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The Palace Museum in
Beijing wanted to bring
Chinese culture and history
to a broader audience. In
response, IBM created the
3D Virtual Forbidden City
seen here, a means for

a worldwide audience to
explore Chinese culture
and history through a
first-of-a-kind, fully im-
mersive, three-dimensional
virtual world that recreates
a sense of space and time
in the Forbidden City as it
was centuries ago during
the height of the Ming and
Qing dynasties.
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Overview of the Research

This report is based primarily on inter-
views with twenty companies from 11 in-
dustries, and a McKinsey Quarterly global
survey of CFOs, investment professionals,
and Corporate Social Responsibility and
Sustainability professionals.

The research is based on 135 in-depth
interviews with executives from a broad
range of functions, including CSR profes-
sionals, human resources, environment,
strategy, finance, and investor relations.
We would like to thank all of these people
who generously contributed their time
to be interviewed and to help develop
the case studies that served as the basis
for this research. Every effort was made
to include examples from each of the
participating companies in this paper
including: AMD, Aveda, Best Buy, Camp-
bell Soup Company, Cargill, The Coca
Cola Company, Dow Chemical Company,
General Mills, GlaxoSmithKline, IBM, In-
tel, KPMG, Marks & Spencer, McDonald’s,
Nestlé, Novartis, Novo Nordisk, Telefon-
ica, United Health Group and Verizon.

The global survey was in the field in De-
cember 2008 and includes responses
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from 238 CFOs and investment profes-
sionals from the full range of industries
and regions. The survey was conducted
along with a simultaneous survey of 127
corporate social responsibility profession-
als and socially responsible institutional
investors reached through Boston Col-
lege’s Center for Corporate Citizenship.
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The research team from the Boston Col-
lege Center for Corporate Citizenship
consisted of Philip Mirvis and Kwang Ryu.

We would like to thank IBM for its many
contributions to this effort. IBM’s lead-
ing practitioners provided insight and
information on best practices throughout
the entire process. In addition, IBM was
central to developing the partnership be-
tween McKinsey & Company and the Bos-
ton College Center for Corporate
Citizenship.

Finally, we would like to thank McKinsey
& Company for conducting the interviews
and surveys, developing the fact base,
and leading the analysis on which this
report is based.
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Zhengjun Wang, who owns
nine cows and six calves,
has been supplying milk
to the Nestlé plant in
Shuangcheng, North-East
China, since 1990. A Nestlé
project in the milk district
now provides farmers with
proper manure storage
facilities, which reduces
impact on water sources
and also creates a biogas
energy source for farmers’
homes

—
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Introduction

In an age of globalization, social, envi-
ronmental, and political changes, rang-
ing from climate change to obesity, are
presenting companies—and societies—
with unprecedented challenges. Com-
panies are under pressure from govern-
ments, society, and employees to play a
leading role in developing society-wide
solutions to many of these challenges. In
response, most companies have devel-
oped corporate social responsibility or
sustainability initiatives over the past 30
years. These initiatives attempt to fulfill
business’s contract with society, by ad-
dressing an increasing array of environ-
mental, social and governance issues.’
Executives, investors, regulators, and the
public have seen such programs prevent

1 For more background on the social contract be-

tween business and society, see: S. Bonini, L.
Mendonca and J. Oppenheim, “When Social Issues
Become Strategic,” The McKinsey Quarterly, March
2006; S. Beardsley, S. Bonini, L. Mendonca, J. Op-
penheim, “A New Era for Business,” Stanford Social
Innovation Review, Summer 2007.
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or mitigate corporate scandals and build
corporate reputations, while also having
profound positive social and environmen-
tal impacts, making these programs ever-
more important to all stakeholders. In the
current economic downturn, with public
trust in business at an all-time low,? the
benefits of these programs are even more
valuable as public appetite for govern-
ment regulation of business grows, and
the expectation that businesses address
global challenges increases.

Nonetheless, sustained, strategic invest-
ment in such programs can be a difficult
to sell even in normal economic con-
ditions—they are generally considered
as separate to core business and many
of their benefits are viewed as unre-

2 2009 Edelman Trust Barometer shows that 62 per-

cent of the public across 20 countries “say they trust
corporations less now than they did a year ago.”

In America, the figure is 77 percent, which is the
highest it has been over the 10 years Edelman has
tracked trust.



lated to shareholder value. Such invest-
ment may seem even more challenging
in the current financial environment.
This report, however, shows that there
are clear financial reasons for companies
to invest—these programs can generate
direct financial returns of as much as 3
to 1, and quantifiable shareholder value
(some investors think 11 percent or more
of total value). Overall, companies that
excel in their social, environmental, or
governance programs see improved per-
formance in each of the standard dimen-
sions that investors use to assess value:
growth, return on capital, risk manage-
ment, and management quality.

To excel, targeted strategies and imple-
mentation are as important here as ev-
erywhere else in a business. Our research
shows that social, environmental and gov-
ernance programs must align closely with
a company’s core business and capabili-
ties. They should also create real growth
opportunities and manage for risks to the
company arising from these issues. Be-
yond that, companies will only reap their
program’s full financial rewards if they

can understand the value they are creat-
ing and communicate that value to the
markets. Therefore, it is critical for com-
panies to establish metrics and track the
impact of such programs on value—which
few are able to do today.

This report illustrates some of the ways
that the most advanced companies have
created value from their environmental,
social, and governance programs. It also
explains why such programs are so hard
to assess quantitatively, and lays out a
framework for how companies can devel-
op programs strategically, meaningfully
assess the value they create, and commu-
nicate that value internally and externally.

Given social expectations, most compa-
nies cannot function without these pro-
grams. The choice they have is to man-
age them well or poorly. Implementing
successful program will not only help
companies, but, by encouraging addi-
tional investment and focusing their core
strengths on society’s challenges, will
also create more value for society.

There are many overlapping terms for programs that companies undertake to meet
society’s expectations. The most widely recognized are “Corporate Social Responsibil-
ity (CSR),” and “Sustainability.” (Other often used labels for such programs are “Cor-
porate Responsibility” and “Corporate Citizenship.”) Because CSR can have a conno-
tation of focusing solely on social programming and philanthropy, and Sustainability
can have a connotation of focusing solely on the environment, we have chosen “En-
vironmental, Social and Governance,” or “ESG.” This term is also increasingly used by
investors to refer to the broader set of programs that we observed in the companies

referred to in this report.

These programs have their roots in corporate ethics and philanthropy, addressed
through codes of conduct and corporate community relations activities. Their scope
expanded in the 1970s and 80s, primarily in response to scandals and criticisms levied
at businesses, to encompass workforce diversity, occupational health and safety, the
effects of unsafe products on consumers, and the effects of corporate activity on the
environment. As ESG continued to evolve, it grew to include human rights and supply



chain working conditions in the 1990s, and expanded further to include governance,
transparency, and public health concerns in the first decade of this century. In the cur-
rent economic setting, ESG programs can be understood even more broadly, to in-
clude the fundamentals of the social contract between business and society--the basis
of trust and reputation--as well as specific programs. The exhibit shows in detail what
some of these issues are for the high-tech industry, as an example (Exhibit Box 1).

Exhibit Box 1

The ESG environment in which the high-tech industry |1LLusTRATIVE
operates has opportunities for value creation on various issues

Issues/opportunities description

E-waste
Environmental = Production of toxic waste such as chemicals or heavy metals needs to be addressed by the industry

Water
= The large amount of clean water consumed in the production process that could be reduced/recycled

Energy consumption and climate change

= Growing public concern about global warming (e.g., datacenter energy consumption doubled from 2000-05)
needs to be addressed

= Technology can be a source of energy efficient solutions

e

Digital divide

= |Increasingly large difference in digital literacy and access in the developed and developing countries requires the
industry to find in a solution

Product health and safety

= The prevalence of issues such as children playing violent video games must be addressed head on

Human rights in the supply chain

= Offshoring and outsourcing production are leading to reduced control over labor conditions and product safety,
but companies must remain vigilant

Social

Privacy and identity theft
= The public expects companies to protect them from these risks

Internet access and transparency
= There is an increasing demand for unrestricted internet access that companies must balance alongside safety
and transparency concerns

SOURCE: Team analysis

The programs that can address such issues include:

Philanthropy: Contributing to issues important to the larger community

Social and environmental investment: Addressing social and environmental issues
that affect the company and stabilize or ensure long-term markets

New market or business development: Creating new revenue streams through ESG
activities

Business basics: Improving ongoing core activities through ESG activities
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Verizon’s targeted services,
such as its videophone
service for hearing
impaired people, not only
help customers but also
result in sales rates that are
twice as high as traditional
service calls made by this
customer segment.

The Value Creation Potential of ESG

Since the 1970s, ESG’s prominence has
grown within corporations (see Exhibit
Box 1); however, questions as to whether
they create real financial value has long
been an open question. The majority of
published academic studies find a positive
empirical link between corporate social
and financial performance. Most studies
are, however, undermined by inconsistent
definitions and poor data quality, making
it difficult to reach a definitive conclusion.?

Given this difficulty, we decided to turn
to investors and companies themselves
to better understand the relationship be-
tween ESG activities and value creation.
We examined overall value creation from
a top-down perspective, by surveying

3 For a review of studies on the linkage between CSR
and financial performance see: J.D. Margolis, H.A.
Elfenbein, and J.P. Walsh, “Does it pay to be good? A
Meta-analysis and redirection of research on the rela-
tionship between corporate social and financial per-
formance,” Harvard Business School Working Paper,
2007.

www.BCCorporateCitizenship.org

CFOs, investors, and ESG professionals* to
understand their views. We also examined
the question from a bottom-up perspec-
tive, by constructing case studies of 20
companies with leading ESG programs
across multiple industries.

The short answer is: ESG programs can
create significant, quantifiable financial
value. The results of the McKinsey survey
indicate agreement among CFOs, invest-
ment professionals, and ESG profession-
als that these programs create measur-
able shareholder value. Our case studies
of companies across industries provide
further evidence of positive value cre-
ation and give us an understanding of the
many ways in which value is created.

4 The Boston College Center for Corporate Citizenship

defines ‘ESG professionals’ as senior corporate ex-
ecutives with dedicated responsibilities for managing
corporate citizenship issues and staff in the areas of
community and public affairs, communications and
reporting, and/or environmental health and safety.
For the purposes of this document, we will refer to
these respondents as ‘ESG professionals’ and to the
programs we are discussing as environmental, social,
and governance or ‘ESG programs’.

Investigating the value of environmental, social and governance activities




Insights from CFOs, investors,
and ESG professionals

The McKinsey survey of CFOs, invest-
ment professionals, and corporate social
responsibility professionals from around
the world explored whether environmen-
tal, social and governance programs cre-
ate value and, if so, how much value. It
also examined how respondents thought
value is created and their expectations
of how these programs’ contributions to
value will change. The analysis shows

Exhibit 1

Adding value in typical times
Percentage of respondents

that CFOs and investment professionals
believe ESG efforts create financial value
in typical times (Exhibit 1).5

Across the board, respondents strongly
agree that maintaining a good corporate
reputation or brand equity is the most
important way these programs add value.
Most also see employee attraction, reten-
tion, and motivation as another important
factor (Exhibit 2). In the midst of the cur-
rent economic crisis, respondents indi-
cate that governance programs make the
most contribution to value in the short
term (Exhibit 3).

[] cFos,n=84
- Investment professionals, n = 154
Il ESG’ professionals, n = 87

Effect of environmental, social, and/or governance (ESG) programs on organization’s shareholder value in

typical times?

Value
add

<2

Reduced
value

No effect 10

Don’t
know

1 Environmental, social, and governance
2 Excluding any changes stemming from the current economic crisis

SOURCE: S. Bonini, N. Brun, and M. Ry “Valuing corporate social

22

27
53

ity,” The McKinsey Quarterly, February 2009

5  This survey was conducted in December 2008 and
includes responses from 238 CFOs, investment
professionals, and finance executives from the full
range of industries and regions. The survey was
conducted in conjunction with the Boston College
Center for Corporate Citizenship. McKinsey simulta-
neously surveyed 127 ESG professionals and socially
responsible institutional investors. The institutional
investors are members of the Sustainable Investment
Research Analysts Network, who are dedicated to ad-
vancing the concept, practice, and growth of socially
and environmentally responsible investing.
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Exhibit 2

Where value add comes from
Percentage of respondents,' multiple choice answers

Ways in which ESG programs improve a company’s financial performance?
Maintain a good corporate reputation and/or brand equity
Attract, motivate, and retain talented employees
Meet society’s expectations for good corporate behavior
Improve operational efficiency and/or decrease costs
Strengthen competitive position
Open new growth opportunities
Improve risk management

Improve access to capital

1 Including CFOs, investment professionals and ESG professionals
2 Excluding any changes stemming from the current economic crisis

SOURCE: S. Bonini, N. Brun, and M. Rosenthal, “Valuing corporate social responsibility,” The McKinsey Quarterly, February 2009

Exhibit 3

Contribution of ESG programs to shareholder value

[] Negative/substantially negative
Percent of respondents,’ n = 150

[ Neutral/can't evaluate
[l Positive/substantially positive
Rating of contribution of given program to shareholder value in the short and long term?

Programs Short term Long term

Environmental

Social

Governance

1 Figures may not total 100%; rounded figures only
2 Respondents who answered ‘don’t know’ are not shown

SOURCE: S. Bonini, N. Brun, and M. “Valuing social ibility,” The insey Quarterly, February 2009

www.BCCorporateCitizenship.org Investigating the value of environmental, social and governance activities 7
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In the longer term, some two-thirds of
CFOs, investment professionals, and ESG
professionals believe that the shareholder
value created by environmental and gov-
ernance programs will increase relative

to their contributions prior to the crisis.
Expectations of social programs are more
modest; half of respondents say they will
contribute more value.

Companies creating value from ESG

Our interviews with companies with lead-
ing ESG programs provided insight into
how they consciously create real financial
value from ESG, while also maintaining
or improving the social or environmental
impact of their programs. In each of the
dimensions of value the market typically
assesses—growth, return on capital, risk
management, and quality of manage-
ment—we have found ESG programs mak-
ing contributions. Building or maintain-
ing a good reputation is the most widely
known way in which ESG affects drivers

Exhibit 4

Pathway to value from ESG along four dimensions

New markets
New products
Growth New customers/market share

Innovation

of value (see Exhibit Box 2), but there are
also many others (Exhibit 4).

Growth

Our case studies highlighted reputation,

and four other areas where ESG has a de-
monstrable impact on growth: new mar-

kets, new products, new customers/mar-
ket share, and innovation.

New markets: IBM has used ESG activities
to establish a footprint in new markets

by developing a track record with local
stakeholders (e.g., government officials
and NGOs) through programs such as the
Small and Medium Enterprise (SME) tool-
kit. The SME toolkit provides free web-
based resources on business manage-
ment for small and medium enterprises
in developing economies, in partnership
with the International Finance Corporation
of the World Bank and with partners such
as India’s ICICI Bank, Banco Real in Brazil,
and Dun & Bradstreet in Singapore. Over-

ILLUSTRATIVE

* Gain access to new markets and market share through exposure from ESG programs
= Create products to meet unmet social needs and increase differentiation

= Use ESG to engage consumers and build knowledge of expectations and behaviors

= Develop cutting edge technology and innovative products and services for unmet social or environmental needs that

could translate to business uses, patents, proprietary knowledge, etc.

Reputation/differentiation

Operational efficiency !
less raw materials needed)

Retum. Workforce efficiency
on capital
Reputation/price premium
Regulatory risk

License to operate
Risk

management

Supply chain/security of supply
Reputational risk

Leadership development

Management

quality Adaptability

Long-term strategic view

SOURCE: Team analysis

8 How Virtue Creates Value for Business and Society

* Foster brand loyalty, reputation and goodwill with stakeholders by engaging with them on ESG programs

* Enable bottom line cost savings through environmental operations and practices (e.g., energy and water efficiency,

= Reduce costs generated by employee attraction and turnover by using ESG to build morale

= Develop employees’ skills and increase productivity through participation in ESG activities

= Develop reputation on ESG that garners customers’ willingness to pay price increase or premium
* Mitigate risks by complying with regulatory requirements, industry standards, and NGO demands

= Facilitate uninterrupted operations and entry in new markets using local ESG efforts and community dialogue to
engage citizens and reduce local resistance

= Secure consistent, long-term, and sustainable access to safe, high quality raw materials and products by engaging in
community welfare and development

= Avoid negative publicity and boycotts by addressing ESG issues
= Develop leadership skills and improve employee quality through ESG participation
* Build ability to adapt to changing political and social situations by engaging local communities

* Develop long-term strategy encompassing ESG issues

www.BCCorporateCitizenship.org



all there are 30 SME toolkit sites in 16
languages. Building the capacity of these
businesses not only improves IBM’s repu-
tation and relationships in new markets,
but also plants the seeds for the SMEs to
become potential future customers.

New products: Verizon’s wireless busi-
ness had been exploring products for the
elderly when it teamed up with the com-
pany’s Corporate Responsibility group,
which was thinking about how to bet-

ter serve the disabled. Armed with input
from disability and senior advocates,

the company designed “The Coupe”, a
phone created specifically to address the
unique needs of these two demographics.
The product launched in 2008 and sold
400,000 units, remained on backorder
for months, and is into its second wave
with “The Knack”, which has already sold
100,000 units. In addition to the new de-
vice, Verizon Wireless also created a se-
nior calling plan, which brought 100,000
new customers. Wireless spending by the
senior segment increased by 100 percent
from 2007 to 2008. Marrying a social
need with product innovation has opened
up a whole new customer base for Veri-
zon.

On the green front, IBM has developed
green data center products, which have
spurred business growth by offering cus-
tomers products that meet their environ-
mental concerns. A new effort with The
Nature Conservancy is developing a 3D
imaging technology to advance water
quality efforts. The effort leverages IBM’s
existing capability in sensors—which can
link wirelessly to a central system that
manages data and translates it into useful
information for decision makers—and ap-
plies that capability to water, a new area
of business opportunity and environmen-
tal need.

New customers: Telefénica has been
developing new products and services
specifically geared toward the population
of customers above the age of 60. In an
effort to overcome what Telefénica terms
as a ‘knowledge barrier,’ it has devel-
oped a training program in collaboration
with elder associations. Telefénica offers
a free training course, taught by retired
people to their peers, about how to use
new technologies, and introduce them to
some of the benefits; for example, being
able to communicate with grandchildren
living abroad. Participants are taught to
use Telefénica services and devices, and
the program allows the company to build
a customer base in an underpenetrated
market. It also allows the company to
meet a social need by training this seg-
ment of the population on how to use
modern technologies and services.

Novo Nordisk provides another exam-
ple of developing new customers. Their
‘Changing Diabetes’ platform supports
the company’s long-term aspiration to
defeat this disease by finding better
methods of prevention, detection, and
treatment. Supporting the implementa-
tion of the UN Declaration on Diabetes,
the company’s efforts focus on encour-
aging health policymakers to put diabe-
tes higher on their agendas, educating
healthcare professionals and people with
diabetes to improve diagnosis, care and
self-management, and raising awareness
in communities to drive prevention of
diabetes. In emerging economies such as
India, China, and Bangladesh, Novo Nor-
disk has engaged long before the disease
took on a national scale by helping build
clinics, national diabetes programs, sys-
tematic education for doctors, nurses and
patients, and comprehensive patient sup-
port initiatives. For instance, the compa-
ny was behind the first Chinese language
website for people with diabetes and



sponsored a national TV program that
raised awareness of diabetes and how to
prevent or manage the disease to millions
of Chinese. To date, 380,000 healthcare
professionals around the world have been
trained in diabetes, the majority in Asia.
In China, the company has earned mar-
ket leadership, with a market share well
above 70 percent.

Market share: Coca-Cola provides a dif-
ferent sort of example of increasing vol-
umes through environmental practices.
Coca-Cola has developed new, ‘eKOfresh-
ment’ coolers, vending machines, and
soda fountains for retail locations that
are far more environmentally friendly
than the existing ones—they eliminate
the use of HFCs¢® as a refrigerant in insu-
lation material and refrigeration systems,
and reduce energy consumption by us-
ing a sophisticated energy management
device developed by Coca-Cola (which
reduces indirect carbon emissions from
power plants). Together, these innova-
tions increase energy efficiency by up to
35 percent. The company has highlighted
the benefits—especially the financial sav-
ings from energy efficiency—to retailers
and, in turn for providing more efficient
equipment, has asked for prime space in
their outlets.

Innovation: IBM is also an example of a
company that creates innovative social
solutions and feeds those innovations
back into its business. The Palace Mu-
seum in Beijing wanted to bring Chinese
culture and history to a broader audience.
In response, IBM created the 3D Virtual
Forbidden City, a means for a worldwide
audience to explore Chinese culture and
history through a first-of-a-kind, fully im-
mersive, three-dimensional virtual world
that recreates a sense of space and time

6  Hydrofluorocarbon (HFC) are a category of green-
house gases commonly used as refrigerants.

in the Forbidden City as it was centuries
ago during the height of the Ming and
Qing dynasties. The project was a signifi-
cant benefit for the Palace Museum, and
it was a test bed for new virtual worlds
technology that could later be adapted
and sold to clients, provided a means for
developing new employee skills, and had
positive reputational impact. It has been
used to close a number of key business
deals in the virtual worlds area.

The Dow Chemical Company has en-
couraged innovation through its ‘Break-
throughs to World Challenges’ initiative.
By 2015, Dow has committed to achiev-
ing at least three breakthroughs that will
significantly improve the world’s ability
to solve the challenges of: affordable and
adequate food supply, decent housing,
sustainable water supplies, or improved
personal health and safety. All of these
areas have a connection to an existing or
future planned Dow business. The ob-
jective is to meet these global needs by
building on Dow’s ability to develop new
technologies with innovative chemistry,
manufacturing processes, or delivery
mechanisms. The company has already
made progress by investing in a new, in-
expensive water filtration system that uti-
lizes Dow’s understanding of plastics and
water purification, and created a partner-
ship with a social entrepreneur in India
to collaborate on distribution and sales
mechanisms. The end result of this ini-
tiative will be the development of a new
business model to sell these new prod-
ucts at reasonable prices to the communi-
ties that need them, thus meeting a social
need while also contributing to Dow’s
bottom line.

Return on capital

We have observed companies generate
return on capital from their ESG activities
in several ways, most frequently through



operational efficiency and workforce
efficiency.

Operational efficiency: ESG-driven pro-
grams can help companies realize sub-
stantial savings from their efforts to meet
environmental goals in areas such as: re-
duced energy costs from energy efficien-
¢y, reduced input costs from packaging
initiatives, and process improvements.
Creating these efficiencies often requires
capital investment upfront to upgrade
technologies, systems, and products.
Companies such as Dow, which have
done this strategically, can see a signifi-
cant return. As part of its 2005 Environ-
mental, Health and Safety goals, Dow in-
vested $1 billion over 10 years to reduce
its energy consumption and improve

its efficiency. The company has by now
seen savings of $7 billion from improved
energy efficiency and the reduction in
waste water produced in its manufactur-
ing processes, and it is continuing to de-
velop new innovations to push this effort
further.

Novo Nordisk has also taken a proactive
stance on environmental issues that have
led to operational efficiency. In 2006,
Novo Nordisk set an ambitious goal to
achieve an absolute 10 percent reduction
of its CO2 emissions in 10 years. Lean
production, energy efficiency, and conver-
sion to renewable energy were the three
levers, and in partnership with a local en-
ergy supplier Novo Nordisk designed an
innovative model to ensure that the target
will be met. The partnership is based on
the energy supplier helping to identify
energy savings at Novo Nordisk’s Dan-
ish production sites, which account for
85 percent of the company’s global CO2
emissions. In return, Novo Nordisk ear-
marks financial savings to pay the sup-
plier’s premium price for wind power. In
3 years, an accumulated 20,000 tons of

CO2 have been saved, and by 2014 the
company’s entire activities in Denmark
will be powered by green electricity. In ad-
dition to reducing emissions and increas-
ing the energy efficiency of its operations,
Novo Nordisk is helping build the market
for renewable energy in Denmark.

Workforce efficiency: General Mills has
taken a targeted and strategic approach
to reducing employee turnover, particu-
larly among minority groups, by uncover-
ing and addressing the underlying causes
and then continuing to monitor progress
through employee surveys. One example
is a $500,000 ESG program, ‘Celebrat-
ing Communities of Color,” that provides
$10,000 seed grants to organizations
serving communities of color. General
Mills communicates about the program
throughout the company and all employ-
ees have the opportunity to volunteer.
The ESG efforts, along with strong and
focused efforts to retain and develop em-
ployees, have helped General Mills sig-
nificantly reduce the turnover of minority
employees.

Best Buy has also undertaken a target-

ed effort to reduce employee turnover,
particularly among women. In 2006 it
launched the ‘Women’s Leadership Fo-
rum’ which brings together groups of
female employees and teaches them how
to become innovators for Best Buy by
brainstorming ideas, testing execution,
and measuring results. These innovations
have been largely centered on enhanc-
ing the customer experience for women
through altering the look and feel of the
store and modifying the product assort-
ment, and have succeeded in significantly
boosting sales to women. In addition to
fostering innovation, the program helps
women build a network that will support
them at the company, and encourages
them to build leadership skills by orga-



nizing events to give back to the commu-
nity. In the program’s first 2 years, turn-
over among women decreased by more
than 5 percent each year.

Risk management

Environmental, social and governance
issues are often seen by companies as
potential risks. Many ESG programs were
originally designed to mitigate these
risks, particularly with regard to reputa-
tion, but also in the areas of: regulation,
license to operate’, and supply chain or
security of supply. Today, most compa-
nies manage many risks presented by ESG
issues through policies on issues ranging
from corruption and fraud to data security
and labor practices. Creating and com-
plying with these policies is an extremely
important part of risk management in this
area, although it is unlikely to be a source
of significant differentiation. Beyond these
basic practices typically covered by ESG
policies, leading companies can differenti-
ate themselves by taking a proactive role
in managing ESG risks.

Regulation: In most geographies, regu-
latory policy shapes the structure and
conduct of industries and can have a dra-
matic impact on corporate profits—impact
that can dwarf gains made by normal op-
erational measures.8 It is therefore critical-
ly important for companies to proactively
manage their regulatory agenda—ideally
having a seat at the table when future reg-
ulation for their industry is contemplat-

7 License to operate is not a legal license, but a grant of
permission to undertake trade or carry out a busi-
ness activity based on an agreeable social contract
between company and society.

8 “To shape regulation, companies will have to make it
a core element of their strategies and move regula-
tory affairs from the exclusive domain of legal, tech-
nical, and public-relations experts to the agenda of
the CEO and the top team”: S. Beardsley, L. Enriquez,
and R. Nuttall, “Managing regulation in a new era,”
The McKinsey Quarterly, December 2008.

ed and crafted. Having strong relation-
ships with stakeholders and a reputation
for strong performance in environmen-
tal, social, and governance areas helps
companies build the necessary trust with
regulators to secure a voice in ongoing
discussions. Verizon, for example, takes

a very active role in managing its rela-
tionships with stakeholders and works to
have regular contact and strong relation-
ships with policy makers. Verizon has also
been active in sponsoring research on
how information communications technol-
ogy (ICT) promotes energy efficiency in
order to assist policy makers in formulat-
ing sound—and favorable—energy and cli-
mate policy; for example, the Smart 2020
report detailed how broadband and ICT
can help the U.S. reduce carbon emissions
by 22 percent and reliance on foreign oil
by 36 percent by 2020.

License to operate: Coca-Cola has been
proactive in identifying the risks to its
business of water access, availability, and
quality. In 2003, Coca-Cola began devel-
oping a risk assessment model to mea-
sure water risks at the plant level, such
as supply reliability, watersheds, social
issues, economics, compliance, and ef-
ficiency. The model helped Coca-Cola to
quantify the potential risks and conse-
quently be able to put sufficient resources
into developing and implementing plans
to mitigate those risks. It now has a glob-
al water strategy in place that includes at-
tention to plant performance, watershed
protection, sustainable water for com-
munities, and building global awareness.
Their actions help avoid potential back-
lash over water usage as well as potential
operational issues from water shortages.

Supply chain/security of supply: Some
companies have moved beyond consid-
ering the risks of the day-to-day prac-
tices of suppliers to also considering the



long-term sustainability of those sup-
pliers. Nestlé, for example, is follow-

ing a ‘Creating Shared Value’ strategy
where business has to make sense for

all stakeholders involved. As an exam-
ple, for about 40 percent of its supply of
milk and 10 percent of its coffee, Nestlé
works directly with farmers and agricul-
tural communities who bring their agri-
cultural production to Nestlé factories. To
ensure this direct and privileged channel,
Nestlé promotes development in farming
communities by building infrastructure,
training farmers, and paying fair mar-
ket prices directly to producers, rather
than middlemen. Nestlé’s involvement

in capacity building of local farmers en-
sures higher quality agricultural output
as inputs to Nestlé products. The strong
relationships also give a reliable source
of supply to Nestlé factories, even when
the overall market may experience short-
ages. In 2007, for example, the price of
milk powder on the world market soared.
By having direct links to farmers, Nestlé
was able to mitigate the supply and price
risks in certain parts of the world and to
ensure reliable value for all stakeholders
from farmers to consumers.

Similarly, Cargill has also developed ex-
tensive efforts to engage in the local eco-
nomic development of the agricultural
communities that supply its products, by
offering training, new technologies, and
transparent pricing. For example, Car-
gill has been investing in the cotton gin-
ning business in East and Southern Africa
and built closer relationships with cot-
ton farmers and cooperatives to improve
the quality and productivity of their crops
and support improved agricultural man-
agement practices.

Another way companies think about the
long-term sustainability of their sup-
ply chains is exemplified by McDonald’s,

which has gone to great lengths to en-
sure the quality, security, and sustainabil-
ity of its fisheries. The company’s Global
Fish Board governs a sustainable fish
sourcing policy, which outlines criteria for
sustainability in the areas of fishery man-
agement, fish stock status, and environ-
ment and biodiversity. An NGO, Sustain-
able Fisheries Partnership, rates every
fishery that McDonald’s sources from
against those criteria and the Global Fish
Board uses that information to work with
suppliers on improvement plans or move
purchases to more sustainable fisheries
if needed. This is part of a larger effort

to ensure the sustainability of the com-
pany’s supply chain and to enhance its
reputation as a responsible steward of
the environment.

Management quality

The McKinsey survey highlighted that
CFOs and professional investors see the
existence of high-performing environ-
mental, social, and governance programs
as a proxy for how effectively a business
is managed; more than 80 percent of
both groups say that it is “to a large de-
gree/somewhat” true.

When assessing management quality,
investors typically consider three key
aspects including: leadership strength
and development, both at the top and
through the ranks; overall business
adaptability; and a good balance of short-
term priorities with a long-term strate-
gic view. ESG can have a strong impact
across all three areas, as exemplified by
some of the companies we observed.

Leadership development: IBM’s Corpo-
rate Service Corps sends top performing
emerging leaders to work pro bono with
NGOs, entrepreneurs, and governmental
agencies in strategic emerging markets.
They work in teams on projects where



information technology is used to fos-
ter growth and economic development.
The program promotes global integra-
tion of IBM employees, while also build-
ing leadership skills and goodwill in local
markets. The program has already seen
statistically significant improvements in
five areas: global leadership skills, cul-
tural intelligence and global awareness,
employee retention and commitment to
IBM, new knowledge and skill contribu-
tion to IBM, and intrapersonal growth. In
a recent evaluation nearly all participants
indicated that participation in the Corpo-
rate Service Corps increased their likeli-
hood of staying at IBM.

KPMG has used employee engagement

in ESG activities as a tool to strengthen
recruitment, retention, and international
mobility. The particular focus at KPMG is
the application of employees’ core skills
and capabilities—in the fields of audit,
tax, and advisory—to some of the major
challenges facing the world. For example,
KPMG has partnered with the Millennium
Cities Initiative to advise nine mid-sized
cities across sub-Saharan Africa on how
to achieve the Millennium Development
Goals.® Since 2007, KPMG employees
have produced business investment re-
ports presenting the challenges and op-
portunities in these cities and KPMG has
provided a full-time employee to develop
business networks. This engagement not
only meets a social need but provides op-
portunities for employees to expand their
skills and gain international exposure.

9 The Millennium Development Goals (MDGs) are eight
international development goals that the United Na-
tions member states and international organizations
agreed to achieve by the year 2015. They include
reducing extreme poverty, reducing child mortality
rates, fighting disease epidemics such as AIDS, and
developing a global partnership for development.
See http://www.un.org/millenniumgoals/ for more
information.

Adaptability: Companies that are flexible
enough to respond to unforeseen chal-
lenges, such as remaining in countries

or communities during times of crisis or
conflict, are often able to reap long-term
benefits. They are also able to secure
relationships and credibility with local
communities. ESG is one way to boost
resiliency. Cargill makes a long-term in-
vestment in the local communities within
the 66 countries where it operates, which
has allowed them to sustain operations,
even during times of political turmoil. For
example, Cargill is presently maintaining
its presence and operations in Zimbabwe,
and is working with local employees to
compensate them creatively—in the form
of food parcels and fuel vouchers—due to
the country’s unstable currency.

Long-term strategic view: Companies
that take a long-term view use ESG activi-
ties to anticipate risks and create oppor-
tunities from emerging environmental,
social, and governance issues in the mar-
kets where they operate. Novo Nordisk
takes a long-term view of their business,
and manages it according to principles of
‘Triple Bottom Line,” which dictate an eco-
nomically viable, environmentally sound,
and socially responsible approach to
business. Its diabetes platform illustrates
the concept: Novo Nordisk has positive
social impact by investing in preventing,
diagnosing, and treating diabetes and
building healthcare infrastructure, while
also strengthening its position in mature
markets and building its business in new
markets.



Reputation results from the perception stakeholders form of a company’s tangible ac-
tions. It is a key to value generation because, over the long term, it shapes the behavior
of critical stakeholders such as regulators, customers, and employees. It has long been
clear that a strong reputation for ESG programs that meet community needs and go be-
yond regulatory requirements or industry norms can be a factor in financially valuable
outcomes. These outcomes include better regulatory settlements, price premiumes, in-
creased sales, reduced risk of boycotts, and better talent retention, to name a few—in
other words, reputation has impact across all the key value drivers of growth, return on
capital, risk, and management quality (Exhibit Box 2). Below are highlights of the im-
pact of a good reputation on growth, return on capital, and risk; the areas where it has
the most tangible effect.

Exhibit Box 2

Components of trust and reputation can be broken down and linked to value drivers and
metrics

Reputation
Value driver with ... Pathway to value Metrics
Growth Customers/ = Access to new customers = Number of customers
consumers = Loyalty of customers = Frequency and amount of purchase
* Years of service to customer
= Survey of whether customer uses competitors and sources of
motivation
Return on capital Future * Attraction of employees = Acceptance rate of job offers
employees * Quality of employees = Ranking schools for matriculation
Employees = Retention of employees = Cost of training new employees
= Motivation of employees = Retention rate over time
= Productivity levels of employees
= Employee survey on ESG, motivation and loyalty
Risk management Regulators = Compliance and risk management = Cost saved by compliance or favorable regulation
= Shaping future regulations = Number of major policy conversations where invited
= Percentage of relevant new laws where company had a seat at the
table
NGOs = Risk management = Cost saved by scandals avoided

= Partnerships = New customers or deals won through partnership with, or
endorsement by, NGO of company’s responsibility

SOURCE: Team analysis

Growth: Building reputation and trust with key stakeholders such as regulators and
NGOs can lead to growth through market access, particularly when entering new mar-
kets. In the pharmaceutical sector, many companies have been building their reputa-
tions in part through partnerships with international health organizations and NGOs to
donate and distribute drugs in developing countries. One good long-term example is
GSK, which has since 1998 been an active partner in one of the world’s biggest public
health initiatives—an effort led by WHO to eliminate the lymphatic filariasis (LF) dis-
ease, which affects more than 120 million people, primarily in developing countries. In
addition to the positive social impacts of moving to eliminate this disease, the compa-
ny’s commitment to this area has helped establish trust in its relationships with regula-
tors and others, and they are able to have a seat at the table in conversations that they
would not otherwise garner.



Companies can drive increased sales at the same time as building reputation with ESG
initiatives. Best Buy is building a stronger reputation by addressing a growing con-
sumer concern—in 2008, the company launched an e-waste recycling program to pro-
vide customers with the opportunity to bring many of their old electronics to Best Buy
stores to be recycled. The program was designed with customer convenience in mind
but has generated additional positive effects for Best Buy, including positive press and
positioning the company as an environmental leader among consumers and regulators.
The program leads to growth by increasing foot traffic in stores and creating incremen-
tal additional revenues for Best Buy.

Return on capital/price premium: Developing a good reputation on ESG also leads to a
willingness among customers to pay a price premium. Aveda is an example of a com-
pany whose entire brand equity and image has been built on high-performing, plant-
based products and sustainable business practices, anticipating by several decades the
growing public concern about the environment. This brand proposition has been a driv-
ing factor in Aveda’s ability to maintain a strong position at the high end of the market.
Customers are willing to pay a premium for Aveda’s products because of their natural
ingredients and Aveda’s commitment to environmental and social responsibility. In turn,
Aveda’s partner salons and spas remain loyal affiliates because of the holistic approach
Aveda takes to their businesses, including sustainable professional products, focused
customer service and professional training, and partnering with them in philanthropy
during ‘Earth Month.’ This approach has resulted in clear business success: 55 percent
of the fastest growing 200 salons in the U.S. are Aveda-exclusive, and 79 percent of
Aveda’s global business is with salons that exclusively use the brand, in contrast with
an industry practice of ‘cherry picking’ products from multiple manufacturers’ lines.

Risk: When a company is considered culpable of environmental, social or governance
missteps, it can be extremely costly in terms of negative publicity, halted operations,
or lost sales. Reputational problems, moreover, can take a very short time to blow

up but take years to overcome. In some cases, the company under attack may not be
the most culpable, but simply the most visible. The stronger a company’s reputation

is with key stakeholders such as citizen groups, the media, regulators, and nonprof-
its, the more likely it is to be given the benefit of the doubt when questions arise or to
have the chance to work out problems with stakeholders before they escalate into pub-
lic view.

Intel has been successful in engaging local stakeholders and building trust with local
communities by being responsive to community needs. The company has formed com-
munity advisory panels at its major sites that allow members of the local community to
engage with senior Intel business leaders on topics the community wants to hear about.
These panels have allowed Intel to be proactive about managing concerns, avoid zoning
delays and fines, and benefit from tax incentives established by local communities.

10 ‘Salon Today’, Aveda press release.
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Novo Nordisk’s Changing 1
Diabetes platform I
sponsored a Star Search
television program in
China to put diabetes on
the public agenda in order
to raise awareness and
prevention.

The Trouble with the Numbers

While our research shows that companies
can create significant value from ESG, and
that investors believe there is value in
these activities, there are many challeng-
es that prevent companies from properly
measuring value creation and inhibiting
investors from fully taking these activi-
ties into account in their valuations. Yet
measuring value is crucial. First, because
it will help companies themselves under-
stand the value ESG can create, which will
help them commit resources to the most
valuable programs. And second, because
when companies understand the metrics
most valuable to investors they can com-
municate them and get full credit in the
markets for their ESG efforts. The barriers
to good metrics that came to light in our
research are: 1) the difficulties companies
have with tracking data; 2) the inability of
investors to obtain the data most useful
to them; and 3) inappropriate metrics and
indices.
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Tracking data

Companies are trying to track at least
some of the benefits of ESG but they have
difficulty converting their metrics into fi-
nancial data. Many companies have made
great progress tracking operational met-
rics (e.g., tons of carbon emitted) or so-
cial indicators (e.g., number of students
enrolled in a program), but they still can-
not track financial impact. The area in
which most companies are trying to track
the impact of ESG is on brand value and
corporate reputation, with 78 percent of
ESG professionals surveyed stating that
they track this impact. In addition, 63
percent of ESG professionals account for
the role ESG plays in cost savings and

59 percent in giving advantages versus
competition through differentiation. How-
ever, on the dimensions where ESG has a
more indirect impact, companies indicate
a much lower emphasis on tracking the
impact of ESG, with less than 40 percent
tracking revenue generation from ESG




and only 12 percent looking at the impact
of ESG on share price. Overall, companies
are inclined to measure revenue preserva-
tion, not the financial upside.

A recurrent explanation from companies
we interviewed as to why they do not
track financial impact was that contribu-
tions are too ‘indirect’ to value (because
they often focus on reputation) or the
effects are embedded into parts of the
core business—for example, many food
and beverage companies embed nutrition
considerations into their products and it
can be very hard to separate the finan-
cial impact of offering healthier products
from the impact of other aspects of the
brand, such as quality and price. These
issues make it difficult to determine the
financial contribution of an ESG portfo-
lio. Consequently, several companies we
interviewed see the hurdle of trying to
develop data on ESG that meets SEC stan-
dards as nearly impossible.

The challenge of measuring the financial
value of ESG may be the reason why only
about one in five CFOs fully integrate en-
vironmental, social, and/or governance
considerations into their evaluation of
corporate projects." Most integrate it
‘somewhat’, though nearly one in five
CFOs do not consider it at all.

The right value for investors

The challenges faced by companies affect
the ability of the financial markets to ac-
count for the value of ESG. While our sur-
vey shows that professional investors see
ESG programs as having a financial im-
pact—indeed, a larger share of them do

11 S. Bonini, N. Brun, and M. Rosenthal, “Valuing corpo-
rate social responsibility,” The McKinsey Quarterly,
February 2009

so than CFOs—only 11 percent fully take
it into account when valuing companies.
Like CFOs, they identify a lack of data as
the primary problem.

Another issue is that markets by and
large focus on the short-term value cre-
ation of companies,'? while the value
created by ESG activities is often per-
ceived by companies as longer term. As
we heard from the director of Investor
Relations at one company, “Analysts are
focused on the short term because their
remuneration and fund return’s objective
are short term ... and ESG activities do
not have short-term value.”

Our survey shows, however, that many
CFOs and investors believe these pro-
grams do have short-term value—indeed,
more investors do than CFOs. Nonethe-
less, the combination of the common
wisdom that these programs only have
long-term value with the perception that
investors are only interested in the short
term may lead many CFOs to focus their
public communications almost solely on
the short term and not on ESG at all. This
may leave even the most interested inves-
tors with no direct source of information.

Using metrics and indices

Neither companies nor investors have
the information they need—and seem to
want—so why not turn to some of the
many indices and public ESG metrics sys-
tems? They do not work either.

The biggest challenges cited by compa-
nies with current metrics and indices of
ESG is that each measures its own objec-
tives (e.g., labor standards, environment),

12 For more information see: P. Hsieh, T. Koller, and
S.R. Rajan, “The misguided practice of earning guid-
ance,” McKinsey on Finance, Spring 2006.



which are not necessarily in line with a
given company’s strategic priorities for
ESG. Nor are they in line with the four
dimensions on which companies and in-
vestors define financial value. As a result,
not only are these indices not relevant to
financial value creation for many compa-
nies, they can actually steer companies
that strive to ‘check all the boxes’ astray,
by increasing the likelihood that their ESG
activities will be fragmented, will not be
strategic, and will not make use of com-
panies’ core capabilities. All this, in turn,
ensures that these programs create less
value for society. (See Exhibit Box 3 for a
more detailed assessment of current met-
rics and indices.)

Indeed, the McKinsey survey showed that
most CFOs and investors do not find ex-

isting metrics and indices particularly
useful, with the exception of certification
or accreditation standards, which roughly
half felt were useful. ESG professionals
found this type of index most useful; 60
percent of them also found that reporting
guidelines were valuable and 40 percent
saw value in indices developed by finan-
cial and reputation companies. The dis-
connection between CFOs and investors
versus ESG professionals on how useful
these indices are, reflects a different set
of priorities—for ESG professionals, the
indices provide measures of a number of
ESG elements, including social and envi-
ronmental impact, that they find useful
for other purposes, even though the indi-
ces are not useful in assessing financial
value creation—the measure CFOs and
investors are most interested in.

As ESG programs have developed, a plethora of indices, codes, and metrics have been
developed to evaluate the success and impact of ESG. These tools, which focus on a
variety of objectives, from assessing human rights risks to toxic chemicals waste emis-
sions, have been extremely valuable in pushing companies to ensure that their ESG pro-
grams consist of more than simply writing a check. As these tools have grown in promi-
nence, however, they have also become increasingly prescriptive, and many companies
focus solely on achieving a high score. In addition to the issues mentioned above, this is
often an extraordinarily time consuming effort that directly replaces time that ESG pro-
fessionals would otherwise spend on designing and managing their programs.

Given the importance of having good metrics for value creation, we have evaluated the
degree to which existing metrics and indices make links between the success of ESG
programs and the value they create for companies.

We evaluated a range of existing indices:

- Indices developed by financial index companies to create a list of socially respon-
sible companies, mainly used by investment professionals to help create screened
investment vehicles

- Rankings and data produced by SRI information providers, with a focus on risk be-
havior, that enable investors to evaluate companies according to social practices



- Reputation indices produced by media/polling/PR firms to provide external stake-
holder views on citizenship performance and are largely of symbolic value to com-
panies

- ESG-related standards created by industry coalitions, independent think tanks, or
NGOs to facilitate independent verification of environmental/labor standards and
processes that aim to establish a consistent and credible approach to citizenship
reporting

- ESG initiatives and learning networks to enable companies to share and develop
best practices relating to citizenship policies and processes.

We examined a sample of 15 such indices along six dimensions:

- Captures opportunities as well as risks

- Distinguishes financially material issues (e.g., financial impacts)
- Avoids the problem of ‘noise’

- Covers a full range of ESG issues

- Includes financially quantifiable data

- Adapts to different types of company/industry.

We found that while existing indices can be extremely valuable in assessing the di-
mensions on which they primarily focus, virtually none of them account for the finan-
cial value of ESG programs, which we view as a major omission. The McKinsey Quar-
terly survey has confirmed this analysis—70 percent of all respondents would like to
see metrics that quantify the financial impact of programs.

Exhibit Box 3a

Expectations for a relevant metric system [ crosn=es

Percentage of respondents, multiple choice answers
- Investment professionals, n = 154

Potential features of a system to rate the performance of ESG programs to understand their financial impact?
'

74
Guantiies he nancilimpact f rogrems —W‘
Measures business opportunities 63
as well as risks to the company 58
, 37
Is transparent about the system’s methodology 48
Reflects differences in company sizes, 22
industries, and/or regions 26
12
Covers the full range of programs 18
A ) . 17

Distinguishes financially material programs 21

7

7

Excludes data about programs
that are not financially material

1 Respondents who answered ‘none of the above’ or ‘don’t know' are not shown
2 Excluding any changes stemming from the current economic crisis

SOURCE: S. Bonini, N. Brun, and M. Rosenthal, “Valuing corporate social responsibility,” The McKinsey Quarterly, February 2009
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Exhibit Box 3b

The weakness of most metrics is a failure to distinguish financially material issues and
provide financially quantifiable data

Average score of the range of metrics systems assessed against six criteria
Points (score 0-3 points on each issue)

Captures opportunities l 1.5

Distinguishes financially

2 0.7
material issues

Avoids the problem

of ‘noise’

|1.1

Covers the full range of

CSR issues l 1=

Financially quantifiable data 0.7

Sensitive to different types 1.7
of companies :

SOURCE: Team analysis
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Mrs Asso Koffi (left) owner
of a cassava plantation
from which Nestlé
purchases supplies, with
Pondo Kouamé, head

of Nestlé agricultural
services in Cote d’lvoire.
Nestlé is supporting
government and UN efforts
in West Africa designed

to increase the quantity
and quality of production,
as cassava plays a vital
role in employment of
African famers and in
feeding millions of people
throughout the continent

Creating, Assessing and Communicating Value

We observed leading companies that cre-
ate significant financial value with their
ESG activities. But even companies that
do effectively create financial value do
not typically assess that value through
quantitative metrics. And very few effec-
tively communicate value to the market.

In the following section, we discuss how
companies can create value and begin to
think about capturing that value through
metrics. We also offer some thoughts on
communicating the financial value of ESG
activities. Exhibit 6 illustrates this pro-
cess for the food and beverage industry,
using The Campbell Soup Company as an
example.

Creating value

Several of the companies we interviewed
can be considered leading edge in terms
of creating value from strategic ESG ac-

tivities. Our analysis of these companies,
as well as information drawn from previ-

22 How Virtue Creates Value for Business and Society

ous research, allowed us to identify 10
best practices necessary to create stra-
tegic and financially valuable ESG. The
practices fall into four broad groups: pre-
requisites for strategy, strategic design,
organization, and implementing ESG pro-
grams (Exhibit 5).

Prerequisites for strategy

To begin the process of designing strate-
gic ESG, companies should examine the
social issues facing their industry, key
stakeholders, and key business drivers
along the dimensions of growth, return
on capital, risk mitigation, and quality of
management

Addressing key issues: Marks & Spencer
(M&S), for example, sought to address
the key issues facing the retail industry
when it established Plan A in 2007. Plan
A is a strategy that commits M&S to ad-
dress 100 issues related to their busi-
ness across the areas of climate change,
waste, sustainable raw materials, fair

www.BCCorporateCitizenship.org



Exhibit 5
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10 best practices for creating value from ESG

Best practices

Fundamentals

Strategy

Organization

Implementa-
tion

Address key issues facing the industry

Identify and engage stakeholders

Align with core business strategy

Utilize core competencies

Take a long-term perspective

Create opportunities and manage risks

Ensure strong leadership support

Embed into the strategy, organization,
and culture

Select appropriate partners

Set clear goals and manage like a
business

Description

= Target industry-specific risks and related social needs
= |dentify stakeholders and actively manage relationships

= Build upon and create synergies for the company’s overall strategic objectives

= Target areas of impact that a donation or individual volunteer is unable to accomplish
and that utilize company’s expertise

= Take a consistent approach that is tied to the company’s long-range competencies

= Invest in social issues that could become future business opportunities
= Maintain compliance with regulation and NGOs
= Engage in influencing relevant policy developments

= Generate active support from CEO, board, and senior leadership

= Integrate ESG into business processes and strategy

= Ensure cross-functional support and dedicated staff to manage programs that are not
embedded

= Build ESG into the company culture and employee expectations

= Enhance existing business relationships and help to establish critical
new ones

= Set clear priorities, objectives, and milestones to manage like any other part of the
business

SOURCE: Team analysis

partnerships, and health. M&S has made
Plan A part of its brand proposition for
customers who are increasingly con-
cerned about these issues but do not
know how to engage with them in their
daily lives. Plan A also further cements
M&S status as an ESG leader in the UK.

Engaging key stakeholders: Telefonica
has been exploring a range of ways to
engage its key stakeholders, particularly
customers, trade unions, and NGOs, in
the ESG issues most critical to the busi-
ness. For example, the company has
sponsored online discussions on specif-
ic questions or subjects related to ESG,
bringing customers and employees or
business units into the dialogue. Teleféni-
ca strives to have an ongoing, two-way
dialogue with the stakeholders who are
most relevant to their business, which
allows the company to understand and
respond directly to those interests when

www.BCCorporateCitizenship.org

= Establish, prioritize, track, and communicate metrics
= Ensure adequate investment (financial and human resource)

developing strategy.

Intel has also been extremely effective in
engaging local stakeholders (see Box 2
for details), and has built a strong repu-
tation in communities. Intel conducts
detailed community perception surveys
on environment, citizenship employee re-
lations, and community involvement. In-
tel’s major manufacturing sites compare
scores and share best practices.

Aligning with core business: To align
with the core business strategy, compa-
nies develop programs that relate to their
industry and leverage their core assets.
One of the ways Telefénica has done this
is by developing a new interpretation ser-
vice that allows hearing impaired custom-
ers to use sign language and have it in-
terpreted through new videoconferencing
technology. This allows hearing impaired
customers to more easily communicate
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with hospitals, libraries, emergency ser-
vices, and others. New services such as
these not only fill a social need but also
open the potential for new customers.

Verizon’s phone designed specifically

for elderly and disabled customers, de-
scribed earlier, has been highly profitable
and has also brought new customers to
Verizon. Other targeted services, such as
Verizon’s videophone service for hearing
impaired people, not only helps custom-
ers but also result in sales rates that are
twice as high as traditional service calls
made by this customer segment.

Strategic design

Once the prerequisites for strategy are
met, to set effective strategy for ESG,
companies need to draw on their core
competencies, take strategic bets on so-
cial and environmental issues with a long-
term perspective, and aim their strate-
gies at creating opportunities from these
issues.

Leveraging core competencies: Leverag-
ing core competencies makes it likelier
that a company will create the greatest
social or environmental value, as well as
financial value, by making it necessary
that ESG programs are relevant to the
business. IBM provides a good example
of leveraging its distinctive competency
of developing innovative technology to
meet social needs with its work for the
Forbidden City Virtual Museum in China,
described earlier in this report.

Taking a long-term perspective: Taking
a long-term perspective is especially im-
portant for ESG strategy given that many
social and environmental issues play out
over long timeframes. The most success-
ful companies look at how these issues
will evolve, and use ESG as one way to
make targeted strategic ‘bets’ to move

ahead of regulation or consumer pref-
erences. Dow’s sustainability program,
mentioned earlier in this report, is a good
example.

Going beyond risk management to cre-
ate opportunities: For many companies
in the food and beverage sector, public
concern over obesity represents a poten-
tial business risk. McDonald’s has man-
aged to turn this risk into an opportu-
nity by launching a wider array of menu
options, providing nutrition information
in user-friendly and innovative formats,
and strengthening its Global Children’s
Marketing Guidelines to further unify the
company around a common set of princi-
ples for communicating with children. This
holistic approach lets the company build
credibility with a broad range of stake-
holders and expand its consumer base.

Organization

A good strategy without the necessary
organizational support can still fail. The
two organizational elements that our re-
search indicates are fundamental are also
mutually reinforcing: strong leadership
support for ESG and embedding ESG into
strategy, organization and culture.

Ensuring strong leadership support:

In order for ESG to be given sufficient re-
sources and have the ability to deliver on
its strategy, it, like all other initiatives,
needs vocal support from leadership.
The CEO of Campbell Soup Company has
made ESG a key priority for the company,
and added it as one of the company’s
core strategic goals, which has raised the
profile of ESG. Each of the core corporate
strategies is afforded company-wide vis-
ibility in employee, investor and public
communications, and is also addressed
in business unit strategic plans and the
company’s annual balanced scorecard
that is linked to incentive compensation.
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Exhibit 6
Pathway to value as created by ESG programs

* Number and value of new

CAMPBELL SOUP
COMPANY EXAMPLE

= Partner with American = Use knowledge of products
Heart Association (AHA) consumer needs to developed/updated
to educate consumers develop and increase following the AHA
about the risks of heart sales of healthier guidelines
= Develop innovative disease and build products = Product sales driven by
products awareness of heart- = Grow revenue through  AHA ‘heart-healthy’ = Translate metrics into
= Build brand loyalty healthy portfolio healthier products designation financial data on impact

Creation of ESG
Program

Pathway to value Communication

Business
drivers

* Nutrition and wellness
* Obesity
= Food safety

Stakeholder

needs = Consumers are looking for healthy products

= Employees want to be proud of their company

= Retailers require products that meet consumer demands

SOURCE: Team analysis

At Verizon, a Corporate Responsibility
Council had existed for 5 years, but was
recently reinvigorated and reconfigured
with support from the CEO and now in-
cludes senior leaders and decision mak-
ers from across all business units who
have mobilized the ESG agenda by iden-
tifying corporate responsibility priorities
and appointing working committees to
champion their implementation.

Similarly, IBM has long benefited from
CEOs, senior executives and board mem-
bers who publicly tout the importance of
ESG activities and fund it accordingly, in-
cluding maintaining the corporate citizen-
ship budget through recessions.

Embedding strategy, organization and
culture: Intel has taken a unique ap-
proach to integrating ESG into the culture
of the company: 4 percent of employees’
bonuses are correlated with Intel’s envi-
ronmental performance. For Nestlé, ‘Cre-
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ating Shared Value’ is integral to how the
company does business, and cannot be
extracted into a series of programs. IBM’s
ESG strategy and culture is well-known
externally. As a positive result, some em-
ployees now cite the company’s ESG cul-
ture and programs as a key factor in their
decision to join IBM.

Implementing ESG programs

Beyond strategic and organizational con-
siderations, it is also critically important
for companies to successfully implement
their ESG strategies. While there are many
factors involved in successful imple-
mentation, most are typical of any busi-
ness initiative, while two are particularly
important to ESG: selecting appropriate
partners and setting clear goals and man-
aging ESG activities like a business.

Selecting appropriate partners: Many
companies partner with NGOs and other
stakeholders for their ESG initiatives. It is
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important to pick partners who are not
only related to a company’s business but
who have a public platform or credibility.
Novo Nordisk has formed an enterprise
ecosystem that connects its people with
healthcare professionals, patients, local
communities, investors, regulators, uni-
versities, NGOs, and the media in ongo-
ing discussions about and partnerships in
the treatment of diabetes. In turn, there
is a strong trust of the company, for ex-
ample with doctors, that translates into
a preference to prescribe their products
over competitors, when medically appro-
priate.

In another area, AMD, a microprocessor
design company, has developed strategic
technology partnerships with NGOs en-
gaged in the development of social issue
games through its ‘AMD Changing the
Game’ program. AMD supports the NGOs
in teaching teens to create video games
with social content, and the program is
designed to leverage AMD’s expertise in
graphics controllers, which are used in
advanced gaming applications. Partici-
pants explore the power of video games
to help effect social change and are de-
veloping critical skills in science, tech-
nology, engineering, and math. AMD has
also used the program to build relation-
ships with education leaders and govern-
ments to demonstrate the positive effects
educational gaming can have on children.

Setting clear goals and managing like
a business: For many companies, ESG
and philanthropy activities are a scat-
tered group of unrelated initiatives—
though most companies would never run
any other part of their business in such
an unfocused manner. When IBM refo-
cused its business in 1994 and became a
service-and-solutions provider rather than
a technology hardware company, it also
restructured and focused the company’s

philanthropy to have a clear mission and
organization. IBM’s ESG today has a clear
strategic focus, clear goals and some in-
novative metrics such as documenting
growth in intellectual capital, data on em-
ployee community service, and links to
growing businesses in growth markets.

Another good example is Dow, which
has set clear environmental, health, and
safety goals since 1996. Indeed, the cur-
rent set of 2015 Sustainability Goals for
Dow (focusing on water supply, food
supply, housing, personal health, ener-
gy, climate change and protection of the
environment) are the ‘second generation’
of goals in this area, and build on a set
of goals that ran from 1996 to 2005. The
initial goals had a clear set of operational
improvement targets to prevent EHS inci-
dents and increase resource productivity,
and the company regularly measured and
publicly reported on metrics.

Assessing value

Even when companies have effective ESG
programs, we have shown how diffi-

cult it is for them to assess the value of
those programs with metrics. Below we
describe the typical pathways through
which ESG programs create value. We also
explain how companies can overcome the
perception that ESG programs all have
long-term, indirect, and ‘immeasurable’
impact, and we have highlighted some
companies that have successfully as-
sessed the impact of aspects of their ESG
programs. Lastly, we have highlighted
some examples of specific metrics com-
panies can use to track the impact of ESG
activities.

Articulating the pathways to value allows
companies to unwind the specific ways
in which ESG activities contribute to the
business, along the dimensions valued
by the market: growth, return on capi-



tal, risk management, and management
quality. Companies can then examine
where their ESG programs have the most
impact, and assess whether that impact
is aligned with business priorities. This
analysis allows companies to set priori-
ties and make resourcing decisions for
ESG programs based on their value cre-
ation potential as well as their social im-
pact potential. Articulating the pathway
to value can also serve as a proxy when
hard numbers are unavailable for assess-
ing the impact of ESG programs.

Though many executives and investors
believe that much of an ESG program’s
impact is long term and indirect, and
thus nearly impossible to measure, our
research suggests otherwise. Companies
can directly value the financial effects
of many of these programs, even in the
short term. For example, the impact of
many environmental programs can be
quickly measured with traditional busi-
ness metrics such as cost efficiency.

Exhibit 7
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Companies that understand the pathways
to value, and identify the nature of the
impacts from ESG programs (i.e., short or
long term) will be able to define a few tar-
geted measurements that will allow them
to assess their efforts (Exhibit 7).

Some companies have been successful

in overcoming the barriers of measur-

ing even long-term or indirect value. For
example, Telefénica uses metrics to track
the long-term and indirect value created
by its ESG activities. Telefénica tracks and
manages its reputation with customers,
whose purchasing decisions and loyalty
the company has determined, are driven
in large part by the company’s reputa-
tion, which, it believes, is driven in part
by perceptions about its ESG activities.
Telefonica integrates the results of an an-
nual reputation survey into its business
strategy by identifying areas for improve-
ment, aligning its business strategy with
identified reputation gaps, building ac-
tion plans to improve its reputation (e.g.,

ESG programs can have direct and indirect financial impacts, depending on the

business drivers they target

Business driver

Food and beverage
innovation

Retailers access

Effect on business driver

= Develop new products

Develop new sales opportunities with
current retailers

Strengthen relationships with current
and relationships retailers

Create distribution access with new

‘ CAMPBELL SOUP

‘ILLUSTRATIVE COMPANY EXAMPLE

I indirect impact

- Direct financial impact

Financial impact

Increase revenue through
increased sales

Increase revenue through
increased sales

Increase revenue indirectly
through goodwill

AHA partnership =

Brand portfolios and brand
loyalty

Consumers, NGOs and
— relationships with other
influencers

SOURCE: Campbell interviews and team analysis
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retailers

Attract new consumers and strengthen
consumer loyalty

Foster brand awareness, preference,
and image

Develop sales opportunities by building
trusting partnerships

Mitigate risk of attack from vocal NGOs

Increase revenue through
increased sales

Increase revenue through

increased sales

Increase revenue indirectly
through goodwill
Increase revenue indirectly
through goodwill

Preserve revenue indirectly

through risk avoidance
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developing new products and services or
adapting existing ones to meet identified
needs), and monitoring improvement.
This approach has allowed Telefénica

to see real improvements in reputation,
and in corresponding sales. Indeed, an
internal study at Telefénica shows that

in 2006 and 2007, 11 percent of the
changes in the company’s financial per-
formance can be explained by variation
in corporate reputation. Interestingly, the
company also determined that in Latin
America the impact of reputation, includ-
ing ESG, is on average five times greater
than the impact in Spain.

UnitedHealth Group has also made ef-
forts to assess the impact of its ESG work
through creating a social responsibility
dashboard. The dashboard includes: mea-
sures of workplace engagement, ethics
and integrity, supplier diversity, envi-
ronmental impact, employee community
involvement, stakeholders’ perspectives
on social responsibility and community

Exhibit 8

The AHA partnership program is having a significant impact on

growth and return on capital

Impact on value

giving. All of these track progress toward
the company’s social mission of helping
people live healthier lives. Currently, the
tool is shared with UnitedHealth Group’s
board and senior executives to measure
performance and guide discussion on
future priorities, programs, resources
and results. In the future, the tool will be
made available to customers and other
public audiences as a way to transparent-
ly demonstrate the company’s ESG com-
mitments and progress.

Identifying the pathway to value and the
nature of the impact of ESG allows compa-
nies to identify specific metrics to assess
the impact of ESG on the financial value.
In addition to creating and prioritizing a
list of metrics, it is helpful for companies
to be able to explain how each metric ties
to one of the four dimensions of value
(Exhibit 8). Doing this will allow com-
panies to communicate where their ESG
programs are creating value even in cases
where exact numbers are unavailable.

ILLUSTRATIVE
CAMPBELL SOUP
COMPANY EXAMPLE

@ High (D Medium () Low

Value drivers drivers Pathway to value Potential metrics
Growth . = Develop new healthy products = Number and value of products sold
= Attract new consumers and strengthen consumer that meet nutrition and health

Return O
on capital

Risk O
management

Management Q "
quality

SOURCE: Team analysis

loyalty

Develop sales opportunities by building trusting
partnerships

Foster brand awareness, preference, and image

Strengthen relationships with current retailers
Develop new sales opportunities with current retailers
Create distribution access with new retailers

Mitigate attack risks from vocal NGOs

Foreseeing long-term trends in products and market
preferences

considerations set by the AHA

= Number of partnerships or areas of
collaboration with retailers on wellness

= Value of information on consumer
preferences shared by retailers

= Examples of costs resulting from a
negative campaign by NGOs or
consumer associations

= Investor confidence in long-term
strategy



Nestlé agronomists and
Colombian producers share
best practice methods for
coffee-drying, just one of
the sustainable agriculture
topics discussed as part

of a week-long exchange
of ideas and learning
under the Nespresso

AAA Sustainable Quality

Communicating value

If very few companies quantify fully the
financial value of their ESG activities, even
fewer effectively communicate that value
to the market. Consequently, many com-
panies are not getting credit in the mar-
ket for their ESG work. While part of the
problem may lie with the short-term fo-
cus of investors, our research uncovered
some internal barriers to communicating
value at the ESG professional level and
CFO level. Once these internal barriers
are addressed, companies will be much
more able to meet the needs of main-
stream investors, who our research shows
are eager for such information.

There are a number of reasons that com-
panies have not attempted or succeeded
in communicating financial value to the
markets in the past. The first is an orga-
nizational capability challenge for many
companies. Many ESG professionals come
from outside the business ranks of a
company, and as a result, many do not
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Programme

have the training in finance to develop
valuation metrics for their ESG programs.
Our survey verifies this point—over 53
percent of ESG professionals said they
‘don’t know’ the amount of value created
by such programs, in contrast to CFOs
and investors, 75 percent of whom where
able to estimate an amount. Ninety per-
cent of ESG professionals believe that ESG
drives value in the long term; they are
just unable or have not attempted to de-
termine how much.

Another challenge is that the mandate of
ESG professionals is frequently social or
reputational, and they are often brought
on to ensure that the company is ‘doing
the right thing.’ As a result, it may not
be expected that they also consider the
financial implications of ESG. Many ESG
professionals have also expressed hesi-
tance in highlighting the financial value
created ESG, for fear of undermining the
public goodwill they are trying to build
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from ESG if they also highlight any com-
mercial benefits.

Perhaps in part, due to a lack of finan-
cial information from the ESG profession-
als, CFOs lack a full understanding of the
nature and extent of the value created
by ESG. Consequently, they do not com-
municate it to the market. Other reasons
are likely that CFOs see less sharehold-
er value in ESG than investors, and that
they view its value differently from inves-
tors. The McKinsey survey shows that

50 percent of CFOs view ESG in terms of
compliance, whereas investment profes-
sionals understand ESG more broadly,

to include changing business processes
(e.g., changes to purchasing or perfor-
mance management systems, redesign
of factory processes to minimize waste)
and the long-term strategy of the compa-
ny. As a result, CFOs, and by extension,
investor relations groups, have not been

the best ambassadors of ESG to the finan-
cial markets. In addition, several investor
relations professionals mentioned that
they only supply the information specifi-
cally requested by investors, and very
few mainstream investors ask about this
topic—perhaps because they have often
found that companies cannot provide
them with useful information.

All this implies that CFOs need to be
more aware of their company’s ESG pro-
grams and well versed in the pathways
to value. This requires greater engage-
ment with ESG professionals. Even if the
market is not specifically asking for this
data now, if CFOs are able to present a
compelling explanation of the additional
value created by ESG, our survey analysis
shows that investment professionals are
eager to listen.

In addition to building capabilities, there
is much that companies can do to en-

Exhibit 9
Communicating the value of ESG across stakeholders ILLUSTRATIVE
Stakeholders Objectives Message
Investors, Obtain credit in the market for X o o
analysts strategic ESG programs = Dollar figures on financial impact of ESG activities
— Prove that ESG creates value and is big enough to matter
= Contribution of ESG to value drivers for core business, that is
already understood and measured
Internal Maintain financial and strategic — Prove the value of ESG activities by demonstrating

management (e.g., support for ESG
CFOs)

Employees, NGOs, Highlight aspects of ESG that will

influencers motivate these stakeholders to .
have a relationship with the
company .
Socially Acknowledge social .
responsible responsibility of the company .
investor and invest in company stock
community .

SOURCE: Team analysis

specific impact on business drivers such as access to new
markets, capital efficiency, license to operate, etc.

Social impact and focus of ESG activities

Linkage to core competencies of business

— Demonstrate the unique ability to create specific ESG impact
Compliance with government regulations and SRI standards
Stakeholder engagement

Social impact and focus on ESG activities

Linkage to core competencies of business

— Demonstrate the unique ability to create specific ESG impact
Contribution of ESG to value drivers for core business, that is already
understood and measured

Compliance with government regulations and SRI standards
Stakeholder engagement



hance their communications on the value
of their ESG programs. First, it is critical
that companies tailor their communica-
tion about ESG to each of their audiences.
Companies are becoming increasingly
effective in using ESG reports, index rak-
ings, and other tools to communicate
with most interested stakeholders, includ-
ing NGOs, regulators, employees, and SRI
investors (Exhibit 9).

Companies are not, however, commu-
nicating with the mainstream financial
markets in their own language—a wide
margin of investment professionals in the
survey requested ESG data that was com-
municated in straightforward financial
terms. To communicate with the finan-
cial community, companies should inte-
grate reporting of the financial impact of
ESG into their regular annual report and
standard communications with investors.
The extent of communication about ESG
should roughly mirror the weight of its
financial value contribution, as Novo Nor-
disk does. Novo Nordisk has been lead-
ing the pack in terms of developing an
inclusive reporting approach since 2004.
Its performance on sustainability-driven
programs and impact is integrated into
its annual report to shareholders, which
includes financial and non financial met-

rics. This is effective because not only are
these programs given attention relative
to their impact, but it is clear to investors
and other readers how ESG programs are
integrated into the core business.

For most companies, putting in place sys-
tems to assess ESG activities and commu-
nicate the results may take time. While we
believe companies should strive to devel-
op these results, they can go a long way
in communication simply by articulating
to the market the pathways to value for
their ESG activities as well as financial re-
turns when they are able to capture them.
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IBM’s Corporate Service
Corps sends top
performing emerging
leaders to work pro bono
with NGOs, entrepreneurs,
and governmental agencies
in strategic emerging
markets. They work in
teams, like this one in
Ghana, on projects where
information technology is
used to foster growth and
economic development.
The program promotes
global integration of IBM
employees, while also
building leadership skills
and goodwill in local
markets.

Conclusion: The Path to Valuing Corporate
Social Responsibility and Sustainability

Companies need broad legitimacy in the
societies in which they operate if they are
to sustain their long-term ability to create
shareholder value. Equally important, so-
ciety depends upon big business to pro-
vide a set of critical economic and other
benefits. This relationship forms the ba-
sis of an overarching contract between
business and society. Responses to so-
cial, environmental, and governance con-
cerns over the past few years—whether
on the part of politicians and regulators,
lawyers or consumers—have reshaped
the core business of major companies

in numerous sectors, from fast food and
pharmaceuticals, to oil, mining, chemi-
cals, tobacco and agribusiness. As the so-
cial contract has increasingly come under
pressure, companies have realized that
ignoring ESG issues is not an option.

The choice for companies today is how
to manage their activities across a wide
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range of ESG issues. Companies can
choose to see this agenda as a neces-
sary evil—a matter of compliance or a
risk to be managed while they get on
with the business of business—or they
can see it as an opportunity, a new way
to think about value, since it is possible
to create significant financial value from
ESG, while creating value for society at
the same time. In order for companies to
manage ESG programs in a strategic man-
ner that enables them to create financial
value from these activities, they will need
to manage it like other aspects of the
business—with metrics and proper com-
munication to the financial market. With-
out increasing the level of rigor in mea-
surement and communication, the value
creation efforts will lack the necessary
credibility to be sustained in the long
term—to the detriment of shareholders
and of society.
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