research objective, the discussion of this paper
is arranged as follows. Section 2 reviews the past literature and
underpinning theory, whereas the hypothesis development is discussed
in Section 3. Next, the data and methodology are described in Section
4. Then, the results and discussion are discussed in Section 5, and the
conclusion is discussed in Section 6.

2. Literature Review

2.1 Sustainability Reporting in Malaysia

Sustainability reporting is an offshoot of the accelerating sustainability
movement that requires companies to examine the impact of economic,
environmental, social and governance on investor and stakeholder
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decisions (GRIL, 2013). In 2006, Bursa Malaysia required the ACE
Market and Main Market listed companies to publish the social and
environmental activities in their annual reports. However, this require-
ment focused more on the social aspects of the business (i.e., people
and community). In 2012, Bursa Malaysia re-positioned its corporate
social reporting framework by focusing on business sustainability to
attain value creation. In 2016, Bursa Malaysia published a sustainability
reporting guide. Bursa Malaysia required the Main Market listed
companies with a market capitalisation of RM2 billion and more as of 31
December 2015 to make a sustainability-related disclosure in their annual
reports with effect from the 2016 reporting period (Bursa Malaysia
Securities Berhad, 2016).

Research on sustainability reporting has reached a considerable
level in Malaysia. Some empirical studies have analysed the impact of
corporate social reporting on firm performance (Ismail & Chandler,
2005; Smith et al., 2007). Some other empirical studies have examined
the external and internal determinants of sustainability reporting and
corporate social reporting (Abdullah et al., 2011; Amran & Haniffa, 2011).

2.2 Materiality in Sustainability Reporting

Materiality, in the context of the sustainability context, refers to material
topics that reflect the significance of the economic, social and environ-
mental impact on a company, its stakeholders and society at large; or
that reflect the sustainability impact on the stakeholders’ decisions (GRI,
2013). The materiality concept stems from financial reporting and is now
applied in sustainability reporting (Jones et al., 2016). Both materialities
in financial reporting and sustainability reporting select the most impor-
tant topics; however, their targeted audiences differ (Whitehead, 2017).
Materiality sustainability has a wider scope that focuses on issues that
are important to major stakeholder groups, whereas financial materiality
emphasises issues important to shareholders (Jones et al., 2016).
Materiality is a reporting threshold in sustainability reporting, and
hence, major stakeholder groups and important topics are recognised.
The threshold for determining material topics should be set to identify
the risks and opportunities that are most crucial to the companies, stake-
holders, environment, economy and society (GRI, 2011a). The process
of materiality determination requires making judgements on material
non-financial information to be included and immaterial non-financial
information to be excluded from sustainability reports, whereas the
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materiality concept influences both the quality and quantity of the
content of sustainability reports (Edgley, 2014). The materiality matrix
is presented by the Global Reporting Initiative (GRI) G4 guidelines to
illustrate the findings of the materiality analysis. The materiality matrix
is generally used by companies to prioritise the relevant sustainability
topics of the relevant stakeholders (Puroila & Mikeld, 2019).

Despite the extensive body of research on sustainability reporting,
it is criticised for lacking credibility and quality because of the reporters’
discretionary leeway in terms of the freedom of choice of the reported
content. The sustainability report must include topics that are relevant to
a company and its stakeholders. Materiality is a key principle in sustain-
ability reporting to avoid the problem of incredibility in sustainability
reports (Fasan & Mio, 2017). Lubinger et al. (2019) contended that
materiality is an emerging trend in sustainability reporting in terms
of making sustainability reports more relevant to stakeholders. The
materiality determination process can enhance the reported content in a
structured way and cover topics that are material from the perspective
of stakeholder (Hsu et al., 2013). The process of stakeholder engagement
is also necessary for understanding the diverse stakeholder expectations
to define sustainability activities (GRI, 2011b). Unless companies are
involved in the materiality determination process and stakeholder
engagement process, the sustainability reports will not be fully credited
to the major stakeholder groups.

2.3 Prior Literature on Materiality in Sustainability Reporting

Empirical studies on materiality disclosure in sustainability reporting
have concentrated on European and western countries. For instance,
Hsu et al. (2013) employed failure modes and effects analysis to identify
material issues for disclosure in sustainability reports of Taiwan. Their
results showed that the adoption of the material concept varies between
companies. Besides, they also concluded that the process of identifying
and prioritising material non-financial information is challenging.
Likewise, Mungoni (2014) also reported that the material determination
process and stakeholder engagement process are complex research areas
with many challenges due to the diversity in purpose and approach.
Unerman (2014) highlighted that researchers must take materiality into
account when they want to interpret particular sustainability disclosures
as companies can use or misuse it as a justification to omit negative
information.
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Edgley et al. (2015) analysed the difference between financial
audit materiality and sustainability materiality from the perspective of
assurors. Puroila (2015) investigated how the materiality concept can
be used to identify material issues in sustainability reports. Guix et al.
(2018) addressed the importance of alignment between disclosure on
materiality, inclusiveness and responsiveness in the sustainability re-
porting of the 50 largest hotel groups worldwide because it can enhance
the role of sustainability reports as an accountability mechanism.

Lubinger et al. (2019) investigated the materiality matters in G4-
sustainability reports of 33 universities worldwide; their results showed
that the identified material aspects are not appropriately reported in the
sustainability reports. Additionally, Puroila and Mikeld (2019) explored
the socio-political nature of materiality disclosure in the sustainability
reports of the world’s top 44 leading companies; they concluded that
the materiality assessment process disclosure demonstrates different
approaches, assumptions and choices. Moreover, Calabrese et al. (2019)
used the GRI materiality matrix to prioritise sustainability issues based
on their importance to a company and stakeholders. Their results
showed that the GRI materiality matrix can provide useful information
for aligning sustainability decision-making and sustainability reporting,
as well as overcoming the vagueness, subjectivity and uncertainty that
affects judgements.

Recently, a content analysis was conducted by Machado et al.
(2020) on the GRI-based 140 sustainability reports. Their results showed
that companies did not disclose detailed information about their
methods for identifying material topics, and 22% of materiality-related
indicators were not disclosed in the sustainability reports. Additionally,
they concluded that third-party assurance, location of headquarters,
and type of GRI standard were unlikely to influence the transparency
of materiality analysis in sustainability reporting. Beske et al. (2020)
assessed the disclosure of materiality analysis in the sustainability
reports, their results showed that 33 German companies only disclosed
a small amount of related information, but they failed to discuss the
methods for selecting material topics and identifying stakeholders. Mio
et al. (2020) examined the differences between the integrated reporting
and sustainability reporting approaches to materiality and discovered
that listed companies in Italy implemented two different standards.

In summary, past empirical studies examined the materiality
disclosure in sustainability reporting in European and other western
countries. The research on the determinants influencing materiality
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disclosure in sustainability reporting is still an unexplored theme in
Malaysia. Hence, this paper integrates the stakeholder and legitimacy
theories to enhance the knowledge of the statistical relationship between
board characteristics (board activity, board independence and board
size), financial performance (profitability and leverage), company size
and industry in the context of Malaysia.

2.4 Theoretical Background

The research on the sustainability reporting field has been analysed
using several theories, which can be categorised as social- or political-
based theories, and economic-based theory. The economic-based theories
(i.e., agency theory, signalling theory, or voluntary disclosure theory)
focus on the market outcomes and financial stakeholders of sustainability
reporting; thus, companies can use non-financial information disclosure
to differentiate themselves from other companies (Fernando & Lawrence,
2014). In contrast, social or political-based theories (i.e. institutional
theory, stakeholder theory, or legitimacy theory) acknowledge that
companies operate in a broader societal context and hence, have to
respond to social pressures because the companies” survival dependent
on diverse stakeholder groups (Cormier et al., 2005).

This paper is based on the combined views of the stakeholder and
legitimacy theories to explain the determinants of materiality disclosure.
These two theories assist in interpreting the motives of disclosure of
material non-financial information, which can ensure that the clarity
of the sustainability report is not diminished by too much detail on
minor topics that obscure concentration on the major topics. Deegan
(2002) pointed out that the stakeholder and legitimacy theories have
been used in a complementary way as they are closely related. The
stakeholder theory can be used to support the disclosure of material
sustainability information (Nishant et al., 2016). This theory explains that
stakeholder advocacy is vital for the long-term survival of a business;
thus, companies should integrate sustainability into their business
strategy to address diverse stakeholder interests. To the extent that
companies recognise the legitimacy of their stakeholders” interests, they
tend to disclose non-financial information to meet their expectations. The
benefits of reporting material issues include increased accountability and
transparency to stakeholders (Vaz et al., 2016).

In addition to the stakeholder theory, the legitimacy theory is also
often used in sustainability reporting because companies face both
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social and political pressures and therefore, they are more concerned
with achieving a high level of sustainability performance (Cho & Patten,
2007). As such, companies react to these pressures by publishing more
sustainability information in order to maintain the image of a legitimate
business in legitimate ways and to prevent the negative effects due to
legitimacy crises (De Villiers & Van Staden, 2006). The research model
of this paper is presented in Figure 1, which extends the stakeholder and
legitimacy theories to explain the determinants that influence materiality
disclosure in sustainability reporting of large Malaysian companies.

1. Board Characteristics Stakeholder Theory
e Board Activity ¢ Enhance accountability and
e Board Independence transparency to major Materiality
e Board Size R stakeholder groups > Disclosure in
"| ¢ Manage diverse stakeholders’ Sustainability
2. Financial Performance interests Reporting
Reporting ¢ Emphasis materiality analysis
« Profitability to meet the expectations of
* Leverage major stakeholder groups
3.Company Size Legitimacy Theory
4.Industry * Secure legitimacy to operate
* Comply with social norms and

values
* Focus on materiality analysis to
fulfil the societal expectations

Figure 1: Research Model

3. Hypothesis Development

Based on the existing literature, board characteristics, financial per-
formance indicators, industry and company size were selected as the
determinants of materiality disclosure.

3.1 Board Characteristics

This paper explores the impact of the board governance structure on
materiality disclosure by focusing on three different board charac-
teristics: board activity, board size and board independence.

Two arguments are presented by research on the impact of board
activity on non-financial information disclosure. On the one hand, it is
argued that having more board meetings enables board members to
more effectively oversee and manage their business operations (Lipton
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& Lorsch, 1992); whereas, on the other hand, it is argued that more
board meetings may have a negative impact on business performance as
it is a sign of inefficiency (Frias-Aceituno et al., 2013). According to the
stakeholder theory, sustainability reports have become more complex,
and frequent board meetings ensure that a business remains sustainable
by identifying the relevant material issues for sustainability reporting
and prioritising those issues based on stakeholder needs. Dienes
and Velte (2016) claimed that sustainability issues, such as a sudden
occurrence of an environmental disaster, require regular board meetings
for immediate reaction to any negative impact on the business. This
study hypothesises that:

H;: There is a positive correlation between materiality disclosure
in sustainability reporting and board activity.

Drawing on the legitimacy theory, the process of materiality
determination can be seen as a strategy aimed at closing a perceived
legitimacy gap between stakeholders and management via external
directors. External directors are seen as a balancing mechanism because
they are outsiders on the board and, therefore, they are expected to be
more objective in ensuring that the company acts in the best interests of
its shareholders and stakeholders (Prado-Lorenzo et al., 2009). Empirical
research, such as Prado Lorenzo et al. (2009), reported that information
disclosure has been positively influenced by an independent board,
whereas other past research found that it has been either a negative
correlation (Prado-Lorenzo & Garcia Sanchez, 2010) or no correlation
(Garcia Sanchez et al., 2011). We propose that boards dominated by
external directors have a higher level of materiality disclosure as they
represent the interests of the stakeholder groups.

H,: There is a positive correlation between materiality disclosure
in sustainability reporting and board independence.

Applying the stakeholder theory lens, boards help to link a com-
pany to its external stakeholders. A larger board consisting of directors
with diverse expertise can identify and address material issues,
potentially improving the quality of the information disclosed (Said
et al., 2009). In contrast, Lipton and Lorsch (1992) claimed that a large
board may prevent board members from achieving its objective due to a
lack of cohesiveness. Another group of studies concluded that the size of
the board was not a significant predictor of the disclosure of information
(Cheng & Courtenay, 2006, Karamanou & Vafeas, 2005). We propose
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that the larger the relative size of the board, the better the materiality
disclosure. As such, the hypothesis is stated as follows:

H,: There is a positive correlation between materiality disclosure
in sustainability reporting and board size.

3.2 Financial Performance Indicators

Many authors have found a significant empirical relationship between
financial performance and sustainability disclosure. Thus, another ob-
jective of this paper is to examine more specifically the impact of two
different financial indicators on materiality disclosure: profitability and
leverage.

Profitability is undeniably pivotal to the continuity of any business.
A profitable company has a large pool of financial resources to carry
out and inform its sustainability activities to the public (Prado-Lorenzo
& Garcia Sanchez, 2010). A less profitable company does not have
funds to cover the cost of preparing sustainability reports. For instance,
Haniffa and Cooke (2005) documented that profitability was positively
associated with information disclosure. However, some studies failed
to provide a significant association between social and environmental
disclosure and profitability (Brammer & Pavelin, 2006; Cowen et al.,
1987). Previous studies posited that profitable companies report more
non-financial information to show their contribution to society (legiti-
mise their existence); hence, the hypothesis is as follows:

H,: There is a positive correlation between materiality disclosure
in sustainability reporting and profitability.

Based on the legitimacy theory, management in a highly leveraged
company will adopt a legitimisation strategy aimed at changing the per-
ception of shareholders as well as stakeholders (i.e., creditors). Research
reports that highly leveraged companies provide less environmental
disclosure (Brammer & Pavelin, 2006). They found that companies with
higher debts face significant pressure from stakeholders because they are
unable to easily settle their debts. Highly leveraged companies also find
it difficult to raise funds for non-financial information disclosure because
most of the profit streams are devoted to meeting the interest payments
to their debt holders. The empirical results of leverage are inconclusive,
for example, Ismail and Chandler (2005) revealed a positive correlation
between leverage and non-financial information disclosure. In contrast,
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Ahmad et al. (2003) found a negative correlation. Another group of
studies concluded that leverage is not the determinant of the non-
financial information disclosed by Spanish companies (Inchausti, 1997)
and Italian companies (Prencipe, 2004). Thus, the next hypothesis is:

Hs: There is a positive correlation between materiality disclosure
in sustainability reporting and leverage.

3.3 Company Size

From the stakeholder theory perspective, a large company is more
concerned about sustainability information disclosure to meet the
demands of stakeholders. Previous studies have found that company
size is directly related to information disclosure and argued that large
companies are more visible because of their size and media (Dang et
al., 2018; Welbeck et al., 2017). For instance, Shamil et al. (2014) reported
that company size is one of the predictors of sustainability reporting. In
contrast, Singh and Ahuja (1983) found no relationship between com-
pany size and corporate social reporting. Past literature generally found
that large companies can afford to expend on sustainability initiatives;
hence, we propose the following hypothesis:

Hg: There is a positive correlation between materiality disclosure
in sustainability reporting and company size.

3.4 Industry

The type of industry is one of the determinants to explain the non-
financial information disclosure in previous studies (da Silva Monteiro
& Aibar-Guzman, 2010; Deegan & Gordon, 1996). For example, Haniffa
and Cooke (2005) documented that industry was an important predictor
of non-financial information disclosure of Malaysian public listed
companies. Ahmad et al. (2003), in contrast, failed to find a significant
correlation between environmental reporting and industry in Malaysia.
Another group of studies revealed that companies that operate in less
environmentally sensitive industries provided less environmental in-
formation disclosure (Hassan & Ibrahim, 2012). This is in line with the
legitimacy theory, which states that the pressure to legitimise companies
from environmentally sensitive industries is greater than companies
from non-environmentally sensitive industries. As such, the above
literature leads to H:
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H,: There is a positive correlation between materiality disclosure
in sustainability reporting and industry.

4. Data and Methodology

4.1 Data Collection and Sample Size

Content analysis was undertaken to examine the research objective,
which is the determinants of materiality disclosure. The data extracted
from the 2016 annual reports were board activity, independent board,
board size, company size, industry, leverage and profitability. The unit
of analysis was the individual company. In 2016, there were a total of
850 companies listed on the Main Board of Bursa Malaysia. There was
a mandatory requirement for public listed companies in Malaysia with
a market capitalisation of RM2 billion and above as of 31 December
2015 to publish a sustainability statement for the financial year 2016.
As such, the purposive sampling method was employed to select 113
companies that had met this mandatory requirement. The selected
largest 113 companies were taken from 10 sectors: construction and real
estate, plantations, industrial products, properties, infrastructure project
companies, consumer products, hotel, technology, finance and trading
services. This is a suitable technique to examine the current state of
materiality disclosure as large companies are perceived to have higher
non-financial information disclosure (Abdullah et al., 2011).

4.2 Inter-coder Reliability

This study employed an inter-coder method (Milne & Adler, 1999) to
ensure the reliability of the data collected; the findings obtained from
both coders were statistically tested to ensure that there were no signi-
ficant variances between the scores obtained.

4.3 Measurement of Variables

To measure the materiality disclosure in sustainability reporting (de-
pendent variable), this study applied the materiality and relevance
disclosure index developed by Fasan and Mio (2020). The materiality
disclosure index is based on the word count of the terms materiality or
material divided by the number of pages per report when referring to
the material determination process and material sustainability issues; the
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relevance disclosure index measures the extent that a report discloses the
materiality determination process. A score of 5 is given if the disclosure
devotes significant attention to materiality issues, a score of 4 if the
results of the materiality determination process are discussed in detail,
a score of 3 if a report discloses and communicates the material issues,
a score of 2 for a brief explanation of what is material, a score of 1 if
materiality is a reporting principle to be adopted when preparing the
corporate annual report, and a score of 0 for no disclosure.

Likewise, the analysis of measurements of independent variables
was tabulated in a similar approach. The board meeting was assessed
by the total number of board meetings held during the year (Said et al.,
2009). The percentage of external directors was used to assess board
independence (Cheng & Courtenay, 2006). The board size was examined
using the total number of board members (Hafsi & Turgut, 2013).
Profitability was measured by return on equity (Hafsi & Turgut, 2013).
Leverage was assessed by total liabilities to total assets to capture the
availability of financial resources (Brammer & Pavelin, 2006).

In this study, we used the natural logarithm of total assets to
measure the company size (Cheng & Courtenay, 2006). To reduce the
number of industries in the sample, we used two subsets according to
their impact on the environment: environmentally sensitive industries
(construction and real estate, plantations, industrial products, properties,
infrastructure project companies, and consumer products) and non-
environmentally sensitive industries (hotel, technology, finance, and
trading services). Environmentally sensitive was tabulated using a
dichotomous value of one and a value of zero for non-environmentally
sensitive (Shamil et al., 2014).

5. Results and Discussion

This study used smart partial least squares structural equation
modelling 3.0 to perform data analysis. The reliability and validity of the
study variables were assessed in the measurement model, whereas the
hypotheses were examined in the structural model.

5.1 Descriptive Analysis

Table 1 presents the descriptive statistics for the board activity, board
independence, board size, company size, profitability, leverage, and
materiality disclosure in sustainability reporting. The materiality ranged
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from 0.02 to 0.55 with an average of 0.20, indicating that companies
employed the words materiality or material between 0.02 to 0.55 times
with an average of 0.20 times on each page of the report. The scores
for relevance ranged from 0 to 5 with an average of 3.5. For board
activity, many large companies have a minimum of 4 board meetings,
a maximum of 20 board meetings, and an average of 7 board meetings
per annum. Most of the sample companies had, on average, 8 directors
on the board, a minimum of 4, and a maximum of 18 directors on the
board. For board independence, the maximum (minimum) percentage
of external directors on the corporate board was 78% (20%), while,
on average, most of the companies had 47% external directors on the
board. In terms of company size, most of the sample companies had
total assets averaging 40,135,900,969, and a minimum (maximum) of
520,841,000 (735,956,253,000). Concerning profitability, ROE had a mean
of 24%, whereas the minimum (maximum) of ROE was -45% (431%).
For leverage, the minimum (maximum) leverage was 0% (462%), and
the average was 60% in terms of the proportion of total liabilities to total
assets. For the industry, 51% of the sample companies were categorised
as environmentally sensitive, whereas 49% were classified as non-
environmentally sensitive, as shown in Table 2.

Table 1: Descriptive Statistics of Continuous Study Variables

Minimum Maximum Mean Std. Deviation
Materiality 0.02 0.55 0.21 0.09
Relevance 0 5 3.51 1.55
Board Activity 4 20 7 3.73
Board Indepen- 20 78 47 12

dence

Board Size 4 18 8 2
Company Size 520,841,000 735,956,253,000 40,135,900,969 102,082,587,014
Profitability -45 431 24 47
Leverage 0 462 60 78

Table 2: Descriptive Statistics of Discrete Study Variable

Frequency Percentage

Environmentally sensitive 57 50.44
Non-environmentally sensitive 56 49.56
Total 113 100.00
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5.2 Measurement Model

In this study, the indicators for the measurement items are reflective,
whereas the board activity, independent board, board size, company size,
industry, leverage, and profitability are single-item measures (Hair et al.,
2016). The materiality disclosure in sustainability reporting was assessed
using the materiality and relevance disclosure index; therefore, we exam-
ined the reliability and validity of the materiality disclosure construct.

To test the internal consistency reliability, the present study used
composite reliability (CR) and Cronbach’s alpha. Also, loading and
average variance extracted (AVE) were examined to check the con-
vergent validity. As presented in Table 3, Cronbach’s alpha and CR were
above 0.70, whereas the loadings and AVE were above 0.5. Our empirical
results revealed that the internal consistency reliability and convergent
validity were satisfactory (Hair et al., 2016). The heterotrait-monotrait
ratio (HTMT) of the correlations was used to test the discriminant
validity. As shown in Table 4, the HTMT values of materiality disclosure
in sustainability reporting were below 0.85 (Henseler et al., 2015) and
hence, our results achieved discriminant validity.

Table 3: Reliability and Validity Measures

Construct  Items Loadings Cronbach’s Alpha CR AVE
MDSR Materiality 0.935 0.747 0.883 0.791
Relevance 0.842

Note: MDSR materiality disclosure in sustainability reporting.

Table 4: Discriminant Validity - HTMT

Board Board Inde- Board Company Industry Leverage MDSR
Activity pendence Size Size

Board Inde- 0.239

pendence

Board Size 0.260 0.072

Company Size  0.472 0.263 0.157

Industry 0.305 0.276 0.076  0.310

Leverage 0.019 0.110 0.060  0.086 0.064

MDSR 0.459 0.283 0.085  0.258 0.213 0.004

Profitability 0.106 0.016 0.202  0.087 0.158 0.321 0.053
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5.3 Structural Model

The correlation between constructs can be assessed in the structural
model. The lateral collinearity issues can be analysed by a variance
inflation factor (VIF). Table 5 presents that all the VIF values were below
5 (Hair et al., 2016); hence, there was no collinearity issue. The predictive
accuracy of the present research model was assessed by the coefficient
of determination. The R? value was 0.196, which revealed that seven
determinants explained 19.6% of the changes in the level of materiality
disclosure. Thus, R? was classified as moderate (Cohen, 1988).

Additionally, this study tested the effect size (f?) of the determinants
influencing the materiality disclosure. Referring to Kenny (2018), the
variables that presented a larger effect size (f2>0.025) to materiality
disclosure were board activity (f2>0.105) and board independence
(£2>0.023). Meanwhile, board size (f2>0.001), company size (f2>0.002),
industry (f2>0.001), leverage (f2>0.001) and profitability (f2>0.001)
contributed little impact on the materiality disclosure. Moreover, the
predictive relevance (QQ?) was employed to examine the predicted capa-
bility (Henseler et al., 2009). The present research model has predictive
relevance as the Q2 value was 0.098, which was greater than zero (Hair et
al., 2016).

Bootstrapping was used to compute the t-value to examine the
significance of the direct relationships. Table 5 shows the findings of the

Table 5: Hypothesis Testing for Direct Relationship

No. Relationship Path Std.  t-value  VIF Decision
Coefficient Error

H, Board Activity — 0.347 0.095  3.638*** 1.422 Supported
MDSR

H, Board Indepen- 0.147 0.085 1.737** 1.188 Supported
dence — MDSR

H, Board Size — -0.024 0.104  0.227 1.153 Not Supported
MDSR

H, Company Size — 0.041 0119 0.348 1.382 Not Supported
MDSR

H; Industry — MDSR -0.038 0.095  0.399 1.252 Not Supported
H, Leverage — MDSR 0.036 0124  0.292 1.190 Not Supported

H, Profitability — -0.027 0.096 0.283 1.230 Not Supported
MDSR
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direct relationships. Board activity was one of the critical determinants
of materiality disclosure, with the finding being positively significant
($=0.347, t=3.638, p=0.000). Additionally, board independence revealed
a significant correlation with the materiality disclosure (=0.147, t=1.737,
p=0.041). Therefore, hypotheses H;, and H, were supported. Our study
found that board size, company size, industry, leverage, and profitability
were not significant predictors of materiality disclosure. Thus, hypo-
thesis H;, H,, Hs, H, and H; were not supported.

5.4 Discussion

Our empirical results confirmed that the frequency of board meetings
was significantly and positively linked with the disclosure of material
non-financial information. The results support the stakeholder theory,
demonstrating that board members who meet more frequently can
manage their business in an appropriate way that is fair to their
shareholders as well as their stakeholders. The sustainability reports
have become increasingly more complex, and require an immediate
response and high-level discussion between the board members and
the stakeholder groups to whittle down the material non-financial
information topics from more than 30 to the top 10 topics in the
sustainability reports (Ngu & Amran, 2018b).

Our results also revealed that materiality disclosure was positively
influenced by board independence. This result is consistent with the
study of Zhang (2012), the high proportion of external directors on the
board is positively related to corporate social performance strength
ratings. The results support the legitimacy theory; the boards dominated
by external directors are expected to have more materiality disclosures
to achieve greater transparency and better accountability by closing the
legitimacy gap between management and stakeholders. It is empirically
evidenced that external directors are seen as a balancing mechanism
because they are expected to adopt greater objectivity in ensuring that
the company acts in the best interests of diverse stakeholder groups.

Direct relationship between materiality disclosure and board size
was found to be insignificant. This result seems in line with Lipton
and Lorsh (1992), who believed that a large board may prevent board
members achieve its objective due to a lack of cohesiveness. Similarly,
Dienes and Velte (2016) also found that corporate social reporting was
not influenced by board size in Germany. The results contradict the
stakeholder theory in that a large board consisting of directors with
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different skills can proactively engage stakeholders in the material
determination discussions because they represent diverse stakeholder
groups. The explanation may be that, on a large board, it is more difficult
for board members to reach an agreement due to different stakeholders
competing to have their sustainability topics categorised as material at
the expense of other stakeholders.

We argued that a profitable company has more financial resources
to expend on sustainability activities, and consequently, publish more
material aspects of non-financial information to their stakeholders.
The results revealed that materiality disclosure was not influenced by
profitability of the business. The insignificant results are common as
confirmed by past studies. The results are supported by Brammer and
Pavelin (2006), Ganapathy and Kabra (2017), and Shamil et al. (2014)
who concluded that profitability was not a significant predictor of
social and environmental disclosure by UK and Indian large companies.
Our results suggest that the disclosure of material matters in the
sustainability reports is an important aspect of sustainable business
operations irrespective of the financial status of a company.

This study failed to provide a significant relationship between
leverage and materiality disclosure. The results for leverage are in
line with the findings of Ganapathy and Kabra (2017), Prado-Lorenzo
et al. (2009) and Prencipe (2004), who found that leverage was not the
determinant of information disclosed by Indian, Spanish and Italian
companies. The results reflected that legitimate companies engage major
stakeholder groups in the materiality determination process to identify,
prioritise and disclose the sustainability topics that are material to
companies and stakeholders regardless of whether the leveraging of the
companies is high or low.

The current study argued that a large company is more concerned
about non-financial information disclosure to fulfil the expectation of
diverse stakeholders. However, the results indicated that materiality
disclosure was not influenced by company size. Studies by Ahmad et
al. (2003), Gunawan (2007) and Ratanajongkol et al. (2006) found similar
evidence that company size had no significant association with corporate
responsibility reporting in certain Southeast Asian countries: Malaysia,
Indonesia and Thailand. Our results provide evidence that companies
that disclose the material non-financial information may do so to meet
the demand of stakeholders but not due to their size.

We claim that the pressure to legitimise companies from envi-
ronmentally sensitive industries is higher than companies from non-
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environmentally sensitive industries. However, this study found no
relationship between industry and materiality disclosure. The results
seem to be consistent with Ahmad et al. (2003), who concluded that in-
dustries in Malaysia did not influence environmental reporting. Shamil
et al. (2014) also found an insignificant association between industry
and sustainability reporting in Sri Lanka. Sri Lanka is considered a
developing economy with an emerging equity market. Drawing from
legitimacy theory, a possible reason for the insignificant relationship
could be that legitimate companies operating in environmentally sen-
sitive and non-environmentally sensitive industries disclose material
issues in an attempt to comply with the requirements of Bursa Malaysia
and achieve high-level sustainability performance.

6. Conclusion

The current study focuses on the determinants of materiality disclosure
in sustainability reporting. This paper investigates four potential drivers
of materiality disclosure to achieve this research goal: board charac-
teristics (board activity, board independence, and board size), financial
performance (profitability and leverage), company size and industry.
Our empirical findings show that board activity and independence
are significant determinants of materiality disclosure, whereas board
size has no such relationship. Our findings also show that profitability,
leverage, company size and industry type are not statistically significant.

This study makes two contributions. To begin, this study is a pio-
neering investigation into the materiality disclosure of large companies
operating in Malaysia using the combined perspectives of stakeholder
and legitimacy theories. In Malaysia, research on the materiality con-
cept in sustainability reporting is still in its early stages. This paper
investigates the determinants of materiality disclosure in sustainability
reporting to shed light on the concept of materiality. Second, this
research has managerial implications. The findings should be of
great interest to policymakers who are concerned with implementing
sustainability disclosure policies in order to achieve greater materiality
disclosure. It also provides reporting companies with strategic thinking
on how to use the concept of materiality in the material determination
process to increase the credibility of sustainability reports. Through
reporting on materiality issues, reporting companies can strengthen
their board governance structure (i.e., board activity and board
independence) to improve the reliability of the information presented
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to stakeholders and corporate sustainability. Board members are en-
couraged to consider the significance of the reporting materiality deter-
mination process; otherwise, poor reporting may result in conflict with
major stakeholder groups who do not see the material issues disclosed in
sustainability reports.

There are three limitations to this study that could be addressed
in future research. First, in our study, the research model tested seven
determinants of materiality disclosure. Future research could look into
other factors that influence the level of materiality disclosure. Second,
there are limitations to this study in terms of generalisation and sample
size. In future research, the sample size should be increased to achieve
greater generalisability. Third, the results are restricted to the Malaysian
context. Future researchers can compare materiality disclosure in other
countries, such as Singapore and Thailand, to add to the literature on
sustainability reporting.
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