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{ Abstract )

Integrated reporting presents a panoramic view of a firm” s status. However, the framework of the
International Integrated Reporting Council (IIRC) is principles-based and does not provide specific key
performance indicators (KPIs) for integrated thinking and reporting. Through empirical analyses of all
listed firms in 34 countries, our study provides the first evidence that value added information is
actually useful for evaluating a firm” s financial stability and sustainability. We focus on firms that have
survived for more than 100 years and that have already achieved sustainability. We find two
distinguishing facts: the value added that is distributed to stakeholders other than shareholders is
significantly larger, and the stability of profitability is significantly higher, in sustainable firms. These two
KPIs are equivalent to the two interrelated aspects of value under the IIRC framework. We therefore
propose value added distribution and the stability of profitability as sustainability KPIs for integrated
reporting.
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1. Introduction

Integrated reporting, which involves concise communication about the creation of value
in the short, medium, and long terms, is a growing trend. According to
CorporateRegister.com, the world” s largest online database of corporate responsibility
(CR) reports, 268 firms had issued integrated reports as of July 2014. Among them, 216
firms issued their first integrated report in or after 2011.

Integrated reporting presents a panoramic view of a firm’ s status as disclosed
through various types of report, including sustainability, governance, and remuneration
reports along with annual reports. However, currently, many firms’ integrated reports
seem merely “connected” and not “integrated” (Van Zyl, 2013). Among the 268 firms
previously mentioned, 71% have an integrated report that is more than 100 pages, with
the largest report having 432 pages. Nonetheless, the size of the sustainability section in
many firms’ reports is less than 10% of the total pages, despite an observation by
Solomon and Maroun (2012) that the impact of mandatory integrated reporting has been
a significant increase in the quantity of social and environmental information that is
disclosed.

In the 2013 International Integrated Reporting Framework of the International
Integrated Reporting Council (IIRC), we read the following: “The cycle of integrated
thinking and reporting, resulting in efficient and productive capital allocation, will act as
a force for financial stability and sustainability.” The framework continues: “The more
integrated thinking is embedded in the business, the more likely it is that a fuller
consideration of key stakeholders’ legitimate needs and interests is incorporated as an
ordinary part of conducting business [emphasis added].”

[IRC Chief Executive Paul Druckman said, “Japan’ s business leaders increasingly
appreciate the contribution that integrated reporting reform and integrated reporting
specifically, can make towards achieving greater financial stability and a focus on
long-term investment” (IRC, 2014), acknowledging that Japan has the largest number of
long-established firms in the world, many of which have survived for several hundred
years. Worldwide, the number of firms more than 200 years old is 5,586. Among these,
more than half are Japanese (3,146 firms, 56.3%), 837 (15.0%) are German, 222 (4.0%)
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are Netherlandish, and 196 (3.5%) are French (Yonhap News Agency, 2008). In addition,
according to the Guinness Book of World Records, the world’ s oldest firm is
Kongo-gumi, a Japanese firm established in 578. We use the phrase “sustainable
firms” here to refer to long-established firms; that is, firms that have survived for
more than a century and that have already achieved sustainability.

One of the reasons why Japan has so many sustainable firms is that, instead of
emphasizing business succession by blood relationship, firms recognize that they have a
social and public existence. A well-known management philosophy in Japan is
sanpou-yoshi (good for three sides), which means providing satisfaction to sellers, buyers,
and society. Sanpou-yoshi has been regarded as the best way to business success for
several centuries and is still followed today. In this study, we focus attention on the
management philosophy of sustainable firms in Japan: “providing satisfaction to
stakeholders.” This philosophy is related to the concept of integrated reporting, wherein
consideration of key stakeholders’ legitimate needs and interests is incorporated as an
ordinary part of conducting business, leading a firm to acquire financial stability and
sustainability.

Over the last few vyears, several Japanese firms, including Unicharm, Aeon, and
Ito-Yokado, have disclosed value added distribution in their sustainability reports under
the heading of “Corporate Social Responsibility Accounting” to show how they are
“providing satisfaction to stakeholders.” The fundamental concepts section of the IIRC’s
Integrated Reporting Framework states that an integrated report explains how an
organization creates value over time. This value has two interrelated aspects: (1) value
created for the organization itself, which gives financial returns to the providers of
financial capital, and (2) value created for others (i.e. stakeholders and society at large).
These aspects exactly represent value added information.

Since the 1960s, a lot of research has considered the concept of value added (e.g.
Burchell et al., 1985; Meek and Gray, 1988; Aldama and Zicari, 2012). Value added has
also been used in corporate reporting worldwide. Although profits are an essential part
of any market economy, they are only part of value added. Further, value added is the
simplest and most immediate way of putting enterprise profit info proper perspective in
terms of a collective effort by various stakeholders. At the same time, value added
distribution shows how value added has been used as wages, dividends and interest,
taxes, and funds for new investment to pay those contributing to its creation (see
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Riahi-Belkaoui, 1999). This duality can show how an organization creates value and
allocates it to the organization itself and its stakeholders. This is exactly what an
integrated report aims to explain, thereby overcoming the problem of merely
“connected” financial and non-financial reporting. In addition, the traditional measure
of value added is practical, effective, efficient, and reliable; thus, it is a useful reporting
instrument that complements and represents the concept of integrated reporting (Haller
and van Staden, 2014).

Further, because IIRC’ s framework is principles-based, it does not provide specific
key performance indicators (KPIs). Thus, major integrated reporting firms currently apply
the Global Reporting Initiative’ s (GRI) Sustainability Reporting Guidelines because they
provide KPIs. Among the 268 integrated reporting firms previously mentioned, 160 (60%)
apply the GRI guidelines. With regard to KPIs, numerous studies explore environmental
and social KPIs and investigate their usefulness (e.g. Burritt and Saka, 2006; Adams and
McNicholas, 2007; Bebbington et al., 2009; Saka and Oshika, 2014); however, as far as we
know, these studies do not provide evidence that any proposed KPIs are actually useful
for evaluating a firm’ s financial stability and sustainability.

Although KPIs for integrated reporting are critical, the reason why it has been difficult
to confirm whether specific KPIs actually lead to firms® financial stability and
sustainability is that an experimental period is needed that is long enough to be
considered a mark of sustainability. Thus, as a proxy of firms’ financial stability and
sustainability, we focus on firms that have survived for more than 100 years and that
have already achieved sustainability. We depart from the research design of prior studies
and analyze these firms to reveal the financial features that distinguish sustainable firms
and other firms. We also propose these features as KPls for integrated reporting in
order to decipher a firm’ s sustainability.

We find two distinguishing facts. Our first result shows that the value added
distributed to stakeholders other than shareholders is significantly larger in sustainable
firms. This is the first evidence that value added information is actually useful for
deciphering a firm’ s financial stability and sustainability; thus, we propose value added
distribution as a sustainability KPI for integrated reporting. However, value added
distribution deals with shareholders as just one group of many stakeholders. The IIRC
framework also mentions that a primary goal of integrated reporting is to explain to
providers of financial capital how an organization creates value. Thus, firms should also
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satisfy shareholders. In this regard, our second result shows that stability of profitability
is significantly higher in sustainable firms. Such stability generates “financial returns to
the providers of financial capital” over the medium and long terms. We therefore also
propose the stability of profitability as a sustainability KPI for integrated reporting. These
two KPIs are equivalent to the two interrelated aspects of value under the IRC
framework: (1) value created for the organization itself and (2) value created for others.
Our first result relates to aspect (2) and our second result relates to aspect (D).

Our study contributes to the literature on three key points. First, we empirically
explore sustainability KPIs based on two aspects of value under the IIRC framework and
provide the first evidence that value added distribution and the stability of profitability
distinguish a firm” s financial stability and sustainability. Since the IIRC framework does
not provide specific KPIs, we propose that these KPIs should be included in integrated
reporting. Second, we provide a new perspective in the search for sustainability KPIs. A
long experimental period is required to confirm whether specific KPIs actually lead to a
firm’ s sustainability. Thus, we employ a research design that is different from prior
studies. As a proxy of firms’ financial stability and sustainability, we focus on firms
that have survived for more than 100 years and that have already achieved
sustainability. We analyze these firms to reveal the financial features that distinguish
sustainable firms and other firms, and we propose these features as KPIs for integrated
reporting. Third, since our empirical data consists of all listed companies worldwide, our
results should be robust and general.

The remainder of this paper is organized as follows. Section 2 provides the background
to the analysis and reviews the related research. Section 3 develops our hypotheses.
Sections 4 and 5 describe, respectively, the empirical models and samples, and the results
for our two hypotheses and supplementary analysis. Section 6 concludes the paper.

2. Background and Prior Research

2.1. Integrated reporting and stakeholders

In recent years, integrated reporting has been a fast-growing research category. The
research also includes several subcategories. First, conceptual research discusses and
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proposes frameworks and templates for integrated reporting (Eccles and Krzus, 2010;
Mora Gonzailbez and Mora Rodriguez, 2012; Abeysekera, 2013; Dumitru et al., 2013;
Brown and Dillard, 2014; Cheng et al, 2014). Second, case study research investigates
the internal and disclosure mechanisms employed by early adopters of integrated
reporting (Higgins et al, 2014; Stubbs and Higgins, 2014). Third, content analyses of
integrated reports aim to find compliance levels with guidelines (Hindley and Buys, 2012;
Van Zyl, 2013; Maubane et al., 2014) and levels of integration (Gurvitsh and Sidorova,
2012). Other research investigates the utilization of integrated reports by stakeholders
(Rensburg and Botha, 2014) and the effect of mandatory integrated reporting on the
volume of disclosure (Solomon and Maroun, 2012). Further, research on integrated
reporting and firm characteristics shows that the following factors affect the
implementation of integrated reporting: firm size and industry (Frias-Aceituno et al.,
2013b; Sierra-Garcia et al., 2013), financial performance (Dragu and Tiron-Tudor, 2013a),
the intensity of market coordination and ownership concentration (Jensen and Berg,
2012), corporate governance mechanisms (Frias-Aceituno et al., 2013b; Velte, 2014), and
country, political, and cultural factors (Eccles and Serafeim, 2011; Jensen and Berg, 2012
Dragu and Tiron-Tudor, 2013b; Frias-Aceituno et al., 2013a; Garcia-Sanchez et al., 2013).
However, the absence of specific sustainability KPIs for integrated reporting remains an
issue.

The primary purpose of an integrated report is to explain how an organization creates
value over time; that is, value created through relationships with stakeholders and not by
or within an organization alone. Thus, an integrated report should provide insight into
the nature and quality of an organization’ s relationships with its key stakeholders,
including how and to what extent the organization understands, takes into account, and
responds to their legitimate needs and interests (IIRC, 2013). In this regard, stakeholder
engagement by an integrated reporting firm reflects enlightened value maximization
(Parrot and Tierney, 2012).

Stakeholder theory discusses the relationship between firms and stakeholders. The
central proposition of stakeholder theory is that a firm’ s success is dependent upon the
successful management of all the relationships that the firm has with its stakeholders.
Further, stakeholders can be managed successfully only if a firm has the continued
support of the relevant stakeholders (Elijido-Ten, 2007, Elijido-Ten et al.,, 2010). Under
stakeholder theory, not only is the consideration of specific stakeholders such as
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shareholders important but also the way in which a firm manages to satisfy them. In this
regard, showing how a firm takes into account the financial needs of various
stakeholders represents value added. Value added has the potential to serve as a
practical and effective reporting instrument for integrated reporting (Haller and van
Staden, 2014). However, there is no evidence, as far as we know, investigating the
relationship between a firm’ s sustainability and value added. In sections 2.2 and 2.3, we
discuss the two aspects of value under the IIRC framework: (1) value created for
stakeholders and (2) value created for the organization itself —and the relationship
between these and value added, which has been a subject of prior research.

2.2. Created value for stakeholders

Profits (i.e. created value for an organization) are an essential part of any market
economy. However, profit is only a part of value added. Indeed, value added is the
simplest and most immediate way of putting profit into proper perspective vis-a-vis the
whole enterprise in terms of a collective effort by employees, creditors, shareholders,
government, and so on (ASSC, 1975). Thus, given the fact that a firm is inevitably a
social entity involving not only shareholders but also other various stakeholders, more
comprehensive analysis based on value added, not profit, is needed.

Value added measures how much input is invested in a firm’ s business activities in
order to produce output and represents how effectively the firm utilizes the input. In a
case where the input is only financial capital and the output is only profit, profitability
would be a suitable measure of efficiency. However, firms’ inputs usually include other
management elements besides financial capital; thus, it is inappropriate to recognize
output as profit only. Further, the distributional aspect of value added shows how it has
been used as wages, dividends and interest, taxes, and funds for new investment to pay
those who contribute to its creation.

A firm’ s value added can be measured by the difference between the value of the
goods it has produced and the cost of these goods, including the materials purchased
from other producers. This measure excludes the contribution of other producers to the
total value that the firm produces; thus, essentially, value added is equal to the value
created by the firm. Value added represents the wealth created by the firm through its
business activities and, at the same time, the value distributed to major stakeholders of
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the firm. Thus, value added shows how the benefits of the business’ s efforts are
shared between stakeholders. Further, as previously described, value added has a
productive aspect and a distributional aspect. The productive aspect is shown by a
deductive method of calculation (value created = total productive value - the value of all
inputs), and the distributional aspect is shown by an additive method of calculation (value
created = the sum of the distributions to each stakeholder). Thus, value added carries
with it the concept of duality (see Riahi-Belkaoui, 1999).

Since the first corporate report in 1970, much research has been conducted on value
added (e.g. Burchell et al., 1985, Meek and Gray, 1988, Aldama and Zicari, 2012).
Further, for several decades, value added has been used in corporate reporting and
productivity management in countries such as England, France, Germany, Japan,
Singapore, Australia, and South Africa. Indeed, several countries require value added
statements, most recently Brazil. One of the reasons why value added has attracted such
attention is that firms pursuing only profit have caused environmental pollution,
unemployment, and other social problems that have a negative impact on societal
sustainability. Thus, value added has been studied as an index of aspects of a firm’ s
results that profit alone cannot express. This prior research shows that value added has
usefulness, superior explanatory power, lower variability, and higher persistency
(Riahi-Belkaoui and Fekrat, 1994; Riahi-Belkaoui and Picur, 1994; Evraert and
Riahi-Belkaoui, 1998).

The fundamental concepts section of the IIRC framework states that “an integrated
report explains how an organization creates value over time” and that “value has two
interrelated aspects—(1) value created for the organization itself, which gives financial
returns to the providers of financial capital, and (2) value created for others (.e.
stakeholders and society at large).” The GRI guidelines also have the same concept of
created value: “direct economic value generated and distributed.” These concepts are
equivalent to value added. The value added concept can integrate a firm’ s performance
and its efficiency with regard to the “six capitals” of the IIRC framework: financial,
manufactured, intellectual, human, social and relationship, and natural. Thus, a firm’ s
individual benefit can be linked to its stakeholder benefits by value added. Value added
is a practical, effective, efficient, reliable, and therefore useful reporting instrument that
complements and represents the concept of integrated reporting. Consequently, value
added has great potential to contribute to the usefulness of integrated reporting; indeed,
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it could and should become one of the key reporting instruments for integrated reporting
(Haller and van Staden, 2014). Thus, we investigate whether value added is useful as a
sustainability KPI for integrated reporting.

2.3. Created value for the organization

Integrated reporting takes into account the whole spectrum of factors that affect an
organization’ s success and, therefore, its long-term investment returns (IIRC, 2011); in
other words, the organization’ s sustainability. The value added mentioned in the last
section takes into account the factors through stakeholders, but the fundamental
concepts section of the IIRC framework states another aspect: “value created for the
organization itself, which gives financial returns to the providers of financial capital.”
To satisfy the providers of financial capital, a firm should also seek financial
performance that leads to its financial stability and sustainability over the medium and
long terms. Thus, the following question arises: What are the factors that lead to a
firm” s financial performance and sustainability?

“Financial performance” and “sustainability” are subjects of a great deal of
research. Over the last three decades, many studies have analyzed the relationship
between corporate social performance and financial performance. The results are not
consistent, although recently they have tended to conclude that a firm’ s social
performance relates to its financial performance (Margolis and Walsh, 2003; Orlitzky et
al.,, 2003; Allouche and Laroche, 2005; Beurden and Gossling, 2008). If this is true, one
might then ask how financial performance is related to sustainability. Most integrated
reports apply GRI guidelines and disclose KPIs; however, prior research on integrated and
sustainability reporting has not provided evidence on whether specific KPIs lead to
firms’ financial stability and sustainability. The reason why it has been difficult to
confirm whether specific KPIs actually lead to firms’ financial stability and sustainability
is that an experimental period is needed that is long enough to be considered a mark of
sustainability. Thus, as a proxy of firms’ financial stability and sustainability, we focus
on sustainable firms that have survived for more than 100 years and already achieved
sustainability. We analyze the financial features that distinguish sustainable firms and
other firms to find sustainability KPIs.
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3. Hypothesis Development

3.1. Created value for stakeholders

Integrated reporting explains how an organization creates value over time; that is,
value created through relationships with stakeholders including employees, customers,
suppliers, business partners, and local communities, and not by or within an organization
alone. In addition, it should provide insight into the nature and quality of the
organization’ s relationships with its key stakeholders (IIRC, 2013). In this regard, as
discussed in the prior section, value added can show the amount of value for
stakeholders and the relationship with them through the value’ s distribution.

In Japan, the country with the largest number of sustainable firms in the world, a
management philosophy of merchants since the sixteenth century has been “good for
three sides,” which means giving satisfaction to sellers, buyers, and society. This
philosophy places a high value on a long-term relationship with stakeholders and remains
a feature of many Japanese firms today. Japanese firms such as Panasonic and the
Sumitomo Corporation place a high value on operating “as public institutions for
society” or “for the public benefit.” These firms conduct business by considering the
benefits for all stakeholders. This concept can be linked, in its accounting aspects, to the
idea of value added distribution. Based on stakeholder theory, firms need to broadly
distribute their value added among stakeholders to achieve and share sustainability.

Since stakeholder theory tells us that proper stakeholder management is critical for
firms’ sustainability, we investigate whether sustainable firms distribute more of their
value added to non-shareholding stakeholders. Thus, our first hypothesis follows one
aspect of value in the fundamental concepts section of the IIRC framework: value
created for others (i.e. stakeholders and society at large).

Hypothesis 1. Distributions to stakeholders other than shareholders are larger in
sustainable firms.

3.2. Created value for the organization
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Hypothesis 1 depicts the importance of proper stakeholder management. However,
value added distribution deals with shareholders as just one group of many stakeholders.
The IIRC framework mentions that a primary goal of integrated reporting is to explain to
providers of financial capital how an organization creates value over the short, medium,
and long terms (IIRC, 2013). To satisfy shareholders, firms need stability of profit, which
provides “financial returns to the providers of financial capital” and also financial
stability and sustainability over the medium and long terms.

Firms pursuing profitability are short-term oriented. To be sustainable, firms need to
achieve high and stable profitability over the long run. Ohlson (1995) shows that firm
value can be calculated using linear information dynamics (LID) based on the standard
residual income model. The model, which expresses firm value as the sum of book value
and the present value of residual income, is written as follows:

“BVisg_yxr

X .
Vi = BV + X7~
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where Vi is the firm value at time t, BV; is the book value at time t, X; is the
income for period t, and r is the discount rate. LID tells us that next year’ s income
depends on a persistent portion related to the current year’ s income and a new portion
of income from “other information.” In addition, the “other information” exhibits a
degree of persistence over time. Thus,

Xey1 = 0 Xe + Y + &4, Yeiq1 = Yy +€2 )

where Y. is the “other information” at time t, and w;andw, are the persistence
parameters for income and “other information” respectively. In this sense, persistence
(.e. stability) of income is one of the important factors determining firm value and
hence sustainability. Thus, we compare the stability of profitability between sustainable
firms and other firms and propose the following hypothesis.

Hypothesis 2: The stability of profitability is higher in sustainable firms.

- 9] -



Tomoki OSHIKA - Chika SAKA Sustainability KPIs for Integrated Reporting

4. Sample Selection and Data Collection

In this section, we conduct empirical analyses on the hypotheses previously derived. To
gain the broadest possible perspective, we examine listed firms from across the world.
Using the Orbis database, we first collect the year each firm was founded. Sustainable
firms are defined as firms whose foundation year is in or before 1913. Firms founded in
or after 1914 are categorized as “other firms.” We omit firms listed in countries
where the number of listed sustainable firms is less than ten to ensure comparability
between the sustainable firms and the other firms. Thus, our sample consists of 39,172
firms listed in 34 countries.

Using this criterion for sustainable firms extracts those that “have already achieved
sustainability.”  Also, “other firms” are firms that “have not already achieved
sustainability” and are not necessarily firms without sustainability. To conduct empirical
analysis more precisely, it is clear that we should use the firms that existed in 1913, but
this is not feasible because of data constraints.D

For the analysis of Hypothesis 1 (.e. distributions to stakeholders other than
shareholders), we look at four groups of stakeholders: employees, creditors, government,
and shareholders. To calculate the value added distributed to each group, we use the
costs of employees, interest paid, tax paid, and net income respectively. The sum of
these is defined as total value added. The data for FY2012 is used in the analysis. By
limiting the sample to firms with available data, our final sample becomes 12,345, of
which 714 (approximately 5.8%) are sustainable firms.2)

For the analysis of Hypothesis 2 (i.e. stability of profitability), we look at the stability
of several kinds of profitability. We use gross margin (gross profit divided by operating
revenue), EBIT ratio (EBIT divided by operating revenue), net income ratio (net income
divided by operating revenue), ROE (net income divided by shareholders’ equity), and
two types of ROA (EBIT or net income divided by total assets). We calculate the
standard deviation of each profitability ratio over nine years, FY2004 to FY2012. Firms

1) We also tried to conduct empirical analysis on the firms existing in 1985, the first available year
of the Orbis database; however, this approach limits our sample to 1,094 firms for Hypothesis 1,
where as we obtain 12,345 firms if we use the criterion mentioned in this paragraph.

2) The reduction in the sample used to test Hypothesis 1 is due mainly to the lack of data on
costs of employees, which is not a mandatory disclosure in most countries.
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with available data for fewer than nine years are omitted. The result is a sample of
6,817 firms, 563 (approximately 8.3%) of which are sustainable firms.3
Exhibit 1 shows the sample size used in the testing of Hypotheses 1 and 2.4

5. Results of the Analysis

5.1. Empirical results for Hypothesis 1 (value added distribution)

To examine differences between the value added distributions of sustainable firms and
other firms, we compare the proportions of the total distribution made to each
stakeholder group. We define “total value added” as the sum of the costs for
employees, interest paid, tax paid, and net income, which are proxies for the distribution
made to each stakeholder group. We then calculate the proportion of total value added
that the distribution to each group represents. A Wilcoxon rank-sum test was chosen to
test for statistical difference. Since the distribution of each variable does not resemble a
t-distribution, we consider it unwise to use a t-test.

Panel A of Exhibit 2 shows the result. The median proportion of the distribution to
employees in sustainable firms is greater than that in other firms (0.681 vs. 0.461), and
the difference is statistically significant at the 1% level. Thus, consistent with Hypothesis
1, sustainable firms distribute a higher proportion of their value added to stakeholders
other than shareholders. Moreover, the distributions to creditors and government are also
greater in sustainable firms. As a result, we obtain empirical results that support
Hypothesis 1. Thus, we propose that the distribution ratios to stakeholders should be
included as integrated reporting KPIs because these ratios tell us something about the
sustainability of the disclosing firms.

However, by distributing more value added to stakeholders other than shareholders (.e.
employees, creditors, and government), the proportion distributed to shareholders is less
in sustainable firms than in other firms (0.178 vs. 0.247, a result that is statistically

3) The smaller sample size used to test Hypothesis 2 is mainly due to the lack of data for all nine
years.

4) Note that the number of sustainable firms remaining in the final sample may be less than ten
in each country because a two-step selection was made. Namely, we first choose the countries
with more than nine sustainable firms and then select firms that have all available data.
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significant). This may seem odd from the perspective of shareholders, who perhaps
should argue for a larger distribution. Thus, we compare the total value added, which is
shown in Panel B of Exhibit 2. After deflation by the amount of sales in order to
achieve consistency in scale, the total value added of sustainable firms is about 48%
more than that of other firms, and the difference is statistically significant. This means
that the size of the “pie” to be distributed is much larger in sustainable firms and
thus the “slice” to their shareholders is not small, even if the proportion is smaller. In
fact, the size of the *“ ‘slice” is 0.052 (0.291 x 0.178) in the sustainable firms and
0.048 (0.196 < 0.247) in the other firms.

Even so, it may be puzzling why shareholders do not argue for a larger proportion of
the larger pie. For this reason, in the next subsection, we look at the stability of
profitability. Valuation models, e.g. discounted cash flow and residual income, demonstrate
that shareholder value depends on future cash flow or income, not on current income.
As shown in section 3.2, Ohlson (1995) adds LID to the standard residual income model
and shows that persistency of income is one of the factors that determines shareholder
value. Thus, it is plausible that shareholders might willingly give up a portion of the
current year’ s distribution if they believe that they will prosper by doing so over the
long run.

5.2. Empirical results for Hypothesis 2 (stability of profitability)

In this subsection, we present the empirical results for Hypothesis 2 (.e. stability of
profitability), which predicts that we will see evidence of higher stability of profitability
in sustainable firms. The rationale is that shareholders in sustainable firms are willing to
relinquish a portion of the current year’ s value added distribution if they are convinced
that they will receive more distribution in the future. If the foregoing statement is true,
we propose that information on stability of profitability should be included as an
integrated reporting KPI since it is indicative of sustainability.

To measure stability of profitability, we calculate the standard deviation of each
profitability ratio for the nine years FY2004 to FY2012. The ratios used are: gross
margin (gross profit divided by operating revenue), EBIT ratio (EBIT divided by operating
revenue), net income ratio (net income divided by operating revenue), ROE (net income
divided by shareholders’ equity), and two types of ROA (EBIT or net income divided by
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total assets). A Wilcoxon rank-sum test is employed to test the difference between
sustainable firms and other firms.

Panel A of Exhibit 3 shows the result. The stability of profitability is higher (.e. the
standard deviation is smaller) in sustainable firms than in other firms. All differences are
significant at the 1% level. The empirical result is consistent with Hypothesis 2; thus, we
conclude that shareholders relinquish a higher current year distribution in expectation of
much higher distributions in the future.

Even so, shareholders may not be satisfied if the “level” of profitability is low. By
contrast, shareholders are satisfied if the level of profitability is high and stable. Thus,
we compare the profitability of sustainable firms and other firms. The result is shown in
Panel B of Exhibit 3. All of the profitability ratios are higher in sustainable firms.
Although the significance levels are not uniformly high, the difference in ROE—a ratio
of intense shareholder focus—is significant at the 1% level. Thus, we can conclude that
shareholders are sufficiently satisfied with high and stable profitability that they are
willing to wait for future distributions.

6. Summary and Conclusion

Integrated reporting is a growing trend worldwide. It promotes efficient and productive
capital allocation, acting as a force for financial stability and sustainability. However, the
current situation suggests that many integrated reports merely “connect” financial and
sustainability information, and that KPIs for sustainability are lacking. Although there is
prior research on KPIs for sustainability reporting, one of the reasons it has been
difficult to confirm whether specific KPIs actually lead to firms® financial stability and
sustainability is that an experimental period is needed that is long enough to be
considered a mark of sustainability. Further, KPIs for integrated reporting are critically
needed because the IIRC framework is principles-based and does not provide specific
KPIs. Thus, we employ a research design that differs from prior studies in its focus on
firms that have survived for more than 100 years and that have already achieved
sustainability. We analyze these firms to reveal the financial features that distinguish
sustainable firms and other firms, and we propose these features as KPIs for integrated
reporting.
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In our analysis, we turn our attention to the management philosophy of sustainable
Japanese firms, which, because it emphasizes “providing satisfaction to stakeholders,”
hints at the way that sustainability is achieved. This management philosophy matches the
IIRC framework in its emphasis on considering the legitimate needs and interests of key
stakeholders. Value added provides information that can show how firms “provide
satisfaction to stakeholders” from a financial perspective. Although a theoretical
discussion of the usefulness of value added as an integrated reporting instrument is
presented in Haller and van Staden (2014), the authors offer no evidence to show
whether value added information is actually useful in judging a firm’ s financial stability
and sustainability.

Thus, our study provides the first evidence that value added information is actually
useful to evaluate a firm’ s financial stability and sustainability. We focus on sustainable
firms and analyze these to reveal the financial features that distinguish sustainable firms
and other firms. We find that sustainable firms and other firms have two distinguishing
features—different value added distributions and different degrees of stability in
profitability. These two KPIs are equivalent to the two interrelated aspects of value
under the IIRC framework: (1) value created for the organization itself, and (2) value
created for others (.e. stakeholders and society at large) (IIRC, 2013).

Our first result, related to aspect (2) of the above, shows that value added distribution
is useful for deciphering a firm’ s sustainability because the value added distributed to
stakeholders other than shareholders is significantly larger in sustainable firms. We
therefore propose value added distribution as a sustainability KPI for integrated reporting.

However, value added distribution deals with shareholders as just one of many groups
of stakeholders. The IIRC framework also mentions that a primary goal of integrated
reporting is to explain to providers of financial capital how an organization creates value
over the short, medium, and long terms (IIRC, 2013). Thus, firms should also satisfy
shareholders. Stability of profit generates “financial returns to the providers of financial
capital” and helps such providers to judge a firm’ s financial stability and sustainability
over the medium and long terms. Our second result, related to aspect (1) of the IIRC
framework above, shows that information on the stability of profitability is also useful
for deciphering a firm’ s sustainability because stability of profitability is significantly
higher in sustainable firms. We therefore propose stability of profitability as a
sustainability KPI for integrated reporting.
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Our study contributes to the literature on three key points. First, we empirically
explore sustainability KPIs based on two interrelated aspects of value under the IIRC
framework and provide the first evidence that value added distribution and the stability
of profitability distinguish a firm’ s financial stability and sustainability. Since the [RC
framework does not provide specific KPIs, we propose that our suggested KPIs should be
included in integrated reporting. Second, we provide a new perspective in the search for
sustainability KPIs. A long experimental period is required to confirm whether specific
KPIs actually lead to firms® sustainability. Thus, we employ a research design that is
different from prior studies. As a proxy of firms’ financial stability and sustainability,
we focus on firms that have survived for more than 100 years and already achieved
sustainability. We analyze these firms to reveal the financial features that distinguish
sustainable firms and other firms and propose these features as KPIs for integrated
reporting. Third, since our empirical data consists of all listed firms worldwide, our
results are robust and general.

Our study still has some limitations. First, our empirical results only show the
characteristics of sustainable firms (.e. firms that already have achieved sustainability)
and not the characteristics of firms that will become sustainable. Future researchers
could collect the data required to analyze value added distribution and the stability of
profitability of firms in existence 100 years ago to see if a larger distribution of value
added to stakeholders other than shareholders, and higher stability of profitability, yield
sustainability. Second, we only show a few potential KPIs and not a comprehensive list.
Future research should widen the list of potential KPIs.

References

Abeysekera, 1., “A Template for Integrated Reporting,” Journal of Intellectual Capital
14(2) (2013), pp. 227-245.
Accounting Standards Steering Committee (ASSC), The Corporate Report (ASSC, London,

1975).
Adams, C.A. and P. McNicholas, “Making a Difference: Sustainability Reporting,
Accountability and Organizational Change,”  Accounting, Auditing and

Accountability Journal 20(3) (2007), pp. 382-402.
Aldama, L.P. and A. Zicari, “Value-added Reporting as a Tool for Sustainability: A Latin
American Experience,” Corporate Governance 12(4) (2012), pp. 485-498.

_97_



Tomoki OSHIKA - Chika SAKA Sustainability KPIs for Integrated Reporting

Allouche, J. and P. Laroche, “A Meta-analytical Investigation of the Relationship
between Corporate Social and Financial Performance,” Rewvue de Gestion des
Ressources Humaines 57 (2005), pp. 18-41.

Bebbington, J., C. Higgins and B. Frame, “Initiating Sustainable Development Reporting:
Evidence from New Zealand,” Accounting, Auditing and Accountability Journal
22(4) (2009), pp. 588-625.

Beurden, P. V. and T. Gossling, “The Worth of Values: A Literature Review on the
Relation between Corporate Social and Financial Performance,” Journal of
Business Ethics 82(2) (2008), pp. 407-424.

Brown, J. and J. Dillard, “Integrated Reporting: On the Need for Broadening out and
Opening up,” Accounting, Auditing and Accountability Journal 27(7) (2014), pp.
1120-1156.

Burchell, S., C. Clubb and A.G. Hopwood, “Accounting in Its Social Context: Toward a
History of Value Added in the United Kingdom,” Accounting, Organizations and
Society 10(4) (1985), pp. 381-413.

Burritt, R. and C. Saka, “Japanese Case Studies of Environmental Management
Accounting and Eco-efficiency: Current Practice and Future Directions,” Journal
of Cleaner Production 14(14) (2006), pp. 1262-1275.

Cheng, M., W. Green, P. Conradie, N. Konishi and A. Romi, “The International
Integrated Reporting Framework: Key Issues and Future Research Opportunities,”
Journal of International Financial Management and Accounting 25(1) (2014), pp.
90-119.

Dragu, L-M. and A. Tiron-Tudor, “GRI Compliance and Prerequisites of Integrated
Reporting for Asian-Pacific Companies,” Annales Universitatis Apulensis Series
Oeconomica 15(2) (2013a), pp. 432-442.

Dragu, 1. -M. and A. Tiron-Tudor, “The Integrated Reporting Initiative from an
Institutional Perspective: Emergent Factors,” Procedia-Social and Behavioral
Sciences 92 (2013b), pp. 275-279.

Dumitru, M., ME. Glavan, C. Gorgan and V.F. Dumitru, “International Integrated
Reporting Framework: A Case Study in the Software Industry,” Annales
Universitatis Apulensis Series Oeconomica 15(1) (2013), pp. 24-39.

Eccles, R.G. and M. Krzus, One Report: Integrated Reporting for a Sustainable Strategy
(John Wiley, Hoboken, N. J., 2010)

Eccles, R.G. and G. Serafeim, “Leading and Lagging Countries in Contributing to a
Sustainable Society,” Harvard Business School, Working Knowledge (May 23rd.,

- 08 -



2015 (AD&F==A| 3| A 8H5] FA = A S rEE Tl 3]

2011)

Elijido-Ten, E., “Applying Stakeholder Theory to Analyze Corporate Environmental
Performance: Evidence from Australian Listed Companies,” Asian Review of
Accounting 15(2) (2007), pp. 164-184.

Elijido-Ten, E., L. Kloot and P. Clarkson, “Extending the Application of Stakeholder
Influence Strategies to Environmental Disclosures: An Exploratory Study from a
Developing Country,”  Accounting, Auditing and Accountability Journal 23(8)
(2010), pp. 1032-1059.

Evraert, S. and A. Riahi-Belkaoui, “Usefulness of Value Added Reporting: A Review and
Synthesis of the Literature,” Managerial Finance 24(11) (1998), pp. 1-15.
Frias-Aceituno, J.V., L. Rodriguez-Ariza and IM. Garcia-Sanchez, “Is Integrated
Reporting Determined by a Country’s Legal System? An Exploratory Study,”

Journal of Cleaner Production 44 (2013a), pp. 45-55.

Frias-Aceituno, J.V., L. Rodriguez-Ariza and ILM. Garcia-Sanchez, “The Role of the
Board in the Dissemination of Integrated Corporate Social Reporting,” Corporate
Social Responsibility and Environmental Management 20(4) (2013b), pp. 219-233.

Garcia-Sanchez, M., L. Rodriguez-Ariza and J.V. Frias-Aceituno, “The Cultural System
and Integrated Reporting,” International Business Review 22(5) (2013), pp.
828-838.

Gurvitsh, N. and I. Sidorova,, “Survey of Sustainability Reporting Integrated into Annual
Reports of Estonian Companies for the Years 2007-2010: Based on Companies
Listed on Tallinn Stock Exchange as of October 2011,” Procedia Economics and
Finance 2 (2012), pp. 26-34.

Haller, A. and C. van Staden, “The Value Added Statement: An Appropriate Instrument
for Integrated Reporting,” Accounting, Auditing and Accountability Journal 27(7)
(2014), pp. 1190-1216.

Higgins, C., W. Stubbs and T. Love, “Walking the Talk(s): Organisational Narratives of
Integrated Reporting,” Accounting, Auditing and Accountability Journal 27(7)
(2014), pp. 1090-1119.

Hindley, T. and P.W. Buys, “Integrated Reporting Compliance with the Global Reporting
Initiative Framework: An Analysis of the South African Mining Industry,”
International Business & Economics Research Journal 11(11) (2012), pp. 1249-1260.

International Integrated Reporting Committee (IRC), Z7owards Infegrated Reporting:
Communicating Value in the 2ist Century (IRC, London, 2011).

International Integrated Reporting Council (IIRC), 7he International Integrated Reporting

- 99 -



Tomoki OSHIKA - Chika SAKA Sustainability KPIs for Integrated Reporting

Framework (IIRC, London, 2013).

International Integrated Reporting Council (IIRC), Japanese Business Support <IR> as Route
to Greater Financial Stability and Long-term Investment, IIRC Press Release (IIRC,
London, 2014).

Jensen, J.C. and N. Berg, “Determinants of Traditional Sustainability Reporting versus
Integrated Reporting: An Institutionalist Approach,” Business Strategy and the
Environment 21(5) (2012), pp. 299-316.

Margolis, J.D. and J.P. Walsh, “Misery Loves Companies: Rethinking Social Initiatives by
Business,” Administrative Science Quarterly 48(2) (2003), pp. 268-305.

Maubane, P., A. Prinsloo and N. Van Rooyen, “Sustainability Reporting Patterns of
Companies Listed on the Johannesburg Securities Exchange,” Public Relation
Review 40 (2) (2014), pp. 153-160.

Meek, GK. and S.J. Gray, “The Value Added Statement: An Innovation for US
Companies?,” Accounting Horizons 2(2) (1988), pp. 73-88.

Mora Gonzalbez, J. and M. Mora Rodriguez, “XBRL and Integrated Reporting: The
Spanish Accounting Association Taxonomy Approach,” 7he Infernational Journal
of Digital Accounting Research 12 (2012), pp. 59-91.

Ohlson, J.A., “Earnings, Book Values, and Dividends in Equity Valuation,” Contemporary
Accounting Research 11(2) (1995), pp. 661-687.

Orlitzky, M., F.L. Schmidt and S.L. Rynes, “Corporate Social and Financial Performance:
A Meta-Analysis,” Organization Studies 24(3) (2003), pp. 403-441.

Parrot, KW. and B.X. Tierney, “Integrated Reporting, Stakeholder Engagement, and
Balanced Investing at American Electric Power,” Journal of Applied Corporate
Finance 24(2) (2012), pp. 27-37.

Rensburg, R. and E. Botha, “Is Integrated Reporting the Silver Bullet of Financial
Communication? A Stakeholder Perspective from South Africa,” Public Relations
Review 40(2) (2014), pp. 144-152.

Riahi-Belkaoui, A., “Productivity, Profitability, and Firm Value,” Journal of International
Financial Management and Accounting 10(3) (1999), pp. 188-201.

Riahi-Belkaoui, A. and M.A. Fekrat, “The Magic in Value Added: Merits of Derived
Accounting Indicator Numbers,” Managerial Finance 20(9) (1994), pp. 3-15.
Riahi-Belkaoui, A. and R.D. Picur, “Explaining Market Returns: Earnings versus Value

Added Data,” Managerial Finance 20(9) (1994), pp. 44-55.

Saka, C. and T. Oshika, “Disclosure Effects, Carbon Emissions and Corporate Value,”

Sustainability Accounting, Management and Policy Journal 5(1) (2014), pp. 22-45.

- 100 -



2015 (AD&F==A| 3| A 8H5] FA = A S rEE Tl 3]

Sierra-Garcia, L., A. Zorio-Grima and M.A. Garcia-Benau, “Stakeholder Engagement,
Corporate Social Responsibility and Integrated Reporting: An Exploratory Study,”
Corporate Social Responsibility and Environmental Management, doi: 10. 1002/csr.
1345 (2013).

Solomon, J. and W. Maroun, /nfegrated Reporting: The Influence of King Il on Social,
Ethical and Environmental Reporting (The Association of Chartered Certified
Accountants, London, 2012).

Stubbs, W. and C. Higgins, “Integrated Reporting and Internal Mechanisms of Change,”
Accounting, Auditing and Accountability Journal 27(7) (2014), pp. 1068-1089.

Van Zyl, AS., “Sustainability and Integrated Reporting in the South African Corporate
Sector,” International Business and Economics Research Journal 12(8) (2013), pp.
903-926.

Velte, P., “Improving Corporate Governance Quality through Modern Controlling:
Integrated Reporting in the German Two Tier System,” Business and Economics
Journal 5(1) (2014), pp. 2-5.

Yonhap News Agency, Survey and Discussion on Elements of Japanese Firms’ Longevity
(Rengo News, May 14th, 2008).

- 101 -



Tomoki OSHIKA - Chika SAKA Sustainability KPIs for Integrated Reporting

Exhibit 1 Number of samples for each analysis

Hypothasis 1 Huvpothasis 2
No.of Dsoportion of No. o Droportion of
Couney susEinable e, & 5';,-5r,aif.a‘:-le suEEinable e & 5';,-5r,air£‘:-le
- . other firms . . othar fiems -
firmz firmz firmz firme

Argantina 4 T2 5.53% & 4l 12.8%
Auvsralis 24 763 3.0% 12 181 4.0%
Ausri 20 44 31.3% 14 31 30.4%
Bzlzium 20 20 20.0%% T 15 31.8%
Bammuda 2% 492 5.6% 17 172 5.8%
Bosnk and Harzzzovine 3 2172 1.1% 0 0 NA
Brazil B 130 5.8% 14 107 11.5%
Bulzaria 0 180 5.5% 0 1 0.0%
Canada 2 522 0.4% 5 347 1.4%
Chil 1 28 3.4% 11 Bd

Croatiz 4 § B.0% 0
Dapmark 18 2 14.3% £
Finlnd 15 87 15.4% 12
France 83 508 11.0%% 0
Gamany 138 478 5% 82
Honz Kong 28 158 15.1% 21
Indiz 43 3039 1.5% 0
Indoneszia 10 375 2.6% &
Ity 28 122 1. 7% 12
Japan 1 335 0.3% 17
MMausitin: 1 4 20.0%% 0
Watharlands 21 Bl 20.6% 20
Nooway 1§ 130 11.0%% T
Pakiztan § 328 1.8% 2
Boland T 430 1.6% 2
Fusziz 0 21 0.0% 12

South Africa 12 202 5.6% 3

Spain 11 132 T.T%% 11

SriLanka T 183 3. T 4

iwedan 12 348 5.2% 15

Switzerland &5 120 35.5% 56 .
Ulkezine 0 0 MN/A 1 0 100.0%%
Unied Kinzdom T3 214 T4 42 328 11.4%
Unied Statzs 5 228 0.6% T6 2448 3.0%
Total 714 114831 5.8% 583 234 B.3%
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Exhibit 2 Distribution of the total added value to each stakeholder

Pansl A Proportion of distribution of the total added valne

- Distribution to = Distribution to Distibution to Distribution to
) emplomees creditors government sharholders
Sustainable frms 714 0.681 0. 048 0.051 0178
Orther firms 1163 (461 0043 0,043 0247
Wilcomon Z-=core 9843 2.061 1.38% -6.344
Panel B: Total added valis to sales
N Totaladded vahe
N wiles
Sustainable frms 714 0.281
Orther firms 11631 (.194
Wilcomon Z-=core 10.080

¥ Distribution to empovess i defined as the costs for emplovess. Distribution to craditors i defined as the intersst paid.

Distribution to government i= defined az the tax paid Distribution to sharsholders &= defined as net meome.

>‘< The total amount of the distribution to the four erours & defmed as the total added value.
3 The exhibit shows the median of all the samples of the proportion of the distribution of the total added valve to sach of

four eroms. Since the median &= shown the sum iz not raquired to be L

i ow= 2% and * chow that the Foscors is sionificant at 196, 5%. and 1084 (two-taikd) respectively,
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Exhibit 3 Stability of profitability

Pansl A: Stability of profitability

- . — . . ROA ROA
N Gross margin EEIT ratic Nt incoms ratio RCE — e .
= (EBIT) (Wat mcome)
Sustainable firms 563 0.033 0.034 0.035 0. 086 0.034 0.033
Other firms 6254 0.039 0.034 0.036 0.114 0052 (030
Wikoxon Z-score 3.904 3.560 3.061 6.764 9.743 -2.336
. - - i e s

¥ Gross margin i gross profit dwided by operating revenue. EBIT ratiois EBIT divided by operating revemme. Nat income ratio & net mcome divided by

operating ravanua. ROE is nat incoma dividad bv sharsholders’ 2ouite. BOAs arz EBIT and nat incoms divided bv total azsats.
# We calculate the standard deviation for nine vears between FY 2004 and FY 2012,

# The exhibit shows the median of all the samples.

¥ owF 2% a0d * show that the Z-score is significant at 1%, 5%, and 10% (two-taiked) respectivels:

PanzlB: Profitabifity

EEIT ratic  Nat income ratio RCE

= (EBIT) (Met mcome)
Sustainable firms 363 0.072 0.043 0.087 0.060 0.038
Other firms 6234 0.066 0.036 0.080 0.038 0.034
Wikoxon Z-scorz 1.062 628 2.888 3493 210 2095

# The profitability ratics are the sams as shown n Pansl 4.
¥ The exhibit shows the median of all the samples.
== %% and * show that the Z-scors i sienificantat 1% 3%. and 10% (two-tailed) respectively:
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