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Materiality Standards in ESG Information Disclosure

Geng Lihang' Zhu Xiangyu'?
(1. Civil, Commercial and Economic LLaw School, China University of Political Science and Law,
Beijing 100088, P.R.China; 2. School of Law (KingHall), University of California, Davis,
CA 95611-5201, USA)

Abstract: As the corporate finance paradigm shifts towards sustainability, Environmental, Social,
and Governance (ESG) information disclosure has emerged as a focal point in both academic
discussions and market practice. While ESG disclosure enables investors and stakeholders to
evaluate companies’ non-financial performance in areas like environmental impact, social
responsibility, and governance. However, the voluntary nature and inconsistent standards of current

ESG disclosures often result in limited effectiveness and comparability, hampering accurate
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evaluation. In response, developed capital markets are progressively implementing mandatory ESG
disclosure frameworks based on materiality standards. Materiality acts as a guiding standard in these
frameworks, exerting a dual role in shaping general disclosure rules and filling gaps within these
rules, directly determining the scope of mandatory ESG disclosure. Traditionally, materiality
standards, particularly in the United States, define material information as that which directly
impacts financial performance or investor decisions. While aligned with financial reporting norms,
this approach limits ESG disclosure by excluding wider environmental and social impacts that are
integral to a company’ s sustainability profile. Consequently, the financial materiality standard has
procedural shortcomings and limits investor decision-making. It proves inadequate for mandatory
ESG disclosure reforms as it excludes critical sustainability metrics that may not directly impact
financial performance. The European Union’s innovative “double materiality” standard, broadening
materiality to consider both investor-focused and stakeholder-focused impacts. This standard
evaluates not only how ESG factors financially impact a company but also how a company’s activities
affect society and the environment. By embracing this dual perspective, the EU seeks to drive
transparency and accountability in ESG disclosures, aligning corporate actions with the Paris
Agreement and the EU Green Deal’s sustainable development goals. The double materiality standard
thus forms the foundation of the EU’ s progressive ESG disclosure reforms. Comparatively, China’s
Securities LLaw adopts a price impact standard to assess materiality, where information is deemed
material only if it affects stock prices. Although this standard offers a quantifiable benchmark aligned
with financial materiality, it presents challenges in ESG disclosure as it may overlook ESG risks and
opportunities that may not immediately affect short-term stock prices. While adopting the EU’ s
double materiality approach could address these limitations, it risks introducing challenges such as
information overload, increased compliance costs, and potential moral hazard, where companies
selectively disclose favorable ESG data. To address these complexities, this paper proposes that
ESG materiality standards should adopt a “rational investment” perspective to meet the diverse
information needs of ESG-conscious investors. This approach considers a range of relevant ESG
issues, aiming to provide meaningful information for decision-making without overwhelming
investors or companies. By focusing on rational investment, materiality standards can better address
the varied priorities of investors, balancing the need for comprehensive disclosure with practical
concerns in implementation. In summary, as global capital markets advance toward mandatory ESG
disclosure frameworks, establishing appropriate materiality standards that meet the information
needs of both investors and stakeholders becomes increasingly crucial. The rational investor standard
presents a balanced approach to improve transparency and accountability in ESG reporting while
promoting sustainable business practices.

Keywords: ESG information disclosure; Materiality standards; Rational investor standards; Double

materiality standards; Price impact standards
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