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“While commitment to the principles of stakeholder capitalism is growing, the prac-
tice of them is still developing.... That is what makes this book such an important
contribution. It is the most extensive treatment to date of the practice and diverse
legal and historical traditions of stakeholder capitalism, and it outlines an implemen-
tation framework for companies in any industry or country through their corporate
governance, strategy, reporting and partnerships. As such, it fills a gap in both schol-
arship and practice.”
—From the Foreword by Klaus Schwab, Founder and Executive Chairman,
World Economic Forum

“An essential read for all current and future business leaders. We need to redirect capi-
talism to accelerate global systems transformations to deliver an equitable, net-zero
and nature positive world. Jane and Rick expertly take leaders through the practical
steps they must take to ensure their businesses continue to create long-term value for
all their stakeholders. I look forward to seeing these principles and practices becom-
ing the norm across the corporate world.”
—Peter Bakker, President and CEO, World Business Council for
Sustainable Development

“An insightful and timely book. Stakeholder capitalism can no longer be only a choice
but rather must become the floor of competitive practice. A just, inclusive and sus-
tainable future is possible but it will take major reform of investment and corporate
practice. All investment must be governed with an ESG lens. And companies must
accept responsibility for due diligence for human and labour rights with environmen-
tal standards as well as governance with an accountability that embeds these practices
in the business model; the human centred approach so ably laid out here. A must read!”

—Sharan Burrow, General Secretary, International Trade Union Confederation

“Stakeholder capitalism is about adding value to all stakeholders, as this important
book explains in great depth. We need to depart from the assumption that it is zero
sum game. Technological advancements have made it possible to serve all stakehold-
ers simultaneously, and it has become good business to develop sustainable solutions
for the future. As such, ESG has become core to the strategy of any company, and
transparency on ESG has become as important as the traditional financial reporting.
Business leadership in this new era is about setting ambitious targets and over-deliv-
ering on both to create a sustainable future faster.”
—Jim Hagemann Snabe, Chairman of Siemens and A.P. Moller-Maersk,
Vice Chairman, Allianz
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Foreword

As the world grapples with the climate crisis, growing inequality and pan-
demic recovery, the need for a more stakeholder-oriented model of business
leadership and new models of multistakeholder partnership has never been
greater. A vanguard of individuals and institutions is leading the way, and the
challenge now is to accelerate and scale action and impact. The growth in
interest in stakeholder capitalism and sustainability within the business com-
munity in recent years is an encouraging sign that companies are moving in
the right direction.

I first wrote about the stakeholder theory of corporate governance as a
young business school professor and industry consultant in 1971. I sought to
capture the principles and practices that were common, if implicit, in the
approach of many companies in Europe and, to a considerable extent, the
United States at the time. One of our earliest “calls to action” at the World
Economic Forum was the original Davos Manifesto signed in 1973, which
outlined the purpose of professional management to serve clients, sharehold-
ers, workers and employees, as well as societies, and to harmonize the different
interests of the stakeholders.

I had begun my career working in a family-owned industrial company in
Germany. These “Mittelstand” firms, and others like them around the world,
are typically run according to a broader set of objectives than the maximiza-
tion of shareholder value. The shift towards shareholder capitalism and the
broader financialization of economies was in its infancy then, but the “share-
holder versus stakeholder” debate in academia was already in full swing, par-
ticularly in the United States where I had spent time in graduate studies. That
debate influenced the global spread of shareholder primacy and short-termism
in the decades that followed.
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So much has changed since then, but the debate continues. I believe the
momentum behind stakeholder capitalism is growing, and that history is on
its side. By this, I mean that the transformational technological, environmen-
tal, geopolitical and socio-economic shifts that are underway in the twenty-
first century are compelling corporate boards and management teams to move
in this direction. The ground is shifting under their feet. Young generations
are more and more eager to have their voice heard, as workers, consumers and
investors. Their message is that sustainability and inclusion should be much
higher on any corporate agenda. Society, including investors and regulators, is
increasingly demanding a more balanced and integrated approach to business
value creation, one that consciously strives to optimize both economic and
social value through embedding environmental, social and governance (ESG)
risks and opportunities in decision-making alongside financial and market
ones. This is an approach that the authors call sustainable enterprise value
creation.

But while commitment to the principles of stakeholder capitalism and sus-
tainable enterprise value creation is growing, the practice of them is still devel-
oping. The current gap between aspiration and commitment, on the one
hand, and implementation and results, on the other, must narrow. That is
what makes this book such an important contribution. It is the most extensive
treatment to date of the practice and diverse legal and historical traditions of
stakeholder capitalism, and it outlines an implementation framework for
companies in any industry or country through their corporate governance,
strategy, reporting and partnerships. As such, it fills a gap in both scholarship
and practice. It is relevant for the curricula of business and other professional
schools and executive education programmes. It is also an important resource
for directors and managers of companies that have taken the step of commit-
ting themselves to the principles of stakeholder capitalism and sustainability
and aim to be on the leading edge of practice.

The debate about the ultimate purpose of a corporation will certainly con-
tinue. Some argue that shareholder and other stakeholder interests are bound
to collide and that, in such instances, difficult decisions will have to be made
that are likely to sacrifice shareholder or other stakeholder priorities. There is
no doubt there can be difficult trade-offs in the short run. But in the long run,
any company lives from its “trust capital” and societal “license to operate.”
Having a stakeholder approach improves both. It is therefore in the interest of
shareholders to pursue this trust and license to operate, as it will make the
company more profitable. It provides them with more motivated employees,
products that customers are willing to pay a premium for and a lower cost of
capital. And in either case, the fact that there may be competing interests at
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play within an enterprise is not a reason to duck the important questions they
raise by denying their relevance or indeed materiality. Rather, it is a reason to
ensure that the company has prepared the ground as diligently as possible for
such situations by installing the kinds of governance processes and manage-
ment and accountability systems described in this book.

Much of the business community today is ready to move beyond the theo-
retical debate and proceed with the practical work of embedding stakeholder
and sustainability-oriented processes and systems within their firms. They are
focusing on fully integrating environmental, social, governance and data
stewardship risks and opportunities into their governance and decision-
making. And they are making explicit commitments to create long-term, sus-
tainable enterprise value alongside delivering near-term financial results. We
certainly see this in the World Economic Forum, where the majority of mem-
bers of our International Business Council—CEOs and chairpersons of 120
of the largest firms in the world—have committed to implement the Measuring
Stakeholder Capitalism metrics that were developed in cooperation with all
four of the world’s largest accounting firms.

Indeed, one of the booK’s distinct contributions is the roadmap it describes
for the creation of a global baseline standard for ESG and sustainability dis-
closure, combining and building on the best practices in the market such as
the Forum’s Stakeholder Capitalism metrics and disclosures. My former col-
league, Rick Samans, has been a leading force for this type of convergence and
simplification for over a decade, from the time he catalysed the creation of the
Climate Disclosure Standards Board, one of many multistakeholder initia-
tives he shaped as a Managing Director of the Forum. Among these were a
number of pioneering global corporate citizenship initiatives in the early to
mid-2000s on which he and Jane Nelson collaborated while she was a director
of the Prince of Wales International Business Leaders Forum and later the
founding director of the Corporate Responsibility Initiative at the Harvard
Kennedy School, my alma mater. These initiatives helped to establish the rel-
evance of stakeholder and sustainability considerations for the core business
of companies, including their strategy and governance.

Rick and Jane have also been leading contributors to the development of
the Forum’s role as a platform for innovative multistakeholder initiatives that
address complex, systemic challenges no stakeholder has the capacity to solve
alone. In fact, I consider the governance gap created by the dominance of
shareholder and state capitalism over the past half century to be one of the
most important systemic weaknesses facing the world today as we grapple
with the challenges posed by inequality, climate change, environmental deg-
radation, declining social cohesion and trust and weak productivity growth. I
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firmly believe that stakeholder capitalism can help to bridge this gap and be
an important part of the solution to these challenges, but only if its principles
are translated into rigorous, widespread practice by directors, managers and
educators.

This book will give them the running start they need, and it gives me fresh
optimism that they can and will succeed.

The World Economic Forum Klaus Schwab
Geneva, Switzerland
August 12, 2021
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1

Stakeholder Capitalism’s Promising
Resurgence

Modern civilization is at a crossroads, at a potential inflection point in its
historical evolution. The scientific community has advised that the window
for decisive collective action to stabilize greenhouse gas emissions and avoid
catastrophic impacts on people and the planet will close within a decade. The
COVID-19 pandemic has created one of the worst health and socio-economic
crises the world has experienced in a century. Inequality is on the rise, and
shifts in technology, national politics and international relations are growing
in frequency and disruptive force.

No business is immune from these and other major changes. In this
dynamic new operating context, no firm’s ability to create and sustain value
can be taken for granted. There is simply no room for complacency or insular-
ity in management teams and boards.

To this end, business leaders in this new era must look more rigorously
beyond their firm’s near-term operations and financial results, improving their
understanding of how underlying economic, social, political, technological
and environmental conditions are evolving and likely to affect their firm’s
operations and prospects over time. And they must proactively translate this
wider appreciation of the drivers of enterprise value into strategies and prac-
tices that simultaneously benefit shareholders and other stakeholders, out of a
recognition that such synergy is a source of further firm competitiveness and
resilience.

This book focuses on the practical actions that all boards of directors and
business leaders can take to be better prepared to engage these risks and
opportunities more diligently and effectively. It defines a systematic agenda to
strengthen board and management processes so that they are better able to
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generate maximum synergy between business and societal value creation,
illustrated by concrete examples of how leading companies are creating long-
term enterprise value while contributing to a more just, inclusive and sustain-
able future for their economies and societies. It outlines specific ways corporate
leaders can step up, speak out and act on such issues as addressing climate
change, contributing to economic recovery, respecting human rights, reduc-
ing inequality, building new skills, responding to pandemics and systemic
shocks and ensuring responsible data use and privacy as part of their core
business strategy.

The book focuses on four essential areas of business leadership required to
create sustainable enterprise value through the rigorous implementation of
the principles of stakeholder capitalism and full integration of environmental,
social, governance and data stewardship (ESG&D) risks and opportunities.
We add a “D” to the familiar “ESG” construct to take account of the rising
data intensity of business value creation and its increasingly significant impli-
cations for stakeholders and society, as these are not well addressed by current
ESG theory or practice.

The specifics of the approach we outline will vary based on industry sector,
jurisdiction, size and ownership structure, but these four areas of required
action are relevant for every company, everywhere. With the recent resurgence
of interest in stakeholder capitalism, firms at the forefront of the movement
are implementing reforms in each of these areas:

* Corporate governance and oversight: Boards of directors are taking a
more integrated approach to governance by strengthening their oversight
of environmental, social, governance and data stewardship (ESG&D) risks
and opportunities alongside financial and operational ones. They are being
more explicit about their duty to stakeholders, including but not only
shareholders. They are taking a more proactive role in stewarding corporate
purpose, culture, capital allocation and long-term value creation in addi-
tion to oversight of short-term risks and performance. And they are adapt-
ing their board’s organization, composition and stakeholder engagement
models to be fit for these purposes.

* Corporate strategy and implementation: Leading executive teams and
managers are aligning their sustainability strategies with their corporate
strategies and their core business targets and incentives. They are strength-
ening enterprise management of material and salient ESG&D risks and
opportunities and investing in innovative science, technology and new
business models to drive social and environmental impact. They are devel-
oping diverse talent and more inclusive corporate cultures. And they are
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undertaking more systematic and transparent engagement with their stake-
holders—employees, customers, suppliers, investors, communities and
governments.

* Corporate reporting and accountability: Leading companies and inves-
tors are driving the agenda for a transformation in corporate disclosure and
reporting, alongside accountants and standard-setting bodies. They are
announcing public goals and targets for their most material ESG&D risks
and opportunities and starting to report on their performance against these
in a more consistent, transparent and integrated manner as part of their
annual reporting cycle to investors. These leaders are recognizing the need
for an international sustainability reporting standard and supporting
collective efforts to develop one.

* Corporate partnerships and systemic change: More companies are
acknowledging the need for systems-level change to secure and sustain the
vitality and even viability of their operating context. They recognize that
challenges such as tackling climate change; developing a well-skilled future
workforce; addressing racial and other forms of inequality; reforming tax
systems; transforming economic, energy, health and food systems; and
achieving the Sustainable Development Goals and the Paris Climate
Agreement, all impinge upon their ability to create sustainable enterprise
value. And addressing these challenges requires collective action with other
actors. Even the largest corporations must build alliances with competitors,
other companies, governments and civil society organizations to achieve
the type of systems-level transformation that will ensure their future com-
petitiveness and even survival. New models of partnership are essential but
often difficult to build and sustain without strong business leadership.

Transformative changes in corporate priorities, behaviours and business
models remain the exception rather than the norm in each of these areas, let
alone across all of them. Systematic implementation of the principles of stake-
holder capitalism and integration of ESG&D risks and opportunities at a
practical level by boards, management teams, accountants and investors have
a long way to go.

The same can be said of governments and what they are doing to drive
transformation in private enterprises and markets. A vanguard is starting to
implement the necessary policy, regulatory and fiscal reforms and to shift
market signals, such as reforming corporate law and taxation, putting a price
on carbon and mandating corporate disclosure of climate risks, inclusion and
diversity and human rights due diligence. Yet, major governance gaps and
market failures remain in most countries.
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The trend, however, is in the right direction. The purpose of this book is to
help accelerate and scale this shift towards a more economically, socially and
environmentally sustainable model of enterprise value creation by clarifying
what it means in practical terms for the leadership of firms.

We begin in Part I by examining the secular forces that are transforming
the business context and fuelling the resurgence of stakeholder capitalism as a
directional concept. This is followed by a thematic overview of the new busi-
ness leadership agenda compelled by these mega-trends.

In Part I1, we break down this leadership agenda into specific actions in the
areas of corporate governance, corporate strategy, corporate reporting and
corporate partnerships. We outline priorities and provide examples of good
practice and lessons learned in each of these four areas, drawing on the experi-
ence of companies that are pioneering change.

The concluding chapter summarizes this practical guide to creating sustain-
able enterprise value through the full integration of ESG&D risks and oppor-
tunities, which is to say the rigorous implementation of stakeholder capitalism.
We conclude with a reflection on the mindsets and skill sets that are now
required of business leaders and why they will become even more important
in the future.

1.1 The Imperative for Fundamental Change
in Public and Private Economic Governance

Over the past three decades, the forces of market liberalization, globalization,
democratization, deregulation and technological innovation have created
some of the most fundamental and rapid changes ever experienced on the
planet. These changes have measurably improved the lives of several billion
people around the globe. Yet, the unparalleled opportunities that have been
created for many have been tempered by the persistence of deep-seated struc-
tural inequality and economic insecurity for hundreds of millions of people,
challenges to social cohesion and growing environmental degradation. Even
before the global financial crisis in 2008 and the global COVID-19 pan-
demic, there was growing awareness of the need to address systemic market
failures and governance gaps with the purpose of tackling growing inequality,
social unrest, political polarization and nationalism and the relentless march
of climate change, alongside other threats to our ecosystem. Today, there can
no longer be any doubt. Major changes in public and private governance
are needed.
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The COVID-19 pandemic has exacerbated these challenges. It has had far-
reaching implications for peoples’ lives, livelihoods and learning in almost
every country.' Its impact has been devastating for hundreds of millions of
people, both directly and indirectly, as well as for certain industry sectors and
millions of small businesses and community organizations. It has wid-
ened inequalities and faultlines in our political, social and financial systems
while accelerating longer-term technological, geopolitical and socio-economic
shifts. Meanwhile, the systemic challenges of climate change and resource
insecurity, especially biodiversity and water loss, continue largely unabated
and the human and economic costs of racial, gender and other forms of injus-
tice and inequality continue to grow.

Future generations will ask the following questions:

(i) How did leaders in government, business and civil society respond to the
global pandemic, climate change, natural disasters, protests around
inequality and injustice, and related deterioration of social cohesion and
international cooperation in the late 2010s and early 2020s?

(ii) Emerging out of these synchronous crises, did leaders harness the
opportunity to strengthen the resilience of essential institutions and sys-
tems and build back better towards more just, inclusive and sustainable
societies and economies? Or—as happened in the wake of the global
financial crisis—did they fail to seize the moment for transforma-
tional change?

Opver the past few years, countless op-eds, articles and reports have been
written, thousands of online meetings, panels and events convened, several
major intergovernmental declarations issued, multi-stakeholder coalitions
established, and numerous proposals put forward on how to “build back bet-
ter” from the pandemic. For example, in June 2021, essentially all the world’s
governments and its leading workers and employers organizations issued a
consensus Global Call to Action for a Human-Centred Recovery That Is Inclusive,
Sustainable and Resilient with a detailed roadmap of policy and other commit-
ments to “build forward better” from the COVID-19 crisis.” Earlier that
month, G-7 leaders issued a 25-page summit communique entitled Our
Shared Agenda for Global Action to Build Back Better along with a Health
Declaration and Nature Compact.® In 2020, the World Economic Forum and
its multi-stakeholder leader-level communities framed the leadership chal-
lenge and opportunity as 7he Great Reset, with its founder and executive chair-
man, Professor Klaus Schwab, arguing that “we need a ‘Great Reset’ of
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capitalism that steers the market toward fairer outcomes, ensures that invest-
ments advance shared goals, such as equality and sustainability, and harnesses
technology to support the public good.”

In August 2021, the Intergovernmental Panel on Climate Change (IPCC)
released its Working Group I contribution to IPCC’s Sixth Assessment
Report,” which UN Secretary-General, Anténio Guterres, referred to as

a code red for humanity. The alarm bells are deafening, and the evidence is irre-
futable: greenhouse-gas emissions from fossil-fuel burning and deforestation are
choking our planet and putting billions of people at immediate risk. Global
heating is affecting every region on Earth, with many of the changes becoming
irreversible. The internationally agreed threshold of 1.5°C is perilously close. We
are at imminent risk of hitting 1.5°C in the near term. ... All nations, especially
the G20 and other major emitters, need to join the net-zero emissions coalition
and reinforce their commitments with credible, concrete and enhanced nation-
ally determined contributions and policies before COP26 in Glasgow.®

Although the specific details of the many evolving recommendations and
initiatives may vary, there is strong consensus beginning to emerge around the
level of ambition and priorities that need to be addressed. Specifically, there is
an increasingly unified call for individual, institutional and systemic change
to deliver outcomes that are:

¢ Just: This calls for clear and consistent recognition of the dignity and worth
of every human being. In turn this requires decision-making by public and
private leaders that is morally right and fair, founded on respect for human
rights and based on reliable data, analysis and reason. The pandemic has
brought into sharp relief the injustice that millions of essential workers,
from healthcare to logistics and retail, earn less than a living wage in most
countries. And they continue to do so, despite risking their lives to serve
others who have much greater economic security and face much less per-
sonal risk. The ongoing reality of racial and ethnic injustice in many coun-
tries has also become more stark to more people because of the pandemic
and following high-profile incidents of intolerance and violence, including
brutality against peaceful citizens from law enforcement officers in many
countries. Likewise, the structural inequality and injustice of low-income
households and communities, and especially women, being the most vul-
nerable to the risks and costs of public health, environmental and eco-
nomic crises, and shocks such as the pandemic, technological disruptions,
a changing climate and water insecurity. In almost every country, they are
far less able to access social safety nets and other services to mitigate these
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risks and costs, even when such mechanisms exist. Even before the
pandemic, there were growing concerns about the challenges of achieving
a “just transition” in the shift towards a digital and low-carbon economy.
The need to focus on justice and a “just transition” is more important
than ever.

Inclusive: This requires concerted public and private sector efforts to
include as many people as possible in improved access to social benefits,
political participation, economic opportunity and essential goods and ser-
vices. It calls for a particular focus on those who are most vulnerable or who
are currently excluded based on income, gender, race, ethnicity and other
types of identity. Closely linked to inequality and injustice is the fact that
many people are excluded from access to affordable healthcare and educa-
tion, to economic opportunities and to having a political voice. The nature
and extent of their exclusion is often based on deep-seated structural obsta-
cles and circumstances beyond their own control. The pandemic has made
this exclusion even more stark. It has also raised the obstacles that indi-
vidual households and communities must overcome to achieve greater
access and opportunity. Examples include smallholder farmers and micro-
or small-scale entrepreneurs who lack access to basic inputs, financing and
markets, and racial and ethnic minorities who find it more difficult to fin-
ish education, find affordable housing and gain access to financial services
and jobs in most countries. Examples also include low-income students
who are falling even further behind their contemporaries due to digital
exclusion and crowded living conditions. And they include women who
are bearing an even heavier burden than normal of caring for children and
the elderly while also making up most of the essential workers, and all too
often, facing discrimination and harassment at work. Public policies and
business models that are intentionally inclusive in their design and imple-
mentation are more important than ever.

Sustainable: This requires a public and private sector commitment to
achieving development that meets the needs of the present without com-
promising the ability of future generations to meet their own needs.” In
particular, strong consensus has been emerging on the need to decouple
economic growth from high carbon emissions, the overuse of natural
resources, especially water and biodiversity, environmental degradation
and pollution, and the exploitation of people. Such decoupling will be
essential to tackle the inter-related challenges of poverty, climate change,
natural resource scarcity and human insecurity. Despite the slowing of eco-
nomic activity and growth due to the COVID-19 pandemic, the overall
trajectory towards climate-driven catastrophe continues to accelerate and
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escalate and the number and severity of natural disasters, from wildfires
and drought to hurricanes and floods continue, to grow. Many see the
global impact of the pandemic as a precursor to the potentially far worse
systemic impacts of climate change. Green public policies, new technolo-
gies, sustainable financing and infrastructure and more efficient, circular
and regenerative business models to achieve a low-carbon or net-zero car-
bon economy that at the same time create decent jobs are more important
than ever.

Just. Inclusive. Sustainable. Readers may ask, “[S]o what is new?” The
Universal Declaration of Human Rights has been around since 1948, for
example, and there has long been calls for better workers rights, civil rights
and social and environmental justice, years before recent global social move-
ments such as #MeToo, #BlackLivesMatter and #ExtinctionRebellion. In
2011, the UN Guiding Principles on Business and Human Rights were unan-
imously endorsed by the United Nations Human Rights Council. Likewise,
Sustainable Development has been a globally agreed ambition since the UN
Conference on Environment and Development in 1992, popularly known as
the Rio Earth Summit. It has been given further impetus since 2015, when
more than 190 Heads of State signed up to implement both the Sustainable
Development Goals in September and the UN Paris Climate Agreement in
December of that year.

Opver the past two decades, numerous global, national and city-level com-
missions and reports have explored the types of public policies, laws, regula-
tions and market incentives that are needed to drive towards these goals or to
avoid the risks and costs of inaction. Other platforms have identified the pri-
orities for private sector leadership and the actions that corporations, financial
institutions, social entrepreneurs and different industry sectors should take to
respect human rights, build more inclusive business models and achieve sus-
tainable development.® There have been detailed studies on the high economic
and health risks of epidemics and pandemics and how to avoid them. There is
widespread agreement among policymakers and business leaders in many
countries on the crucial role of science, technology, data and innovation in
achieving these goals, albeit with some exceptions. There are also many guide-
lines for actions that can be taken by universities and research groups, non-
governmental organizations, women, youth, labour and indigenous peoples’
groups, and civic and community-level leaders.’

In short, we largely know what is needed and have known for some time.
But despite many individual examples of progress being made, there has been
a collective failure to achieve the speed, scale and systemic impact that is
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required. Business, political and other leaders of society have been too com-
placent. Most have been too comfortable with the szatus guo. Change has been
incremental, at best. Countless projects and initiatives have been launched,
but there have been too few system-level changes achieved. Companies have
developed new technologies, products, services and metrics, but most of them
have not done enough to fundamentally realign their core strategies and busi-
ness models to achieve measurably beneficial outcomes or to avoid negative
impacts on people and the planet. Governments have changed some laws,
regulations and market incentives, but too few in too few places. Most of the
recovery and stimulus packages after the global financial crisis, for example,
failed to incorporate conditions or incentives for more inclusive and green
policies and practices, although this gap has been more effectively addressed
by pandemic recovery initiatives.

The extraordinary events of 2020 and 2021 have given humanity a “wake-
up call” that is impossible to ignore. They have created a universal sense of
urgency anchored in a greater sense of human connectedness and common
cause, despite the precipitous decline in physical gatherings and travel. More
than at any other time in our generation, recent events have highlighted the
systemic and structural inequalities and injustices that persist in almost every
country. They have made us aware of the synchronous and cascading nature
of large-scale humanitarian, economic and natural shocks and crises. Above
all, recent events have demonstrated the failure of many of our current institu-
tions and systems to deliver outcomes that are just, inclusive and sustainable.
For example, our health systems, food systems, energy systems, social security
systems and systems for financial and digital inclusion have all been put under
severe strain by the pandemic, high levels of inequality and the climate crisis.
Even in the world’s wealthiest countries, these critical systems are arguably no
longer fit-for-purpose.

Clearly, governments have the ultimate responsibility for enabling their
societies to meet these pressing challenges through the necessary changes in
public policy and governance.'” But governments face serious constraints.
These range from fiscal constraints and inadequate institutional capacity to
lack of political will and debilitating factionalism to corruption, repression
and situations of violent conflict. Even in situations of good public gover-
nance, the challenges are often too complex and multi-dimensional, and the
resources needed to tackle them too distributed and constrained, for govern-
ments to act effectively alone.

Business leaders and companies have a crucial role to play. This is especially
the case for large, global corporations. Given the scale of their activities and
the scope of their networks and relationships, the characteristics of their
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corporate governance, strategy, reporting and partnerships can impact the
lives of millions of people and the planet, both in the immediate and in the
long term. Indeed, they are increasingly compelled by business logic to act—
the logic of sustainable value creation and stakeholder capitalism, which rec-
ognizes that many aspects of these challenges are not only social concerns but
also material factors in enterprise value creation that need to be fully inte-
grated into strategy formulation and management practice. This is the sys-
temic improvement society requires of private sector governance and
management to accompany that which is needed in public governance to
secure stronger progress towards a just, inclusive and sustainable future.

1.2 The Business Imperative to Translate
the Principles of Stakeholder Capitalism
into Practice

To be certain, many companies have started to respond over the past two
decades. They have established policies and systems to manage and report pub-
licly on their sustainability or environmental, social and governance (ESG) per-
formance alongside their financial and operational performance, and to
strengthen mutually beneficial mechanisms for stakeholder engagement. The
leaders have also started to work together collectively to agree on shared prin-
ciples and goals for implementing specific aspects of stakeholder capitalism and
for prioritizing ESG&D issues that need to be addressed at a systemic level. But
much more work is needed by all companies, even the pioneers, to translate
the principles of stakeholder capitalism into rigorous and systematic practice.

1.2.1 Firm-Level Policies and Practices

Hundreds of companies are taking actions at the firm level to embed the man-
agement of ESG risks and opportunities into their core business operations
and supply chains. One of the best barometers for assessing the depth and
breadth of a company’s sustainability or ESG&D performance and its engage-
ment with and impact on stakeholders is through its public reporting on
these. Research by KPMG in 2020 concluded that about 80% of the top 100
companies by revenue in each of 52 countries and jurisdictions surveyed now
issue corporate responsibility or sustainability reports, up from about 25% in
2001-2002."" KPMG also concludes that 90% or more of the world’s 250
largest companies by revenue, as defined by the Fortune 2019 ranking,
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produce a sustainability report and have been doing so for over a decade.
Furthermore, third-party assurance of these reports and their data is also on
the rise.'” In 2021, for example, the Center for Audit Quality found that 95%
of S&P companies have detailed ESG information publicly available and that
more than half had some form of assurance or verification over their ESG
metrics."?

The ambition of corporate ESG goals and targets is also increasing. Take
climate for example. Leading companies are starting to set targets not only for
decreasing the absolute amount and intensity of carbon emissions in their
own operations, but also along their supply chains. A growing number is set-
ting even more ambitious science-based targets and commitments to achieve
net-zero emissions by or before 2050, in alignment with the Paris Climate
Agreement. Likewise, in areas such as water and biodiversity, companies are
moving from operational efficiency and management goals within their own
“fence” to broader watershed and landscape-wide commitments and to
nature-based solutions. A small vanguard of companies is going a step further
and making public commitments to environmental and socio-economic prac-
tices that deliver regenerative, restorative or net positive solutions that aim to
restore and strengthen ecosystems and nature’s carrying capacity. These efforts
extend beyond the mitigation of negative environmental impacts and exter-
nalities. Proactive stakeholder engagement and the achievement of mutual
benefit and accountability between a company and its stakeholders are essen-
tial in advancing most of these goals.

More companies are also undertaking human rights due diligence to iden-
tify, manage, monitor and take accountability for their salient human rights
risks. This includes but goes beyond adherence to core and other legally bind-
ing labour standards and setting public targets for diversity and inclusion
within their own operations and employment practices. Both the COVID-19
pandemic and the climate crisis have highlighted the challenges of inequality
and vulnerability within company value chains and the communities where
they operate. As a result, leading companies are starting to address issues such
as living wages and incomes, accelerated climate action and more holistic
approaches to employee well-being. Again, stakeholder engagement and
accountability are key. As Professor John Ruggie and his colleagues have
noted, “the implementation of human rights due diligence by companies—
properly done—brings the concerns and interests of affected stakeholders into
greater prominence in corporate decision-making at both the operational and
leadership levels, and ... it offers a window into what one effective and viable
path toward ‘stakeholder capitalism’ looks like in practice.”'
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Yet, despite the progress being made, in the absence of mandatory disclo-
sure of and accountability for ESG performance, these pioneer companies
remain in the minority of the world’s estimated 63,000 publicly listed compa-
nies and the even larger number of private companies. While plans to imple-
ment mandatory disclosure requirements for corporate carbon emissions,
human rights due diligence and diversity are being debated in the EU, much
work remains for such reporting to become a mainstream driver of change.
Equally, although substantial progress was made during 2020 and 2021
towards more commonly agreed ESG metrics, the ongoing absence of a gen-
erally accepted global reporting standard means that it is difhicult for inves-
tors, regulators and other stakeholders to compare even the pioneering
corporate reporters at the level of rigour and consistency that is required to
drive large-scale transformation, let alone encourage the laggards to make
faster progress. The agenda on sustainability target setting and public disclo-
sure is, however, moving in the right direction.

Business innovation for social impact is also gaining momentum. A combi-
nation of incumbent companies and start-up entrepreneurs is chasing new
business and market opportunities associated with developing new technolo-
gies, processes, products, services, financing and business models to meet
social and environmental needs. In 2017, for example, the Business and
Sustainable Development Commission concluded in its flagship report, “Our
research shows achieving the Global Goals in just four economic systems
[food and agriculture, cities, energy and materials, and health and wellbeing]
could open 60 market ‘hot spots’ worth an estimated US$12 trillion by
2030 in business savings and revenue.”” In 2020, the World Economic
Forum’s report on the Future of Nature and Business concluded that 15 transi-
tions in the three socio-economic systems of food, land and ocean use, infra-
structure and the built environment, and energy and extractives could deliver
US $10.1 trillion of annual business opportunities and 395 million jobs by
2030. The report also added a sobering warning of the severe risks and costs
of inaction."®

The world’s institutional investors are also markedly increasing ESG screen-
ing, investment products and corporate engagement activities with a focus on
integrating these risks and opportunities into their policies and decision-
making. A July 2020 report estimates, for example, “The value of global assets
applying environmental, social and governance data to drive investment deci-
sions has almost doubled over four years, and more than tripled over eight
years, to $40.5 trillion in 2020,” and, “the size of ESG teams at money man-
agers has also grown across the top 30 money managers, by 229% compared
with 2017.”" Analysis by Bloomberg Intelligence predicts, “Global ESG
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assets are on track to exceed $53 trillion by 2025, representing more than a
third of the $140.5 trillion in projected total assets under management. A
perfect storm created by the pandemic and the green recovery in the U.S., EU
and China will likely reveal how ESG can help assess a new set of financial
risks and harness capital markets.”'®

Many companies are also making great strides in managing the risks and
leveraging the opportunities of digital technology and big data. We are just at
the beginning of understanding the opportunities of harnessing digital plat-
forms alongside material and life sciences to address challenges in global
health, education, food security, energy, water and digital and financial inclu-
sion. At the same time, we are only in the early stages of understanding and
mitigating some of the risks to people and planet posed by these new tech-
nologies and the scaled impact of the platforms they enable.

Opver the course of 2020 and 2021, thousands of companies have responded
to address the humanitarian and economic costs of the COVID-19 pandemic,
in addition to focusing on their own business continuity and financial liquid-
ity during the crisis. They have leveraged their core business capabilities, such
as occupational health and safety protocols, manufacturing and logistics
capacity, marketing and media outreach, as well as their philanthropic dona-
tions and volunteering and their voices as policy advocates.” Organizations
such as the World Economic Forum, Business Fights Poverty, the World
Business Council for Sustainable Development, JUST Capital and national
chambers of commerce, to name only a few, have established business and
COVID-19 response platforms. Their collective goal has been to convene and
mobilize the business response to COVID-19, to share good practices and to
track performance.

1.2.2 Collective Principles and Commitments

Recent collective business leadership has also helped to provide a more solid
conceptual foundation for the simultaneous pursuit of business and societal
value creation. In 2019, both the World Economic Forum and the US
Business Roundtable published seminal statements calling on companies to
adopt a set of specific principles in this regard. The Forum’s Davos Manifesto
refreshed a statement originally published in 1973, and it is outlined in Box
1.1. These statements provide a set of principles, although the clear challenge
posed by them and addressed in this book is how companies can translate
them into systematic practice.
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Box 1.1 The Davos Manifesto

A. The purpose of a company is to engage all its stakeholders in shared and sus-
tained value creation. In creating such value, a company serves not only its share-
holders, but all its stakeholders—employees, customers, suppliers, local
communities and society at large. The best way to understand and harmonize
the divergent interests of all stakeholders is through a shared commitment to
policies and decisions that strengthen the long-term prosperity of a company.

(i) A company serves its customers by providing a value proposition that best
meets their needs. It accepts and supports fair competition and a level play-
ing field. It has zero tolerance for corruption. It keeps the digital ecosystem
in which it operates reliable and trustworthy. It makes customers fully aware
of the functionality of its products and services, including adverse implica-
tions or negative externalities.

(ii) A company treats its people with dignity and respect. It honours diversity
and strives for continuous improvements in working conditions and
employee well-being. In a world of rapid change, a company fosters contin-
ued employability through ongoing upskilling and reskilling.

(iii) A company considers its suppliers as true partners in value creation. It pro-
vides a fair chance to new market entrants. It integrates respect for human
rights into the entire supply chain.

(iv) A company serves society at large through its activities, supports the com-
munities in which it works, and pays its fair share of taxes. It ensures the
safe, ethical and efficient use of data. It acts as a steward of the environ-
mental and material universe for future generations. It consciously protects
our biosphere and champions a circular, shared and regenerative economy.
It continuously expands the frontiers of knowledge, innovation and tech-
nology to improve people’s well-being.

(v) A company provides its shareholders with a return on investment that takes
into account the incurred entrepreneurial risks and the need for continuous
innovation and sustained investments. It responsibly manages near-term,
medium-term and long-term value creation in pursuit of sustainable share-
holder returns that do not sacrifice the future for the present.

B. A company is more than an economic unit generating wealth. It fulfils
human and societal aspirations as part of the broader social system. Performance
must be measured not only on the return to shareholders, but also on how it
achieves its environmental, social and good governance objectives. Executive
remuneration should reflect stakeholder responsibility.

C. A company that has a multinational scope of activities not only serves all
those stakeholders who are directly engaged, but acts itself as a stakeholder—
together with governments and civil society—of our global future. Corporate
global citizenship requires a company to harness its core competencies, its entre-
preneurship, skills and relevant resources in collaborative efforts with other com-
panies and stakeholders to improve the state of the world.

Source: The World Economic Forum, December 2, 2019
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During the past few years, several leading global business and investor net-
works have set ambitious new requirements and goals for their membership.
In December 2020, for example, the World Business Council for Sustainable
Development, created at the time of the 1992 Rio Earth Summit and with
more than 200 of the world’s leading corporations as members, established
the following five membership criteria based on sustainability performance. It
called on all its members to be able to adhere to or explain their performance
in each of these areas by December 2022:

 Set an ambition to reach net-zero greenhouse gas (GHG) emissions, no
later than 2050 and have a science-informed plan to achieve it.

* Set ambitious, science-informed, short and mid-term environmental goals
that contribute to nature/biodiversity recovery by 2050.

¢ Declare support for the UN Guiding Principles on Business and Human
Rights by having in place a policy to respect human rights and a human
rights due diligence process.

* Declare support for inclusion, equality, diversity and the elimination of any
form of discrimination.

* Operate at the highest level of transparency by disclosing material sustain-
ability information in line with the Task Force on Climate-related Financial
Disclosures (TCFD) and align Enterprise Risk Management (ERM) with

environmental, social and governance-related (ESG) risks.*

Institutional investors have also increased the ambition and reach of their
collective action initiatives, especially on climate change. The Net-Zero Asset
Managers Alliance, for example, was launched in December 2020. Governed
by a group of six other investor networks, the alliance describes itself as “an
international group of asset managers committed to supporting the goal of
net zero greenhouse gas emissions by 2050 or sooner, in line with global
efforts to limit warming to 1.5 degrees Celsius; and to supporting investing
aligned with net zero emissions by 2050 or sooner.”*' As of mid-2021, there
were 128 signatories with US $43 trillion in assets under management. Other
investor-led climate coalitions established since 2017 include the Net-Zero
Asset Owner Alliance, the Paris Aligned Investment Initiative and Climate
Action 100+. Investors are also starting to engage in collective action beyond
addressing climate change. In 2018, the Investor Alliance on Human Rights
was established, with some 170 institutional investors as members,?? and in
2020, 128 institutional investors came together to endorse a commitment to
address systemic racism through their portfolios, corporate engagement and
policy advocacy.”
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In short, companies and investors of all sizes as well as industry sectors and
their associations are starting to respond to systemic risks such as the pan-
demic, climate change, inequality, data privacy and other challenges. They are
doing so in a way that aims to balance the interests of employees, communi-
ties and other key company stakeholders with expectations regarding financial
performance, competitiveness and growth. These bottom-up shifts in behav-
iour point to a broader shift in corporate governance and management, which
has come to be called stakeholder capitalism and framed as a counterpoint to
shareholder capitalism. But, while this direction of travel has found expres-
sion in principles and a few legal frameworks, it has yet to be defined more
specifically and systematically for purposes of practical implementation.

In the absence of such structured practical guidance, stakeholder capitalism
remains more an aspiration around which there is growing consensus than the
systemic shift in capitalism that leaders of all walks of society have been call-
ing for.?* This book seeks to help move the stakeholder capitalism movement
to this next level from the perspective of what companies themselves can do,
both individually and collectively. It aims to provide companies with a practi-
cal roadmap for rigorous and widespread practice that will help to reset capi-
talism in line with the economic, social and political demands it faces in the
twenty-first century.

1.3 What Stakeholder Capitalism Is and Is Not

Judging from the increasingly lively debate on the topic, the general notion of
stakeholder capitalism—a business should be run in the interests of creating
long-term value for shareholders AND other key stakeholders—is a contested
and often misinterpreted concept. In its most fundamental sense, the concept
has a long history and has taken different forms around the world. The con-
temporary formulation can be traced to US and European management theo-
ries that emerged in the 1960s and 1970s,” were enshrined in the 1973 Davos
Manifesto®® and have since been refreshed in the updated principles issued by
the US Business Roundtable®” and the World Economic Forum®® in 2019.
These high-profile restatements have generated a new wave of interest and
resurrected an old polemic associated most famously with the economist
Milton Friedman, who argued against the corporate social responsibility
movement of the 1960s and 1970s by asserting in as many words that “the
business of business is business.”*

The best way to improve the clarity and utility of this debate is to define
more concretely what stakeholder capitalism is and is not.
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1.3.1 What Stakeholder Capitalism Is Not

First, stakeholder capitalism is not state-directed capitalism. Quite a number
of governments, such as Germany and Japan, have embedded the notion of
shared value creation among shareholders and other stakeholders in their own
way in their corporate governance statutes and cultures. But in doing so, none
is aiming to supplant the role of the board as the ultimate locus of decision-
making within firms. These governments are not seeking to substitute their
judgements for those of directors and management teams in the strategic
decisions and day-to-day running of their firms. There is no dirigiste picking
of winners and losers by public bureaucrats as far as the allocation of resources
and conduct of other aspects of business is concerned.

Second, in the same vein, stakeholder capitalism is not socialism through
the back door. It does not hold that shareholder interests should be subordi-
nated to those of other stakeholders, such as employees, or that businesses
should do the bidding of governments in providing public goods. Rather, it
posits that:

* the corporation, which is a legal construct of society that confers certain
privileges such as limited liability and distinct tax treatment, is a vehicle for
sustainable enterprise value creation;

¢ such enterprise value creation is distinguishable from the notion of near-
term financial results or stock market valuation; and

* the universe of material contributors to and beneficiaries from enterprise
value creation over time is certainly larger than the providers of the firm’s
financial capital.

Third, just because sharecholder capitalism—the view that companies
should be run solely in interests of optimizing shareholder returns—is also
focused on enterprise value creation does not mean that it is essentially the
same thing as stakeholder capitalism. Critics making this argument™ say that
companies run in the sole interests of their shareholders naturally take account
of the material role of other stakeholders in creating such value because it is
the job of their directors and managers to consider everything that could
materially affect the firm’s financial performance and share price. If they don’t,
their share price will suffer, and they will be out of a job. They argue that
stakeholder capitalism anchored in sustainable business value creation is mak-
ing a distinction without a meaningful difference. It is old wine in new, more
socially presentable, bottles—a public relations exercise.
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This argument is flawed. It should be abundantly clear from the long his-
tory of shareholders being blindsided (i.e., stock prices of individual firms
abruptly crashing) as a result of unforeseen environmental, social and gover-
nance lapses that equity and bond markets are not fully eflicient. Financial
markets are a long way from adequately internalizing material non-financial
factors, particularly risks and opportunities that typically play out within a
firm over the medium to long term. They do not have perfect information,
and neither do the directors and managers within a firm itself, particularly if
they are operating within a governance framework that fails to systematically
gather and apply actionable information about such medium-term and intan-
gible factors. Just because the process of optimizing enterprise value cre-
ation—maximizing discounted cash flows—should in theory take account of
all financially material considerations, both short and long term, doesnt mean
that companies actually do so in practice on a consistent basis. Stakeholder
capitalism that is focused on sustainable enterprise value creation is a distinc-
tion with a big difference, and that difference is practice, which is the topic of

this book.

1.3.2 What Stakeholder Capitalism Is: Sustainable
Enterprise Value Creation

Stakeholder capitalism in conceptual terms is the notion of the firm as a social,
rather than purely financial, construct, whose purpose is sustainable enzerprise
value creation rather than solely increased profitability and market valuation,
which is to say shareholder value creation.

Sustainable enterprise value creation means generating sustained value for
all of the firm’s principal stakeholders, including shareholders, employees,
customers, suppliers, distributors and communities. This includes creating
economic value as well as respecting people’s rights, building their human and
social capital, and protecting and restoring natural capital, thereby reinforcing
the strength of the social and environmental ecosystems in which the firm
operates and hence its own performance over particularly the medium to long
term. These three aspects—the creation of sustained and shared direct value for
the firm’s stakeholders as well as wider societal value—are important in their
own right, but they are also mutually reinforcing. Together they give effect to
the three-dimensional meaning of sustainable in this context: value creation
that is at once financially, socially and environmentally sustainable.

This definition of sustainable enterprise value creation manifests in clear
objective and operational ways within firms that apply it rigorously.
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Objectively, sustainable enterprise value creation includes the following
core elements:

* robust, sustained profitability;

* decent work® that includes respect for internationally recognized worker
rights and protections and supports compensation that reflects productiv-
ity gains and includes an adequate “living” wage;

* respect for human rights more generally®*;

* internalization of significant environmental externalities in the production
(through their avoidance and abatement) and sale (through the price) of
goods and services; and

* high standards of ethics and governance, including zero tolerance of brib-
ery; avoidance of anti-competitive business practices; and fair payment of
taxes in recognition of the vital role public services and administrative
capacity play in maintaining a vital business enabling environment and
social fabric.

Operationally, it is manifested in the systematic integration of the firm’s
tangible and intangible, shareholder and other stakeholder, and pecuniary
and non-pecuniary dimensions over the medium to long term in its gover-
nance processes and management systems. The material aspects of these need
to be deliberately understood and consciously weighed in the firm’s gover-
nance and management. This is because a firm that takes care to steward its
assets, investments, key relationships and social licence to operate in a way
that produces shared and ongoing rather than narrow and transitory value,
and that renews rather than depletes these elements, is more likely to optimize
the value of the enterprise to all of its stakeholders, including shareholders,
over time. A firm that is not producing fair value to its employees, value chain
partners and communities is not likely to sustain a high level of performance
over time, because it depends on these assets and relationships. This is espe-
cially true today when such intangible, non-pecuniary factors are becoming
more material to value creation because of corresponding shifts in the underly-
ing business operating context. Such shifts include changes in environmental
regulation, consumer and employee attitudes about technology and the col-
lection and application of data, social attitudes regarding discrimination and
exclusion, the cost of cybersecurity breaches and insurance coverage, the state
of public finances and services in many countries, the extent of precarity,
unemployment and inequality in others, and so on.

The practice of stakeholder capitalism is thus the pursuit of sustainable
enterprise value creation through the systematic integration of material
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so-called non-financial factors into the governance, management and report-
ing of firms. This is what ensures that related risks, opportunities and other
considerations are fully internalized in decision-making. The systematic inter-
nalization of such factors through the diligent gathering of information and
perspectives of the firm’s key stakeholders is what helps its board and manage-
ment team make fully considered judgements about what is best for the firm’s
capacity to sustain the creation of shared value over time. Simply put, stake-
holder capitalism is about good governance—the application of greater rigour
and wider due diligence in the running of a firm that is particularly important
in today’s changing context.

The bottom line of stakeholder capitalism is that increases in shareholder
value, particularly when interpreted in the extreme as the near-term stock
price and earnings per share performance, may be a necessary condition, but
it is certainly not a sufficient condition for fulfilment of the fundamental
purpose of the firm: shared and sustained improvement in the value of the
enterprise to all of its key stakeholders, including but not limited to its pro-
viders of capital.

The concept and narrative of stakeholder capitalism has gained—or more
accurately re-gained—prominence in recent years, notably with the reissu-
ance of the Davos Manifesto and Business Roundtable’s Statement of the
Purpose of a Corporation as well as recent related EU initiatives, including its
2014 Non-Financial Reporting Directive,” Action Plan for Financing
Sustainable Growth* and its recent Sustainable Corporate Governance
Initiative, which received broad-based support during public consultations
and appears likely to result in important changes in the near future.” Yet,
these are not novel notions. Stakeholder capitalism is not new. It has existed
in various forms and business cultures for decades, even centuries, even if the
term was not explicitly used.

1.3.3 Stakeholder Capitalism’s Diverse Historical
and Legal Tradition

As outlined earlier, a stakeholder-oriented economic model is not new. In the
UK, for example, corporations enjoying limited liability and tradable shares
were originally restricted to those chartered by the Crown or an Act of
Parliament, in principle to carry out a specific public interest activity like
building a bridge or university.*® This practice evolved over time to extend to
enterprises with a perceived quasi-public purpose such as promoting Great
Britain’s economic interests abroad through the establishment of large trading
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companies in specific regions, early examples being the Company of Merchant
Adventurers in 1553 and the East India Company, chartered in 1600. The
then-private Bank of England’s 1694 charter made clear that its purpose was
“to promote the public good and benefit of our people.”

Wider access by private companies to limited liability and the trading of
shares was extended only in the mid-nineteenth century through passage of
the Joint Stock Companies Act of 1844 and Limited Liability Act of 1855.
But maximizing shareholder return was not the centrepiece of companies’
objectives or directors’ duties during the nineteenth century.’” Beginning in
the early twentieth century, however, growth in the influence of investors
combined with favourable jurisprudence helped to enshrine shareholder pri-
macy as the dominant paradigm of corporate governance in the UK. The
2006 Company Act sought to meld these divergent traditions. It embedded a
shareholder primacy reading of directors’ responsibilities into law but also
indicated that they should “have regard” for the interests of other stakehold-
ers. This ill-defined compromise formulation has come to be called enlight-
ened shareholder value, but it has spawned endless debate about what it means
in practice and in the event of litigation.

In the US, in the first half of the twentieth century, leading companies very
publicly declared their commitment to weigh the interests of multiple stake-
holders. Henry Ford famously declared: “7here is one rule for the industrialist
and that is: make the best quality goods possible at the lowest cost possible, paying
the highest wages possible.” In 1929, General Electric’s chairman and president
stated that they were running the company on the basis of a stakeholder the-
ory of corporate governance without naming it as such:

If you will pardon me for being personal, it makes a great difference in my acti-
tude toward my job as an executive officer of the General Electric Company
whether I am a trustee of the institution or an attorney for the investor. If [ am
a trustee, who are the beneficiaries of the trust? To whom do I owe my obliga-
tions? My conception of it is this: That there are three groups of people who
have an interest in that institution. One is the group of fifty-odd thousand
people who have put their capital in the company, namely, its stockholders.
Another is a group of well toward one hundred thousand people who are put-
ting their labour and their lives into the business of the company. The third
group is of customers and the general public. Customers have a right to demand
that a concern so large shall not only do its business honestly and properly, but,
further, that it shall meet its public obligations and perform its public duties—
in a word, vast as it is, that it should be a good citizen.

Now, I conceive my trust first to be to see to it that the capital which is put
into this concern is safe, honestly and wisely used, and paid a fair rate of return.
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Otherwise, we cannot get capital. The worker will have no tools. Second, that
the people who put their labour and lives into this concern get fair wages, con-
tinuity of employment, and a recognition of their right to their jobs where they
have educated themselves to highly skilled and specialized work. Third, that the
customers get a product which is as represented and that the price is such as is
consistent with the obligations to the people who put their capital and labour
in. Last, that the public has a concern functioning in the public interest and
performing its duties as a great and good citizen should. I think what is right in
business is influenced very largely by the growing sense of trusteeship which I
have described. One no longer feels the obligation to take from labor for the
benefit of capital, nor to take from the public for the benefit of both, but rather
to administer wisely and fairly in the interest of all.?’

Similarly, Johnson & Johnson’s Credo, approved in 1943, the year before
the company transitioned from family to public ownership, and still in force
today, states explicitly that its responsibility is to those using its products and
services, employees, communities and stockholders in that order, stating at
the end: “When we operate according to these principles, the stockholders
should realize a fair return.” In the 1950s, Sears CEO Robert E. Wood
argued that shareholders’ long-run profit could be enhanced by satisfying the
needs and expectations of other stakeholders.” General Motors’ 1964 annual
report also reflected “a company recognizing the value being created by and
for all its stakeholders.”#? This was the prevailing mindset in the American
business community during the era of so-called managerial capitalism dating
from the 1940s to the 1970s. These decades were a period of high growth and
broadly rising prosperity in the US, suggesting at a minimum that a stake-
holder capitalism corporate culture is not inconsistent with robust industrial
competitiveness and economic growth, notwithstanding the counter-narrative
that arose with the ascendance and continuing dominance of the shareholder
primacy doctrine in the decades since.

Europe, Asia and Latin America have had a long and more durable tradi-
tion of companies being managed in the interests of long-term enterprise
value creation for the benefit of all stakeholders. The important role played by
family-controlled shareholder foundations and holding companies has cer-
tainly contributed to continental Europe’s distinct long-term, patient-capital
corporate culture. There are over 3000 such foundations across Scandinavia,
Germany and Switzerland. These account for a third of the GDP of Sweden
and over half of the market capitalization of the Copenhagen Stock Exchange
as well as significant share of the German and Swiss corporate communities.*’
Germany’sstrong base of medium-sized, family-owned industrial “Mittelstand”
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firms also fits within this management tradition. Although foundation-owned
firms have many features in common with family businesses, they are distin-
guished by an additional and irrevocable commitment to the continuation of
the company, that is, to sustainable enterprise value creation. As such, studies
have shown that foundation-owned companies tend to have even longer time
horizons than family-owned firms, which have been found to have longer
time horizons than external investor-owned firms.*

Asia and Europe also have corporate governance legal frameworks and cus-
tomary practices which embed many of the features of stakeholder capitalism.
In Japan and elsewhere in East Asia, for example, the company and its stake-
holders often perceive of themselves implicitly as akin to a family. The Japanese
system has been described as

being based on ‘community logic’ against the US system which is based on
‘market logic’. In the UK and USA the tendency has been for the market to
operate freely and in recent times for the state to pick up the social conse-
quences, for example in unemployment pay and national assistance. In Japan,
the tendency has been to regard it as preferable to prevent and delay potential
tears in the social fabric and for government to act to mitigate the effects of any
changes that cannot be avoided. This seems true at both company and national
level and what it boils down to is belief that ‘the family’ comes first. Put another
way, the fabric of society should not be wantonly or carelessly torn and if neces-
sary, the state should step in to prevent it. ... Of course, profit matters and is
essential for survival, but to the Japanese it is not all that matters—even in these
days when the importance of ‘shareholder value’ has become a sort of religion
elsewhere.®

Owing to this cultural context as well as a tendency towards extensive
industrial and bank cross-shareholdings or their equivalent (e.g., South Korea’s
chaebol groups), corporate governance in Northeast Asia leans towards coop-
eration and consensus building among stakeholders—that is, the integration
of multiple stakeholder interests into corporate decision-making, whether
formally or implicitly, as well as a tendency to conceive of the corporation as
ultimately a social rather than essentially financial construct. Indeed, for years,
foreign investors have complained about the subordination of shareholder
interests, sometimes vociferously. But while attitudes and practices have been
changing in this respect, Northeast Asian corporate governance continues to
exhibit a strong stakeholder capitalism ethos.

In South and Southeast Asian countries as well as Latin America, family-
owned or family-controlled businesses dominate the corporate landscape.*®
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Approximately 85% of firms in the Asia-Pacific region are family-owned,
including in China.”” McKinsey has estimated that the share of family-owned
businesses among the largest multinational firms in the world could increase
from 15% to 40% from 2015 to 2025, mainly as a result of the rising number
of large family firms in the Asia-Pacific.*® In India as well, a tradition of large
corporate family-owned firms prevails and there is a widespread use of com-
pany groups, often in the form of pyramids with a wide basis in many differ-
ent activities and companies. In Asian and other emerging market firms, a
family-centric governance model tends to be strongly preferred over the
Western “professional” non-family governance model.*’

Thus, the corporate governance culture of most of the world is geared
towards the long-term sustainability of the company and preservation of the
stakeholder relationships supporting this purpose, which is to say stakeholder
capitalism. It is no wonder that directors and executives from outside the US
and UK are often befuddled by the debate over stakeholder capitalism there.
They have been running their firms according to these precepts for decades.
At least in this important respect, the Anglo-American system has some catch-
ing up to do, even if Asia continues to catch up in other aspects of good cor-
porate governance.”’ More precisely, given their own historical tradition of
managerial capitalism, the US and UK have some important rebalancing to
do in order to correct their overshooting in the direction of the primacy of
shareholder interests during the past generation.

Much of this international consensus outside the US and UK is rooted in
law, although for the most part these corporate governance codes remain at a
high level, articulating mainly the duty of directors towards the corporation
rather than a particular stakeholder such as shareholders. But even in the US,
the stakeholder perspective on corporate governance has influenced jurispru-
dence if not statutory law. In the case of Paramount Communications v. Time
Inc. in 1989, the state of Delaware’s Chancery Court allowed Time Inc.’s
directors to reject Paramount’s takeover offer even though that offer maxi-
mized shareholders’ financial value. In that influential case, the pure share-
holder primacy argument was rebuffed by the court.’! In the case of Credit
Lyonnais Bank N.V. v. Pathe Communications Corp. (1991), the Chancery
further promoted a stakeholder model on the basis that directors do not owe
duties to any single interest group but to the corporation as a whole and “the
community of interests that the corporation represents.””* By 2000, 25 US
states had amended their General Corporation Laws to incorporate aspects of
the stakeholder concept, with most of the states expressly permitting directors
to take into account the interests of stakeholders in their decision-making.*®
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One country that has a very specific statutory basis for a stakeholder
approach to corporate governance is Germany. Its Stock Corporation Act,
Codetermination Act and Corporate Governance Code formally frame a sys-
tem of stakeholder participation in company decision-making or more pre-
cisely of employee participation. Large companies have a management board
and supervisory board. For companies with more than 2000 employees, half
of the members of the supervisory board are elected by the employees. For
firms with between 500 and 2000 employees, the workers select one-third of
the supervisory board.”* Management boards of large firms are required to
have a director for labour affairs. In addition, works councils are required
in which

[elmployees participate in discussions and decisions about all matters pertaining
to conditions of employment. ... The works council also has rights of co-
determination in the case of dismissals, in the field of employees’ vocational
training, and in the case of grievances. In bigger companies, there must also be
a small economic committee. This does not have rights of co-determination but
rights to information—and these are extensive, including information on: the
economic and financial situation of the company; the production and sales situ-
ation; the investment programme; rationalization projects and closures; organi-
zational changes, including mergers; proposed changes in method. The idea
behind the works councils is that co-determination, that is the right to partici-
pate in decisions (about matters that affect them, plus getting crucial back-
ground information about the enterprise), should promote trust, cooperation,
and harmony. What actually seems to happen is that this helps improve the
whole network of relationships between employer and employee, because the
mere existence of a formal right to be consulted ensures that informal discus-
sions occur. And the supply of information forms the background for participa-
tion at board level.>

It remains to be seen whether other countries will move to enshrine stake-
holder capitalism more explicitly and specifically into their corporate gover-
nance statutes and if so how.

In a related development, some jurisdictions have begun to examine
whether to create or expand a statutory basis for public-benefit or so-called
Fourth Sector enterprises, returning in a sense to the original British approach
to chartering public-purpose corporations.

Economies typically have three sectors: the public sector, the private sector
and the non-profit sector (civil society non-governmental organizations). But
in some jurisdictions,’® there is an emerging fourth sector combining market-
based approaches of private companies with the social and environmental
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aims of the public and non-profit sectors. Organizations in this sector, often
referred to as for-benefit enterprises, come in a wide variety of models, from
mission-driven businesses, social enterprises and sustainable businesses to
cooperatives, benefit corporations and faith-based enterprises, among others.””

For-benefit or public-purpose corporations are arguably the ultimate
expression of stakeholder capitalism. They have been growing in number and
size in recent years in the US, UK and elsewhere®® in response to perceived
limitations of the shareholder primacy laws and practices in those jurisdic-
tions. But while several countries have adopted new corporate forms and
other legal and regulatory reforms in recent years to recognize for-benefits, the
Fourth Sector Group, an organization dedicated to advancing the sector, has
observed:

These are still quite nascent and only serve the needs of a very narrow range of
for-benefit organizations. For most part, for-benefits are not recognized as a
legally distinct class of entities. Thus, when for-benefic-minded entrepreneurs
set out to create a new entity to realize their goals, they are typically forced to
choose a for-profit or non-profit path, or resort to creating a complicated hybrid
structure if they can find (and afford) the right legal advice. This often leads to
them having to sacrifice their visions and accept burdensome trade-offs. This
challenge is beginning to be addressed as for-benefit enterprises become better
understood. As their potential for driving economic, social, and environmental
progress is seen, the fourth sector will become more formalized and distin-
guished in law, complementing existing sectors while enabling for-benefits to
drive sustainability and equity alongside profit.””

In sum, stakeholder capitalism is already practised and anchored in law
around the world to a very considerable extent, albeit in different forms. But
even in those jurisdictions where it is not well rooted, a change in public stat-
ute, corporate charter or ownership structure is not required to run a business
according to these precepts. Rather, this can be achieved through a clear
understanding of the concept, an appreciation of the drivers of its rising rel-
evance and a commitment to practical implementation by the board and
management team based on emerging good practice. There is no inherent
barrier to joining the growing movement of companies across sectors and
regions taking practical steps to respond to this new business leadership
imperative.

This volume is intended to serve as a conceptual and practical resource for
this new generation of business leadership, an exposition of the why, what and
how of stakeholder capitalism and sustainable enterprise value creation. This
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introductory chapter has defined these concepts and provided a brief overview
of their varied historical and legal manifestation around the world. Chapter 2
examines the recent shifts in the operating context of business that are driving
the practice of corporate governance and management further in this direc-
tion, irrespective of legal and cultural context. Chapter 3 provides an overview
of the five main thematic elements of an agenda to implement the principles
of stakeholder capitalism diligently within a firm in order to enhance its
capacity to generate shared and sustained enterprise value. Chapters 4, 5, 6
and 7 provide a more detailed, functional view of this action agenda: a practi-
cal guide for the conduct of boards, management teams, corporate reporting
and strategic partnerships with outside organizations and constituencies to
address systemic weaknesses in the social and economic context in which the
firm operates, respectively.
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The New Business Operating Context
of the 2020s

In the twenty-first century, the business community is facing fundamentally
new and more complex risks and opportunities. In this chapter, we first out-
line some of the most substantial shifts under way, most of which have been
accelerated or exacerbated by the humanitarian and economic costs of the
COVID-19 pandemic. We then outline the associated growing materiality of
environmental, social, governance and data stewardship (ESG&D) issues and
recent changes in corporate governance and corporate responsibility in
response to these changes. We conclude by making the case for a more inte-
grated approach to governing and managing businesses.'

We argue that in today’s context, only by systematically integrating ESG&D
considerations into core governance, management and disclosure practices
can firms effectively implement the principles of stakeholder capitalism and
consistently deliver sustainable enterprise value for shareholders and other
stakeholders alike. Such integrated corporate governance, management and
disclosure are the practical essence of stakeholder capitalism, the walk that
accompanies the talk. In addition, corporate partnerships to drive system-
level change are often necessary to overcome some of the systemic weaknesses
or risks in their enabling environments that individual companies are unable
to address effectively on their own.
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2.1 Systemic Shifts and Shocks

Over the past two decades, the technological, environmental, geopolitical
and socio-economic context in which major companies operate has changed
fundamentally. This fourfold transformation is giving birth to a new phase of
industrial development and global economic integration that have been
described as the Fourth Industrial Revolution®? and Globalization 4.0,
respectively. It is also contributing to more severe and systemic shocks and
crises. The trajectory of these major transformations will depend in large
measure on how well governance at multiple levels—corporate, governmen-
tal and international—adapts. For companies, they are changing the nature
of value creation, risk and societal expectations in ways that challenge the
traditional conception of both corporate governance and corporate
responsibility.

2.1.1 Technological

Economic activity has become much more knowledge intensive and geo-
graphically integrated as the digital economy and globalization have taken
hold over the past two decades. It will become even more so as the next phase
of automation, connectivity and market integration unfolds over the next 20
years. The massive scale and exponential speed of technological change and
the growing convergence between digital, physical and biological technologies
are creating fundamentally new risks and opportunities for companies in
every industry sector. These secular forces are transforming corporate value
creation and competitive advantage, making them increasingly dependent
upon intangible capital formation, particularly innovation, talent develop-
ment and branding. These usually require investment over a sustained period,
a considerably longer time span than that required for two value creation
strategies that have been in vogue for the past generation: aggressive cost-
cutting including through outsourcing and offshoring; and overuse of lever-
age, share buybacks and financial engineering.

In today’s economy, for many industries the time to market and agility in
response to changes in customer requirements are increasingly important
sources of competitive advantage. Combined with threats to supply chain
resilience caused by the pandemic, these have begun to induce a reshoring and
reintegration of production as automation reduces the share of labour in the
total cost of production. In particular, the ongoing digitalization of economic
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activity is reshaping industries and in some cases blurring the lines between
them, creating new risks alongside enormous opportunities for value creation
and intense competitive pressures on companies to make the investments in
technology and people needed to stay ahead of such disruption. Mobile con-
nectivity and cloud computing, machine learning and big data, ubiquitous
sensors and the internet of things, robots and virtual reality, and additive
manufacturing and nanotechnology are disrupting business models in virtu-
ally every industry and service sector.

This disruptive change has a long way to run. The World Economic Forum’s
Digital Transformation of Industry initiative estimated that it has the poten-
tial to generate upwards of $100 trillion of value for industry and society over
a decade’s time.* The biotechnology revolution—particularly recent advances
in the sequencing and manipulation of genes—is likely to create an additional
large wave of disruptive value creation across multiple industries over the
coming decade or two. A third disruption—an energy revolution—may not
be far behind; the vertiginous decline in the cost of renewable energies and
solar energy in recent years could be a harbinger.®

Advances in these three technology domains—digital, biotechnology and
energy—are accelerating and intertwining. They are likely to reinforce each
other over the next decade or two in ways that transform business models in
nearly every industry. These shifts remain at an early stage, but clearly the
COVID-19 pandemic has accelerated the first of these tectonic forces—digi-
tal—and may prove to have a similar impact on the second, biosciences. Its
stimulative effect on the digital economy has taken the form of big increases
in remote working, digital conferencing, e-commerce, e-learning, the digital
consumption of entertainment, e-medicine, automated package delivery and
logistics and more. Many of these changes in production and consumption
appear likely to endure well beyond the public health crisis, with a profound
and lasting impact on supply chains and distribution channels.

Thus, innovating to anticipate and adapt to technological change is likely
to be the central value creation imperative of this new era for nearly every
industry. After a generation of outsourcing and offshoring and a decade of
extraordinarily low interest rates, most companies have passed the point of
diminishing returns from creating value primarily through cost efhciencies
and leverage. These strategies are not likely to be major sources of sustained
enterprise value creation in the years to come. Instead, investment in the
hardware and software of innovation, including particularly the skills, creativ-
ity and motivation of the people who drive and apply it, is poised to be the
most important driver of competitive advantage. The sine qua non of business
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leadership in the 2020s will therefore be the ability to rally the firm around a
strategy to increase investment, particularly in intangibles such as innovation,
workforce development and empowerment, and customer personalization
and brand loyalty.

2.1.2 Environmental

In the years since the UN Paris Agreement on climate change was agreed in
2015, there has been a major shift in social attitudes, energy markets, regula-
tory agendas and consumer and investor preferences with respect to the need
to take urgent action on addressing climate change. These trends are accelerat-
ing, galvanized by a dramatic increase in climate-related, extreme weather
events in many countries over the past five years and by evermore compelling
scientific and economic evidence of the costs of inaction. The IPCC’s 2021
report provides the starkest warning to date that climate change is widespread,
rapid and intensifying.® These trends require companies to think more delib-
erately and strategically about the risks and opportunities that climate change
and an energy transition towards net-zero carbon emissions by 2050 pose to
their current operations and future strategies from the perspective of both
mitigation and adaptation. Indeed, both regulators and investors are rapidly
moving to require firms to integrate climate change considerations into cor-
porate governance, strategy, risk management and disclosure, in recognition
that related physical and transitional risks can have major implications for
corporate performance, even the viability of some companies and industries.

The Network for Greening the Financial System (NGES), for example, is a
network of central banks and financial supervisors that aims to accelerate the
scaling up of green finance and develop recommendations for central banks’
role in addressing climate change. Established in December 2017, NGES had
95 members as of June 2021, including the world’s largest central banks.
Among other actions, it has encouraged “all companies issuing public debt or
equity as well as financial sector institutions to disclose in line with the Task
Force on Climate-related Financial Disclosures (TCFD) recommendations.”
As of late 2020, support for the TCFD had grown more than 85% over a
period of 15 months, reaching more than 1500 organizations globally, includ-
ing over 1340 companies with a market capitalization of $12.6 trillion and
financial institutions responsible for assets of $150 trillion.” In addition to
voluntary initiatives and commitments, the European Union and the US
Securities and Exchange Commission (SEC), among other regulators, are
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starting to establish requirements for mandatory disclosure by corporations
and financial institutions on their climate strategies and metrics.

As a result of these regulatory, investor and business leadership initiatives, a
new corporate best practice has emerged. It is a public commitment by com-
panies and institutional investors to achieve a net-zero “science-based” emis-
sions target by 2050 and to begin implementing within the next few years
specific strategies and pathways consistent with this goal. As of mid-2021,
over 1700 companies worldwide had committed to set emissions reduction
targets grounded in climate science through the Science Based Targets initia-
tive (SBT1).® Some 715 of these firms have adopted the high ambition 1.5 °C
target set by the Paris Agreement.

As for investors, the United Nations-sponsored Net-Zero Asset Owner
Alliance and the Net-Zero Asset Managers Initiative have convened institu-
tional investors representing US $6.6 trillion and US $43 trillion in assets
under management respectively to commit collectively to transition their
investment portfolios to net-zero GHG emissions by 2050 in line with the
1.5 °C target set by the Paris agreement.” Political jurisdictions, both national
and regional, are also setting net-zero targets, including such major actors as
the European Union,'® China," the US," Japan and South Korea. These
shifts in policy and regulation are bound to intensify the pressure on the cor-
porate sector to move more rapidly in the direction set by these first-mover
business and investor coalitions.

In summary, the legal and political ground is rapidly shifting under com-
panies with respect to environmental stewardship. While climate change has
been the “game changer” in terms of putting environmental issues more firmly
on the boardroom and executive agenda, other environmental issues are also
rising in terms of their materiality and importance. They include the related
and escalating challenges of water insecurity, biodiversity loss and a growing
public backlash against pollution, ranging from a severe deterioration in air
quality in certain cities to plastics in the ocean.

2.1.3 Geopolitical

The growing multipolarity of international relations and return of overt great
power rivalry are contributing to the ongoing plurilateralization of the world
economy—the fragmentation of international trade and investment driven
until recently by regional trade agreements but increasingly shaped by geopo-
litical frictions. Uncertainty and complexity are on the rise, requiring multi-
national firms to take a more deliberate approach to assess such risks, including
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the threat of finding themselves caught in the middle of trade, investment and
migration disputes or technological competition between major countries
and trading blocs. Some countries are instituting new barriers to cross-border
flows of investment, natural resources, people and data, reflecting a decline in
trust among nations and the tendency of international rule-making to lag
changes in the world economy.

Industrial policies of various sorts are on the rise around the world related
to the increased economic and national security stakes countries perceive in
the “winner-take-all” scaling effects of new digital technologies and business
models. Investment screening, procurement requirements and export restric-
tions are on the rise, as is competition among regional preferential trading
arrangements, all of which contributes to rising complexity and political sen-
sitivity in running global supply chain and sales operations. The deterioration
in Great Power relations and logjam within the WTO’s negotiating and adju-
dicatory functions are a clear sign that geopolitical factors are likely to remain
a topic requiring strategic and operational agility by companies.

2.1.4 Socio-economic

As automation and globalization have increased economies of scale and indus-
trial restructuring, income inequality and worker insecurity have risen in
many countries. These trends have combined with longstanding racial and
ethnic inequalities, the disproportionate impact on low-income households
of the global financial crisis and COVID-19 pandemic, and rising tensions
over migration to fuel a popular perception in many countries that their econ-
omies are not sufficiently benefiting the citizenry at large. These frustrations
and the protests, civil unrest and political polarization to which they have
contributed are a warning sign that the social consensus underpinning open,
pro-growth economic policies and capitalism itself has eroded considerably, as
has trust in corporations, which tend to be the agent and public face of eco-
nomic disruption.

As governments struggle to respond to these socio-economic and political
challenges, companies are faced with rising expectations regarding their role
in contributing to the general welfare of their workers and communities.
There are growing expectations that this role needs to include but go beyond
respecting workers’ rights in the company’s own operations and supply chain
and supporting host communities through contributions to charities and
schools. Companies are increasingly being called upon to commit themselves
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and press governments to respect human rights, protect civil rights and address
social injustice and structural inequity more generally.

In addition, while digital technologies offer many benefits to society, they
also pose new challenges to human rights and to the social contract, from the
use of mass surveillance technologies and large-scale collection and sale of
other personal data to the growing need to tackle misinformation, disinfor-
mation and hate speech. As such, companies that produce or use these tech-
nologies are under growing pressure to demonstrate that they understand and
are mitigating the corresponding risks to their workers, customers and the
public at large, including those that might lead them to become complicit in
human rights abuses or violations of local social norms.

In a climate of increased social fragility and diminished trust, a lapse by an
individual company, such as an incident relating to customer data privacy,
corruption, labour rights or environmental pollution, is more likely to esca-
late into a crisis, potentially to the point of threatening a firm’s very existence.
This is particularly the case if a company already suffers from a deficit of trust
because of a perceived track record of insensitivity to or degradation of the
social context in which it operates.

2.1.5 Systemic Shocks and Crises

Systemic shocks and crises that cause substantial losses and disruption for mil-
lions of people are clearly not new. The enormous humanitarian and eco-
nomic toll of two World Wars and the Great Depression are obvious examples.
Yet, resulting from the transformational shifts outlined in this section, the
frequency, speed and in some cases the scale of natural, humanitarian and
economic or financial crises and system-level shocks have increased over recent
decades. In most cases a natural or humanitarian crisis leads to substantial
financial and job losses and these in turn further aggravate human suffering.
Consider the following:

Epidemics and pandemics: A prescient 2019 report by the World Economic
Forum noted, “On the 100th anniversary of the 1918 influenza pandemic,
it is tempting to believe the world has seen the worst epidemics. However,
with increasing trade, travel, population density, human displacement,
migrations and deforestation, as well as climate change, a new era of the
risk of epidemics has begun. The number and diversity of epidemic events
has been increasing over the past 30 years, a trend that is only expected to
intensify. ... Outbreaks and epidemics are also causing more economic
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damage when they occur.”"® Thus, we cannot assume the COVID-19 pan-
demic is a once-in-a-lifetime, black swan event.

Natural disasters: Countries around the globe are experiencing unprece-
dented droughts, heatwaves, wildfires, floods, hurricanes and other climate-
related extreme weather events. The associated humanitarian crises,
economic costs and enterprise risks are continuing to grow, in size and
severity. Research by both scientists and practitioners highlights increasing
concerns. According to Aon’s 2019 annual Weather, Climate and
Catastrophe Insight Report, “The decadal period from 2010-2019 marked
the costliest in the modern record for global natural disasters on a nominal
and inflation-adjusted basis. Total direct economic damage and losses tal-
lied USD 2.98 trillion. This was USD 1.1 trillion higher than the previous
decade. ... It is impossible to know precisely what the next decade will
bring. If loss trends are a guide, however, then it is expected that there will
continue to be larger and costlier events on a global scale.”'*

While the world’s attention is rightly focused on addressing the COVID-19
pandemic, the potential widespread humanitarian, economic and environ-
mental costs of climate change and climate-related shocks cannot be underes-
timated and need to be mitigated and adapted for immediately, not left to
some future date. As Aon conclude in their 2020 Weather, Climate and
Catastrophe Insight Report:

Perhaps the biggest takeaway from 2020 was the recognition of how concurrent
events can have major global implications. These ‘compounded’ or ‘connected
extremes’ will provide critical learning opportunities for better planning as the
world becomes increasingly complex and faces growing or emerging risks. 2020
also highlighted topics such as the protection gap to address the underserved,
increasingly vulnerable populations, the need for additional investment around
risk mitigation strategies to navigate new forms of volatility, and the growing
influence from climate change on daily life."

2.2 The Growing Materiality of ESG&D Risks
and Opportunities

The trends outlined above are increasing the materiality of ESG&D issues for
corporations in almost every industry sector. While the specifics differ depend-
ing on industry and circumstances, ESG&D risks and opportunities are hav-
ing a growing impact on the financial condition or operating performance of
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companies through their effect on the ability of firms to create and sustain
new economic value, manage risks and preserve existing value, and meet soci-
etal expectations and evolving social norms and values that relate to the firm’s
social licence to operate. This shift in the relative weight of so-called non-
financial factors in the creation and maintenance of enterprise value is increas-
ingly requiring boards to think beyond the traditional segmented logic of
shareholder primacy and corporate responsibility.

2.2.1 Creating and Sustaining Value

Healthy profits remain the sine qua non of corporate performance. But in this
new context issues that were previously considered secondary or even ancil-
lary matters for CEOs and boards—the province of the firm’s stakeholder
relations, philanthropy and information technology departments—have
become more important determinants of a firm’s capacity to create and sus-
tain economic value. They therefore merit full integration into the core over-
sight, strategy formulation, risk management, performance evaluation and
public reporting duties of boards and executive teams.

Climate change, water, biodiversity and other aspects of environmental
stewardship, for example, are increasingly material economic factors in a
world in which related technology, regulation and physical impacts are chang-
ing within the space of years and sometimes months. The same is true for the
management of the key source of competitive advantage in the Fourth
Industrial Revolution: intangible assets and particularly people. The continu-
ous cultivation of the talent, motivation and diversity of a firm’s workforce
and of its intellectual property, including new technologies, process innova-
tions and data, are central to value creation in this new era.

Considerations related to people, planet and innovation, including the
protection and value-added application of company data, must therefore fig-
ure more prominently in capital allocation and other core management deci-
sions going forward. The increased significance of these value creation factors
implies a growing need to better understand the trade-offs between invest-
ment in new capacity and capabilities and rationalization of existing opera-
tions and assets. Doing a better job of investing for future growth while
delivering current operational efficiency and excellence implies a lengthening
of investment time horizons beyond the depreciation schedules of capital
equipment and typical return-on-investment timelines of cost-cutting,
restructuring and outsourcing strategies. These will clearly remain important
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elements in the ability of companies to create value, but for company success
to be sustained over time and shared with key stakeholders, boards and execu-
tive teams will need to pay careful attention to the full range of shifts outlined
in the previous section to ensure that capital is properly allocated to longer-
term investments in new products, skills, markets and productive capacity.

2.2.2 Managing Risks and Preserving Value

Effective stewardship of the firm’s environmental, social, governance and digi-
tal footprint is also increasingly important for value preservation. It therefore
must figure more prominently in enterprise and operational risk management
as well.

An important part of the risk these factors pose is reputational. As such,
they are just as crucial to the maintenance of trust as traditional governance
issues such as ethics, transparency and board independence. The reputational
damage resulting from a customer data breach, environmental disaster, cor-
ruption scandal or human rights abuse can be substantial and enduring. In
many cases, however, reputational damage is only part of the cost a company
will incur. Failure to manage ESG&D risks effectively can result in a combi-
nation of safety risks, other physical and supply chain risks, litigation and
regulatory risks, and risks to employee morale and the ability to attract and
retain the best talent. In addition, failure to anticipate changes in technology
or environmental regulation can result in serious transition risk for companies
in certain industries, potentially to the point of threatening their long-term
viability if they are not able to adapt with new products, services and busi-
ness models.

Thus, the growing materiality of ESG&D factors for both value creation
and preservation creates an imperative for them to be integrated fully into the
theory and practice of corporate governance, strategy, capital allocation, risk
management, reporting and performance evaluation and remuneration. In
the new environmental, social, geopolitical and technological context of the
2020s, these factors are not only ethical or constituent relations matters. They
are fundamental to the exercise of fiduciary duty in the disposition of corpo-
rate resources.
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2.2.3 Addressing Changing Societal Expectations, Norms
and Values

Finally, the growing materiality of ESG&D issues is also a manifestation of
important changes in the social license to operate of firms in the 21st century.
Societal expectations of corporations are shifting, as popular concern about
automation, trade, climate change, inequality, immigration, corporate owner-
ship of personal data, corruption and other issues rises. These broader trends,
compounded by the legacy of the global financial crisis, have produced a defi-
¢ as well as growing debate
about whether they contribute sufficiently to the ultimate purpose of econo-
mies, which is to produce the broad-based gains in living standards that come
from inclusive economic growth."”

These social pressures are likely to mount further as technology continues
to increase economies of scale, disrupt industries and, other things being
equal, shift the distribution of national income in the direction of owners of
capital and away from labour. The OECD reports that there has been a sig-
nificant such shift in the past two decades within advanced economies,
although with considerable variation between countries, industries and skill
cohorts of workers.'® This distributional shift and hollowing out of the middle
class in many countries has been driven by not only technological change but
also public policy and corporate strategy choices, and it is contributing to the
drop in public support for open markets and to the polarization of politics
more generally in some countries.

Thus, there is a larger social and political economy rationale for boards of
directors and executive management teams to ensure that their firms are creat-

cit of trust in corporations in many countries,’

ing sustainable value and not just maximizing short-term profit through cost
efficiencies and rent extraction and that they are properly addressing new risks
that have grown out of the changed technological, environmental, geopoliti-
cal and social context of their operations. Business leaders must recognize that
the long-term viability of their companies as engines of value creation is in no
small part a function of the viability of the societies and economies in which
they operate. In other words, companies are stakeholders themselves in the
health of their social, policy and economic enabling environment. They have
an intrinsic, material stake in both the social cohesion of the jurisdictions in
which they have significant operations and the capacity of public institutions
therein to deliver basic public services and ensure the fair and efficient func-
tioning of markets.
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In summary, ESG&D risks and opportunities are becoming more material
to the ability of companies across industry sectors to create and sustain value,
manage risks and preserve value, and address changing societal expectations,
norms and values. Failure to understand and manage these factors effectively
is likely to result at best in lost business opportunities and at worst serious
deterioration in financial and operational performance as well as reputational
standing and relationships with key stakeholders from investors and regula-
tors to employees and customers. In extreme cases, it could threaten the firm’s
viability as a going concern.

2.2.4 The Material Consequences of Getting It Wrong or
Failing to Act

Some companies and industry sectors are already learning the hard way that
failure to treat their material ESG&D issues as important corporate gover-
nance and strategy considerations can result in the rapid deterioration of
investor, employee and societal trust, heightened financial and operational
risks, and impairment of value.

Consider the escalating business risks and costs associated with climate
change, for example. Companies are facing substantial physical, operational,
financial and transitional risks resulting from the impact of extreme weather
events or failures to adequately address the impact of climate change on their
business. These include significant short-term costs as well as risks to long-
term profitability and even viability for some companies, especially but not
only those in the utilities, insurance and financial services, energy, food, bev-
erages and agriculture, and tourism sectors. In 2020, S&P Global estimated
that “more than 40% of the world’s largest companies have sites at high risk
from the physical impacts of climate change—that’s wildfires, water stress,
heatwaves and hurricanes among others. For US companies this rises to almost
60%.”"” A 2019 study by Ceres cited the following climate-related business
risks and costs, all of which are likely to have increased substantially since the
research was undertaken:

* Physical risks: In 2017, 73 companies on the S&P 500 publicly disclosed a
material effect on earnings from weather events and over 90% of these
companies disclosed the effect on earnings was negative.

* Supply chain risks: Supply chain disruptions due to climate risk increased
29% from 2012 to 2019.
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* Litigation risks: More than 100 cases had been filed in the US on climate
change impacts as of May 2019.

* Regulatory risks: The number of climate change regulations had grown to
1500 globally, up from 72 in 1997.%°

Another increasing risk and cost for business is the challenge of avoiding
and responding to breaches in data privacy. The 2021 ForgeRock Consumer
Identity Breach Report, for example, offers sobering evidence of the increased
business risks and costs of cyberattacks on consumer data following the large-
scale digital migration of consumers, workers and students that occurred dur-
ing the COVID-19 pandemic, when the amount of time that people spent
online was estimated to have doubled.?' Among their findings was evidence of
a 450% increase in breaches containing usernames and passwords in 2020,
totalling 1.48 billion breached or compromised records in the US alone.*
They found that while healthcare was the most targeted sector, accounting for
34% of all breaches, the technology sector paid the highest aggregate cost of
recovery at US $288 billion, with more than 1.6 billion records stolen.?® In
2020, the so-called Solar Winds hack alone breached hundreds of govern-
ment agencies and large corporations at an estimated cost of as much as $100
billion.?* While it is the mega-breaches and cyberattacks on well-known con-
sumer brands that make the headlines, small and medium-sized companies
can be devastated by the financial and reputational costs of a data breach.

Increased public awareness of the human costs and abuse of people’s rights
associated with sexual harassment and misconduct in the workplace offers
another example of the growing financial, reputational and operational costs
faced by companies that fail to strategically address this issue. Over the past
decade, the #MeToo movement has played a crucial role in raising awareness,
mobilizing activism, influencing corporate cultures and policies, starting to
shift legal and regulatory reforms, and increasingly holding both companies
and culpable senior executives to account. As Fortune magazine noted in an
article on the Conference Board’s 2019 edition of the CEO Succession
Practices report, “Among the 18 non-voluntary CEO departures, 5 were
related to personal conduct and #MeToo allegations. That’s especially note-
worthy given that only one CEO between 2013 and 2017 was fired as a result
of personal conduct unrelated to performance, according to the Conference
Board. Overall, the trend is proof that the #MeToo movement has reached the
boardroom.”” This is just the tip of the iceberg in terms of the costs to
employee morale and trust, lost productivity, litigation, shareholder derivative
lawsuits and reputational harm that companies are starting to face as a result
of failure to address long-standing human rights, inclusion and diversity issues
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that had not been given the prominence and importance they deserve at the
board level.

These brief examples of the growing materiality to companies and their
boards of climate risk management, consumer and employee data stewardship,
and respecting human rights are just three key examples of the need for greater
board oversight of ESG&D issues. More broadly, research by Bank of America
Merrill Lynch released in September 2019 found that “15 out of 17 (90%)
bankruptcies in the S&P 500 between 2005 and 2015 were of companies with
poor Environmental and Social scores five years prior to the bankruptcies” and
“major ESG-related controversies during the past six years were accompanied
by peak-to-trough market capitalization losses of $534 billion for large US
companies. Loss avoidance is key for portfolio returns over time.”?

An analysis of US proxy voting trends on environmental and social issues
from 2000 to 2018 further illustrates the point of growing materiality. As a
commentary by the Managing Editor of ISS Analytics states:

the reality is that investor voting behaviour among owners of U.S. companies
has changed significantly—perhaps almost revolutionarily—over the past two
decades. ... Proxy voting policies are becoming more complex, as investors con-
tinue to add to the list of factors they consider in their review and analysis of
governance practices, including board independence, board accountability,
diversity, myriads of executive compensation factors, shareholder rights, and
environmental and social factors. Based on our analysis, the most significant
change in investors' voting behaviour pertains to environmental and social
issues, as these issues are earning record levels of support in recent years.?”

The Bank of America and ISS Analytics research are just two of a growing
number of studies from the financial, consulting and academic communities
to make the case for the growing materiality of ESG&D issues and for inte-
grating them into corporate governance. The specific issues and the material-
ity of the risks and opportunities that they present to a company will vary
based on industry sector, jurisdiction and circumstances, but no large com-
pany or its board is immune to this trend. The Sustainability Accounting
Standards Board (SASB), now part of the Value Reporting Foundation, has
undertaken an extensive consultation process with major corporations and
investors over the past decade to identify the subset of ESG issues most rele-
vant for financial performance in each of 77 industry sectors, with the goal of
helping companies in these sectors to disclose the most financially material
sustainability information to their investors.*® The Global Reporting Initiative
is also developing sustainability reporting standards for 40 sectors, starting
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with those that have the highest impact on people and the planet.”” As out-
lined in detail in Chap. 6, concerted efforts are underway to achieve a com-
prehensive global baseline of sustainability-related disclosure standards that
provide investors and other capital market participants with information
about companies’ material sustainability-related risks and opportunities.
Thus, the business case for full integration of ESG&D factors into the core
governance, strategy and reporting functions of firms has been growing stron-
ger and is increasingly accepted in principle. However, stakeholder capitalism
and sustainable enterprise value creation remain a long way from supplanting
the doctrine of shareholder primacy and narrow, near-term optimization of
financial performance in practice, particularly in the US and UK but also in
other important segments of global business and financial markets. The next
section describes the journey traveled thus far, placing stakeholder capitalism’s
promising resurgence in historical, legal and cross-cultural context.

2.3 The Evolution of Corporate Governance
and Corporate Responsibility Since
the 1970s

2.3.1 Corporate Governance

The paradigm of shareholder value maximization as the paramount fiduciary
responsibility of boards of directors gained prominence in the US during the
1970s. It was influenced by two seminal articles and the academic research
underpinning them. First was Milton Friedman’s New York Times Magazine
article of 1970, “The Social Responsibility of Business Is to Increase Its
Profits,” challenging both the theory and practice of corporate social respon-
sibility.® Second was the 1976 jJournal of Financial Economics article “Theory
of the firm” by Michael Jensen and William Meckling.?' This view was also
supported by business leaders and organizations such as the Business
Roundtable (BRT), which issued its first Principles of Corporate Governance
in 1978. From its origins in the US, the shareholder primacy concept has
driven the practice of corporate governance and the legal interpretation of
fiduciary responsibility in a growing number of other economies, gaining
additional traction in the late 1980s and 1990s during the era of large-scale
economic liberalization, globalization and privatization.

As discussed in Chap. 1, different ownership structures and corporate gov-
ernance models in European and Asian countries have tempered the spread of
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shareholder primacy, such as two-tier boards with an explicit governance role
for labour and foundation ownership structures. Likewise, in a variety of
jurisdictions, such as the UK, Australia, India and South Africa, the legal
concept that directors owe their duty to the company rather than to the share-
holders has become more clearly articulated as a result of seminal reviews and
revisions to corporate governance codes. The OECD’s Principles of Corporate
Governance, first published in 1999 and most recently revised in 2015, now
provide guidance on responsibilities to both shareholders and other stake-
holders and are increasingly used as an international benchmark including by
the G20, Financial Stability Board and World Bank.

This trend reflects decades of scholarship focused on developing a theory or
set of theories around the role of stakeholders in corporate governance.’> Most
researchers trace the origins of this line of intellectual inquiry and the use of
the term “stakeholder” in the context of corporate governance to the Stanford
Research Institute in the early 1960s, where a working group was examining
the question of who should have a say in formulating a company mission.
Their discussions resulted in a basic diagram and methodology for stakeholder
needs assessment.”” In 1971, Hein Kroos and Klaus Schwab published the
German book Moderne Unternehmensfiihrung im Maschinenbau (Modern
Enterprise Management in Mechanical Engineering) arguing that the manage-
ment of a modern enterprise must serve not only shareholders but all stake-
holders (die Interessenten) to achieve long-term growth and prosperity.** And
R.E. Freeman developed the concept further in his 1984 Strategic Management:
A Stakeholder Approach. Referring to the social, economic and environmental
shifts in the business context of the day he argued: “Our current theories are
inconsistent with both the quantity and kinds of change that are occurring in
the business environment of the 1980s. [...] A new conceptual framework is
needed.”®

Today, even in the countries where it is most deeply rooted, the paradigm
of shareholder value maximization is under rising pressure from dramatic
changes in the underlying operating context of businesses. This corporate gov-
ernance reset is being driven not only by the recent pandemic and economic
crises but also by the secular increase in ESG&D materiality described in this
chapter and the lessons learned from decades of corporate scandals resulting
from serious lapses in attention to such factors. The ability to be profitable
and deliver measurable value for shareholders in the near term remains essen-
tial and is a particularly strong focus of influential activist investors. But an
expanding combination of leading CEOs, investors, regulators, activists and
academics are calling for companies also to make an explicit and measurable
commitment to harmonize the needs of all key stakeholders and demonstrate
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that their strategies are fit for the purpose of delivering long-term as well as
short-term value.

In 2017, an article by Professors Joseph Bower and Lynn Paine in Harvard
Business Review made the compelling assertion, “Most CEOs and boards
believe their main duty is to maximize shareholder value. It's Not.”** The
authors make a strong case for moving to a “company centred” versus “share-
holder centred” approach to corporate governance, with guidance on the
changing role of boards, including setting the business purpose of their com-
pany. Research by a growing number of other management and legal academ-
ics reinforces these ideas of companies having a broader corporate purpose
than maximizing shareholder value and a changed role for boards of directors
as a result.

As outlined in other chapters, many of the world’s largest asset owners and
managers are also increasing their focus on long-term value creation and ESG
stewardship as part of their analysis of, engagement with and investment in
major corporations. The evolution over the past few years of the annual cor-
porate governance letter sent to CEOs by BlackRock’s Larry Fink is one exam-
ple, which explicitly calls on CEOs and boards to take responsibility for
focusing on strategy aligned to long-term value creation, for understanding
and ensuring oversight of the company’s purpose and role in society, and for
assessing and reporting on climate-related financial risks.

Legal scholars and practitioners have also contributed to the shifting para-
digm. In 2019, for example, Martin Lipton of the law firm Wachtell, Lipton,
Rosen & Katz issued a commentary entitled “It’s Time to Adopt the New
Paradigm.” Based on a 2016 paper prepared for the World Economic Forum,
he outlines “a reconception of corporate governance as a collaboration among
shareholders, managers, employees, customers, suppliers, and the communi-
ties in which corporations operate.”” This law firm is not alone, and many
others are issuing guidance to their clients on the evolving practice of a
stakeholder-oriented approach to corporate law and governance. In recent
years, the American, European and International Bar Associations, among
others, have also provided guidance to companies and their boards on the
legal implications of respecting human rights and addressing other
ESG&D issues.

Business leadership groups are also becoming more active in the debate. In
August 2019, 181 CEO members of the BRT signed a new Statement on the
Purpose of a Corporation, committing to leading their companies for the
benefit of all stakeholders—customers, employees, suppliers, communities
and shareholders. As the BRT comments, “Each version of the document
issued since 1997 has endorsed principles of shareholder primacy—that
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corporations exist primarily to serve shareholders. With today’s announce-
ment, the new Statement supersedes previous statements and outlines a mod-
ern standard for corporate responsibility.”® In making this statement, the
BRT, among other business organizations, is committing to a clearer align-
ment between the concepts and the practices of corporate governance and
corporate responsibility. Also in 2019, in preparation for its 50th anniversary
Annual Meeting in Davos, the World Economic Forum issued its Davos
Manifesto 2020: The Universal Purpose of a Company in the Fourth Industrial
Revolution, updating its earlier 1973 Davos Manifesto.

These developments indicate that the paradigm of shareholder value maxi-
mization is shifting and leading to the convergence and effective integration
of corporate governance with corporate responsibility.

2.3.2 Corporate Responsibility and Citizenship

The related fields of corporate responsibility and corporate citizenship have
also evolved substantially over the past two decades—and in a similar direc-
tion. During this period, they have transformed from being focused almost
solely on corporate philanthropy and basic compliance with the law to con-
centrating primarily on:

* How companies identify and manage the ESG risks and opportunities that
are most relevant to their core business strategies, operations and perfor-
mance and that are most salient to people and the planet.

* How companies measure, report and account for their performance in rela-
tion to these ESG risks and opportunities to key stakeholders, including
but not only shareholders.

In 1999, at the World Economic Forum Annual Meeting in Davos, the late
UN Secretary-General Kofi Annan called on business leaders, “individually
through your firms, and collectively through your business associations—to
embrace, support and enact a set of core values in the areas of human rights,
labour standards, and environmental practices.”® This led to the creation of
the UN Global Compact, today the world’s largest voluntary initiative based
on CEO commitments to uphold a set of 10 universal principles in the above
areas and anti-corruption.

In 2002, we co-authored a World Economic Forum report entitled Global
Corporate Citizenship: The Leadership Challenge for CEOs and Boards. The

report was written for a task force of 46 chief executive officers from a diverse
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range of countries and industry sectors, and it was developed in partnership
with the Prince of Wales International Business Leaders Forum. Working
closely with the CEOs, we identified three key leadership challenges and a
framework for action. We summarize these here, in part to recognize some of
the early business pioneers, most of whose companies continue to play a lead-
ership role today in driving more just, inclusive and sustainable growth.*’ In
addition to recognizing some of the pioneers of stakeholder capitalism, we
re-state this three-pronged leadership statement because it remains not only
relevant but more important than ever in today’s world. The 46 CEOs signed
the following statement:

¢ First and foremost, our companies’ commitment to being global corpo-
rate citizens is about the way we run our own businesses. The greatest
contribution we can make to development is to do business in a manner
that obeys the law, produces safe and cost-effective products and services,
creates jobs and wealth, supports training and technology cooperation and
reflects international standards and values in areas such as the environ-
ment, ethics, labour and human rights. To make every effort to enhance the
positive multipliers of our activities and to minimize any negative impacts
on people and the environment, everywhere we invest and operate. A key
element of this is recognizing that the frameworks we adopt for being a
responsible business must move beyond philanthropy and be integrated
into core business strategy and practice.

* Second, our relationships with key stakeholders are fundamental to our
success inside and outside our companies. Being global corporate citi-
zens requires us to identify and work with key stakeholders in our main
spheres of influence: in the workplace, in the marketplace, along our sup-
ply chains, at the community level and in public policy dialogue. Our key
stakeholders will vary based on our particular circumstances, but for most
of us our employees, customers and shareholders are of fundamental
importance, together with host communities and governments and a grow-
ing variety of civil society organizations.

¢ 'Third, ultimate leadership for corporate citizenship rests with us as
chief executives, chairmen and board directors. Although it is essential
that we assign clear responsibilities, resources and leadership roles to our
managers for addressing these issues on a day-to-day basis, ultimate respon-
sibility rests with us. While specific definitions, approaches and issues may
differ according to industry sector, location of operations, size and type of
company ownership, we believe the Framework for Action provides a tem-
plate for leadership that is relevant for all companies, industry sectors and
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countries. Some of us will use the terminology of corporate citizenship,
others of corporate social responsibility, ethics, triple-bottom-line or sus-
tainable development, but we believe the core principles and actions
required are the same. First, provide leadership. Second, define what it
means for your company. Third, make it happen. Fourth, be transparent
about it.*!

Building on the 2002 statement, in 2008 another task force of CEOs work-
ing with the World Economic Forum, Business for Social Responsibility
(BSR), Harvard Kennedy School, AccountAbility and the International
Business Leaders Forum focused on the role of business in working collec-
tively beyond their own operations and supply chains to help strengthen pub-
lic governance. This group outlined specific actions that companies could take
as good corporate citizens to strengthen the broader enabling environment in
which business operates. Examples ranged from joint efforts to help govern-
ments build capacity to deliver public goods such as health, education and
training, to tackling corruption at the national level, as well as bringing a busi-
ness voice to strengthen global governance frameworks. The report was one of
the first of its kind that outlined a clear roadmap for building mutually rein-
forcing links between corporate responsibility and citizenship, corporate gov-
ernance and public governance.*?

Also, in 2008, in a seminal article in Foreign Affairs magazine, the World
Economic Forum’s Founder and Executive Chairman Klaus Schwab wrote,

A new imperative for business, best described as global corporate citizenship,
must be recognized. It expresses the conviction that companies not only must
be engaged with their stakeholders but are themselves stakeholders alongside
governments and civil society. International business leaders must fully commit
to sustainable development and address paramount global challenges, including
climate change, the provision of public health care, energy conservation, and
the management of resources, particularly water. Because these global issues
increasingly impact business, not to engage with them can hurt the bottom line.
Because global citizenship is in a corporation’s enlightened self-interest, it is
sustainable.’

In 2011, further impetus came from work by Professor Michael Porter and
Mark Kramer, who working with Peter Brabeck, the former CEO of Nestlé,
among others, coined the term “Creating Shared Value” to describe how com-
panies can create both economic and social value by reconceiving products
and services, redefining productivity in the value chain and improving their
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operating environment.* In the same year, the UN Guiding Principles on
Business and Human Rights, authored by Professor John Ruggie, were unani-
mously endorsed by the UN Human Rights Council.  And, in the lead up
to 2015, a core group of business leaders from diverse countries and industry
sectors played a role in the consultations and negotiations that resulted in the
Paris Agreement on climate change and the Sustainable Development Goals
(SDGs). %

In recent years, such voluntary leadership and commitments by a small
number of CEOs and boards have grown substantially. More companies are
taking an approach to corporate responsibility and citizenship that is focused
on identifying and managing the material ESG&D risks and opportunities in
their core business operations and business relationships. As outlined else-
where, a key driver has been the growing focus on ESG&D issues by many of
the world’s largest asset owners and managers, from sovereign wealth funds,
pension funds and insurance companies to other institutional investors. The
signatories of the UN Principles for Responsible Investment, for example,
have grown from 100 in 2006 to over 4000 in 2021 and together accounted
for some US $120 trillion in assets under management as of mid-2021.%

Today, the focus by a growing number of large companies on integrating
material ESG&D risks and opportunities into their core business strategies,
operations, supply chains and policy dialogue is more important and relevant
than ever. To be effective and sustained, board-level engagement and oversight
is required. A lack of clarity and consistency of terminology and metrics
remains a challenge for many companies, investors and other stakeholders.
These practices are variously described as corporate responsibility, corporate
citizenship, corporate social responsibility, corporate sustainability, ESG, tri-
ple bottom line, creating shared value, inclusive business models and total
societal impact, to name some of the more common terms used. Linked to the
challenge of different terminology and approaches, there are a plethora of dif-
ferent measurement and ranking systems that are being used by companies,
investors and other stakeholders to evaluate and compare business commit-
ments and performance on ESG&D issues. Yet, in all cases, the attention of
leading companies, shareholders and other stakeholders is increasingly focused
on the issues that are most material to the company and most salient to people
and the environment.
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2.4 Stakeholder Capitalism: From Principles
to Practice

Thus, profound changes in the operating context of companies are aligning
the interests of shareholders and other stakeholders more closely by increasing
the financial materiality of the stewardship of ESG&D risks and opportuni-
ties. This has the potential to usher in a new phase of capitalism—stakeholder
capitalism—which shifts market economies beyond the managerial capitalism
of the 1950s—1970s and the financial capitalism of the 1980s—2010s, a hall-
mark of which has been the pre-eminence of shareholder value and the seg-
mentation and de facto subordination of environmental, social and broader
value chain stewardship issues.

Stakeholder capitalism holds promise for both shareholders and society at
large. By better internalizing factors that influence value over time, it could
generate stronger and more resilient financial returns for the ultimate owners
of companies: people with retirement and other saving accounts intended to
fund medium- to long-term family needs. At the same time, it could acceler-
ate progress towards the broader aspirations of society, such as combating
climate change, reducing inequality and advancing sustainable development
through the fulfilment of the Sustainable Development Goals.

As outlined earlier, the principles of stakeholder capitalism have recently
been restated in the World Economic Forum’s refreshment and republication
of its 1973 corporate governance manifesto and the Business Roundtable’s
statement of corporate purpose, as well as in national regulations and frame-
works, such as the revised UK Corporate Governance Code and the UK
Stewardship Code 2020 and the 2020 additions to the French Civil and
Commercial Codes, among others. But realizing the potential for sustainable
enterprise value creation articulated by these principles will require companies
to translate them into practice. They must do so by transcending the tradi-
tional segmentation of shareholder and stakeholder considerations—exempli-
fied by the concepts of shareholder primacy and corporate responsibility—Dby
integrating them.

Integrated corporate governance, strategy and reporting depart from the
mindset and associated practices of shareholder primacy and corporate social
responsibility, which have regarded ESG&D factors as primarily non- or pre-
financial matters. Instead, it takes a holistic view of shareholder and wider
stakeholder interests by systematically internalizing ESG&D considerations
into the firm’s strategy, resource allocation, risk management, performance
evaluation and disclosure policies and processes. It does so not for ethical or
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political reasons, although these are crucial factors that must also be fully
considered by firms, but out of a recognition that in the twenty-first century,
strong and sustained value creation beyond the near term is increasingly
dependent upon a rigorous understanding and active management of these
considerations as part of the core governance and strategy of the firm.

If stakeholder capitalism is to be more than an optimistic vision, it will
require this integration to become better defined in operational terms and
translated into practices that are widely adopted by boards and management
teams in five key areas:

1. Align governance, strategy and capital allocation with the key drivers of
shared and sustainable value creation
2. Internalize material ESG&D risks and opportunities into enterprise risk
management and innovation
. Reinforce preparedness and resilience to crises and systemic shocks
. Recognize that the firm is a stakeholder itself in the vitality and resilience
of its operating context and partner with other stakeholders to address
relevant systemic challenges therein
5. Integrate financial and material non-financial information in mainstream
internal and external reporting

A SN

Chapter 3 elaborates on these five elements, providing a thematic overview
of the leadership agenda required to implement diligently the principles of
stakeholder capitalism within a firm. In Part II, Chaps. 4, 5, 6 and 7 provide
a practical guide, a more detailed look at what this leadership agenda means in
functional terms for the firm with reference to existing examples of good prac-
tice: for governance and the role of boards; for strategy and management and
the role of the C-suite; for reporting and communications with investors in
particular; and for broader system-level engagement, including particularly
partnership with other stakeholders to address weaknesses in the underlying
economic and societal operating context.

This is an agenda to assist business leaders who subscribe to the precepts of
sustainable enterprise value creation and stakeholder capitalism to adapt their
firm’s governance, management, reporting and partnerships to the new busi-
ness operating context of the 2020s through the systematic integration of
ESG&D considerations. The extent to which this integration is achieved in
practice has an increasingly important bearing upon the performance, licence
to operate and resilience of companies, whether they are publicly, privately or
state owned. Accordingly, this business leadership agenda is relevant for con-
sideration by any company and its stakeholders regardless of jurisdiction,
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ownership structure or business model. It is a call to action and practical
resource for firms seeking to keep pace with changing economic circumstances
and social expectations—to “walk the talk” of stakeholder capitalism. For
business to maintain the public’s trust and stakeholder capitalism to be more
than an optimistic vision, boards and management teams must integrate these
principles and practices across industry sectors and countries. Such integra-
tion is central to the art of business leadership in this new era—the key to
creating long-term sustainable enterprise value for shareholders and other

stakeholders alike.
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3

Business Leadership Priorities
for Implementing Stakeholder Capitalism

We have argued in Chap. 2 that major shifts in the drivers of enterprise value
creation, risk management and societal expectations have substantially
increased the financial materiality of environmental, social, governance and
data stewardship (ESG&D) issues. This new materiality is compelling compa-
nies to transcend the traditional, segmented logic of shareholder and stake-
holder considerations—exemplified by the concepts of shareholder primacy
and corporate social responsibility—Dby integrating them, which is to say by
systematically internalizing material ESG&D risks and opportunities into
corporate governance, strategy, management and reporting.

Such integration is required to give practical effect to the principles and
values of stakeholder capitalism. It is how companies implement and institu-
tionalize their commitment to deliver sustainable enterprise value creation—
how they “walk the talk” of stakeholder capitalism.

Business leaders who are pioneering this reset of enterprise value creation
within their firms are implementing a wide variety of approaches. They are
combining new governance, business and financing models with innovations
in the way they invest in new technologies, markets and their people along-
side more diverse and integrated approaches to risk management, stakeholder
engagement, talent development, incentives and reporting. The specifics vary,
based on different industry sectors, ownership and operating models, and on
geographic reach, but this change agenda boils down to five key priorities:
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1. Align governance, strategy and capital allocation with the key drivers of
sustainable enterprise value creation

2. Internalize material ESG&D risks and opportunities into enterprise risk
management and innovation

3. Reinforce preparedness and resilience to crises and systemic shocks

4. Recognize that the firm is a stakeholder itself in the vitality and resilience
of its operating context and partner with other stakeholders to address
relevant systemic challenges therein

5. Integrate financial and material non-financial information in main-
stream reporting

Each of these leadership priorities is necessary, but not sufficient on its
own. Success will be determined by the dynamic interaction between them
and the agility and ability of boards and executive teams in working with key
stakeholders to shape not only their own strategy and operating environment,
but also the vitality and resilience of the broader system in which they operate
and in which they themselves are stakeholders.

This chapter provides a thematic overview of this business leadership
agenda'—a holistic picture of the priority actions business leaders need to
embrace to respond effectively to both the current crisis and the secular forces
reshaping our economies, societies, geopolitics and environment in the
twenty-first century. Most of these leadership priorities touch on more than
one corporate function and team, and hence Chaps. 4, 5, 6 and 7 in Part II
present a functional view of this agenda, breaking it down into specific recom-
mended practices, including best-practice illustrations of leading companies,
for corporate governance and oversight, strategy and capital allocation, disclo-
sure and accountability, and partnerships with other stakeholders. Specifically,
Chap. 4 presents what full integration of ESG&D considerations means for
board processes, practices and composition. Chapter 5 does the same for the
C-suite and its responsibilities for strategy, resource allocation and other rel-
evant executive practices. Chapter 6 provides a practical agenda to adapt cor-
porate reporting to stakeholder capitalism: how firms should work with their
accountants and auditors to strengthen accountability to investors and other
stakeholders through construction of a disclosure “stack” having an integrated
annual report as its foundation. And Chap. 7 interprets what heightened
ESG&D materiality means for the role of companies as stakeholders them-
selves within a broader system—as actors with a material interest in and the
ability to positively influence in concert with others the basic health of the
social and economic ecosystems in which they operate.
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3.1 Align Governance, Strategy and Capital
Allocation with the Key Drivers
of Sustainable Enterprise Value Creation

The ultimate purpose of a business is the creation of sustainable enterprise
value for its shareholders and other stakeholders. This is the fundamental
axiom of stakeholder capitalism, as expressed in the principles issued by the
World Economic Forum (WEF) and Business Roundtable as well as various
corporate governance statutes around the world. The first step in aligning a
business with these principles is to rigorously test its business model, strategy
and resource allocation priorities against them.

“Sustainable” takes on new meaning in a decade characterized by a deadly
pandemic that has disrupted business continuity for millions of companies,
dangerous climate change that poses existential risks to many businesses, so-
called de-globalization that is challenging current business models and supply
chains, and the technological disruption of the Fourth Industrial Revolution
which is creating new risks and opportunities for every industry sector. In the
midst of such change, boards and executive teams are re-examining old
assumptions and taking the time to consult with key internal and external
stakeholders to sharpen their shared understanding of the larger and longer-
term social purpose their business model serves and how it benefits people,
especially those producing and consuming its goods and services and their
communities. Such an exercise in defining corporate purpose can be unifying
and inspiring for the board, management, employees, suppliers and commu-
nities. It can also help to place consideration of the firm’s governance, strategy
and resource allocation priorities into wider and longer-term context, leading
to more coherent decision-making on priorities for near-term performance
and operational excellence.

Corporate strategy and capital allocation should also be tested against the
firm’s conception of its ultimate purpose and its commitment to sustainable
enterprise value creation. The aim should be to ensure that they properly bal-
ance near-term returns and distributions to shareholders with investments in
long-term competitiveness and growth opportunities, including increasingly
important intangible drivers of value. These include research and innovation,
employee well-being and empowerment, talent development, brand loyalty,
corporate culture, and stakeholder relationships and public trust.
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What is long-termism? An April 2020 report, Zone at the Top: The Board’s
Impact on Long-Term Value by Russell Reynolds Associates and Focusing
Capital on the Long Term (FCLTGlobal) provides a useful summary:

It is how boards and executives think and act in regard to the practice of applying
a long-term approach to business and investment decision-making, including
focusing on key elements of performance such as competitive advantage, long-
term objectives and a strategic plan matched with clear capital allocation
priorities. It stands in contrast to short-termism, or a continued focus on
quarterly or other near-term performance issues and is increasingly in demand
from stakeholders who want a fundamental rethink around how companies
operate and create value.?

Consensus among leading investors and companies on the need for a
greater board focus on long-termism has been gathering momentum for sev-
eral decades, especially since the global financial crisis. Collective initiatives
such as Focusing Capital on the Long Term, the Embankment Project for
Inclusive Capitalism and the Aspen Institute’s Business and Society pro-
gramme on Long-Term Capital, among others, are developing important
insights, tools and metrics to support boards and executive teams in driving
long-term investment.

In 2017, the International Business Council of the World Economic Forum
created 7he Compact for Responsive and Responsible Leadership: A Roadmap for
Sustainable Long-Term Growth and Opportunity.® Signed by 145 major com-

panies from 35 countries, the Compact commits firms to:

* Ensure the board oversees the definition and implementation of corporate
strategies that pursue sustainable long-term value creation

* Encourage the periodic review of corporate governance, long-term objec-
tives and strategies at the board level as well as clear communication
between corporations, investors and other stakeholders about the outcomes

* Promote meaningful engagement between the board, investors and other
stakeholders that builds mutual trust and effective stewardship and pro-
motes the highest possible standards of corporate conduct

¢ Publicly support the adoption of the compact and implement policies and
practices within the organization that drive transformation towards adher-
ence to long-term strategies and sustainable growth for the benefit of all

stakeholders



3 Business Leadership Priorities for Implementing Stakeholder... 67

The overall aim of the Compact is to provide guidance for governance and
investor relations practices to balance short- and long-term business practices.
It has led to a body of work and related community on Active Investor
Stewardship, with the goal of building a set of tools for stronger and more
long-term focused investor-corporate relationships.*

Work by these and other initiatives continues to focus on two important
enablers of long-termism. First is a growing body of empirical research and evi-
dence to support the business case for boards to engage proactively with man-
agement on maintaining a long-term commitment to capital allocation while
executing on shorter-term imperatives. Second are collective efforts that com-
bine survey work, legal analysis and accounting methodologies to develop com-
mon metrics and reporting practices for long-term-oriented boards and investors.

For example, in 2017, research by the McKinsey Global Institute in coop-
eration with FCLTGlobal found compelling evidence that companies deliver
superior results when executives manage for long-term value creation and
resist pressures to focus excessively on meeting quarterly earnings expecta-
tions.” Using a dataset of 615 large- and mid-cap US publicly listed compa-
nies from 2001 to 2015, they created a five-factor Corporate Horizon Index
(CHI) based on investment, earnings quality, margin growth, quarterly man-
agement and earnings-per-share growth. After controlling for industry char-
acteristics and company size, their findings showed that companies classified
as “long term” outperformed their shorter-term peers on a range of key eco-
nomic and financial metrics. Specifically, they concluded that over the 14-year
period, long-term firms:

 Exhibited stronger fundamentals and delivered superior financial
performance

* Continued to invest in sources of growth, for example, R&D, even in dif-
ficult times

* Added more to economic output and growth, including job creation

Their findings for the period studied included evidence that

companies that operate with a true long-term mindset have consistently outper-
formed their industry peers since 2001 across almost every financial measure
that matters. The differences were dramatic. Among the firms we identified as
focused on the long term, average revenue and earnings growth were 47% and
36% higher, respectively, by 2014, and market capitalization grew faster as well.
The returns to society and the overall economy were equally impressive. By our
measures, companies that were managed for the long term added nearly 12,000
more jobs on average than their peers from 2001 to 2015. We calculate that
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U.S. GDP over the past decade might well have grown by an additional $1 tril-
lion if the whole economy had performed at the level our long-term stalwarts
delivered—and generated more than five million additional jobs over
this period.®

Despite this evidence, pressure on CEOs, CFOs and their teams to make
decisions and take actions that bolster short-term, quarterly earnings con-
tinue to be high. Their research also found “that 61% of executives and direc-
tors say that they would cut discretionary spending to avoid risking an
earnings miss, and a further 47% would delay starting a new project in such
a situation, even if doing so led to a potential sacrifice in value. We also know
that most executives feel the balance between short-term accountability and
long-term success has fallen out of whack; 65% say the short-term pressure
they face has increased in the past five years.”

Despite the progress made by leading companies over the past five years to
integrate long-term goals into their strategy, capital allocation frameworks
and incentives, investor pressure on companies to meet quarterly earnings
targets and other short-term performance goals continues to be high. Boards
and executive teams must continue to deliver short-term performance while
demonstrating a compelling strategy for creating long-term value; however,
more research is needed on the business benefits of long-termism and integra-
tion of ESG&D risks and opportunities into core business goals and perfor-
mance metrics.

For example, current accounting and reporting practices have not fully
addressed the challenge of measuring and reporting the value of intangible
assets.® As a result, there is still a significant discrepancy between market capi-
talization and reported assets, on the order of two-to-one. This means that
around 50% of market capitalization is effectively unaccounted for, creating a
skewed view of an organization’s ability to create long-term value. A central
aspect of a firm’s intangible capital is its human capital, the talent and engage-
ment of its people, and this has long been an area of underinvestment by
companies as well as governments. As outlined further in this book, other
types of capital such as natural capital and social capital and other aspects of
ESG&D performance are also key components of a firm’s non-financial and
intangible capital. As such, they need to be more rigorously understood, mea-
sured and accounted for, with board oversight.

In their 2019 report, Predicting Long-Term Success for Corporations and
Investors Worldwide, FCLTGlobal reviewed long-term performance in terms
of Return on Invested Capital (ROIC), focusing on the large publicly traded
companies in the MSCI All Country World Index (AWCI), which represents
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85% of the global investable opportunity set.” They concluded that using
Total Shareholder Return (TSR) rather than ROIC would have produced
similar, if slightly weaker, results. Their analysis identified the following range
of factors associated with the long-term health of companies:

* Factors associated with higher long-term value creation: Greater fixed
investment; higher research quotient (RQ); greater board gender diversity;
higher sales growth; and greater long-term investor presence.

* Factors associated with lower long-term value creation: Overdistribution
of capital; ESG controversies; providing short-term guidance; and lever-
age ratio."

There is obviously no simple ‘one-size-fits-all’ approach, and appropriate
capital allocation will vary depending on factors such as industry, strategy, risk
tolerance and growth profile. However, all companies should be engaged in
ongoing, rigorous dialogue and analysis on how best to achieve long-term
value creation while delivering short-term performance. Leading firms, for
example, are reviewing performance targets and capital allocation plans
through both a long- and a short-term lens as well as aligning director and
executive compensation more closely to long-term success and investing more
time in reviewing corporate culture and talent development beyond the exec-
utive team. They are allocating more dedicated time to strategy discussions
and retreats to work through corporate purpose, its long-term value drivers
and how these translate into immediate strategic and resource allocation pri-
orities. And, as part of this process they are engaging with and learning from
external perspectives to better understand long-term risks, disrupters and
opportunities, speaking not only with key institutional investors but also with
other stakeholders.

3.2 Internalize Material ESG&D Risks
and Opportunities in Enterprise Risk
Management and Innovation

The financial costs and loss of stakeholder trust stemming from failure to
identify and address material ESG&D risks can reverse years of advances in
market value and, in some cases, threaten a firm’s very existence, especially if
accompanied by high litigation and remediation costs and/or fines and
increased regulatory oversight. These include risks relating to climate change;
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corruption and financial crime; human rights and labour practices; and one of
the most important drivers of innovation today, the collection, application
and stewardship of data. Equally, failure to identify and invest in ESG&D-
related business opportunities can undermine current and future innovation,
productivity, revenue growth and competitiveness.

In this book, we have added “D,” data stewardship, to the commonly used
acronym, “ESG,” environmental, social and governance issues, as we argue
that it needs to be given a higher profile in the context of disruptive and wide-
spread digitalization and the Fourth Industrial Revolution. In essentially every
industry, the value-added application of data generated in the production and
consumption of goods and services represents one of the most dynamic areas
of new value creation today. And yet the way a company collects, applies and
stores such data can have profound social externalities—that is, broader
human impacts—either positive or negative. For example, lapses in the secu-
rity of personal and other sensitive data or poor judgement in the deployment
of algorithms in the workplace or the design of products and services sold to
customers can backfire severely on firms, destroying trust, customer and
employee loyalty and brand value. These stewardship considerations are simi-
lar in nature and potential material impact to the traditional areas of non-
financial corporate performance and risk which have been characterized since
at least 2004 as “ESG” factors.'! In short, given the increasingly digital nature
of economic activity and business value creation in the mid-twenty-first cen-
tury, which has accelerated and scaled even further during the COVID-19
pandemic, it is time to update this construct by appending to ita “D” for data
stewardship: ESG&D.

Material ESG&D risks and opportunities need to be integrated directly
into core business strategy, goal setting and operations as well as internalized
into broader enterprise risk management frameworks. In its 2018 reporrt,
Enterprise Risk Management, the World Business Council for Sustainable
Development cooperated with the Committee of Sponsoring Organizations
of the Treadway Commission (COSO) to release guidance for applying enter-
prise risk management approaches to ESG-related risks.'? In addition to broad
frameworks, there is a growing need for more topic-specific and technically
rigorous guidance for companies desiring to strengthen their focus on specific
ESG&D issues that represent the most material risks and opportunities to
their business.

Following are examples of some of the most authoritative governance
frameworks and tools that have been created for use by companies on the key
ESG&D topics, which are relevant to most businesses regardless of industry
sector, jurisdiction or ownership model. In addition, most strategic



3 Business Leadership Priorities for Implementing Stakeholder... PA

consulting and advisory firms, as well as a plethora of niche ESG&D consult-
ing firms and non-profit organizations have or are developing guidance on
corporate governance and management frameworks across a wide range of
ESG&D risks and opportunities. Boards and executive teams wishing to
internalize ESG&D factors into their firm’s efforts to create and preserve value
through diligent risk management and responsible innovation should ensure
that their firms apply these frameworks and management systems or their
equivalent.

Although the following sections are framed under the pillars of ESG&D, it
is important to note that there are systemic linkages and feedback loops
between each of these pillars. Many environmental challenges and negative
externalities that are the heart of the “E,” for example, create risks not only for
the planet, but also for people and for human rights and livelihoods. Climate
change is obviously an existential environmental risk, but also a massive finan-
cial and economic risk for business and for economies, and a threat to human
rights and to millions of people’s health and safety, livelihoods and living
incomes. Corruption offers another cross-cutting example. While it is viewed
as a key issue under “G,” it not only creates legal, financial and reputational
risk to companies and undermines good governance and economic growth,
but also often facilitates environmental degradation and over-exploitation of
natural resources, and it tends to increase inequality and undermine efforts to
improve access to essential services, especially for the most vulnerable and
excluded populations. Similar cross-cutting examples can be found for most
other “E,” “S,” “G” and “D” issues. As such, leading companies need to
understand each of these individual risks and opportunities in depth, which
requires specific technical or professional expertise, as well as the linkages
between them and how they either reinforce or undermine each other in the
broader value chains and systems in which the company is operating.
Understanding systems dynamics and complexity has become a key leader-
ship imperative for responsible business and sustainable enterprise creation.

3.2.1 Environmental: The “"E” in ESG&D

The over-riding environmental risk, and associated financial and resilience
risk, facing most companies is the climate crisis. There are also business oppor-
tunities for those companies that set ambitious net-zero carbon emissions tar-
gets and invest in effective mitigation and adaptation strategies, technologies,
processes and business models.
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There are a growing number of governance and management frameworks
to guide boards and executive teams in addressing climate change. Most nota-
bly, the Financial Stability Board’s Industry Task Force on Climate-Related
Financial Disclosures (TCFD) established a corporate governance framework
in 2015 in respect of climate change that has begun to be adopted by compa-
nies and investors around the world."” As outlined in other chapters, the
TCFD recommendations call on companies to report on how they are address-
ing climate change through their governance, strategy, risk management, and
metrics and targets. The Climate Disclosure Standards Board (CDSB) and
Sustainability Accounting Standards Board (SASB) have produced a joint
TCFD Implementation Guide'* and related set of Good Practices” for the
reporting of climate-related performance and risk in mainstream corporate
reports in line with the TCFD framework.

In 2019, the World Economic Forum issued a set of climate governance
principles for boards of directors. Developed in collaboration with PwC, these
are designed to help increase directors’ climate awareness, embed climate
issues into board structures and processes and improve navigation of the risks
and opportunities that climate change poses to business.'® In 2020, the Centre
for Climate Engagement at Cambridge University, together with the World
Economic Forum, established the Climate Governance Initiative to accelerate
and scale the implementation of these principles by boards around the world.
By providing a compass to enable more effective climate governance within
companies, this framework provides boards with the right tools to make the
best possible decisions for the long-term resilience of their organizations.

There is also growing urgency and momentum for companies in all indus-
tries, but especially the large carbon emitters, to establish science-based targets
and plans to reach net-zero greenhouse gas (GHG) emissions, no later than
2050. Companies are increasingly required by regulators and investors to set
and disclose annual progress towards an absolute and/or intensity GHG
reduction target. Initiatives such as CDP, GRI and SASB provide frameworks
for companies to measure and report on their GHG emissions. This is a step
all organizations can take to increase both their internal operating efficiency
and the pace at which society is implementing the goals set by the United
Nations Paris Agreement."” Yet, while many current corporate commitments
are important steps forward, they are not commensurate with the scale and
urgency of the climate crisis. Best practice is now defined in terms of science-
based targets,'® aligning companies’ GHG emission reduction targets with the
well-below-2 °C and 1.5 °C emissions scenarios recommended by the scien-
tists of the Intergovernmental Panel on Climate Change (IPCC) and enshrined
in the Paris Agreement.
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The increasingly urgent need for companies to understand and improve the
management and governance of climate-related risks and opportunities has
been the key driver in ensuring that environmental issues have become a
boardroom topic across industry sectors. It is, however, not the only one.
Depending on the industry sector, boards and management teams also need
to be asking the same types of questions around their company’s policies,
strategies, risk management processes and targets for tackling other material
environmental issues, such as water insecurity, nature loss in terms of biodi-
versity loss and land use trade-offs, and pollution, such as air, water and land
pollution.

In all these areas, as with mitigating and adapting to climate change, there
is a growing expectation that large companies will move beyond focusing only
on improvements in their own operations and supply chains, although these
remain crucial, to also addressing the more complex and systemic challenges
associated with negative environmental externalities.

In the case of water, for example, companies are being called on not only to
be responsible managers of fresh water in their own activities, but also stew-
ards of the watersheds or river basins where they operate, and even advocates
for water security, more broadly. As such, in addition to establishing plans and
targets to mitigate negative environmental, social and economic impacts of
their water usage and discharges and to improve the efficiency and other
aspects of operational performance associated with water management in
their own operations and supply chains, they are also establishing partner-
ships to address system-level water challenges."

Over the past decade, there has been a growing focus on the linkages
between biodiversity loss, land use systems and the unsustainable business
models and policies that currently underpin global and local food systems. As
the World Resources Institute and others have stated, “If today’s levels of pro-
duction efficiency were to remain constant through 2050, then feeding the
planet would entail clearing most of the world’s remaining forests, wiping out
thousands more species, and releasing enough greenhouse gas emissions to
exceed the 1.5 °Cand 2 °C warming targets enshrined in the Paris Agreement—
even if emissions from all other human activities were entirely eliminated.”

Companies operating at all stages of food and beverage value chains, as well
as in the many other industries that rely extensively on the extraction and
development of natural resources, from energy and mining to packaging, con-
struction and even consumer electronics, need to focus not only on under-
standing their full impact on natural capital and establish strategies to
minimize nature loss that is directly caused by their own operations but also
take more ambitious steps to support regenerative or net positive approaches
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that contribute to nature and biodiversity recovery. As with other major oper-
ational and systemic environmental challenges, while there are costs in failing
to act, there are also business opportunities in developing new technologies,
products, services and business models to find solutions. The 2020 report, 7he
Future of Nature and Business, provides some of the most rigorous empirical
evidence to date on both the costs and opportunities and guidance on the best
ways for companies to take action.?!

There is also an urgent imperative to tackle the substantial growth in waste
of non-biodegradable materials and products such as plastics, batteries, elec-
tronic devices and computers, glass and metals, which are increasing the need
for landfills and creating pollution on land, in fresh water and the ocean.
Leading companies are recognizing that they must move beyond traditional
reduce, reuse and recycle approaches in their own operations, although these
remain important, to develop new technologies and system-level circular
economy models within larger systems such as industrial parks, cities, global
supply chains and industries more broadly.* The World Economic Forum’s
Platform for the Circular Economy, the Ellen MacArthur Foundation and the
Global Battery Alliance are three of a growing number of initiatives that pro-
vide useful guidance for companies that aim to be leaders in this area.

3.2.2 Social: The “S” in ESG&D
Effectively addressing the “S” in ESG&D requires a company to respect
human rights, including the letter and spirit of labour standards, and to
address the most salient risks that its operations and business relationships
pose to people and their right to be treated with dignity. Almost all people-
focused issues considered to be part of “S,” such as diversity, inclusion and
equity, minimum wages, living wages and pay ratios, and health, safety and
well-being, are strengthened if a company builds on a strong foundation of
the corporate responsibility to respect human rights and people’s dignity.
Respect for labour standards is often a legal obligation. Many of the
International Labour Organization’s Conventions and Recommendations
have been implemented by countries in national law and regulation.”
Moreover, the ILO has identified eight “fundamental” Conventions in its
Declaration on Fundamental Principles and Rights at Work (1998) covering:
freedom of association and the effective recognition of the right to collective
bargaining; the elimination of all forms of forced or compulsory labour; the
effective abolition of child labour; and the elimination of discrimination in
respect of employment and occupation. The ILO’s 187 member countries
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have an obligation, by virtue of their membership in the organization, to
work towards realizing these fundamental rights even if they have yet to ratify
them. As 0f 2019, there were 1376 national ratifications of these Conventions,
representing 92% of the possible number of ratifications.

The United Nations Guiding Principles on Business and Human Rights
(UNGPs) have become the authoritative global standard on business and
human rights.” They were developed over five years by a team led by Professor
John Ruggie, the UN Secretary-General’s Special Representative on Business
and Human Rights, through extensive research, pilot projects and about 50
consultations around the world, engaging governments, business, civil society,
the legal profession, academics and international organizations. In June 2011,
they were unanimously endorsed by the United Nations Human Rights
Council. The UNGPs clearly state that “all companies everywhere have a
responsibility to respect human rights, which means to avoid having negative
impacts on them and to address such impacts where they do occur. This
responsibility applies to their own operations and to all their business rela-
tionships, including those throughout their value chain.” Over the past
decade, they have been “increasingly incorporated or reflected in law, regula-
tion, judicial and administrative decision-making, public policy, multistake-
holder norms, commercial and financial transactions, the practices and
policies of leading companies, and the advocacy of civil society.”*

Boards and management teams should have oversight on the policies, due
diligence processes, stakeholder engagement and remediation mechanisms
their company has in place to respect human rights. Importantly, they should
understand the human rights risks that are most salient to the people who are
affected by the company’s operations and business relationships and not only
those that are material to the company, in terms of its own legal, financial,
operational and reputational risks. The UK’s Equality and Human Rights
Commission has prepared Business and Human Rights: A Five-Step Guide for
Company Boards, which provides useful guidance for boards on implementing
the UNGPs.”

Increasingly there is an expectation that in addition to managing human
rights risks within the company’s own operations and value chain relation-
ships, businesses should also understand the risks to people that result from
their business models and the systems in which they are operating more
broadly and should aim to use their leverage, which “refers to the ability of a
business enterprise to effect change in the wrongful practices of another party
that is causing or contributing to an adverse human rights impact.”*® There is
also growing awareness of the links between respecting human rights and
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addressing environmental challenges, leading to a focus on topics such as cli-
mate justice.”

In addition to individual company policies and due diligence practices to
respect human rights, a variety of industry-sector initiatives have evolved over
the past decade that are focused on defining standards that companies operat-
ing in that sector should adhere to in respecting human rights. These are
particularly prevalent and important in high-risk sectors such as oil, gas and
mining, agriculture, apparel and other consumer goods manufacturing, tour-
ism, financial services and information and communications technology.
Extensive guidance also exists on specific issues, such as labour practices,
employee health and safety, tackling discrimination and harassment and
improving inclusion and diversity, community relations, indigenous peoples’
rights, consumer and product safety and living wages. Boards should be aware
of the collective initiatives relevant to their company and industry and under-
stand if and how their company is adhering to these industry-wide or issue-
specific standards.

Preventing discrimination and harassment based on race, religion, nation-
ality, gender, sexual orientation, disability, age and other personal traits and
characteristics is a key component of respecting human rights. There is also a
growing imperative for boards and executive teams to be more proactive in
addressing ways in which their company’s corporate culture, behaviours,
social norms and incentives are either promoting or impeding more diverse,
inclusive and equitable working environments, value chains and
communities.

Also relevant to the “S” in ESG&D is the importance of training and skills
development, especially investments made by companies in the new types of
skills and capabilities needed for the future in the Fourth Industrial Revolution.
Corporate commitments to create employment opportunities, improve liveli-
hoods and wealth generation and develop products and services that directly
address social needs are other areas where businesses can make a vital contri-
bution to improving the quality of people’s lives and their opportunities to
build assets and economic security. Finally, there is the role that companies
can play to support local communities, build social capital and help to address
broader social issues through their corporate social investments and philan-
thropy, product donations, employee volunteering and policy advocacy
activities.
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3.2.3 Governance: The “G"” in ESG&D

Key governance issues include the composition and quality of a company’s
governing body and its committees, the rigour and transparency of its stake-
holder engagement mechanisms, the systems it has in place to ensure strong
risk management and oversight, and the company’s policies, standards, audit
processes and performance in areas such as ethics compliance and integrity,
anti-corruption, anti-competitive behaviour and compliance with myriad
laws and regulations in different countries.

An area of growing focus for many global companies is how to ensure a
more holistic and systemic approach to tackling corruption that includes but
goes beyond compliance to build a corporate culture of ethics and integrity.
Useful guidance for boards is provided by the World Economic Forum
Partnering Against Corruption Initiative (PACI), launched in 2004 in part-
nership with Transparency International and the Basel Institute on
Governance.” The platform is CEO-led and focuses on public-private coop-
eration, responsible leadership and identifying and promoting technology
advances in tackling corruption, through its Tech for Integrity programme.

In 2020, PACI endorsed an Agenda for Business Integrity. Developed by the
Forum’s Global Future Council on Transparency and Anti-Corruption, this
framework is aimed at providing guidance to companies on achieving the fol-
lowing four pillars of leadership action in tackling corruption and strengthen-
ing integrity and transparency, all of which have implications for board
oversight:!

* Commit to ethics and integrity beyond compliance

¢ Strengthen corporate culture and incentives to drive continuous learning
and improvement

* Leverage technologies to reduce the scope of corruption

* Support collective action to increase scale and impacts

Another area of growing focus in the “G” of ESG&D is the increase in
requests from investors and other stakeholders for greater transparency and
public disclosure on corporate lobbying activities with governments and,
where relevant, corporate political contributions to politicians and their par-
ties. Increasingly, this includes requests for information on the company’s
financial and in-kind contributions to trade and industry associations, research
institutions and non-profit, policy advocacy organizations. In an era of politi-
cal polarization and growing mistrust among citizens about the relationships
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between regulators and the companies that they regulate, the board of direc-
tors needs to understand and provide oversight on the nature and range of the
company’s relationships with politicians, governments and policy advocacy
organizations.

3.2.4 Data Stewardship: The “D” in ESG&D

Over the past several years, it has become increasingly clear across a wide
range of industry sectors that company data protection and use are far more
than technical or operational matters. They are first order strategic consider-
ations that pose major—potentially existential—risks as well as important
opportunities for competitive advantage. Accordingly, directors and manage-
ment teams need to ensure that they have the skills and processes in place to
perform these rapidly evolving dimensions of fiduciary and executive respon-
sibility diligently.

Cybersecurity

In 2017, the World Economic Forum issued a first-of-its-kind resource to
support boards of directors and CEOs to take action on cybersecurity and
cyber resilience: Advancing Cyber Resilience: Principles and Tools for Boards.>*
Developed in collaboration with the Boston Consulting Group and Hewlett
Packard Enterprise, the report is the product of an extensive process of col-
laboration and consultation that distilled leading practice into a framework
and set of tools that boards can use to smoothly integrate cyber risk and resil-
ience into business strategy so that their companies can innovate and grow
securely and sustainably.

The Forum has since released a second resource aimed at corporate leader-
ship teams more broadly, entitled 7he Cybersecurity Guide for Leaders in Today’s
Digital World. Produced by the Forum’s public-private Centre for
Cybersecurity,? the guide charts the key tenets of how cyber resilience in the
digital age can be formed through effective leadership and design. From the
steps necessary to think more like a business leader and develop better stan-
dards of cyber hygiene through to the essential elements of crisis manage-
ment, it offers a practical cybersecurity playbook for business leaders.
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Artificial Intelligence (AI) and Machine Learning

As Al increasingly becomes an imperative for business models across indus-
tries, corporate leaders and boards will be required to identify the specific
benefits this complex technology can bring to their businesses as well as
address concerns about the need to design, develop and deploy it responsibly.
Striking the right balance will lead to sustainable businesses in the Fourth
Industrial Revolution, but failing to design, develop and use Al responsibly
can damage brand value, risk customer backlash and lead to litigation and
financial costs. Board members of all companies are responsible for steward-
ing their companies through the current period of unprecedented technologi-
cal change related to Al, and its attendant societal impacts.

A practical set of tools can empower board members in asking the right
questions, understanding the key trade-offs and meeting the needs of diverse
stakeholders, as well as considering and optimizing approaches such as
appointing a Chief Values Officer, Chief Al Officer or Al Ethics Advisory
Board. The Forum has produced a board toolkit, Empowering AI Leadership.>*
Developed by its Centre for the Fourth Industrial Revolution, this framework
was established in consultation with over 100 stakeholders. It is designed to
help boards be responsible stewards of their companies’ deployment of Al by
more deeply understanding this transformational technology, asking the right
questions, balancing trade-offs, meeting the needs of diverse stakeholders and
formulating innovative governance approaches.

Data Collection, Management and Use

Business models in virtually every industry are becoming more data intensive.
Companies are routinely accumulating and applying a large amount of per-
sonal and commercially sensitive data via their interaction with customers,
suppliers, employees and others. Optimizing the collection, management and
use of such data is an increasingly important value creation driver; however, it
also poses new material risks that boards cannot assume will be mitigated
solely through compliance with regulatory requirements. A leading example
of a company effort to formalize a stronger degree of data stewardship to
maintain the trust of stakeholders and mitigate risk above and beyond regula-
tory compliance is Mastercard’s framework of six principles for responsible
data management. Its survey research suggests that an organization commit-
ting to these principles would help drive trust with upwards of 90% of
individuals.”
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3.3 Reinforce Preparedness and Resilience
to Crises and Systemic Shocks

Company directors and executives need to understand and provide oversight
on enterprise-level or specific operational, financial, reputational and regula-
tory ESG&D risks that their company or a particular business unit, project or
product needs to address and mitigate. They also have an increasingly crucial
role in ensuring their company’s ability to respond to and be resilient in recov-
ering from short-term or prolonged external crises and systemic shocks.

The reach and impact of these systemic risks and shocks range from global
crises such as the COVID-19 pandemic and the 2008-2009 financial crisis to
regional or location-specific currency crises, conflict and extreme weather
events or other natural disasters, a growing number of which are exacerbated
by a changing climate. Despite obvious differences between the types of crises
and between locations and industry sectors, they share the common charac-
teristic of being systemic in terms of their impact and beyond the control of
any individual company to prevent.

The key question for any company is how well is it prepared to respond to
such crises and how resilient is it in terms of its ability to survive the immedi-
ate aftermath and to recover, either by rebounding or by fundamentally
changing and adapting, over the medium and longer term? Three key areas of
focus that all boards and executive teams should consider are improving pre-
paredness, responding to and managing the immediate crisis and strengthen-
ing recovery and future resilience.

3.3.1 Improving Preparedness

The ability of a company to respond to and recover from an acute or systemic
crisis is obviously determined by a variety of external factors beyond the com-
pany’s control. At the same time, the effectiveness of any response and recov-
ery process also depends on the rigour and scope of the company’s risk
management systems and its crisis preparedness processes, combined with an
adaptive and engaged corporate culture and the quality of leadership at both
the executive and operational levels of the company. Boards should provide
oversight and support to management in the following areas.
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Undertake Scenarios, Stimulations and Stress-Testing

As an ongoing process, boards and management teams need to undertake
more regular and sophisticated scenario analysis, horizon-scanning activities
and crisis management simulations and planning to better understand the
likelihood and potential impact of systemic risks resulting from technological,
environmental, geopolitical and socio-economic changes. Linked to this, they
need a better understanding of the potential systemic risks to their company
resulting from stress on key systems such as financial services, trade and sup-
ply chains and energy and health systems. Such understanding is needed at
both global and enterprise level as well as operationally, especially in high-risk
locations.

The practice of regulatory-led “stress-testing” has become common in the
financial sector following the global financial crisis and more recently is being
explored as an approach to assess business resilience in the face of climate-
related risks.*® This approach could be applied more widely as an internal
corporate governance and management tool to help boards and management
assess their company’s preparedness and resilience for different types of crisis
and system-level shocks. Key pillars of the organization’s preparedness that
should be assessed include governance and leadership structures and key com-
ponents of operational, financial, technological and cultural resilience.

Developing Cirisis Succession Plans for Key Executives and Mission
Critical Operators

Rigorous succession planning remains crucial at any time but deserves tar-
geted board attention as part of crisis management and contingency planning.
Chair and CEO succession plans are obviously essential, but boards also need
to ensure there are succession plans in place and optionality for other mem-
bers of the executive team and for “mission critical” roles and functions at the
operating levels of the company. These are the leaders who will be essential in
responding to and recovering from a crisis, especially in situations where peo-
ples’ safety and well-being are at stake or where business continuity is being
challenged, either immediately or over a prolonged period. Alongside other
executives, the human resource function has a critical place at the table on
crisis preparedness and planning, and relevant Board Committees should
review mission critical roles as well as executive succession plans on an ongo-
ing basis.
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Reviewing Deployment Options for Emergency Response Assets
and Relationships

In addition to crisis leadership planning, companies should have plans in
place at both corporate and operating levels for essential assets that may need
to be rapidly deployed and key stakeholder relationships that may need to be
mobilized in the event of a crisis. Needs obviously vary based on the industry
and location, but in all cases there is usually a need to consider internal asset
deployment and stakeholder communications as well as external efforts. From
an internal perspective, the company needs to understand how essential phys-
ical and financial assets can either be moved or be adapted to respond to a
crisis as well as exploring alternative or back-up supply and distribution
networks.

Companies that have products, services, digital platforms or physical logis-
tics networks that are particularly important at times of a natural or man-
made humanitarian disaster have an additional responsibility to understand
and plan how these can best be deployed in a crisis. Leaders in the pharma-
ceutical, consumer goods, transport and logistics and information technology
industries have long-standing experience in the latter, usually with board
oversight. All companies, however, should review their assets and stakeholder
relationships with a view to internal and external crisis response.

3.3.2 Responding to and Managing the Immediate Crisis

No matter how well prepared a company is, crises will happen—both acute,
short-term crises affecting a particular location, business unit or key leader
and more prolonged, systemic crises affecting the entire company. Boards
need to be equipped to immediately respond to these. Sometimes the board
or a senior non-executive director will be required to step directly into an
executive role, but more often such crises require the board to support its
senior management team.

The need to distinguish clearly between the roles of management and the
board is probably greatest at the time of crisis management. Management
teams will be working under intense pressure and time constraints, putting
crisis response teams in place, implementing and often adapting existing crisis
management plans, engaging with key stakeholders from employees, custom-
ers, suppliers and shareholders to communities and governments, depending
on the crisis, and making a multitude of decisions, some of them mission
critical. The board should be available to offer support, especially in the case



3 Business Leadership Priorities for Implementing Stakeholder... 83

of mission critical decisions, but not overload management with constant
demands for information or meetings. Having said that, the following areas
are important for boards to consider in most crisis situations, especially more
systemic shocks.

Put People First

This is crucial in a natural disaster or humanitarian crisis, but also relevant in
a sustained economic or financial crisis. A key question is how is the company
ensuring the immediate safety and well-being of people in its operations and
value chain? Depending on the type of crisis, what are the health, safety,
financial and job implications for employees, customers, suppliers (especially
small businesses) and people in the company’s local communities? After
addressing immediate health and safety considerations, how are the liveli-
hoods and incomes of the company’s stakeholders being affected—both by
the crisis itself and by the decisions the company is having to make in terms
of business continuity and financial liquidity? What can the company do on
its own to support its employees and other stakeholders who are adversely
affected, and what type of government support and social welfare or safety
nets can the company access or advocate for on behalf of these people? Linked
to the above, how effectively are the CEO and management communicating
with key stakeholders?

In response to the COVID-19 pandemic, for example, leading World
Economic Forum representatives and members, including Klaus Schwab,
Founder and Executive Chairman, Bank of America CEO Brian Moynihan,
Siemens and Maersk Chairman Jim Snabe and Royal DSM Chairman Feike
Sijbesma, called on their peers to support a set of “Stakeholder Principles” to
manage the economic impacts from the public health emergency and work
towards economic recovery. These outline a set of principles and commit-
ments that business leaders and boards should make to their employees, eco-
system of suppliers and customers, end consumers, governments and society,
and shareholders in helping them to respond to the crisis and build future
resilience.””

The Forum has also produced additional guidance on Workforce Principles
for the COVID-19 Pandemic.’® Business Fights Poverty and the Corporate
Responsibility Initiative at Harvard Kennedy School have developed a set of
toolkits and hosted webinars on how companies can support the most vulner-
able people among their employees, workers, customers, small business part-
ners and communities in response to this global humanitarian and economic
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crisis.”” Many national business associations and other corporate responsibil-
ity leadership groups have also activated their members to support people

adversely affected by the pandemic.

Support Critical Functions and Operations
for Business Continuity

In some crises, business continuity will be impossible or seriously constrained,
even if the company is not facing a liquidity crisis. In others, the focus will be
on maintaining as much functional and operational capacity as possible to
ensure that safe and if possible productive and profitable operations can con-
tinue. Questions that need to be addressed include: the effectiveness of plans
to ensure that mission critical leadership and operational roles are sustained
and given the support they need; understanding the extent of disruption in
the company’s key supply chains and its own ability to supply customers and
what flexibility and optionality is available to address these; how effectively is
the company engaging and where possible partnering with key suppliers and
customers to resolve bottlenecks and shortfalls; and what, if any, are the trade
restrictions and implications the company must address?

Provide Oversight of Financial Risks and Resilience

Closely intertwined with business continuity is the obvious risk of financial
liquidity and other financial challenges. At times of crisis, the board and man-
agement team need to review their current capital allocation strategies and
priorities, as well as their engagement with key investors and regulators. For
example, should they be stopping share buyback programmes, reviewing divi-
dends and/or postponing capital projects? Are there opportunities to increase
or at least maintain cost discipline? How proactively are the CEO and CFO
engaging with investors? What actions should be taken to revise business
plans and change operating and financial forecasts and guidance to the mar-
ket? How can this be presented in a way that addresses the immediate crisis
while also outlining longer-term resilience and recovery potential if possible?
Are there crisis-related risks from activist shareholders or potential hostile
takeover bids? From a compliance perspective, what, if any, are different
financial reporting and disclosure requirements to be met in the immediate
aftermath of a crisis and how is the company working with its auditors and
legal advisers on addressing these? Are there tax implications and/or
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government support funds and incentives that can be accessed to help address
immediate financial losses and manage ongoing risks?

3.3.3 Strengthening Recovery and Future Resilience

The length of time, intensity and global scope of a crisis management situa-
tion will obviously vary depending on the nature of the crisis and how sys-
temic it is. As soon as possible, however, the board and management team
should be reviewing medium and longer-term recovery plans and discussing
lessons learned to strengthen the company’s resilience for the future.

Start Reviewing Recovery Options and Strategy as Early as Possible

Boards should stay focused on the company’s strategy and be ready to support
management as they implement ramp-up options if business activities have
been slowed or shut down due to a crisis. More importantly, following a crisis
there may need to be changes or even a transformation in the company’s poli-
cies and operating procedures, risk management systems, capital allocation
priorities and even its core business strategy. Specific markets or industries
may have changed fundamentally, and there may be new risks and opportuni-
ties emerging for the company as a result. After transitioning out of a crisis
management phase there is a unique opportunity for the board and manage-
ment team to review and where needed to either refresh or transform each of
the above areas.

Build Future Operational, Cultural, Financial
and Technological Resilience

Linked to the above, crises nearly always provide useful lessons for improving
risk management and stakeholder engagement. More broadly, they often
point to the need and opportunity to strengthen a company’s resilience, its
ability to respond to and recover from future crises. Even in the absence of a
crisis, the nature of the technological, environmental, geopolitical and social
shifts underway is placing a greater premium on the concept and practice of
resilience as a crucial and more strategic element of effective risk manage-
ment. Research by a variety of practitioners and academics points to the need
for boards and management to review resilience through the combined lenses
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of operational, cultural, financial and technological capabilities and abilities
to withstand systemic risks and shocks.

Building long-term and trusted relationships with external stakeholders is
another important element in building resilience. At times of crisis, these
relationships can be key to the company and its employees, customers, busi-
ness partners and communities being able to respond and recover. And they
usually need to be built over time. As previously outlined, applying the con-
cept of “stress-testing” to these different aspects of resilience offers potential.
Likewise with boards and management jointly undertaking scenario analysis
and crisis simulation exercises. In the same way that boards are taking a more
proactive role in engaging in strategy and long-term value creation discussions
with management, there is a need for more systematic board-level discussions
around strengthening business resilience.

3.4 Recognize the Firm Is a Stakeholder Itself
in the Vitality and Resilience of Its
Operating Context

Recent events, from the COVID-19 pandemic to trade policy shocks to social
protests over inequality and discrimination to changes in energy and financial
regulation related to climate change, illustrate that companies have a very
material stake in the basic health of their operating context—in the essential
functioning of the societies and economies in which they operate. Major dis-
ruptions therein can have a serious, even existential, impact on businesses.
Even though principal responsibility for these matters often resides in public
institutions and authorities, company practices and operations can have an
important influence, either positive or negative.

Four critical dimensions of the way in which firms guided by the principles
of stakeholder capitalism need to think seriously about their shared steward-
ship of the social and economic context in which they operate are as follows:
the capacity of people in the firm’s communities to absorb and manage eco-
nomic change; the payment of taxes and capacity of public institutions to
provide public goods on which all societal actors, including companies,
depend; the extent of structural inequality and injustice and adequacy of
existing public and private responses to address these; and the relevance of the
firm’s core competencies and resources to support national governments in
implementing their priority commitments to the Sustainable Development

Goal (SDG) and Paris Climate Agreement.
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3.4.1 Collective Investment in Human Capital
and a Just Transition

One of the principal weaknesses, even failings, of corporate and public gover-
nance during the past generation has been an underappreciation of and
underinvestment in the human costs of rapid economic change. A new dimen-
sion of corporate governance and leadership requiring attention from boards
and executive teams is the need to identify salient just-transition risks related
to automation, restructuring, climate change abatement or other plans to
move to a low carbon economy. This challenge is likely to intensify in the
Fourth Industrial Revolution as automation spreads, global markets become
more digitally interconnected and actions to decarbonize economic activity
intensify. Companies will be the primary vehicles of these economic changes,
which means they will face important decisions with regard to the timeline
and nature of the corresponding restructuring and redeployment of their
workforces and making human capital investments in the communities or
regions where they operate.

In the absence of an understanding of what constitutes a just transition for
people and a strategy to make such a transition as humane and economically
orderly as possible in cooperation with workers, governments and other stake-
holders, companies may inflict severe yet avoidable damage on the social fab-
ric of the communities and countries in which they operate. This could
ultimately affect the political stability and economic viability of that context,
limiting the company’s own prospects for value creation and growth.
Accordingly, a new dimension of business leadership requiring attention from
boards and management teams is the need to identify salient just-transition
risks related to automation, restructuring, climate change or other plans and
to ensure that the company has adequate policies and practices for mitigat-
ing them.

In 2015, governments and worker and employer organizations developed a
set of consensus guidelines for steps that can be taken by each to manage
change and its impact on the world of work, which is to say, on people.’
These ILO guidelines were written with environmental change and the transi-
tion to more sustainable economies specifically in mind; however, many of
the suggestions are relevant for managing major transitions and their impact
on workers and their communities related to other causes. The trade union
movement has taken an active role in advancing the just-transition concept
and supporting social dialogue—tripartite government-worker-employer dis-
cussion and consensus building—on specific transition risks, opportunities
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and solutions in this regard.”’ Governments, too, are increasingly active on
this topic. For example, the European Union has created a Just Transition
Mechanism to provide concrete support to the transition to a climate-neutral
economy. It provides “targeted support to help mobilise at least €65—75 bil-
lion over the period 2021-2027 in the most affected regions, to alleviate the

socio-economic impact of the transition.”**

3.4.2 Fair Payment of Taxes to Support Public Goods
and Services

Government tax bases have come under pressure, as digitization, deregula-
tion, trade liberalization and global value chains have increased the economies
of scale and geographical fragmentation of production as well as the capital
share of national income in many countries. This situation has been further
exacerbated by the COVID-19 pandemic and the heavy and urgent demands
it has placed on public finances. Long-term economic value creation requires
functioning public institutions in a wide variety of domains, and these depend
on adequate public finances.

Thus, companies have not only a legal obligation to pay taxes, but also a
broader fiduciary responsibility stemming from their sustainable enterprise
value creation mandate to ensure that they pay their fair share, which may not
always be the same amount as that resulting from aggressive, multi-
jurisdictional corporate tax planning. Directors and executives have a respon-
sibility to ensure that their firms are acting not only legally but also in keeping
with the trust that society has placed in them to contribute fairly and respon-
sibly to the long-term viability of the economy in which they operate.

The OECD’s Inclusive Framework on Base Erosion and Profit Shifting
brings together over 115 countries and jurisdictions to collaborate on the
implementation of the OECD/G20 Base Erosion and Profit Shifting (BEPS)
Package. BEPS refers to corporate tax-planning strategies that exploit gaps
and mismatches in tax rules to artificially shift profits to low- or no-tax loca-
tions where there is little or no economic activity. Although some of the
schemes used are illegal, most are not. The BEPS Package provides 15
actions that equip governments with the domestic and international instru-
ments needed to ensure that profits are taxed where the economic activities
generating the profits are performed and where value is created. These tools
also give businesses greater certainty by reducing disputes over the applica-
tion of international tax rules and standardizing compliance requirements.
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This initiative took a major step forward in 2021 when the G7 and G20
endorsed the approach outlined the “Statement on a Two-Pillar Solution to
Address the Challenges Arising from the Digitalisation of the Economy”
which the OECD released in July of that year.® As of mid-August 2021,
133 jurisdictions had signed the Statement; however, support for it is not
yet unanimous.

In 2020, the Global Reporting Initiative issued a new global standard for
public reporting on tax payments by corporations. The standard contains
three management approach disclosures and one topic-specific disclosure on
country-by-country reporting. The combination of management approach
disclosures and country-by-country reporting gives insight into an organi-
zation’s tax practices in different jurisdictions. Boards should have oversight
of these practices, including transparency and reporting. In addition, the
World Economic Forum’s International Business Council as part of its
Measuring Stakeholder Capitalism project has recommended that firms dis-
close the total global tax borne by the company, including corporate income
taxes, property taxes, non-creditable VAT and other sales taxes, employer-
paid payroll taxes and other taxes that constitute costs to the company, by
category of taxes. It further recommends as a best practice a breakdown of
total tax paid and, if reported, additional tax remitted, by country for sig-
nificant locations.

3.4.3 Tackling Structural Inequality and Injustice

In many countries, deep-seated inequality and injustice persist, even after
changes in regulation, government policies, business practices and social
norms. Although capitalism, globalization and market-based economic
growth have helped lift several billion people out of extreme poverty over the
past few decades, in too many cases inequality has increased in terms of asset
accumulation and wealth creation, access to jobs and essential services, such
as education, health and housing, and access to criminal and social justice and
political voice. The COVID-19 crisis has highlighted and exacerbated many
of these existing structural inequalities and hundreds of millions of people
risk falling back into poverty due to the pandemic’s devastating impact on
their health and food security, their livelihoods, jobs and income and their
education and learning. Governments must take the lead in addressing these
issues. At the same time, there is a growing expectation among employees,
consumers, activists, the public and even investors and governments
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themselves that businesses, especially large companies, should play a more
proactive role in tackling inequality and injustice.

There is the growing expectation that companies should be responsible and
held accountable for: the impact of their own operations and business rela-
tionships when it comes to respecting human rights, workers’ rights and civil
rights; promoting diversity, equity and inclusion in their own workplaces and
global value chains; as outlined in previous pages, paying their fair share of
taxes; and making investments in skills development and a just workforce
transition for relevant employees and communities where they operate.

At the same time, pressure is growing for companies to pay adequate entry-
level wages to become advocates for higher minimum wage legislation in
many countries and to commit to paying a living wage for their immediate
employees and workers along their global supply chains if this is higher than
the legally mandated minimum wage in the locations where the company
operates. The Global Living Wage Coalition has drawn on the ideas found in
over 60 living wage descriptions and definitions to define a living wage as
“[t]he remuneration received for a standard workweek by a worker in a par-
ticular place sufficient to afford a decent standard of living for the worker and
her or his family. Elements of a decent standard of living include food, water,
housing, education, health care, transportation, clothing, and other essential
needs including provision for unexpected events.”*

Millions of workers around the world earn less than a minimum wage, let
alone a living wage, and in many cases, it is women and racial or ethnic
minorities who are the most vulnerable to the combination of low wages and
insecure jobs. Take the US, for example, where efforts to raise the federal
minimum wage from US $7.25 to $15 per hour failed in 2021. It is estimated
that “[a]bout 39 million people earned less than $15 in 2019. That is a sub-
stantial decline from more than 61 million in 2014, and it fell further—to
around 30 million—after the covid-19 crisis as the closures of countless low-
wage employers erased millions of jobs. Black and Hispanic women are more
than twice as likely as White men to fall into this low-wage category, and their
share of the low-wage workforce has increased even as the U.S. economy
enjoyed its longest expansion in history.”* Tackling this systemic issue, and
focusing on the most vulnerable workers, will be a key driver in achieving
more inclusive growth.

Improving access to paid sick leave, health insurance and other benefits for
low-income, low-skilled and/or temporary, contractual and gig economy
workers are other systemic challenges that underpin inequality and must be
addressed to achieve more inclusive business models and economies.
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Beyond their own business operations, there are growing demands for busi-
ness leaders to step up, both individually and collectively, to help address
systemic and structural obstacles to overcoming inequality and injustice. For
example, a vanguard of companies is establishing and creating coalitions to
advocate for higher minimum wages and to make commitments to imple-
menting living wages in their own operations and supply chains. One exam-
ple is Business for Inclusive Growth, which was launched by the French G7
Presidency in August 2019. It is a global CEO-led coalition working in part-
nership with the OECD to coordinate with governments in tackling inequali-
ties of income and opportunity. Collective business efforts are also needed to
support specific government or community-based programmes focused on
improving access to education, healthcare, housing and economic opportuni-
ties. In addition, companies can become more engaged in advocacy for public
policy reforms and institutional changes such as implementing better social
safety nets, access to universal health, direct cash transfer mechanisms and
criminal justice reform.

There are of course limits to what companies can influence on deep-seated
social challenges. But there are also limits to how much a company can remain
insulated from such problems. If severe and long-standing enough, and the
firm has a track record of being passive and insensitive to them, they can
evolve into threats to its brand and even business continuity in the event of
social upheaval. Companies need to have a serious internal discussion about
their role as stakeholders in the basic health of their operating context and
their agency to affect it positively. This should take place not only at the cor-
porate level, but it should also be encouraged in areas in which the firm has
significant operations.

3.4.4 Advancing Implementation of the Sustainable
Development Goals and Paris Climate Agreement

In September 2015, 193 UN member states signed up to support the 2030
Agenda and its 17 Sustainable Development Goals (SDGs). They were fol-
lowed in December 2015 by 196 countries committing to support the Paris
Climate Agreement, and its core goal to limit global warming to well below 2,
preferably to 1.5 °C, compared to pre-industrial levels. Most governments are
now translating these commitments into national plans and policy priorities,
described as National SDG Plans or Voluntary National Reviews in the case
of the SDGs and Nationally Determined Contributions (NDCs) in the case
of the Paris Agreement. In both cases, the private sector has a place at the table
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and a major responsibility and opportunity to work with other companies,
civil society organizations, the UN system and national, state and local gov-
ernments to help achieve these ambitious and urgent goals.

The corporate responsibility to be part of the systems-level changes that are
required is clear. There can be little doubt about the urgency and scale of the
climate crisis and the inadequate progress that has been made on achieving
the SDGs, further challenged by the devastating effects that the COVID-19
pandemic has had on the lives, livelihoods and learning of millions of people.
The business risks and costs of inaction are increasingly well understood. They
are operational and physical, they are financial, they are reputational, they are
transitional in terms of companies having to adapt to changing policies and
regulations, disruptive technologies and new markets, and in some cases, they
are existential to corporate survival. Furthermore, they are rising for almost all
companies that fail to act.

The corporate opportunity to be part of the solution to tackling the climate
crisis and achieving the SDGs is also high, especially for companies that can
operate at scale, work with industry peers and competitors on system-level
solutions and engage with governments on driving policy reforms and market
incentives. Setting goals for cutting carbon emissions and achieving net zero
by 2050 can spur companies and entire industries to greater resource efficien-
cies, lower emissions energy sources, innovative products, services and tech-
nologies, new markets and greater resilience and ability to prepare for or
recover from shocks and crises. Likewise, the SDGs represent an enormous
growth opportunity for businesses, including through strengthening their
operating context. The Business and Sustainable Development Commission,
for example, has concluded that achieving the SDGs has the potential to gen-
erate up to $12 trillion of opportunities in 60 different market segments
within four economic systems: food and agriculture, cities, energy and mate-
rials, and health and well-being.“¢

Accordingly, companies focused on sustainable enterprise value creation
should make commitments to support the Paris Climate Agreement and the
SDGs that are relevant to their firm’s core competencies and markets and
integrate these into their company strategy and operations. This includes
appointing senior executives and identifying board and executive champions
to prioritize and drive execution as well as working with peer companies,
financial institutions, governments and other stakeholders to drive the
enabling environment improvements and investments that can affect the nec-
essary transformation of economic systems. As outlined in more detail in
Chap. 7, there are a growing number of multi-stakeholder coalitions that are
being established to achieve the system-level changes that are needed. In line
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with the theme of its 50th Annual Meeting in 2020, Stakeholders for a Cobesive
and Sustainable World, the World Economic Forum and its International
Business Council prepared a report that presented over 150 concrete examples
of such multi-stakeholder and corporate “lighthouse” projects.”

3.5 Integrate Financial and Material
Non-financial Information
in Mainstream Reporting

Integrated reporting follows naturally from the integrated thinking that the
simultaneous pursuit of long-term shareholder, other stakeholder and societal
value—that is, sustainable enterprise value—requires. In practical terms, this
means integrating material ESG&D considerations into the company’s core
communications with its investors and in particular its annual report, includ-
ing as appropriate in the statement of accounts and management discussion
and analysis and proxy statements. In some cases, companies are aligning their
annual financial reports and annual sustainability reports to providing inves-
tors and other stakeholders with clear and consistent performance metrics and
analysis of risks and future goals. However, best practice and to a growing
extent regulatory requirement is to combine and connect these elements in an
integrated report which serves as the firm’s mainstream communication with
its providers of capital and securities regulators. A further best practice is to
have the ESG&D elements in the report independently assured by an external
third party along the same lines that financial accounts are externally audited.

The integrated reporting of ESG&D risk, strategy and performance in
mainstream corporate communications with investors and regulators remains
at a formative stage, but it is evolving rapidly. A number of collaborative
efforts over the past 20 years among non-governmental organizations, accoun-
tants, industrial firms and investors have laid the foundation for this approach.

They include:

¢ 'The International Integrated Reporting Council has developed a principles-
based framework to help companies think about their reporting strategy in
an integrated fashion and develop their own approach spanning various
reporting formats, mainstream and otherwise.

¢ 'The Global Reporting Initiative issued the first global standards for sustain-
ability reporting, which are designed to be used by any organization that
wants to report on its impacts and how it contributes towards sustainable
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development. They encourage and enable credible non-financial reporting
by companies and also provide sector-specific guidance.

The Sustainability Accounting Standards Board has created a set of key
performance indicators that serve as a standard for particularly quantitative
reporting of material aspects of a company’s environmental and social
sustainability. It provides materiality maps for companies in 77 different
industry sectors.

The Climate Disclosure Standards Board has issued a framework to guide
the reporting of material natural capital-related aspects of corporate perfor-
mance, strategy and risk—both qualitative and quantitative material infor-
mation—in mainstream reports.

CDP is the foremost global platform for the disclosure of climate and other
environmental data by companies, investors and other stakeholders and, as
such, serves as a de facto standard.

In an effort to accelerate progress towards a more harmonized and globally
comparable system for disclosure of material ESG&D information, the
WEF’s International Business Council of approximately 120 large multina-
tional firms has developed a two-tier core-and-expanded set of ESG&D
metrics and reporting requirements in collaboration with the four largest
accounting firms, drawing wherever possible from existing standards such
as those referenced above.

The Human Rights Reporting and Assurance Frameworks Initiative (RAFI)
and the UN Guiding Principles Reporting Framework provide guidance
for companies to report on salient human rights issues.

The Corporate Reporting Dialogue has been facilitating a dialogue among
sustainability and financial standard setters to advance progress towards a
system that better captures and integrates financial and non-financial per-
formance and strategy.

The Impact Management Project (IMP) is a forum for organizations to
build consensus on how to measure, compare and report impacts on envi-
ronmental and social issues. It convenes a Practitioner Community of over
2000 organizations to debate and find consensus (norms) on impact man-
agement techniques and it facilitates a collaboration of organizations that
are coordinating efforts to provide complete standards for impact measure-
ment, management and reporting.

Notwithstanding the considerable progress achieved by the voluntary ini-

tiatives described above, the absence of a generally accepted international
framework for the reporting of material aspects of ESG and other relevant
considerations for long-term value creation contrasts with the well-established
standards that exist for reporting and verifying financial performance. The
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existence of multiple ESG measurement and reporting frameworks and lack
of consistency and comparability of metrics hinder the ability of companies to
credibly demonstrate the progress they are making on sustainability, includ-
ing their contribution to the SDGs.

As outlined in greater detail in Chap. 6, there are two things business can
do to accelerate the adaptation of corporate reporting to stakeholder capital-
ism. First, individual firms should implement their own integrated reporting
in the form of a combined, best-practice application of existing standards in
their annual report. This will ensure that their reporting is fit for the purpose
of sustainable value creation in today’s new business context and can be
benchmarked against comparable information from other firms for use in
decision-making in both their boardroom and financial markets. There is no
need to wait for further action by regulators; better returns and more satisfied
investors and other stakeholders await those companies that act to integrate
and improve their disclosure now. Second, business leaders, including col-
leagues from the investor and accounting communities, should work to accel-
erate the birth of an international standard or system of standards for
non-financial information reporting, similar to how the private sector played
a critical leadership role in the early stages of financial reporting standard set-
ting. The International Organization of Securities Commissioners (IOSCO)
and International Financial Reporting Standards (IFRS) Foundation have
announced plans to create such a global standard. They will need strong
engagement from the private sector in order to succeed.

This chapter has provided a thematic overview of the key priorities busi-
ness leaders should embrace and guidance tools they can access to embed
sustainable enterprise value creation more deeply within their firm and to
help translate the principles of stakeholder capitalism into more rigorous and
widespread practice. But while these principles may be universally applicable,
their practice is context specific. There is no single ideal approach to address-
ing these issues and applying good practice because ESG&D issues vary in
relevance and emphasis across industrial sectors and societies. The practi-
cal implementation of stakeholder capitalism is fundamentally about insti-
tutionalizing integrated thinking and decision-making in board governance,
corporate strategy and resource allocation, reporting and partnerships with
other stakeholders in ways that enable the full integration of ESG&D con-
siderations. Chapters 4, 5, 6 and 7 provide more specific, functional guid-
ance in each of these respects, with concrete illustrations of good practice
drawn from leading companies.
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Corporate Governance and Oversight

Good corporate governance matters more than ever. The integrity and effec-
tiveness of the structures, systems and norms that determine how a company’s
priorities are set and how performance is monitored and accounted for are
essential. They will determine whether the company succeeds in managing
shared risks and creating sustainable enterprise value for as many of its stake-
holders as possible, or not.

In 2015, working with the G20 in the aftermath of the global financial
crisis, the Organisation for Economic Co-operation and Development
(OECD) revised its Principles of Corporate Governance, first published in
1999. The revised principles explicitly included stakeholders beyond share-
holders. They stated:

Corporate governance involves a set of relationships between a company’s man-
agement, its board, its shareholders and other stakeholders. Corporate gover-
nance also provides the structure through which the objectives of the company
are set, and the means of attaining those objectives and monitoring performance
are determined.!

In June 2021, the Secretary-General of the OECD, Mathias Corman, re-
emphasized the importance of a stakeholder-oriented approach. He
commented:

In the context of rebuilding our economies in the wake of the COVID-19 crisis
and promoting stronger, cleaner and fairer economic growth, good corporate
governance plays an essential role. It fosters an environment of market confidence
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and business integrity that supports capital market development. The quality of
a country’s corporate governance framework is decisive for the dynamism and
the competitiveness of its business sector and the economy at large. It will also
support the corporate sector to manage environmental, social and governance
(ESQ) risks and better harness the contributions of different stakeholders, be it
shareholders, employees, creditors, customers, suppliers, or adjacent communi-
ties, to the long-term success of corporations.?

As outlined in Part I, the shift towards a more stakeholder-oriented and
integrated corporate governance model that fully embeds ESG&D issues is
being driven by a combination of the following:

o The growing materiality of ESG&D risks and opportunities to financial and
operational performance, as a result of transformational technological,
environmental, geopolitical and socio-economic shifts in the business con-
text and more recently the impact of the COVID-19 pandemic and the
climate change crisis.

*  Changing investor expectations as both a result of and a driver of these shifts.
The dramatic upward trend in assets under management, proxy resolu-
tions, investment products and indices using an ESG&D lens has contin-
ued throughout the pandemic, with no signs of abating.

 Evolving corporate laws and regulations, both responding to and driving
change. These include corporate ESG&D disclosure requirements in many
countries, strengthened employee representation in certain European two-
tier, supervisory and management corporate governance models, and
expansions or re-interpretations of the fiduciary responsibility and duty of
board directors in Australian, British, Indian, Canadian, French, South
African, Brazilian and American corporate law, among others. Another
example is the creation of the benefit corporation as a legal tool that pro-
vides “a traditional corporation with modified obligations committing it to
higher standards of purpose, accountability and transparency,” including
its obligation to “commit to create public benefit and sustainable value in
addition to generating profit.”?

e Increased demands from other stakeholders and shifting public norms on the
role of business in society, including increased social activism and calls for
companies to be held more accountable for their impacts on people, pros-
perity and the planet, and to make more of a measurable contribution to
the public good. After some initial pressure following the global financial
crisis, stakeholder demands on companies have reached a crescendo in the
face of the global COVID-19 pandemic, climate change and worldwide
protests about inequality and racial injustice.
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Despite progressive changes underway in many boards to address ESG
issues and improve board diversity and stakeholder engagement, there is a
long way to go in fully integrating these risks and opportunities and making
stakeholder capitalism a reality in standard corporate governance “operating
procedures.” Take PwC’s 2020 Annual Corporate Directors survey for exam-
ple.* It had participation from 693 directors representing a cross-section of
US companies from over a dozen industries, 75% of which have annual rev-
enues of more than $1 billion. The findings included:

* About 45% of the directors surveyed said that ESG issues are regularly part
of the board’s agenda (up from 34% in 2019). Sixty-seven per cent said
that climate change should be taken into consideration when developing
company strategy, up from 54%. Yet, only about half the directors sur-
veyed (51%) said their board fully understands the ESG issues impacting
the company, and even fewer (38%) think those issues have a financial
impact on the company (down from 49% in 2019).

* More than four out of five directors surveyed (84%) agreed that companies
should be doing more to promote gender and racial diversity in the work-
place. Yet, only 39% of the directors said they support including diversity
and inclusion goals in company pay plans; only 34% said it is very impor-
tant to have racial diversity on their board, and less than half of the direc-
tors (47%) said gender diversity is very important. Sixty per cent of female
directors saw the link between ESG issues and company strategy compared
to only 46% of male directors.’

US boards are considered to lag behind their European counterparts when
it comes to support for and examples of stakeholder-oriented corporate gov-
ernance and integration of ESG issues in the boardroom. Consider a 2020
survey on stakeholder capitalism undertaken by the Diligent Institute, which
included the views of 406 board directors and corporate leaders. In response
to the statement, “We are in the midst of a fundamental change in capitalism
from a primary focus on shareholder return towards a system in which corpo-
rations must have a societal purpose and serve all stakeholders,” there was “a
19 percentage-point difference in agreement between non-U.S. and
U.S. respondents (92% vs. 73% respectively), and a 30 percentage-point dif-
ference in strong agreement (63% vs. 33%). Meanwhile, the level of disagree-
ment among U.S. directors relative to their counterparts around the world
was even more significant: In the rest of the world, only 5% of directors dis-
agreed with the statement, but in the United States, 11% disagreed with it.”®
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Even in Europe, substantial work is required to align corporate governance
with the goals of stakeholder capitalism. A July 2020 European Commission
study on directors’ duties and sustainable corporate governance, prepared by
EY, concluded, “The focus of corporate decision-makers on short-term share-
holder value maximization rather than on the long-term interests of the com-
pany, reduces the long-term economic, environmental and social sustainability
of European businesses.”” Shareholder pay-outs, for example, increased four-
fold from less than 1% of revenues in 1992 to almost 4% in 2018, and the
ratio of CAPEX and R&D investment to revenues has been declining since
the beginning of the twenty-first century.® The report identifies the following
seven “key problem drivers” and proposes options for addressing them:

1. Directors’ duties and company’s interest are interpreted narrowly and still
tend to favour the short-term maximization of shareholder value.

2. Growing pressure from investors with a short-term horizon contribute to
the board’s ongoing focus on short-term financial returns to shareholders
at the expense of long-term value creation.

3. Companies lack a strategic perspective over sustainability and current
practices fail to effectively identify and manage relevant sustainability risks
and impacts.

4. Board remuneration structures incentivize the focus on short-term share-
holder value rather than long-term value creation for the company.

5. The current board composition does not fully support a shift towards
sustainability.

6. Current corporate governance frameworks and practices do not sufficiently
voice the long-term interests of stakeholders.

7. Enforcement of the directors” duty to act in the long-term interest of com-
pany is limited.’

Not surprisingly, there are also clear differences between different industry
sectors in the integration of ESG and stakeholder concerns in the board room.
In 2018, for example, joint research by Ceres and kks advisors analysed the
public disclosures of 475 companies from the Forbes 500, the annual ranking
of the largest publicly listed companies in the world.'® The data was compiled
by Vigeo Eliris, an independent provider of global ESG research and services,
and the research team reviewed three key aspects of board governance sys-
tems—formal mandates for sustainability, director expertise in sustainability
and executive compensation linked to sustainability. They found substantial
sectoral differences. Ultilities, consumer staples, energy and materials
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companies were the most advanced, and real estate and information technol-
ogy, the least advanced.

While progress is piecemeal and varies between countries and industry sec-
tors, there are clear examples of leading practice in the drive towards a more
stakeholder-oriented and integrated model of corporate governance. In the
following pages we illustrate some of the practical actions that all boards of
directors can take in the following areas of board leadership:

* Revise corporate governance principles or guidelines to explicitly include
stakeholders and ESG&D priorities.

* Enhance the board’s role in aligning corporate purpose, strategy and capital
allocation with creating sustainable enterprise value.

* Expand the board’s oversight of risks, risk appetite and resilience to include
material and salient ESG&D risks, not only to the company, but also to
people and the planet.

* Focus on people, especially on diverse succession planning, talent manage-
ment and corporate culture as being crucial to company success.

* Integrate ESG&D factors into oversight of and accountability for executive
performance and incentives.

* Enhance the board’s own operational practices in terms of organization,
composition and engagement with internal and external stakeholders.

4.1 Revise Governance Principles and Guidelines
to Include Stakeholders and ESG&D
Priorities

Publicly listed companies publish documents that are variously labelled as
their governance principles, governance guidelines, board regulations, rules of
procedure or mandates along with a set of board committee charters, based on
the corporate law and listing requirements of the jurisdiction in which they
are incorporated. These documents cover topics such as the board’s role and
responsibilities, board operations and communications, board structure and
composition, director qualifications and their selection, succession planning,
evaluation and remuneration—in short, the purpose of corporate governance.

In his preface to the Principles of Corporate Governance, jointly published in
2015 by the G20 and OECD, the OECD’s former Secretary-General, Angel
Gurria, stated, “The purpose of corporate governance is to help build an envi-
ronment of trust, transparency and accountability necessary for fostering
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long-term investment, financial stability and business integrity, thereby sup-
porting stronger growth and more inclusive societies.”!!

Yet, the explicit language of inclusion, responsibility to all stakeholders not
only shareholders, corporate purpose, ESG and sustainability, is still rare or
piecemeal in most companies’ corporate governance guidelines and formal
board mandates.

In the joint research carried out by Ceres and kks advisors in 2018, they
looked at whether the boards surveyed had a formal board mandate for sus-

tainability. The research team found,

Sixty-two percent of the companies we analysed state that they have some form
of oversight of sustainability at the board level. However, only 13 percent show
truly robust oversight practices, meaning there is both a formal board mandate
for sustainability (either through a dedicated sustainability committee or
through the inclusion of sustainability in another board committee’s charter)
and the board receives regular reports on sustainability from management. ...
On the other hand, 38 percent of companies still have no discernible board
practices in place for sustainability oversight.'?

In a similar vein, while researching their paper entitled “The Illusory
Promise of Stakeholder Governance,” Professors Bebchuk and Tallarita con-
tacted the 181 companies that signed the seminal 2019 US Business
Roundtable statement, which restated the purpose of the corporation to be
for the benefit of all stakeholders—customers, employees, suppliers, commu-
nities and shareholder, rather than shareholders alone.’® Less than a third of
the companies responded. As the researchers noted in an opinion piece for the
Wall Street Journal,

We contacted the companies whose CEOs signed the Business Roundtable
statement and asked who the highest-level decision maker was to approve the
decision. Of the 48 companies that responded, only one said the decision was
approved by the board of directors. The other 47 indicated that the decision to
sign the statement, supposedly adopting a major change in corporate purpose,
was not approved by the board of directors. ... The most plausible explanation
for the lack of board approval is that CEOs didn’t regard the statement as a com-
mitment to make a major change in how their companies treat stakeholders.'

In 2021, Bebchuk and Tallarita published the findings of additional
research in a paper entitled “Will Corporations Deliver Value to All
Stakeholders?” This was based on the review of a variety of publicly available
corporate documents for the 136 public US companies whose CEOs signed
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the statement.’”” Among their six findings the authors concluded that “exam-
ining the almost one-hundred BRT Companies that updated their corporate
governance guidelines in the sixteen-month period between the release of the
BRT Statement and the end of 2020, we find that they generally did not add
any language that improves the status of stakeholders and, indeed, most of
them chose to retain in their guidelines a commitment to shareholder pri-
macy.”'® Furthermore, they found that “reviewing the corporate governance
guidelines of BRT Companies that were in place as of the end of 2020, we
find that most of them reflected a shareholder primacy approach, and an even
larger majority did not include any mention of stakeholders in their discus-
sion of corporate purpose,” and “reviewing all the corporate bylaws of BRT
Companies, we find that they generally reflect a shareholder-centered view.”"”
As the authors commented in a second opinion piece for the Wall Streer
Journal, their research “casts serious doubt on whether corporations are
matching the talk with action.”"®

In short, for many companies in the US and elsewhere, publicly available
board principles and guidelines do not appear to be keeping up with state-
ments about sustainability and stakeholder capitalism made by their CEOs
and executive teams or with changing stakeholder expectations about the pur-
pose of business and its role in society. It is important to note, however, that
in many companies actual practice and discussion on these topics inside the
boardroom and in executive teams is likely to be ahead of what is written in
their formal governance guidelines or other documents that are publicly
disclosed.

As the BRT commented in response to the Bebchuk and Tallarita critique,
“We disagree with the conclusion of the paper and find the thesis that the
[BRT] Statement required changes in bylaws, governance guidelines, and cor-
porate policies, as well as support for certain shareholder proposals, to be
deeply flawed. The CEOs who signed the 2019 Statement believe it better
reflects the conviction that businesses can’t flourish over the long term or
return value to their long-term shareholders without investing in the stake-
holders who make success possible. That view is consistent with existing cor-
porate law and does not require any change to companies’ bylaws and
governance guidelines.”"”

In today’s operating environment, even when not legally required to do so,
all boards can and should be proactive in reviewing and where relevant revis-
ing their published corporate governance guidelines and committee
charters to:
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e first, explicitly recognize the board’s responsibility for oversight of manage-
ment in determining corporate purpose and strategy for creating sustain-
able enterprise value for stakeholders, including but not only
shareholders; and

* second, provide language on the board’s responsibility for oversight of
ESG&D risks, opportunities and performance in addition to financial and
operational risks, opportunities and performance.

In addition to boards taking voluntary action to integrate stakeholder and
ESG&D considerations into formal board documents and mandates, regu-
latory requirements are also evolving in this direction. The UK’s Companies
Act offers an example.”® It uses stakeholder language similar to the Davos
Manifesto and the US Business Roundtable Statement on the Purpose of a
Corporation and incorporates it into law and public disclosure require-
ments. In 2018, new corporate governance and reporting guidelines were
issued that require companies of a significant size to explain how their direc-
tors comply with Section 172 of the UK Companies Act. Section 172
addresses a director’s “[d]uty to promote the success of the company.” It
states: “A director of a company must act in the way he considers, in good
faith, would be most likely to promote the success of the company for the
benefit of its members as a whole and in doing so have regard (amongst
other matters) to -

¢ the likely consequences of any decision in the long term,

* the interests of the company’s employees,

¢ the need to foster the company’s business relationships with suppliers, cus-
tomers and others,

* the impact of the company’s operations on the community and the
environment,

* the desirability of the company maintaining a reputation for high stan-
dards of business conduct, and

* the need to act fairly as between members of the company.”*!

Another example of evolving regulation is provided by changes made in
2019 to the provisions of the French Civil and Commercial Codes, which
have been supplemented by the so-called Pacte Statute on the Development
and Transformations of Businesses.”> Each French company and French
Boards of Directors and Management Boards must be managed “in further-
ance of its corporate interest,” not shareholder interests, and “while taking
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into consideration the social and environmental issues arising from its activ-
ity.”* In November 2020, a corporate responsibility initiative in Switzerland
that would have mandated that multinational companies demonstrate respect
for human rights and the environment was narrowly defeated in a nationwide
referendum, despite gaining 50.74% to 49.26% of the popular vote.?

In summary, to respond to the changing operating context, boards need
to be more explicit about the way they incorporate language about stake-
holders, corporate purpose and ESG&D risks, opportunities and perfor-
mance into their corporate governance principles, guidelines and committee
charters.

4.2 Enhance Board Oversight on Aligning
Corporate Purpose, Strategy and Capital
Allocation with Creating Sustainable
Enterprise Value

Boards should play a more proactive and deliberative role and provide greater
disclosure on their oversight and guidance in:

* Approving and stewarding a clear szatement of corporate purpose, outlining
how the company aims to create sustainable enterprise value by addressing
ESG&D issues and/or stakeholder needs

* Providing more robust and regular guidance on corporate strategy and its
alignment with ESG&D issues and stakeholders

* Reviewing capital allocation and investment decisions through the lens of
ESG&D issues and stakeholders alongside financial, operational and share-
holder lenses

4.2.1 Support Management as Stewards
of Corporate Purpose

As a growing number of governance practitioners, investors, advisers and aca-
demics are noting, the full board of directors should have input into approv-
ing the company’s purpose. Although it is the role of management to lead the
work on developing a company’s purpose, values, mission and vision, prefer-
ably in a way that actively engages with their employees, the board should also
be proactively engaged.
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In particular, the board has a role in approving the company’s purpose
statement and then providing oversight on how this aligns with the company’s
values, strategy, business planning and operations, what its key goals and per-
formance metrics are and how management is incentivized and compensated
for achieving them. If a contribution to solving a social or environmental
challenge or creating value for stakeholders beyond maximizing shareholder
value is an explicit component of the company’s publicly stated purpose, this
in turn sets the foundation for integrating material ESG&D issues into core
business strategy, business models, risk management and operations. It also
serves as a basis for stakeholder engagement and internal and external
accountability.

In most countries, the development and disclosure of a corporate purpose
statement remains voluntary, although stakeholder or ESG-related disclosure
requirements in France, the UK and elsewhere in the EU are evolving. The
UK’s revised Corporate Governance Code 2018, and Board Effectiveness
Guidance, for example, states that the board is “responsible for aligning pur-
pose, values and strategy.” It highlights three key principles in relation to cor-
porate governance and purpose:

1. Purpose is the reason a company exists.

2. 'The board is responsible for setting and periodically reconfirming the pur-
pose of the company.

3. A well-defined, concise purpose helps companies articulate their business
models and develop their strategy, operating practices and approach to
risk, and facilitates engagement with the workforce, customers and the
wider public.”

In addition to the widely publicized 2019 US Business Roundtable’s
“Statement on the Purpose of a Corporation,” and the World Economic
Forum’s 2020 refresh of its original stakeholder-oriented 1973 Davos
Manifesto, other business leadership groups are starting to call for boards to
be more proactive in defining and disclosing their company’s purpose. The
World Business Council for Sustainable Development stated in a 2020 report
that boards should “[e]nsure that the company’s purpose is clearly established
and aligned with material sustainable development impacts and opportuni-
ties. ... Clarity of company purpose can provide a direct communication
about the future of the organization and deliver long-lasting and broad ben-
efit to the business.”*
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Along similar lines, a 2020 paper by the Enacting Purpose Initiative (EPI),
a coalition of leading academics and practitioners, concluded, “When embed-
ded at the most senior levels of decision-making, purpose acts as a ‘north star’
for Boards of Directors. It is a key driver informing strategic choices, helping
directors make the critical trade offs and decisions that are required to fulfil
their board responsibilities. This is purpose as strategy, and it differs funda-
mentally from purpose as culture. Purpose as strategy will facilitate the choices
that need to be made as organizations rebuild or adapt after this crisis.”

One of the specific proposals made by EPI is for

boards to start with a statement of purpose signed and issued by all the directors.
The board chair and the governance committee should take the lead in drafting
it. The statement should define how the company aims to create value by fulfill-
ing unmet needs in society. It should acknowledge the negative impacts the
company must mitigate if it is to retain public support and its license to operate.
And it should present a distinctive message—not something so generic that the
name of any major competitor could be substituted. If those criteria are met, the
statement can be a powerful tool for sharing a company’s vision for long-term
value creation, even in industries with negative externalities.?®

While a growing number of companies have a corporate purpose statement
that meets many of the above criteria, there are few where the statements have
been signed by the board directors.

4.2.2 Provide Robust and Regular Guidance
on Corporate Strategy

As the US Business Roundtable among others has stated, “The board should
have meaningful input into the company’s long-term strategy from develop-
ment through execution, should approve the company’s strategic plans and
should regularly evaluate implementation of the plans that are designed to
create long-term value. The board should understand the risks inherent in the
company’s strategic plans and how those risks are being managed.””

In the journey towards stakeholder capitalism, most boards need to focus
on the following three strategy-related areas:

¢ First, spend more time on strategy and sustainable value creation discus-
sions, generally

* Second, ensure clear and continued alignment between corporate purpose
and strategy
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e 'Third, integrate other sustainability- and people-related strategies with the
corporate strategy (or at a minimum ensure that they are not working at

odds with each other)

Spend more time on strategy: Boards need to spend more focused and
quality time engaging with management on debating options for corporate
strategy and long-term, sustainable value creation.

Drawing on research from McKinsey, Focusing Capital on the Long-Term
(FCLTGlobal) states: “Boards with a demonstrated, long-term impact spend
nearly twice as much time on high-level issues like strategy, business model,
risks, and the company’s value-creation proposition.”*

In his 2016 Corporate Governance Letter to CEOs, BlackRock’s Larry
Fink stated, “We are asking that every CEO lay out for shareholders each year
a strategic framework for long-term value creation. Additionally, because
boards have a critical role to play in strategic planning, we believe CEOs
should explicitly affirm that their boards have reviewed those plans. BlackRock’s
corporate governance team, in their engagement with companies, will be
looking for this framework and board review.”*!

The benefits of such an approach are obvious. If an experienced and diverse
board of directors and management team spend more time together focused
on understanding key competitive trends, potential market disruptions,
changing stakeholder expectations and the company’s short- and long-term
value creation opportunities—as well as value destruction risks—they are
likely to develop a more robust and successful strategy. If these strategy discus-
sions are regular and strategic plans are regularly stress-tested, the company is
also likely to be more agile in adapting and course-correcting when needed
and more resilient in times of crisis and systemic shocks. Regular strategy
discussions can also help to build trust and values alignment between the
board and management, while still enabling constructive and challenging
debate around options for value creation.

The obstacles to boards getting more proactively and intensely engaged in
strategy discussions are well-documented. They include growing regulatory
and compliance burdens requiring more director time, inefficient organiza-
tion of board agendas, certain issues or quarterly performance reviews that
could be delegated to committee-level meetings being covered at the full
board, too much time spent on management presentations rather than taking
board papers as read, and over-boarding and some directors not having the
time or commitment to do the necessary preparation work.
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Most of these obstacles can be overcome with effective board leadership
and adjustments to the way board meetings and management presentations
are structured. Creative use of site visits and engagement with external stake-
holders can also help to enrich and strengthen board-level strategy discussions
and outcomes. As High Meadows Institute notes in its report on Corporate
Governance for the Twenty-First Century, “Historically, boards focused on
strategy once annually, often at a one- to two-day off-site retreat. Today, in
most firms, discussions on strategy take place at each board meeting to ensure
that progress is being made and that new competition or technology is taken
into consideration. Many directors support frequent evaluation of strategy,
deeper engagement, and greater board involvement at an earlier stage.”**

Align corporate strategy with corporate purpose: Boards need to also
have an explicit focus on how corporate strategy helps to deliver on the com-
pany’s purpose, how it takes the creation of shared and sustained value for all
stakeholders into account, including but not only shareholders, and how
material ESG&D risks and opportunities are being integrated into strategic
planning, alongside financial and operational risks and opportunities. At a
minimum, boards should be asking how stakeholders and ESG&D issues
may create risks for the achievement of the company’s strategic goals and how
they might offer strategic opportunities for the company.

Integrate the company’s sustainability and other stakeholder-oriented
strategies with corporate strategy: Board’s should monitor that there is
internal alignment of goals, incentives and accountabilities between the com-
pany’s corporate strategy (and the strategic priorities that it presents publicly
at investor presentations) with other key company strategies, such as the
human capital and talent development strategy, the sustainability or corporate
responsibility strategy and the government relations and communications
strategy. Failure to “walk the talk” in terms of actual performance against a
stated corporate purpose is one of the greatest drivers of mistrust in business.

Ideally, boards should encourage their CEOs and management teams to
move beyond the goal of preventing misalignment between these different
strategies to explicitly integrating them. The most material ESG&D strategic
priorities, for example, should form one or more of the strategy pillars of the
corporate strategy itself. Since executives and management are usually incen-
tivized and compensated based on their performance against the company’s
strategy, the greater the integration of ESG&D issues, the more likely they are
to influence behaviour and results.
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4.2.3 Review ESG&D Implications of Capital Allocation
and Investment Decisions

The US Business Roundtable states, “The CEO and senior management are
responsible for providing recommendations to the board related to capital
allocation of the company’s resources, including but not limited to organic
growth; mergers and acquisitions; divestitures; spin-offs; maintaining and
growing its physical and nonphysical resources; and the appropriate return of
capital to shareholders in the form of dividends, share repurchases and other
capital distribution means.”” In turn, it is the responsibility of the board to
“have meaningful input and decision-making authority over the company’s
capital allocation process and strategy to find the right balance between short-
term and long-term economic returns for its shareholders.”

In today’s business context, as outlined elsewhere in the book, “finding the
right balance” in capital allocation requires not only balancing short-term and
long-term economic returns to shareholders, but also returns to other stake-
holders and other forms of capital—especially to human capital or employees
and natural capital or the environment. One example is the substantial invest-
ments in research and implementation that many companies will need to
make in new technologies, products, services and business models to achieve
net-zero carbon emissions by 2050 or before. Other examples include invest-
ment in the well-being, training and development of employees, building the
resilience and capabilities of suppliers and allocation to communities and cor-
porate foundations.

When it comes to major investment decisions and business development
activities such as mergers and acquisitions and new market entry, ESG&D
risks and opportunities should be integral to competitive analysis and to the
scoping, feasibility assessments, due diligence and decision-making associated
with these investments and activities. In many industry sectors and compa-
nies, these risks and opportunities are also increasingly material to the out-
comes of a major investment. Likewise in the case of research and development
(R&D). ESG&D risks and opportunities can be a key driver of innovation in
new science and technologies as well as a consequence of such innovation,
both positive and negative. As such, the board needs to understand and debate
both specific ESG&D risks and opportunities and broader scenarios or poten-
tial ESG&D outcomes associated with major investments, business develop-
ment and R&D decisions.
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4.3 Expand Oversight of Risks to Include
Material and Salient ESG&D Risks

One of the key functions of any board that has become progressively more
complex, dynamic and multi-dimensional is risk oversight. In the words of
the Business Roundtable, the board is responsible for “[s]etting the company’s
risk appetite, reviewing and understanding the major risks, and overseeing the
risk management processes. The board oversees the process for identifying and
managing the significant risks facing the company. The board and senior
management should agree on the company’s risk appetite, and the board
should be comfortable that the strategic plans are consistent with it. The
board should establish a structure for overseeing risk, delegating responsibility
to committees and overseeing the designation of senior management respon-
sible for risk management.”®

Traditional types of operational, financial, market, political and regulatory
risks have not gone away. Indeed, for most industry sectors and countries,
these risks have increased and become more complex and challenging in the
face of globalization, complex supply chains and disruptive technologies, as
well as threats to globalization, systemic shocks such as financial crises and
pandemics and growing political polarization both within nations and geo-
politically. Add to these, the following two categories of risk oversight, which
in many cases interact with more traditional risks, and it is clear that boards
face a growing challenge in today’s world to ensure comprehensive and effec-
tive risk oversight:

* Oversight of material and salient ESG&D risks and risk appetite
* Preparedness for and resilience to systemic shocks and crises

4.3.1 Ensure Oversight of Material and Salient
ESG&D Risks

There have been two related shifts in “risk oversight” that are essential to sup-
g p
porting the transition towards a more stakeholder-oriented and inte-
grated form of corporate governance:
First is the growing materiality of ESG&D risks to the company and to its
financial and operational performance. As outlined in Chap. 2, the costs to
p p p
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the company of “getting it wrong” when it comes to managing the company’s
ESG&D performance have grown.

Second are the concepts of salience, double materiality and managing shared
risk. Risk oversight needs to expand from identifying, mitigating and manag-
ing risks zo the company—to its operations, financial liquidity, business conti-
nuity and reputation—to also being more explicit about and accountable for
identifying, mitigating and managing risks to people and to the planet that may
result directly or indirectly from the company’s activities or those of business
partners along its supply chain.

The UN Guiding Principles on Business and Human Rights has started to
popularize the use of the term salient risks to capture this dimension of risk
oversight and management. Whereas material ESG&D risks pose a threat to
the company, salient ESG&D risks pose a threat to people and the environ-
ment. Clearly, there is often an overlap between them—causing serious pollu-
tion or high levels of greenhouse gas emissions, for example, or being
responsible for or complicit with human rights abuses, not only harm people
and the environment, but increasingly also the company due to changing
societal expectations, regulations and investor focus. However, in many cases
there is not an overlap—or there is a weak one—and responsible boards and
management teams should be systematic and consistent in assessing and being
accountable for both material and salient risks resulting from the company’s
activities.

Just as the audit committee is responsible for monitoring financial risks,
ethics, integrity and compliance, a vanguard of corporate boards is establish-
ing processes and/or committees with oversight responsibility for monitoring
both material and salient ESG&D risks.

At a minimum, every board should engage in a regular review of the com-
pany’s enterprise risk management system and understand how material
ESG&D risks are being integrated, ranked and managed alongside other
risks. In addition, ESG&D risks should be one of the topics addressed in
board discussions on the company’s risk appetite and tolerance.

Clearly, there are some substantial ESG&D risks that have risen to promi-
nence in major companies over the past decade, which were outlined in
Chaps. 2 and 3. At the top of most lists are climate change, human rights,
inclusion and diversity, and data privacy and data use issues. Box 4.1 provides
the example of the Climate Governance Initiative, which is focused on sup-
porting boards to become “climate competent.”
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Box 4.1 Building Climate Competent Boards

Changing regulations and more demanding and explicit climate-related disclo-
sure requirements by both governments and investors are making climate com-
petence a central pillar of directors’ fiduciary duties. In 2019, the World Economic
Forum, in collaboration with PwC, published a set of Guiding Principles for set-
ting up effective climate governance on corporate boards.3® These principles are
relevant for all boards regardless of industry sector or jurisdiction and provide a
useful framework for action. The eight principles focus on the following areas:

1. Board accountability for climate

2. Command of the climate subject through diverse board knowledge, skills,
experience and background

3. Integration of climate considerations into board structure and committees

. Material climate risk and opportunity assessment

5. Strategic and organizational integration into investment planning, decision-

making and management systems

. Incentivization of executives

7. Public reporting and disclosure of climate-related risks, opportunities and
strategic decisions

8. Exchange with peers, policymakers, investors and other stakeholders on cli-
mate issues and good practices

i

o)}

These principles are also aligned with the recommendations of the Task Force
for Climate-Related Financial Disclosure, which call on companies to publicly dis-
close their climate-related risks and opportunities under the four pillars of gov-
ernance, strategy, risk management and metrics and targets.

In 2020, the Centre for Climate Engagement at Cambridge University, together
with the World Economic Forum, established the Climate Governance Initiative.
Its goal is to support chapters around the world focused on mobilizing, educat-
ing and equipping non-executive directors with the skills and knowledge to
implement these principles and effectively address climate change at the board
level. To date, more than a dozen national chapters or existing board leadership
organizations have affiliated with the network. In addition, most Institutes of
Directors and other director-led professional groups, as well as universities and
climate-focused initiatives such as Ceres, are stepping up their skills building
activities to help companies build climate competent boards. Every board should
be assessing its capabilities and responsibilities against these principles and rec-
ommendations and taking action to address gaps.

In 2020, the COVID-19 pandemic and global protests on racial injustice
and inequality also highlighted and intensified the “S” in ESG. As outlined in
Chap. 3, the UN Guiding Principles on Business and Human Rights have
played an important role in placing respect for human rights more clearly on the
board agenda. Prior to the pandemic, however, the boards that focused strategi-
cally on their company’s responsibility to respect human rights or to address
social risks defined in other ways were more the exception than the norm. Today,
oversight of these topics is becoming central to good corporate governance.
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Any company’s most salient risks and greatest responsibility are to protect
the lives, health and safety of people who work for the company, who purchase
its products and services or who live in communities surrounding its opera-
tions. Industries such as oil and gas, chemicals, mining, aviation, heavy trans-
portation, construction and infrastructure have learned hard lessons over
many years on the human tragedy and business costs of inaction or poor per-
formance on occupational health and safety. As a result, most of the leading
companies in these industries have a long-standing focus on health and safety
as a priority in their values, risk management systems and board risk oversight.
Likewise, road safety has been a long-standing priority for companies with
large logistics and distribution networks. Consumer product safety is increas-
ingly well-regulated and a major focus for board oversight in sectors such as
healthcare and pharmaceuticals, food and beverages, toys and chemicals.
During the pandemic, protecting the health and safety of employees and other
relevant stakeholders became more of a priority for all responsible companies.

Moving beyond protecting people’s basic health and safety, a vanguard of
companies has established employee wellbeing programmes, covering both
physical and mental health and wellness, as well as financial health in some
cases. Over the past few decades, gender diversity, and to a growing extent
racial and ethnic diversity, have also become more of a focus for boards and
management in many companies and countries.

As a result of both the pandemic and heightened focus on social injustice
and discrimination, boards must address peoples’ health, safety and wellness
and their inclusion and diversity more systematically and strategically in
future. A survey by the Diligent Institute, for example, found that board
directors are expecting to “discuss the impact of their decisions on non-
shareholder stakeholders with very high frequency in the three years following
the COVID-19 outbreak.” Forty-two per cent said they expected to discuss
these topics at every meeting (compared to 26% in the past three years), and
73% expect to discuss them quarterly, compared to 47% in the past three
years.”’

4.3.2 Strengthen Preparedness for and Resilience
to Systemic Shocks and Crises

Another core component of effective risk oversight at the board level is moni-
toring the company’s ability to respond to and recover from an acute or sys-
temic crisis. As outlined in Chap. 3, this ability depends on the rigour and
scope of the company’s risk management systems and its crisis preparedness
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processes, combined with an adaptive and engaged corporate culture and the
quality of leadership at both executive and operational levels of the company.
Boards play a vital role in providing oversight and support to management in
these areas:

Improving preparedness: Boards need to work closely with management to
undertake scenario planning, simulations and stress-testing exercises; develop
crisis succession plans for key executives and mission critical operators; and
review deployment options for emergency response assets and relationships.

Supporting crisis management and response: When a crisis happens,
boards need to be equipped to immediately respond. Sometimes this will
require the board or a senior non-executive director to step directly into an
executive role, but more often it will require the board to support its senior
management team. The following areas are important for boards to consider
in most crisis situations, especially more systemic shocks: putting people first
and doing everything possible to protect the lives and livelihoods of employ-
ees and other direct stakeholders of the company; supporting critical func-
tions and operations for business continuity; providing oversight of financial
risks, liquidity and resilience; and continuing to invest in key stakeholder
relationships and partnerships.

Strengthening recovery and future resilience: While the duration, inten-
sity and scope of a crisis management situation will obviously vary depending
on the nature of the crisis and how systemic it is, as early as possible, the board
and management team should be reviewing medium- and longer-term recov-
ery plans and discussing lessons learned to strengthen the company’s resilience
for the future. In addition to identifying key planning and relationship man-
agement priorities, they should be reviewing lessons learned and identifying
gaps and opportunities to build future operational, cultural, financial and
technological resilience. Once again, the quality of stakeholder engagement
and developing or sustaining trusted relationships, both within the company
and externally, will be a key factor in this process.

4.4 Focus on Diverse Succession Planning,
Talent Development and an Inclusive Culture

Over the past decade there has been growing awareness that boards need to
“up their game” on the employee and cultural dimension of their responsibili-
ties and expand their oversight from CEO succession and compensation—
although these remain as important as ever—to a broader understanding and



122 R. Samans and J. Nelson

oversight of talent development and succession planning, employee well-
being, diversity and inclusion, and corporate culture. This focus needs to
include but go far beyond the more traditional compliance-based approach to
governance of employee and labour issues. Board leadership is especially
important in the areas of:

* Oversight of CEO and executive performance, compensation and
succession

* Guidance on corporate culture

* Championship of diversity, equity and inclusion

* Review and support of talent development

4.4.1 Integrate ESG&D into CEO and Executive
Performance, Compensation and Succession

Boards play a crucial role in the oversight of CEO performance, compensa-
tion and succession planning. In a growing number of cases, this oversight is
extending to the senior executive team more broadly, and this is an important
shift for ensuring a more stakeholder-oriented approach to governance.

As boards review their CEO and executive team succession plans, in addi-
tion to all the traditional leadership capacities and operational, managerial,
technical and functional skills that need to be assessed, there is also a growing
need to focus on so-called softer skill sets and mindsets. Ensuring that the
ability to manage ESG&D risks and opportunities is part of the skills matrix
for the CEO and relevant executives, and that targets for ESG&D perfor-
mance are included in performance reviews, incentive and compensation pro-
grammes, is an essential factor in embedding good practice.

4.4.2 Provide Guidance on Corporate Culture

There is a growing focus on the role of boards in both contributing to and
monitoring corporate culture. All the values and purpose statements, ethical
policies and standards in the world will not be effective if the company’s cul-
ture and, linked to that, its role models, accepted norms and behaviours,
incentive systems and rewards are not aligned to these statements and policies.
Indeed, failure to “walk the talk” is a key driver of the decline in employee
morale and productivity and stakeholder trust more widely. The 2017
National Association of Corporate Directors (NACD) Blue Commission on
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“Culture as a Corporate Asset” commented that “organizational cultures and
the factors that influence them are complex systems, incorporating elements
such as: explicit and implicit rules; norms of behaviour and interaction; com-
pliance and ethics policies; incentives; recruiting and training activities; pro-
cesses for decision-making and prioritization (including budget setting);
communication and information flows; and leadership styles.”*®

Of relevance to the transition towards a more stakeholder-oriented
approach, the NACD Commission also concluded, “Culture reaches beyond
the company, since it is expressed not only in the treatment of employees, but
also in interactions with customers, suppliers, communities and other exter-
nal stakeholders.”®

Boards have an increasingly important role to play in “setting the tone from
the top” and ensuring the rigorous monitoring of relevant training and aware-
ness programmes, employee engagement surveys, whistleblowing mechanisms
and culture reviews, in addition to demonstrating zero tolerance for harass-
ment or harmful and unethical behaviour.

PwC’s 2019 Annual Corporate Directors’ survey found, “Culture problems
are often at the root of corporate crises. Many companies and boards are tak-
ing a hard look at their own culture to see where culture problems might
originate. Directors are also looking at who's to blame. The tone set by execu-
tive management is cited the most often, but more directors are pointing the
finger at middle management. Boards themselves are also taking more
accountability: 29% of directors strongly agree that a lack of board oversight
contributes to problems, up from 18% in 2018.”

Research by KPMG highlights four key areas that any board should focus

on when assessing their oversight of corporate culture:

* Understand what “culture” is and why it is critical today.

* Establish clarity on the foundational elements of the company’s culture:
zero-tolerance policies as well as behaviours that will help the com-
pany excel.

¢ Clarify the board’s role in overseeing culture—recognizing that visibility is
a major hurdle.

* Assess where culture belongs on the board and committee agendas.”!
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4.4.3 Serve as a Champion for Diversity, Equity
and Inclusion

An increasingly important element of board oversight of corporate purpose,
values, value creation, risk management and corporate culture is its role as a
champion for diversity, equity and inclusion.

First, this should come from the demonstration effect and role model of the
board’s own diversity.

Second, it should come from the board working with management to set
and monitor clear goals and targets at all levels of the company. This includes
making sure that these goals and the accountability for achieving them are
owned by the full executive team and operational leaders, with expertise, sup-
port and tracking provided by the human resources team.

Third, board leadership on diversity, equity and inclusion should include
support for and direct engagement with employee groups, business resource
groups and affinity groups. Where relevant, the board should also have access
to external subject-matter experts and advisers.

Boards—at the full board or committee level—should ensure that manage-
ment is allocating sufficient resources to initiatives such as implementing
equal pay for equal work throughout the company, supporting unconscious
bias training and other types of training and awareness raising, requiring blind
resumes and diverse candidate slates for both internal and external hiring,
identifying and addressing other discriminatory practices, behaviours and
symbols of exclusion, proactively broadening flexible working arrangements
and other support systems to facilitate diverse working and family needs,
understanding and making commitments to pay living wages, encouraging
and facilitating employee dialogues, and creating mechanisms where employ-
ees can confidentially address difficult issues.

4.4.4 Review and Support Long-Term
Talent Development

Linked to all the above is board oversight for the company’s overall human
capital strategy and the resources that the executive team is allocating to
develop the skills, capabilities and management “bench strength” or leader-
ship pipeline in all business units and functional divisions. While much of
this can be delegated to the committee level, with regular updates to the full
board, it has become an increasingly important board task. As a result, in lead-
ing companies the mandate of compensation committees is starting to
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broaden to include leadership development, talent, human capital, and diver-
sity and inclusion as well as executive compensation and remuneration.

4.5 Integrate ESG&D Priorities into Oversight
of Executive Performance, Incentives
and Accountability

Every quarter the board will be reviewing the performance of the executive
team and the company against the strategic priorities and goals that have been
established. Clearly, this includes performance against financial, operational,
growth and business development targets. In today’s world, it should also
include quarterly reviews of performance against the company’s most material
and salient ESG&D risks and opportunities. In particular, the board should:

* Integrate ESG&D into business planning and performance oversight

 Align incentives to corporate purpose and strategy and hold executives
accountable

* Committo integrated reporting of the company’s performance and prospects

4.5.1 Integrate ESG&D into Business Planning
and Performance Oversight

If ESG&D factors are an explicit part of a company’s strategy, they will also
be integrated into business planning, target setting and performance review
processes, and the board’s approval and oversight of these. To the extent that
this cascades from the corporate level to operating units—be they different
lines of business, different brands or different geographies—the more likely it
is that the company will be well positioned to understand and manage key

ESG&D risks and opportunities.

4.5.2 Align Incentives to Corporate Purpose and Hold
Executives Accountable

A corollary to the adage “you manage what you measure” is “you implement
what you are incentivized for.” Incentives for executives and managers are
primarily viewed in financial terms, but clearly also include other forms of
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recognition, ranging from career advancement and promotion to awards and
“honourable mentions.” Boards—or more specifically compensation commit-
tees, have an important role to play in ensuring that compensation and ben-
efits packages are aligned with the company’s overall purpose, values and
strategy and enable and reward managers for delivering on these. Four key
aspects of corporate incentive and recognition programmes need to be
reviewed and in many cases changed or refreshed to support a transition
towards more stakeholder-oriented approaches.

First is the need to balance rewards for short-term results with long-term
value creation and performance. This is an area that has seen considerable
progress in recent years, with senior executive compensation packages focused
increasingly on longer-term performance metrics and share ownership.

Second is the need to integrate performance on ESG&D issues into execu-
tive compensation packages. In certain industries, this has been done in the
case of the company’s safety performance for several decades, but progress has
been slower on other social and environmental issues. Performance on meet-
ing targets for climate change and for diversity and inclusion currently appear
to be the most common issues for inclusion in executive packages. Some
boards use the company’s ranking in ESG indices as a proxy rather than focus-
ing on executive performance in addressing a specific ESG&D issue or set
of issues.

Third is the increasingly high-profile topic of fairness. This relates to the
question of “equal pay for equal work” and the need for most companies to
address gender pay gaps, racial pay gaps and/or nationality pay gaps. It also
relates to the question of the gap between CEO and executive compensation
and the compensation of employees, which has widened substantially over the
past few decades. Over the past decade, regulations such as “Say on Pay” and
those limiting so-called golden parachutes or enabling long-term compensa-
tion clawbacks for CEOs who have been fired for poor performance have
started to address these issues. The first “line of defence,” however, should be
the board doing a good job on alignment and oversight of executive compen-
sation. Another growing focus in terms of fairness is the extension of share
ownership schemes to a larger number of employees and in a few cases even
host communities as a way of spreading shareholder wealth, albeit also spread-
ing associated risks, to more of a company’s stakeholders.

Fourth is the importance of having clear consequences for non-performance
on ESG&D targets as well as financial and operational ones. This can range
from decreases in annual bonuses for failure to meet key targets in areas such
as safety and the company’s other most material and salient ESG&D issues to
termination of jobs, including the company’s CEO and/or its best performers,
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in cases where there is a verified breach in ethics and core values. Although
still rare, decisions made by boards to fire a CEO or senior executive resulting
from such breaches can send a strong internal and external signal that the
company’s stated purpose, values and ethics really matter.

4.5.3 Commit to Integrated Reporting of the Company’s
Performance and Prospects

In the same way that boards and their audit committees review and approve a
company’s financial statements, leading boards are also starting to review and
approve their company’s sustainability or ESG&D materiality assessments,
targets, reports and disclosures. Detailed review and oversight are usually
most effectively undertaken at a committee level, but the full board should be
informed of the company’s public disclosures on ESG&D-related policies,
commitments and performance and about trends in investor expectations on

this topic. This topic is addressed at length in Chap. 6.

4.6 Strengthen Board Organization,
Composition and Engagement

Finally, there is the important question of the board’s own practices and the
need to continuously evaluate whether its current organization, composition
and stakeholder engagement mechanisms are fit-for-purpose in an increas-
ingly complex operating context. There are obvious differences between own-
ership structures and corporate governance models in different countries and
jurisdictions that have an impact on board organization, composition and
engagement, but some important factors and good practices for all boards to
consider include the following.

4.6.1 Integrate ESG&D into Board Organization
and Structure

A core question to consider is the appropriate allocation of discussions and
decision-making on ESG&D risks and opportunities between the full board
and relevant committees. It is no longer an either/or situation. In every indus-
try sector, ESG&D issues are now sufficiently material and salient that they
must be addressed by the full board. At the same time, the range of issues that
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are likely to be material and salient in any large company—from human
rights, ethics and employee safety to climate change, water management and
data stewardship—are sufficiently wide-ranging and technically complex and
sophisticated that their oversight requires more time than can be allocated in
most board meetings. As such, there is a growing need to ensure that relevant
board committee charters also include oversight of these issues. This includes
regular reviews of the appropriate balance between committee-level work and
full board discussions and consideration of which ESG&D-related issues
need to be addressed by which committee.

The appropriate balance and committee allocation will vary, depending on
the industry sector, corporate law and disclosure requirements in the head-
office country and current board structure. The key point is for boards to be
intentional and systematic about how they integrate ESG&D issues into their
core oversight roles and responsibilities.

Integrating ESG&D at the Full Board

In many companies, an annual presentation on ESG&D issues is now made
to the full board. Growing public disclosure requirements on how companies
are addressing climate change risks are resulting in this topic also receiving
more systematic and regular attention by the full board. Such presentations
are necessary but increasingly insufficient in most large companies that are
operating globally. It is important for the full board to have more regular
oversight of the ESG&D issues that management considers to be most mate-
rial to the company and salient to people and the environment, along with
changes in stakeholder expectations and the company’s policies, standards,
strategies and due diligence processes for managing these risks and opportuni-
ties and its performance against targets. In addition, as outlined throughout
this chapter, it is increasingly necessary for the full board to consider ESG&D
issues in the context of and integral to other key board oversight topics and
functions. For example:

* Approval of corporate purpose

¢ Corporate strategy discussions

* Capital allocation and investment decisions

* Enterprise risk management and risk tolerance discussions
* Business planning and target setting

* Oversight of corporate and business unit performance

* CEO and executive succession and incentives
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¢ Public reporting and disclosures
* Corporate culture

Embedding ESG&D into Board Committee Charters

As emphasized throughout the book, the range of material ESG&D issues
that need to be addressed by many companies and the technical complexity of
some of these issues, most notably in the areas of digital and other new tech-
nologies and climate change, increasingly require additional time and atten-
tion of a board committee. There is no one-size-fits-all and no common
definitions for the roles of such committees.*

Research by Ceres and kks advisors in 2018, for example, focused specifi-
cally on how responsibility for sustainability was allocated to different board
committees. They found that 25% of the companies reviewed had established
a Corporate Responsibility or Corporate Social Responsibility Committee,
while 14% had an Environmental, Health and Safety Committee, 13% allo-
cated responsibility for these issues to a Sustainability Committee, and 5% to
a Social and Ethics Committee. Other companies had integrated responsibil-
ity for sustainability issues into existing board committees—the Nominations
and Governance Committee in 18% of cases, a Public Policy Committee in
13% of cases, a Risk, Regulatory or Compliance Committee in 6% of cases,
an Audit Committee in 2% of cases, and a Strategy or Compensation
Committee in 1% of the companies reviewed.*

Committee options include the following:

A dedicated committee focused on ESG issues: A growing number of
corporate boards have established a committee dedicated to addressing ESG,
corporate responsibility, safety and sustainability or public affairs issues. Such
committees are able to provide regular oversight of the company’s key risks,
opportunities and performance with respect to its most material and
salient ESG issues; review global strategies for these issues, for example in
areas such as employee health and safety, climate and energy, water, and
human rights; provide input to materiality and salience analysis and the com-
pany’s public disclosures related to these issues; and appoint expert advisers or
reviews to address specific ESG-related challenges or crises. In some cases,
geopolitical risks, government relations and other external stakeholder engage-
ment are also a focus of such committees. Box 4.2 provides some examples.

A broader risk committee: In other cases, boards are establishing a dedi-
cated risk committee to provide oversight of a broader range of material risks
to the business. These may include ESG-related as well as other material risks
such as data stewardship, technology more broadly, geopolitics, and other
business continuity and industry disruption risks.
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Box 4.2 Examples of Dedicated Corporate Responsibility and
Sustainability Committees

The following three companies from diverse industry sectors have had dedicated
sustainability committees in place for over a decade. Their Charters or Terms of
Reference provide useful models for other companies to review.

GSK's Corporate Responsibility Committee was established in 2005. Its Terms
of Reference were updated in 2021 to reflect the company’s refreshed corporate
purpose and its three long-term priorities of innovation, performance and trust.
The company outlines its trust priority as follows: “We are a responsible com-
pany. We commit to use our science and technology to address health needs,
make our products affordable and available and be a modern employer.”# The
company has set 13 public Trust commitments in the ESG areas where it can make
the greatest difference. These include commitments in the areas of new medical
innovations; global health R&D; health security; pricing; product reach; health-
care access; engaged people; inclusion and diversity; employee health, well-
being and development; reliable supply; ethics and values; data and engagement;
and the environment. The Corporate Responsibility Committee oversees prog-
ress against these commitments.** The board committee’s role is defined as fol-
lows: “The Committee considers GSK'’s Trust priority and oversight of progress
against the associated Trust commitments which reflect the most important
issues for responsible and sustainable business growth. It has oversight of the:

e Views and interests of our internal and external stakeholders and reviews
issues that have the potential for serious impact upon GSK’s business and
reputation; and

e Enterprise Risks determined by the Board to be most relevant to the
Committee’s area of expertise and responsibility.”4

Ford Motor Company’s Sustainability and Innovation Committee’s current
charter was approved in 2015, building on the experience of previous commit-
tees and allocation of responsibilities. It defines the committee’s role as follows:
“Sustainability and Innovation Committee shall evaluate and advise on the
Company’s pursuit of innovative practices and technologies, as set forth in
Section IV of this Charter, that improve environmental and social sustainability,
and that seek to enrich our customers’ experiences, increase shareholder value,
and lead to a better world.”#” The sustainability topics discussed by the commit-
tee include energy consumption, climate change, greenhouse gas and other cri-
teria pollutant emissions, waste disposal, and water use; social well-being,
including human rights, working conditions, and responsible sourcing; and
trends in global mobility such as mobility infrastructure, vehicle ownership and
business models, vehicle connectivity and automation in order to help provide
accessible, personal mobility throughout the world. The committee’s innovation
mandate includes discussing and advising on “the innovation strategies and
practices used to develop and commercialize the technologies that contribute to
the Company’s efforts to: (i) improve the fuel efficiency of our products, (ii)
reduce the environmental impact of our facilities, (iii) provide products of the
highest quality, (iv) improve the safety performance of our vehicles, and (v) con-
tinuously deliver industry-leading technology solutions that enrich customer
experiences.”4®

(continued)
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(continued)

Newmont'’s Safety and Sustainability Committee was established in 2004. The
committee has the authority “to investigate any activity of the Corporation and
its subsidiaries relating to health, safety, loss prevention and operational secu-
rity, sustainable development, environmental management and affairs, relations
with communities and civil society, government relations, human rights and
communications matters.”#° In addition, certain safety and sustainability priori-
ties are reviewed and overseen by the full board and by the company’s Audit
Committee or its Leadership Development and Compensation Committee (LDCC).
Underpinning the company’s purpose, values and business strategy are five
foundational principles that guide continuous improvement and establish the
objectives by which performance is measured by management and overseen by
the board.>® They are health and safety; operational excellence; growth; people;
and environmental, social and governance. In 2020, the company refreshed its
Corporate Governance Guidelines to state:

The mission of the Board is to oversee the Corporation’s efforts to create
enduring value for all stakeholders. To deliver on this mission, the Board will
adhere to sound governance principles and the Corporation’s core values of
safety, integrity, sustainability, inclusion and responsibility. In its oversight
role, the Board must maintain a sense of responsibility to the Corporation’s
stockholders, customers, employees, suppliers and the communities in which
it operates to enable the Corporation to fulfill its corporate purpose of creat-
ing value and improving lives through sustainable and responsible mining.®*"

A science, technology and innovation committee: Some companies are
establishing science, technology and/or innovation committees to stay on top
of key scientific and technology trends and disruptions and to provide better
insight and oversight on key science and technology-related risks and oppor-
tunities faced by the company. Some of these will be ESG&D related or have
substantial implications for the company’s performance on ESG&D issues.

The integration of ESG&D into other committees: In many cases, even
with a dedicated ESG or risk committee, other more traditional committees
have started to integrate responsibility for oversight of key ESG&D-related

risks and opportunities into their mandates:

* Governance and nominating committees can play an essential role in
ensuring that ESG&D-related skills, capabilities and experiences are inte-
grated into director recruitment, onboarding, training and succession plan-
ning, as well as having oversight of committee charters and board peer
reviews and evaluation processes. This tends to be the existing committee
most likely to add ESG or sustainability oversight to its committee man-
date or charter in cases where a dedicated ESG committee is not established.
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* Audit committees should be reviewing the company’s ethics compliance,
anti-corruption and integrity policies, systems and performance and in
some cases its data stewardship systems. They should also be discussing and
disclosing the financial risks associated with material ESG&D issues. In
the case of climate, for example, the Task Force on Climate-Related
Financial Disclosure highlights the need for boards to review and report on
the financial risks and costs of climate, not only the environmental ones.

* Compensation committees in many boards are expanding their mandate
and their name to encompass leadership development, talent management
and inclusion and diversity, alongside their traditional compensation over-
sight responsibilities. Such committees can play a crucial role in ensuring
the clear alignment of executives’ performance incentives and rewards with
ESG&D performance, alongside their financial, commercial and opera-
tional performance. They can also provide oversight of ESG&D integra-
tion into the company’s human capital strategies more broadly.

4.6.2 Ensure Board Composition Is Fit for the Complex
Operating Environment

Board composition or membership is as important as board organization. In
today’s complex, multi-stakeholder, multicultural and multinational operat-
ing environment, there is growing recognition of the need for greater board
diversity—diversity not only in terms of gender and race, although both are
essential, but also diversity in background, experiences, skills, nationality
and age.

The foundations of a strong board are well understood. Every board needs
experienced directors who have extensive governance, executive and operating
experience, both in the industry in question and in other industries that may
offer different, but valuable, insights and lessons. In the wake of various finan-
cial scandals and crises, it is clearly essential for every board to have enough
directors with financial, accounting and auditing skills.

At the same time, a growing imperative in many boards is to have directors
with the technical and/or risk management skills and experiences needed to
understand the massive technological disruptions and digital, data steward-
ship and other technology-related risks that companies are facing. Bringing
one or two technically skilled younger directors on board can help in this area,
as well as providing insights from a younger generation of leaders. Companies
operating globally benefit from directors who live in and/or have worked in
some of their most important countries or regions of operation, or a director
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who has extensive geopolitical and diplomatic experience in relevant areas of
operation. And, increasingly, there is a focus on appointing directors who
bring operational or academic skills and experiences related directly to under-
standing the company’s evolving ESG risks and opportunities.

There is the obvious need to balance the expanding range of necessary expe-
riences, skills sets and mindsets with ensuring that the board is not too large
for effective discussions and decision-making. As such, director recruitment
and succession planning need to focus on finding directors who, on an indi-
vidual basis, can meet a diverse matrix of skills requirements and backgrounds.
Certainly, more and more former CEOs and other senior executives are well
versed in managing ESG&D-related risks and opportunities, and this should
be one of the skills or experience sets to look for in all director recruitment.

In addition, structured and staggered succession planning, alongside term
or age limits, can help to ensure that a board balances the need for “institu-
tional memory” with fresh perspectives and generational change in a rapidly
evolving and often disruptive operating environment.

One of the topics gaining momentum in light of the growing focus on
employees and the “S” in ESG&D), more broadly, is the question of employee
representation on corporate boards. Countries with unitary board structures
are looking at the experiences of the European two-tier board system, where
employees and increasingly other stakeholders are represented on the supervi-
sory tier of the board and engage strategically with the executives who serve
on the management board. The question of employee and broader stakeholder
representation on boards, including ongoing challenges for board seats from
shareholder activists, will continue to grow in volume and significance. At a
minimum, as outlined in the next section, boards should be developing more
systematic processes for engaging with key internal and external stakeholders.

4.6.3 Enhance Board Engagement with Stakeholders

In addition to ongoing rigorous review of board organization and composi-
tion, boards need to understand and discuss the evolving boundaries of their
engagement with stakeholders, both internally and externally. The growing
focus by large institutional investors on stewardship and engagement and
increasing calls for stakeholder capitalism suggest that boards need to, at a
minimum, have a clear understanding of their company’s key stakeholders.
Such an understanding needs to be at a much more granular and nuanced
level than the broad categories of shareholders, employees, customers, suppli-
ers and communities. At the same time, both shareholders and other
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stakeholders are demanding more engagement directly with boards. In almost
all cases, executive management should take the lead on both internal and
external stakeholder engagement, bringing non-executive and independent
directors in when there is a specific need or request to do so.

Board Engagement with Internal Stakeholders

In many companies, non-executive directors are exposed only to the CEO,
CFO and her or his executive leadership team. Such engagement is obviously
crucial and at the heart of good corporate governance—aiming to achieve a
healthy balance of rigorous oversight, questioning and challenging of man-
agement with mutual respect and a shared focus on the best long-term inter-
ests of the company. There are opportunities, however, for boards to expand
their engagement to other managers and employees in the company, ranging
from key business unit or site level managers to managers who have functional
responsibility for the company’s most material and salient ESG&D issues to
employee aflinity groups and high-potential next generation leaders.

Having the full senior executive team attend all board meetings is an
approach some leading companies are taking to ensure more holistic and
robust oversight and discussions between the board and all the senior execu-
tives who are responsible for delivering on the company’s purpose and strategy
and managing enterprise risks. From an ESG&D perspective, having the
executive who is responsible for these issues attending all board meetings, not
only doing an occasional presentation on ESG&D topics, is another way to
help integrate these issues in the boardroom. Some companies are also estab-
lishing a senior-level ESG or sustainability committee, composed of senior
executives in key operational and functional roles, that reports to the CEO
and the board as part of the company’s governance process.

In addition to regular engagement between the board and the full senior
executive team, other approaches that companies are taking to ensure their
boards have a better understanding of the company’s risks, opportunities and
culture include organizing regular site visits to operations and research facili-
ties and inviting directors to participate in either large townhall meetings or
smaller group discussions with employees. These approaches can give boards
exposure to business unit or country and operational site managers, front-line
supervisors, researchers, high-potential young managers, and the leaders of
business resource, affinity or diversity groups.
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Board and Executive Engagement with External Stakeholders

In addition to the CEO, CFO and other executives, the number of indepen-
dent board chairs and committee chairs who meet with shareholders or other
external stakeholders is growing.

Some companies are also establishing external ethics, technology, sustain-
ability or country-focused advisory councils that provide regular input to
senior management and engage with relevant board directors or board com-
mittees on some of the company’s most material ESG&D issues. These coun-
cils are explored in more detail in Chap. 5.

A growing area of oversight for boards is their company’s engagement in
lobbying and political funding as well as membership of trade and industry
associations. In the case of lobbying, for example, there are growing calls from
investors as well as other stakeholders for companies to disclose not only
political contributions (in countries such as the US where these are allowed),
but also the company’s public policy positions and lobbying spending on
important social and environmental issues. A 2019 report by the High
Meadows Institute concluded, “[T]rade associations are influential, and their
actions can either support or hinder adoption of ESG policies and practices
by their members. As ESG integration becomes a mainstream investment
practice, it will be increasingly important for investors to think critically about
the trade association memberships of the companies in which they invest.”>?

Taking a Holistic and Integrated Approach
to Corporate Governance

In summary, a number of changes are underway to integrate oversight of
ESG&D risks and opportunities and stakeholder expectations at the board
level through changes in board organization, composition and culture, and
stakeholder engagement mechanisms. In companies with good corporate gov-
ernance, this remains a dynamic and ongoing process aimed at ensuring that
board directors are well informed and equipped to meet their fiduciary duties
and duty of care to the companies they serve.

As should be apparent, there is no one-size-fits-all approach. It is important
for every board to consider the most effective way to develop a more inte-
grated and holistic stakeholder-oriented approach. In addition, boards should
be considering governance not only in terms of their own role, although this
is obviously critical, but also how the board provides oversight of and support
to other ESG&D governance structures—such as external advisory councils
and panels and internal executive-level committees that have strategic
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oversight for ESG&D-related issues, as well as the company’s participation in
trade and industry associations, lobbying and policy advocacy, and voluntary
multi-stakeholder initiatives created to set industry-wide rules and standards
beyond regulatory requirements. Examples of how some leading companies
are addressing governance and stakeholder engagement in a more integrated
and holistic manner are explored in Chaps. 5, 6 and 7.
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5

Corporate Strategy and Implementation

This chapter focuses on practical actions that business leaders are taking at the
firm level to implement a more stakeholder-oriented approach that integrates
ESG risks and opportunities into their core business strategy and operations
across their value chain.

Business leaders have four over-riding priorities in any company that aims
to create sustainable enterprise value and deliver on the principles of stake-
holder capitalism:

* Commit to and demonstrate shared purpose and values

* Leverage opportunities to create shared value

* Manage shared risks to protect value

* Evaluate and report on performance for shared accountability’

This calls for companies to have a clearly articulated corporate purpose
beyond profit and a set of values that are embedded in company culture, strat-
egy and decision-making. It requires a rigorous and systematic process to
identify the risks and opportunities that are most material to the company
and most salient to its stakeholders—its employees, other workers, customers,
suppliers, distributors, communities, shareholders, governments and the envi-
ronment. In turn, this process enables management teams to develop strate-
gies and business plans, to set internal and public goals and targets and to
evaluate and report on performance against these to drive business improve-
ment and where needed business transformation.

In today’s dynamic and complex operating context, priorities and strategies
are likely to change and continuous improvement may not be sufficient.
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Change is increasingly disruptive, as experienced by rapid technology shifts,
the COVID-19 pandemic and other acute and systemic shocks. Even when
change occurs more slowly, driven by evolving demographics, environmental
conditions, regulations, consumer demands, investor interests, social norms
and technologies, there is a growing need for executive teams to be agile,
adaptive and resilient.

Comprehensive and consistent stakeholder engagement is essential to
achieve all these business leadership goals. Executive leaders and their teams
must have systematic plans and processes in place to identify, engage with,
listen to, learn from, influence and cooperate with key stakeholders, both
internally and externally. They must be able to judge what the company can
achieve working within its own business model and value chain and where
and when it needs to work with others, including competitors in certain cases,
to address systemic market failures and governance gaps. Regardless of whether
the company is focused on achieving results through its own business model
and value chain or on helping to drive change as a stakeholder itself in the
broader system, the ability to navigate a multitude of diverse and dynamic
stakeholder relationships—both supportive and adversarial—is crucial to
success.

In the book, Profits with Principles, one of us made the case with our co-
author, Ira Jackson, that to create both shareholder and societal value, busi-
ness leaders are taking practical action in each of the following areas:

When managing their wider impacts on society, these companies are moving
beyond a mind-set that is bounded by compliance with laws and regulations; the
control of risks, costs, liabilities and negative impacts; and community investment
or philanthropy. They see compliance, control and community investment as
necessary but insufficient building blocks to becoming outstanding corporate
citizens. They are also aiming to create new value for stakeholders, including but
not only shareholders. They are implementing strategies to create new products
and services, change operational processes, build new alliances, enter new mar-
kets, support new institutional structures, and in some cases even transform
business models, so that they meet social and environmental needs as well as
customer demands and aspirations. They are looking to create societal value as
well as shareholder value.?

Figure 5.1 illustrates that these four approaches are not mutually exclusive.
Indeed, companies must be implementing them simultaneously if they aim to
create sustainable enterprise value and to become more stakeholder oriented:
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Fig. 5.1 Four components of a credible and comprehensive stakeholder-oriented
strategy

(Adapted from: Jane Nelson. Chapter 3 Leveraging the Development Impact of Business
inthe Fight Against Global Povertyin Brainard, Lael (ed). Transforming the Development
Landscape: The Role of the Private Sector. The Brookings Institution Press, Washington
DC, 2006. Page 50; and Ira A. Jackson and Jane Nelson, Profits with Principles. Currency
Doubleday, 2004. Page 54)

* Compliance with the law as well as with voluntary corporate and industry-
wide codes of conduct.

* Control of environmental, social, governance and digital risks, costs and
negative externalities (i.e., protecting value or managing shared risks to the
company, people and the environment).

* Community investment, including strategic corporate philanthropy, social
venture capital and employee volunteering.

*  Creating new value that meets societal needs and builds competitive advan-
tage, through new technologies, products and services, processes, alliances,
markets and business models.

Commit to and Demonstrate Shared Purpose and Values

No company can be effective in implementing and sustaining a stakeholder-
oriented approach without having a company-wide sense of shared purpose
and commitment to a common set of values. Many major global corporations
have a purpose statement. A growing number of these are framed in terms of
how the company aims to solve social and environmental challenges and/or
address stakeholder needs. Most companies also have a set of values. Yet, there
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is cynicism among stakeholders when executive teams do not adhere to these
values, especially if the corporate culture, executive behaviours and formal
and informal rewards and recognition systems are not aligned with them.

As outlined in the pages that follow, developing a compelling corporate
purpose statement and set of values, and ensuring that these are credibly and
consistently embedded in decision-making at all levels of the company, is one
of the most important leadership roles that a CEO and her or his executive
team has. It is foundational to creating shared value, managing shared risks
and ensuring shared accountability for the company and its stakeholders.

Leverage Opportunities to Create Shared Value

The greatest scale and impact by far that any company can have on leveraging
opportunities and creating shared value is through its core business operations
and value chains. These include the company’s commercial activities and rela-
tionships in the workplace, the marketplace, and along its entire value chain,
whether global, regional or local. Later in this chapter, we explore some of the
ways that companies are making ambitious commitments and investing in
innovation in new technologies, products, services, financing mechanisms
and business models to create shared value by explicitly and measurably solv-
ing social and environmental challenges. There is a growing consensus that it
will be impossible to meet the commitments of the Paris Climate Agreement
or achieve the Sustainable Development Goals, without massive private sector
investment and innovation of this type. Equally, the companies that under-
take these activities in a commercially viable approach have opportunities to
tap into the multi-billion-dollar markets that are evolving in systems such as
energy, food and agriculture, health, financial products and services, transpor-
tation and mobility, and construction and infrastructure.

Opver the past few decades, a variety of useful frameworks have emerged to
guide companies in creating shared value. The one that has received the great-
est traction in corporate boardrooms and executive suites is outlined in
Professor Michael Porter and Mark Kramer’s 2011 article in Harvard Business
Review, “Creating Shared Value: How to Reinvent Capitalism—and Unleash
a Wave of Innovation and Growth.” They identified the following three dis-
tinct ways that companies can create economic value by creating societal value:

* Reconceiving products and markets
* Redefining productivity in the value chain
* Building supportive industry clusters at the company’s locations?
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Other terms and frameworks that underpin the same core message of inten-
tional and measurable management strategies to achieve value creation for both
shareholders and other stakeholders include:

* Impact Investing—an approach developed from an investor perspective
and initially framed by the Rockefeller Foundation.

* Corporate Social Opportunity—an idea advanced by Professor David
Grayson and Adrian Hodges.°

* Reimagining Capitalism—a term and approach framed by Professor
Rebecca Henderson and her colleagues at Harvard Business School.”

¢ Conscious Capitalism—a term made popular by the founder and former
CEO of Whole Foods, John Mackey.®

¢ Total Societal Impact—a term developed by the Boston Consulting Group.”

In addition to core business activities, companies can also create shared
value by having a strategic, competence-led approach to their corporate com-
munity investment, philanthropy and employee volunteering activities. These
activities are unlikely to achieve the scale and impact that core business mod-
els and value chains can reach. Nor will they have as direct a link to company
profit, competitiveness and shareholder value. Yet, they can still provide sub-
stantial benefits to a company’s stakeholders. If the community investments
made by companies or their corporate foundations are aligned with areas of
core business competence and capabilities, they are more likely to also benefit
the company, achieve scale and impact and be sustainable over the longer
term. Examples include:

* banks and other financial institutions leveraging their corporate philan-
thropy to increase financial inclusion, financial literacy and eco-
nomic mobility;

* pharmaceutical companies establishing product donation programmes for
medicines and diagnostics during a humanitarian crisis or to serve low-
income communities in addressing specific disease burdens;

¢ food and beverage communities supporting smallholder farmers and retail-
ers, community food banks and school feeding programmes in low-income
areas; and

* energy, utility and information and communications technology (ICT)
companies providing access to essential physical and digital services in
times of crisis or to marginalized communities.
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In some cases, philanthropic or social investments may also serve as seed
capital, incubators, prototypes or catalysts for testing out new technologies,
products and services that could over time become commercially viable and
profitable, as well as scalable.

Manage Shared Risks to Protect Value

Effective strategies to create shared value are necessary, but not sufficient.
They cannot be implemented in isolation to the corporate responsibility to
manage the shared risks, costs and negative impacts to the business and to
people and the environment that may result from a company’s business model
and activities.

Whether it is preventing human rights abuses or managing environmental
risks, companies are under growing pressure from investors, regulators and
other stakeholders to demonstrate they have the necessary capabilities and
management systems to identify, mitigate and where necessary remediate risks
to people and the environment, as well as risks to the company. Failure to
effectively manage such risks can seriously undermine credibility and stake-
holder trust in the company, damage corporate reputation, weaken the ability
to create sustainable enterprise value and in some cases threaten both the
company’s social and legal licence to operate.

As detailed further in this chapter, to effectively manage shared risks, com-
panies must have rigorous policies, standards, due diligence processes and
internal audit systems in place to be compliant with the law and with industry-
wide voluntary standards on ethical, environmental, social and governance
issues. They must have their own company-wide corporate codes of conduct
and rigorous systems to implement these as well as mechanisms to hold all
managers, employees and business partners accountable for doing so. And,
they must have enterprise risk management systems in place that embed
ESG&D risks, costs and negative externalities. None of this is a “tick-the-
box” exercise. Over the past two decades the disciplines of ESG&D compli-
ance and risk management have evolved significantly. The depth and breadth
of technical and management expertise that are needed to identify and man-
age these risks continues to grow in the face of disruptive shifts and longer-
term trends.

Evaluate and Report on Performance for Shared Accountability

Establishing clear and time-bound goals, targets and metrics for creating
shared value and managing shared risks, undertaking rigorous data collec-
tion, evaluation and analysis of these, and reporting publicly on the compa-
ny’s performance are essential for ensuring transparency and accountability
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with stakeholders. They can help to strengthen the quality of business
decision-making, reward and hold managers to account, and build and retain
the trust of key stakeholders. Goals and targets should be structured in a way
that they can be quantitatively measured or qualitatively assessed and compa-
rable from both a longitudinal perspective and relative to the performance of
other business peers and competitors. While more companies are making
their priority ESG goals and targets public and reporting on their perfor-
mance against these, increasingly with third-party assurance, there is a long
way to go. Chapter 6 outlines the growing importance of integrated corpo-
rate reporting and collective efforts to establish a global sustainability report-
ing framework.

Figure 5.2 summarizes these key business leadership pillars.

The following sections focus on some of the ways that companies are put-
ting a stakeholder-oriented business model into practice through their
actions to:

* Embed purpose, values and ESG priorities into corporate strategy and
operations
¢ Strengthen management of material and salient ESG&D risks

[« ittoand d trat
shared values

Build trust through clear corporate
purpose, principles and values;
respectful and accountable stake-
holder engagement; promoting

Man:ge shared :iSks diversity, equity and inclusion; l'e:e rage Dp: nr:: n":es
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codes of conduct; develop and spread technologies, products, services,
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do due-diligence to proactively identify, and financing mechanisms that

prevent and mitigate negative impacts Evaluate and disclose profitably meet social and

performance for environmental needs

shared accountability
Identify material and salient ESG priorities;
set public goals and targets;
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transparent and integrated manner with
independent assurance

Fig. 5.2 Business leadership pillars of values, value creation, value protection and
evaluation

(Adapted from: Jane Nelson. Corporate Citizenship in a Global Context. Working Paper
No. 13. Corporate Social Responsibility Initiative, Harvard Kennedy School. May 2005.
Pages 9-10)
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* Invest in technology and innovation to drive inclusive and sustain-
able growth

* Promote employee well-being, talent, diversity and inclusion

* Establish robust and accountable mechanisms for engagement with exter-
nal stakeholders

5.1 Embed Purpose, Values and ESG Priorities
into Corporate Strategy and Operations

In today’s dynamic, multi-issue and multi-stakeholder operating context,
the clarity and credibility of a company’s publicly stated purpose, values
and ESG priorities, and the way they are communicated and embedded in
the company’s strategy, operations and culture are more important
than ever.

As one of us stated with our co-author in the book Profits with Principles:

Each company has the core purpose of providing goods and services that meet
customer needs or aspirations and yield a profit. In great companies, purpose
extends beyond short-term profit and the creation of shareholder value. It often
encompasses a longer-term vision to contribute to improve people’s lives and be
a force for progress in the world. Together with principles and values, purpose is
what a great company stands for and would stand by even if adhering to them
resulted in a competitive disadvantage, missed opportunity or increased costs.
Purpose, principles and values are the bedrock of excellence. The way they are
articulated and implemented plays a key role in determining the company’s
strategic direction, its corporate culture, and the policies and incentive systems
by which it operates and impacts the world."

As outlined in Chap. 4, strong alignment between corporate purpose, val-
ues and ESG priorities with corporate strategy, operational priorities and
incentives as well as company culture, norms and behaviours are crucial. A
lack of coherence and consistency between these key drivers of business per-
formance is justifiably one of the major drivers of stakeholder cynicism and
mistrust in companies and their leaders, both internally among employees as
well as among external stakeholders and opinion-formers.

There are too many examples of a company communicating positive social
and environmental stories and projects while its government relations teams,
trade associations or lobbyists are lobbying governments for policies and
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regulations that undermine the very same social or environmental goals at a
system level. Equally, as ESG becomes a strategic business imperative in most
industry sectors, there are more examples of so-called greenwashing where the
company’s marketing and product promises don’t live up to the reality of what
the company is in fact delivering. Or examples of CEOs and senior managers
who are not held accountable or penalized for actions they have taken that fail
to adhere to or undermine the company’s stated purpose and values. Regulators
as well as journalists, non-governmental organizations, groups of employees
and consumer organizations are ramping up efforts to identify such examples
where business leaders are failing to “walk the talk.”

In short, a corporate purpose and set of values outlining how the company
can profitably serve stakeholders should be the lodestar for how executives
and managers develop and implement strategy, make major capital allocation,
investment and business planning decisions as well as day-to-day operational
decisions, lead and motivate their teams, and engage with internal and exter-
nal stakeholders.

The Enacting Purpose Initiative, a collaborative effort among academic and
practitioner organizations, has published several papers providing guidance
for boards and executive teams on developing and implementing a credible
corporate purpose'! and on measuring purpose.'? Business Fights Poverty, one
of the world’s largest online communities for business and sustainability prac-
titioners, has developed a toolkit on how to embed purpose in business activi-
ties, drawing on discussions and written feedback from several hundred
business and civil society stakeholders." In her book, Brands on a Mission, Dr
Myriam Sidibe introduces five key drivers for embedding corporate purpose:
behaviour change, partnerships, brand advocacy, measurement and senior
executive support.'*

These guidelines and other research on aligning corporate purpose, values
and ESG priorities with strategy and operations highlight three key lessons
that are relevant for any company.

5.1.1 The Importance of Rigorous Stakeholder
Consultation and Engagement

Executives need to support structured and sustained stakeholder consultation,
especially with employees, but also with external stakeholders and advisers in
defining or revising the company’s purpose and values and keeping ahead of
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key ESG trends, risks and opportunities. Equally important, they need to give
employees an active voice and opportunities to “live the company’s values,
purpose and ESG priorities.” This includes empowering employees to inte-
grate them into their daily business responsibilities and activities and into
relevant employee engagement and volunteering activities, both internally
through business resource groups, employee affinity groups, green teams,
social venture networks and other company-supported or self-organizing
groups and externally through engagement with customers, suppliers, other
business partners, ESG experts and communities. It includes investing in tal-
ent development, career progression and incentive programmes that explicitly
recognize and value employee leadership in these areas. Equally importantly,
it requires robust and credible processes that enable employees to speak up,
including in confidence through ethics lines and whistle-blower mechanisms,
when they witness misconduct or potential misconduct. Examples of specific
mechanisms for engagement with employees and other stakeholders are
reviewed later in the chapter.

5.1.2 The Importance of Combining Materiality
and Salience

It is important that senior business leaders undertake rigorous analysis of
external trends and scenarios, internal performance data and stakeholder per-
spectives to identify those ESG&D risks and opportunities that are most
material to the company’s success and most salient to its stakeholders. This
includes but goes beyond undertaking a sustainability materiality analysis.
They should identify the few key “big bets” where the company has the great-
est potential to achieve large-scale and sustained impact through profitably
addressing key environmental and social challenges and meeting stakeholder
needs. In addition, they should commit to manage, monitor and account for
the broader range of ESG&D risks and opportunities that are relevant for the
company and its industry sector or areas of operation. Once the ESG&D
priorities are identified and there is broad agreement among the executive
team, business unit heads and key operational and functional managers, then
explicit policies, processes and incentives need to be established or revised to
ensure that these ESG&D priorities are aligned with corporate strategy pillars
and with the company’s core business planning, operational, financial and
functional priorities.



5 Corporate Strategy and Implementation 151

5.1.3 The Importance of Credible Communication
and Accountability

Senior executives, from the CEQ, CFO and COO to other functional and
business unit leaders, should be proactive champions for the company’s values
and purpose and sufficiently well-informed and fluent in the company’s
ESG&D priorities to communicate and demonstrate these clearly and consis-
tently, both internally and externally. In addition to personally “walking the
talk,” they should ensure that ESG&D priorities are accompanied by specific,
time-bound and measurable goals and targets and supported by company
policies, standards and incentives. Ideally, these priorities and goals should be
included in the full range of company communications and outreach plat-
forms from annual reporting to social media, from presentations to investors
to meetings with government officials and community leaders, and from
employee townhalls to annual performance reviews and recognition pro-
grammes. Underpinning the above, senior business leaders should commit to
measuring and accounting for performance on a regular and consistent basis.
As outlined in Chap. 6, public reporting of performance data that is indepen-
dently assured is a crucial foundation for credible communication and
accountability.

The examples in Box 5.1 illustrate how four companies from different
industry sectors are working to embed a clear purpose and stakeholder orien-
tation into their core business strategy pillars, business planning and opera-
tions and their engagement with investors and other stakeholders, not only
into the work of their sustainability team. There are a growing number of
other examples. They include Mars, Incorporated and its long-standing com-
mitment to the principle of “mutuality” and its Sustainable in Generation Plan
launched in 2017; PVH’s Forward Fashion strategy established in 2019; Shell’s
Powering Progress corporate strategy and bp’s Reimagining Energy strategy,
both launched in 2020; IKEA's commitment to becoming People and Planet
Positive, published in 2018; Marks and Spencer’s Plan A framework for deliv-
ering long-term sustainable business value, which was launched in 2010 and
has been refreshed several times; Natura’s 2050 Sustainability Vision; Abbott’s
2030 Sustainability Plan; Solvay’s One Planet Roadmap; Olam’s Re-imagine
Global Agriculture framework; and A.P. Moller-Maersk’s A/l the Way strategy
and growth plan to digitize, democratize and decarbonize supply chains;
among others.
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Box 5.1 Examples of Companies That Have Integrated ESG and
Stakeholder Priorities into Their Corporate Purpose and Strategy

The following examples illustrate how four diverse companies are working to
integrate ESG and stakeholder priorities more fully into their corporate strate-
gies and purpose statements:

Johnson & Johnson’s Credo and Health for Humanity 2025 Goals. J&J is well
known for its pioneering role in explicitly stating its commitment to stakehold-
ers, including but beyond shareholders, through its long-standing J&J Credo.
Created in 1943, the Credo states, “We believe our first responsibility is to the
patients, doctors and nurses, to the mothers and fathers and all others who use
our products and services.”'> The Credo then goes on to outline its responsibility
to three other groups of key stakeholders, “our employees who work with us
throughout the world,” and “the communities where we live and work and to
the world community as well,” and “our stockholders.” The company’s corporate
purpose states: “We blend heart, science and ingenuity to profoundly change
the trajectory of health for humanity.”'®

Alongside its corporate strategy focused on innovation and excellence in exe-
cution, J&J has established a set of 21 Health for Humanity 2025 Goals. These are
focused on addressing two of the greatest health challenges facing humanity,
namely, pandemics and epidemics and global health equity, as well as raising the
bar within and beyond the company’s own walls through its focus on employees,
planet, and partners and suppliers. These goals are also explicitly aligned with
the Sustainable Development Goals. The company’s board has oversight of per-
formance against the goals and results are reported annually alongside financial
results.

Bank of America’s Responsible Growth Strategy. The implementation of
BofA's Responsible Growth Strategy is one of the foundational shifts that the
company has made resulting from lessons learned during the 2008 global finan-
cial crisis, alongside its shift from more traditional corporate philanthropy to an
enterprise-wide commitment to embedding ESG risks and opportunities into the
company’s eight lines of business. Today, the bank states its corporate purpose as
follows: “We are guided by a common purpose to make financial lives better
through the power of every connection.” It goes on to state, “We've transformed
Bank of America into a simpler, more efficient company that combines two cru-
cial areas: growing the economy while creating tangible value for our business,
our clients and the communities we serve. We're helping create jobs, develop
communities, foster economic mobility and address society’s biggest challenges
around the world.”"”

The company’s Responsible Growth Strategy consists of four pillars: 1) We must
grow and win the market—no excuses. 2) We must grow with our customer-
focused strategy, serving three groups of customers: people, companies, and
institutional investors. 3) We must grow within our risk framework. Noting that
all employees are responsible for proactively managing risk as part of their day-
to-day activities through prompt identification, escalation and debate of risks.
This includes environmental and social risks. 4) We must grow in a sustainable
manner. This requires progress across three dimensions: driving operational
excellence, being a great place to work for our teammates and sharing our suc-
cess with our communities.'®

(continued)
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Box 5.1 (continued)

The bank has established a Global ESG Committee, composed of the senior
executives from the bank’s business lines, key functions and geographies of
operation. Alongside delivering on its own Responsible Growth Strategy, the
bank and its CEO, Brian Moynihan, has also played a leadership role in working
with the World Economic Forum’s International Business Council and the Big
Four accounting firms, Deloitte, EY, KPMG and PwC, to develop a set of common
stakeholder capitalism metrics relevant for all companies.’

Danone’s One Planet. One Health Vision. In 2017, building on its 2005 purpose
to “bring health through food to as many people as possible,” Danone unveiled
a new logo and the following vision statement: “One Planet. One Health. These
words reflect our vision that the health of people and the health of the planet
are interconnected. It is a call to action for all consumers and everyone who has
a stake in food to join the food revolution: a movement aimed at nurturing the
adoption of healthier, more sustainable eating and drinking habits.”? In addi-
tion to explicitly aligning its corporate strategy and growth model to the con-
cept of “sustainable value creation,” the company is also taking ground-breaking
action to implement more holistic legal and governance structures and business
models. It became the first listed company in France, for example, to adopt the
“Entreprise a Mission” model created by the French “Pacte” law in 2019. An
“Entreprise a Mission” is defined as a company whose social and environmental
objectives are aligned with its purpose and set out in its Articles of Association.
The status was officially embedded in Danone’s Articles of Association and regis-
tered in July 2020.%"

Danone has also become one of the leading multinational corporate champi-
ons of the B Corp certification model. As of mid-2021, it reported, “A total of
thirty-seven Danone entities have now earned B Corp™ Certification. As a result,
approximately 50% of Danone'’s global sales are now covered by B Corp™ certi-
fication, marking significant progress towards Danone’s ambition to become one
of the first certified multinationals.”?> Alongside setting nine ambitious goals for
sustainable value creation, which are explicitly aligned to the SDGs and verified
by a Mission Committee composed of well-respected and mostly independent
sustainability experts, Danone has also created three innovative social innova-
tion funds to help it pioneer more inclusive growth models: the Danone
Ecosystem Fund, and the Danone Communities and Livelihoods Funds. These
funds draw on company resources as well as provide a mechanism for sharehold-
ers, employees and other funding partners to participate.

The Unilever Compass. Building on the lessons and insights gained from its
ten-year Unilever Sustainable Living Plan (USLP), in 2020 the company launched
the Unilever Compass, a new corporate strategy with sustainability and a multi-
stakeholder model at its core. As CEO, Alan Jope, outlined, “The Compass sets
out our vision to be the leader in sustainable business globally—and we mean
sustainable in the broadest sense of the word: socially, environmentally and eco-
nomically. It is our new, fully integrated corporate strategy which builds on the
successes and the lessons learnt over the last ten years of the USLP. It will have
nine imperatives and 15 multi-year priorities that cover the full spectrum of our
business and our wider ecosystem, with a range of ambitious targets that are
more holistic, inclusive and far-reaching than ever before.”?

(continued)
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Box 5.1 (continued)

The company’s corporate purpose to “make sustainable living commonplace”
is underpinned by the three beliefs that brands with purpose grow, companies
with purpose last and people with purpose thrive. Alongside the company’s
multi-year financial framework, which is focused on competitive growth, profit
growth, cash generation and top one-third TSR performance, it has also set
ambitious public sustainability goals and targets in the areas of climate action;
protect and regenerate nature; waste-free world; positive nutrition; health and
well-being; equity, diversity and inclusion; raise living standards; and future of
work. Among these goals are ground-breaking commitments to adopt regenera-
tive approaches to nature and environmental impacts by moving beyond having
a net-zero impact to achieving a net-positive contribution. The company has also
been one of the first multinationals to make a public commitment to living
wages, with the goal of “ensuring that everyone who directly provides goods
and services to Unilever will earn at least a living wage or income by 2030."2

The company will report on performance against the Unilever Compass and
details of its engagement with stakeholders in its annual report. In addition to
having a long-standing Sustainability Advisory Council and a Sustainable
Sourcing Advisory Board, both composed of independent, external experts, the
company has established a Next Gen Sustainability Council, which it describes as
“a collective of young advocates, who are independently connected to broader
youth bodies. ... [which] aims to capture the voice and expectation of young
people across key sustainability issues that are critical to the people and planet
ambitions of the Unilever Compass.”?*

In addition to examples of company-wide strategic alignment between sus-
tainability and corporate strategy, there are a growing number of companies
that have made substantial commitments and “Big Bets” focused on specific
but large-scale and system-level ESG issues. Especially notable are public,
time-bound and measurable goals to achieve science-based net-zero or carbon
negative climate change solutions, water stewardship and circular economy
models and to dramatically scale up people’s access and affordability of essen-
tial goods and services and pay living wages as pathways to tackle inequality.

In summary, alignment of corporate purpose, values and ESG priorities
with corporate strategy, operations and culture matters more than ever in
today’s complex operating context. Senior executives have a responsibility to
“walk the talk.” This matters for reasons of individual and institutional ethics,
integrity and leadership as well as taking responsibility for the company’s
social and environmental performance, both positive and negative. It also
matters for the quality of the company’s stakeholder relations and its opera-
tional and financial performance. As Larry Fink the CEO of BlackRock, with
US $9.5 trillion in assets under management as of the second quarter of
2021,% has commented,
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Without a sense of purpose, no company, either public or private, can achieve
its full potendial. It will ultimately lose the license to operate from key stake-
holders. It will succumb to short-term pressures to distribute earnings, and, in
the process, sacrifice investments in employee development, innovation, and
capital expenditures that are necessary for long-term growth. It will remain
exposed to activist campaigns that articulate a clearer goal, even if that goal
serves only the shortest and narrowest of objectives. And ultimately, that com-
pany will provide subpar returns to the investors who depend on it to finance
their retirement, home purchases, or higher education.”

5.2 Strengthen Management of Material
and Salient ESG&D Risks

In addition to having a credibly embedded corporate purpose and set of val-
ues, responsible business conduct is another core foundation of a company’s
commitment to implementing stakeholder capitalism and creating sustain-
able enterprise value.

As the OECD outlines, “Responsible business conduct (RBC) entails above
all compliance with laws, such as those on respecting human rights, environ-
mental protection, labour relations and financial accountability, even where
these are poorly enforced. It also involves responding to societal expectations
communicated by channels other than the law, e.g. inter-governmental organ-
isations, within the workplace, by local communities and trade unions, or via
the press, and private voluntary initiatives.””

Despite substantial progress made by many companies over the past few
decades, there continues to be public mistrust in large corporations in many
countries and scepticism about their voluntary commitments to managing
and mitigating ESG&D risks. To effectively address these risks and build trust
with stakeholders, business leaders must be able to demonstrate that their
company has:

* DPolicies, standards and due diligence processes in place to identify,
understand, mitigate and manage ESG&D risks that are material to the
business and salient to people and the environment. These should
include guidance for operational leaders on appropriate escalation path-
ways to executive management when risks or bad practices are identified
at the operational and site level or among suppliers and other busi-
ness partners.
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* Accountability, grievance and mediation mechanisms in place that are
accessible by relevant stakeholders and that provide access to remedy in
situations where it can be demonstrated that people’s rights or the environ-
ment have been negatively impacted as the result of the company’s business
model or activities.

In addition to the risk management systems that companies establish
within their own operations, they can work with their suppliers and other
business partners to spread responsible business practices further along local
and global value chains through implementing supplier codes of conduct and
working with business partners to agree on shared priorities and implement
compliance and auditing, training and capacity building programmes. They
can also participate in industry-wide or thematic multi-stakeholder platforms
aimed at setting voluntary norms, rules and standards, establishing account-
ability mechanisms, and harmonizing and spreading common sustainability
metrics and reporting standards. Examples of some of these platforms are
provided in Chaps. 6 and 7.

Key lessons of effective ESG&D risk management within a company
include the following.

5.2.1 Invest Time to Engage Stakeholders in Rigorous
Materiality Analysis and Due Diligence

Like any type of risk at any level of the company, managers must understand
the ESG&D risks that are already or are likely to become material to the com-
pany’s own operational, reputational and financial performance. It is also
important for them to be aware which ESG&D risks are salient, in terms of
having a negative impact on people’s rights and livelihoods or on the environ-
ment, even if they don’t pose a material risk to the company. The concept of
double materiality is increasingly used, especially in Europe, to include salience.
It can be defined as both “financial materiality” and “impact materiality.”*
Over the past decade, the Sustainability Accounting Standards Board
(SASB) and the Global Reporting Initiative (GRI) have been instrumental in
making a strong business case for the materiality of ESG risks and in provid-
ing companies and investors with useful guidance on how to assess the risks
that are likely to be most material in different industry sectors. The Taskforce
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for Climate-Related Financial Disclosure (TCFD) provides useful guidance
for thinking about, assessing and disclosing financial risks associated with cli-
mate change.*® Platforms such as the Greenhouse Gas Protocol, CDP, the
Science-Based Targets Initiative and the Science-Based Targets Network are
helping companies to think about environmental risks and how to set targets
and report on performance. The key role of these and other accountability
platforms are covered in Chap. 6. The UN Guiding Principles on Business
and Human Rights provide companies with useful guidance on the concept
of “salience” and salient human rights risks that all companies should consider
when looking at the “S” in ESG&D.”!

It is important that companies use these and other frameworks as a starting
point and not a checklist. One of the most important aspects of undertaking
regular and credible materiality and salience analysis is effective engagement
with key internal and external stakeholders. Although the “headline risks”
such as climate change, human rights, health and safety, water, biodiversity,
tax payments, diversity and inclusion, data use and privacy are common across
industries and companies, most ESG&D risks are complex, dynamic, nuanced
and context specific. They cannot be adequately or credibly addressed through
a simple “tick-the-box” exercise. Some have a rigorous scientific base, espe-
cially environmental risks, but most of them are relationship-based. Even sci-
entifically measurable environmental risks manifest themselves as stakeholder
or relationship risks, with water insecurity, loss of livelihoods due to deforesta-
tion and climate injustice being key examples.

As such, structured engagement with stakeholders, ranging from expert
advisers and advisory councils to systematic consultation with diverse employ-
ees, customers and host communities, and above all establishing mechanisms
to hear from affected people, is one of the most valuable ways that companies
can widen their risk assessment lens. Listening to and learning from diverse
perspectives can help to identify issues that the company’s managers may not
have considered as material or salient. Stakeholder engagement can also help
to identify trends and to mitigate against impediments such as unconscious
bias, over-reliance on traditional disciplines and “group think” when it comes
to identifying current and future ESG&D risks. Overall, such engagement is
important for strengthening the company’s due diligence and accountability
processes to enable it to better manage and mitigate those risks and to build
mutual respect and trust with stakeholders in solving problems when
they occur.
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5.2.2 Integrate ESG&D Risks into Enterprise Risk
Management and Risk Appetite Frameworks

As Ceres noted in a 2019 report on ESG risk management, “Historically, ESG
issues have been viewed as different from other major categories of risk such
as enterprise, business-management and emerging/non-traditional risks. This
view is based on an incomplete understanding of how ESG issues have affected
companies. Some of the biggest issues facing companies today, such as tech-
nological disruption, workforce issues and supply chain concerns, are linked
with environmental and social factors.”*

Just as we've made the case for board-level oversight of ESG risks in Chap.
4, it is essential that such risks, along with new digital and other technology
risks, are fully integrated into the company’s core risk management systems
and not relegated to a “sustainability” or corporate responsibility management
silo. This requires ownership of these risks by top executives, business units
and operational leaders and their systematic review as part of risk tolerance
and appetite discussions, enterprise risk management processes, business
planning and budgeting processes and key business development activities,
from R&D to mergers and acquisitions. As outlined in Chaps. 4 and 6, the
development of public commitments and targets for managing the company’s
most material and salient ESG&D risks and public disclosure on performance
against these, underpinned by rigorous internal audits and independently
verified third-party assurance, are essential to creating sustainable enterprise
value. Investors are starting to demand it, regulators are starting to mandate it
and other stakeholders are starting to expect it.

In terms of mainstreaming ESG&D issues into enterprise risk manage-
ment, a useful source of guidance for companies comes from a collaboration
between COSO and the World Business Council for Sustainable Development
(WBCSD). COSO is a voluntary private sector organization dedicated to
developing comprehensive frameworks and guidance to companies on inter-
nal control, enterprise risk management and fraud deterrence. It is jointly
sponsored by the American Accounting Association, the American Institute
of Certified Public Accountants, Financial Executives International, the
Institute of Management Accountants and the Institute of Internal Auditors.
In 2018, COSO and WBCSD published “Enterprise Risk Management:
Applying Enterprise Risk Management to Environmental, Social and
Governance-Related Risks.”*
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They adapt COSO’s well-established Enterprise Risk Management
Framework and provide companies guidance on how to integrate ESG risks
in the following five areas:

1. Governance and culture for ESG-related risks

2. Strategy and objective-setting for ESG-related risks

3. Performance for ESG-related risks—including identifying risk, assessing
and prioritizing risk, and implementing a risk response

4. Review and revision for ESG-related risks

5. Information, communication and reporting for ESG-related risks*

In addition to implementing this or a similar process throughout the com-
pany, some leading companies are also providing public information on their
ESG&D and wider enterprise risk management frameworks, including the
executives who have ownership and accountability for managing material
risks within the senior leadership team. These frameworks are being published
in a variety of channels, for example, through annual reports, proxy state-
ments, sustainability reports and dedicated website pages to cover controver-
sies that the company is facing.

5.2.3 Commit to Dynamic Reviews and Stress-Testing
of Risks

Linked to the above is the need for ongoing review and stress-testing of
ESG&D risks and, where needed, adaptation of priorities. The sheer com-
plexity and dynamism of today’s operating environment for companies, espe-
cially those with a global footprint, cannot be over-emphasized. This was the
case even before the COVID-19 pandemic and the rising impacts of climate
change, inequality and injustice that have dominated headlines in countries
around the world in recent years. These developments have put risks to people
and human rights or the “S” in ESG in the spotlight as rarely before. At the
same time, they have reminded us that the “E” risks have not gone away and
in many cases have continued to accelerate and intensify, most notably in the
context of the climate crisis. And, as corruption and other governance chal-
lenges have continued to be a problem in the face of political tensions in many
countries, nationalism and public revenue seeking, and the need for massive
government recovery and stimulus packages, the “G” remains as important as
ever. Not to mention the dramatic acceleration of digital platforms and their
influence on business operations, people’s lives and politics, all of which have
ramped up data stewardship or “D” risk management challenges.
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An August 2020 governance newsletter from PwC, drawing on research by
Intelligize, captured the dynamism and challenge of the current risk environ-
ment for companies. It noted, “In a testament to the COVID-19 pandemic’s
disruptive influence on business, Intelligize has found that 1,366 companies
included risk factors related to ‘health epidemics and diseases’ on their Form
10-K in 2020. That’s up 619% from 190 companies last year. No other risk
factor that the firm examined increased by more than 15%. The remainder of
the top five fastest-growing risk factors include: international trade restric-
tions and protectionism (+13.8%); natural disasters, climate change, and
extreme weather (+11.4%); anti-corruption law (+10.3%); and employee
misconduct (+10.1%).”% Almost every one of these increased risk factors is
related to ESG&D issues.

Given this level of dynamism and complexity, alongside the long-standing
trends outlined in Chap. 2, business leaders must be constantly reviewing and
stress-testing their approach to risk management and be agile and adaptive in
managing ESG&D risks. A one-off materiality analysis every few years and
once a year updates of ESG&D risk registers and risk heat maps are no longer
sufficient.

5.2.4 Leverage Technology to Improve Risk Management:
And Manage the Risks of Technology

Technology is another increasingly valuable tool to improve the identification
and management of ESG&D risks. The use of Al and data analytics can be
especially valuable in helping companies to:

* Assess and manage their environmental risks, through a variety of surveil-
lance and drone technologies.

* Scrape data from social media and other platforms for patterns and diverse
insights on current and emerging issues, trends and views of the company.

* Strengthen integrity and compliance systems within the company.

In the case of integrity and compliance, for example, research by members
of the World Economic Forum’s Global Future Council on Transparency and
Anti-Corruption concludes that tech is one of the most promising drivers of
integrity. They state, “Data-driven, tech-based anti-corruption solutions are
rapidly expanding in sophistication and potential. The transparency they
enable is critical for anchoring confidence in business and restoring trust in
government. Tech innovations, powered by data and behavioural insight, are
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disrupting corruption risks and boosting integrity systems. They are accelerat-
ing new forms of accountability based on the smarter exploitation of big data
and fostering new public-private partnerships for integrity. In the digital era,
data has become a critical asset for integrity actors to detect and deter fraud
risks, complex networks and corrupt practices.”*

There are numerous ways companies can use digital technology to better
identify and manage risks. At the same time, this technology—both the ana-
lytical capabilities and platforms and the privacy and use of the data that pow-
ers them—is obviously in itself a rapidly growing source of ESG&D risk. As
we outlined in Chap. 3, it is a material risk to the company, most notably in
terms of cybersecurity, and at the same time, it poses a combination of risks
to human rights and the environment. Companies increasingly need to look
at technology from all these perspectives.

Clearly, the dual impact of technology both as a solution to or mitigator of
risk and as a source of or aggregator of risk is not unique to this era. Alongside
their benefits, new technologies have always created new risks for people and
the planet—and for companies. What is unique to this time is the sheer scale
and speed of development and adoption of new technologies—life sciences
and materials technologies as well as digital ones—and the convergence
between them. This scale and speed have only increased with the COVID-19
pandemic. As such, risk managers need to simultaneously increase their use of
technology to better identify and manage ESG&D risks while managing the
additional risks caused by using the technology itself.

5.2.5 Address Both Acute Risks and Broader Business
Model or Systemic Risks

Another challenge that companies need to grapple with is balancing the allo-
cation of resources for risk management between addressing location-specific,
short-term or acute risks—such as those that may have a negative impact on
a particular business unit or location and negative impacts on people and the
environment in the communities or localities surrounding those operations—
and addressing and building resilience to more chronic or systemic risks and
shocks. As we outlined in Chap. 3, both acute and systemic risks, crises and
shocks are on the rise. Large companies particularly, which are exposed in
hundreds of locations and contexts, need to be effective at identifying and
managing this full range of risks and building resilience at all levels.

A different but related systemic risk challenge is the fact that to date most
companies have managed their ESG&D-related risks from the lens of specific
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operations, projects, products and services. Relatively few have looked at or
engaged with external stakeholders on the risks they create for people and the
environment through the nature of their core business model. Examples include

the following:

* Companies paying workers below a living wage in order to deliver cheap
and convenient products and services to wealthier consumers, often on the
same day they were ordered in the case of e-commerce.

¢ Companies producing carbon-intensive products and services while setting
carbon emissions goals for their own facilities and operations—that is,
managing what the Greenhouse Gas Protocol has framed as Scopes 1 and
2 emissions but not Scope 3.

¢ Private management of water services and other essential public goods.

* Growing data privacy and ownership issues associated with the ubiquitous
and increasingly required use of digital online platforms.

Extensive work is being done in the case of climate change, which is widely
recognized both as an acute and a systemic business risk and as a major chal-
lenge associated with the business models of many companies, including but
not only those in the energy sector. The Taskforce on Climate-Related
Financial Disclosure, CDP and the Science-Based Targets Initiative are three
leading frameworks aimed at helping companies to identify, manage and
account for both the climate-related risks that they face and those that they
contribute to as a result of their business model and where and how they
operate.

Less work has been done on how to identify and manage the risks to people
and human rights caused by systemic trends and different types of business
models. This is changing, led by initiatives focused on fundamental shifts
related to the future of work and just transition, supported by a vanguard of
companies and organizations such as the ILO and international trade unions
and employer organizations. The Valuing Respect Project, led by Shift, chal-
lenges business leaders to answer the question, “Is your business wired in ways
that put people at risk?”?” As the Shift team outline, “Companies spend a lot
of time thinking about how to increase value for customers in ways that
increase profits for the company: in essence, their business model. Yet few of
them consider how the ways in which they do so can carry inherent risks for
people’s rights. Failing to see the big picture, they risk wasting time and valu-
able resources on efforts to address issues at an operational level when the
reality is they are wired for trouble.”®
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5.2.6 Combine Quantifiable Metrics and Science-Based
Targets with Qualitative Insights
and Stakeholder Surveys

Financial and operational risks and performance metrics, while increasingly com-
plex, are quantifiable. So too are most environmental risks. Social and gover-
nance risks are far less so. As stated earlier, even quantifiable risks and metrics—that
is, financial fraud, large gaps between the pay of CEOs and their workers or
environmental pollution—have a strong “people” dimension and often an impact
on people’s lives and livelihoods as well as the quality and trust of stakeholder
relations. As such, effective risk management requires a combination of strong
technical expertise with relationship management skills. It requires commonly
agreed and auditable targets and metrics as well as context-specific and “open to
interpretation” conversations and consultations. Given the range and complexity
of ESG&D risk factors in today’s world, it requires well-resourced internal func-
tional experts as well as access to external guidance and capabilities.

In summary, for almost all companies, the risk management, auditing,
accounting and legal functions are more complex, more dynamic, more multi-
dimensional and more important than ever. Developing, recruiting and
retaining the best possible functional skills and capabilities are crucial. Making
sure they include ESG&D-related risk management skills and capabilities is
key. This can also be achieved by increased coordination between these func-
tions and those of human resources, health and safety and sustainability. At
the same time, ESG&D risk management, just like financial and operational
risk management, must be “owned” by senior executives, business unit heads
and operating managers, with board-level oversight. In leading companies,
the days of relegating it to a “CSR” silo are long gone.

5.3 Invest in Innovation to Drive Inclusive
and Sustainable Growth

One of the greatest opportunities for achieving sustainable enterprise value
creation lies in investments in competitive market-based solutions to address
social and environmental challenges at scale. There is an untapped opportu-
nity for business leaders to identify and invest in “Big Bets” and the highest
potential “innovation pathways” for their own company and industry—path-
ways that can develop and scale a package of new technologies, products,
services, business models and financing mechanisms that profitably serve the
public good. Every executive team should be asking themselves the set of
innovation opportunity questions outlined in Box 5.2.



Box 5.2 Business Innovations for Inclusive and Sustainable Growth

Invest in greater equity and
inclusion

Invest in environmental
conservation and regeneration

Research, develop, What are the digital,

leverage and
scale new
technologies,
products and
services

Implement and
scale new
business models
and innovative
financing
mechanisms

materials and life science
technologies—and the
products and services—
that offer the highest
potential for our own
business to be more
inclusive or that can
enable us to commercially
support other companies
to be more inclusive?

What financing and
inclusive business models
can we create to include
more low-income
producers, consumers,
workers and business
partners in our value
chain; enhance lives and
livelihoods through paying
living incomes and wages;
and improve affordability
and access of essential
goods and services, such as
food, nutrition, energy,
water, healthcare, housing,
transport and education—
or to support other
companies to meet these
goals?

Build “innovation” Who are the key

and
"accelerator”
partnerships or
system-level
platforms with
others

organizations we could
partner with—and who are
the individual champions
we need to build
relationships with to
overcome policy constraints
or market failures and to
drive large-scale impact
and systems transformation
to tackle inequality and
increase inclusion?

What are the digital, materials
and life science
technologies—and the
products and services—that
offer the highest potential
for our own business to be
more environmentally
sustainable or to sell
sustainability solutions to
other companies?

What financing mechanisms
and sustainability business
models do we need to
decrease natural resource
use; cut emissions and waste;
and deliver transformative
solutions to tackle climate
change, water insecurity,
biodiversity loss and
pollution through investing
in net-zero or net-positive
solutions and pathways—for
example, circular economy;
frugal innovation; nature-
based solutions; regenerative
business models?

Who are the key organizations
we could partner with—and
who are the individual
champions we need to build
relationships with to
overcome policy constraints
or market failures and to
drive large-scale impact and
systems transformation to
drive net-zero carbon and
nature positive solutions?

Source: Adapted from: Jane Nelson. Expanding

Opportunities and Access:

Approaches that harness markets and the private sector to create business value
and development impact. Corporate Responsibility Initiative, Harvard Kennedy
School, 2010. See also: Raj M. Desai, Hiroshi Kato, Homi Kharas and John
W. McArthur (eds). From Summits to Solutions: Innovations in implementing the
sustainable development goals. Brookings Institution, 2018
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As outlined throughout the book, companies cannot do this alone or on an
entirely voluntary basis. Substantial changes are required in public policies,
regulations and fiscal incentives. ESG&D priorities and market incentives
need to be integrated into capital markets and into the investment guidance
and decisions of institutional investors, both asset owners and asset managers.
Shifts in consumer attitudes and behaviour will also be necessary. Yet, there is
much that pioneering companies can and are achieving on their own or
through innovation partnerships and accelerators.

The untapped business opportunities of taking ambitious action are
immense. As the Business and Sustainable Development Commission con-

cluded in its 2017 flagship report, Better Business Better World,

60 sustainable and inclusive market ‘hotspots’ in just four key economic areas
could create at least US $12 trillion, worth over 10% of today’s GDP. The break-
down of the four areas and their potential values are: Energy US$ 4.3 trillion;
Cities: US$ 3.7 trillion; Food & Agriculture US$ 2.3 trillion; Health & Well-
being US$ 1.8 trillion. ‘Global Goals hot spots” identified in the report have the
potential to grow 2-3 times faster than average GDP over the next 10-15 years.
Beyond the US$ 12 trillion directly estimated, conservative analysis shows
potential for an additional US$ 8 trillion of value creation across the wider
economy if companies embed the Global Goals in their strategies. The report
also shows that factoring in the cost of externalities (negative impacts from busi-
ness activities such as carbon emissions or pollution) increases the overall value
of opportunities by almost 40%.%

The following section focuses on three broad and usually inter-related and
mutually reinforcing areas of investment and innovation that offer companies
and their stakeholders enormous potential:

* Breakthrough technologies, products and services
* Innovative business models and financing mechanisms
* Innovation partnerships and accelerator platforms

5.3.1 Breakthrough Technologies, Products and Services

Every day, there are encouraging new announcements of companies that are
developing or scaling innovative technologies, products and services that have
the potential to deliver large-scale and/or “leap-frog” solutions to delivering
more inclusive and sustainable growth. Solutions include technologies that
can help to improve people’s access to more affordable and sustainable energy,
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food, healthcare, financial services, physical infrastructure and digital services
as well as technology breakthroughs that can help to scale net-zero carbon
solutions, water security and other nature positive outcomes.

Over the past 20 years, the Massachusetts Institute of Technology (MIT)
has compiled an annual selection of the technologies that MIT’s Technology
Review team judges will make a real difference. The review avoids what it
describes as “the one-off tricks, the overhyped gadgets,” and focuses instead on
“those breakthroughs that will truly change how we live and work.”* Over the
past five years, most of the breakthrough technologies selected have high
potential relevance for solving social and environmental challenges. To achieve
scale and sustained impact, they all require leadership by individual compa-
nies, including both large-scale multinational incumbent companies and agile
technology-led start-ups, as well as partnerships between these companies,
research institutes and governments.

In 2020, WBCSD drew on MIT’s research as well as its own dialogues with
business leaders and technology and sustainability experts, to identify the fol-
lowing emerging technologies that it considers will have the greatest impact
on driving more inclusive and sustainable growth:

artificial intelligence; biosensors; brain-computer interface; connected infrastruc-
ture; digital money; digital twin; distributed ledger; edge computing; electric
vehicles; energy harvesting; genetic engineering; healthy architecture; nanomedi-
cines; next-gen robotics; plant-based meat; programmable matter; quantum
computing; small modular reactors; unmanned aerial vehicles; and 3D-Printing.*!

The application and scaling of these technologies are resulting in ESG&D-
related opportunities and risks for almost all companies, not only those that
have developed or commercialized them. Companies that aspire to create sus-
tainable enterprise value should assess the potential of these and other new
technologies either to improve the company’s own ESG&D performance or
to commercially develop new products, services and business models that can
help the company to simultaneously meet customer needs and address social
or environmental challenges.

5.3.2 Innovative Business Models
and Financing Mechanisms

Innovative business models and financing mechanisms are usually essential
for developing and scaling new technologies, products and services. A grow-
ing number of companies are changing or enhancing their business models to
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mitigate or decrease certain ESG&D risks and costs or to create new markets
and opportunities that are more inclusive and sustainable in terms of their
impact on people and on the environment. Examples include:

¢ Circular economy and frugal business models that are aimed at develop-
ing more lean or circular, closed-loop production processes and indus-
trial design.

* Restorative or regenerative business models that not only aim to mini-
mize resources used in sourcing, creating and developing products and ser-
vices, but also aim to put more back into the system than they take out,
essentially restoring or renewing systems and different types of social,
human and natural capital and building long-term resilience.

* Inclusive business models that explicitly aim to include low-income pro-
ducers, workers, business partners and consumers in corporate value chains
with the aim of improving supplier, distributor and retailer incomes and
livelihoods and/or improving the affordability and accessibility of essential
products and services to low-income consumers or to smallholder farmers
and small- or micro-enterprises.

* Sustainable infrastructure and digitally enabled technology platforms
that can drive large-scale environmental or social impact beyond what an
individual company or business model can achieve on its own. These can
also include approaches that are regenerative or restorative, with the poten-
tial to deliver net-positive outcomes rather than only mitigate nega-
tive impacts.

* Shared use, subscription and omni-channel models, aimed at using less
resources to serve more people in more flexible and inclusive ways.

Innovations in financing are also crucial. Companies and financial institu-
tions such as banks, institutional investors and insurance companies can work
individually or collectively to develop hybrid or blended financing mecha-
nisms that help to seed or scale sustainability innovations that may not ini-
tially meet traditional corporate finance or investment hurdle rates. These
mechanisms can range from internal company social and environmental ven-
ture capital funds and innovation competitions and award programmes to
external partnerships or joint, blended finance mechanisms with other private
and public sector financiers. The dramatic growth in ESG investment funds
and products is another crucially important financial ecosystem innovation.
These range from best-in-class ESG funds and thematic or sector-based funds
to green, social and sustainability bonds. Many are being created as products
by major banks, insurance companies and asset managers, others by
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companies, social entrepreneurs and foundations. Depending on the product,
they can provide retail and institutional investors opportunities to invest in
the upside potential of sustainable enterprise value creation while also provid-
ing major companies, social entrepreneurs and innovative start-ups with
access to capital that can help to fund their ESG priorities.

There are thousands of company commitments and investments emerging
in these different types of business models and financing innovations. The
following are just a few examples of commitments made in food and beverage
value chains and financial inclusion.

In 2021, PepsiCo launched a new Positive Agriculture ambition. This
includes a 2030 goal to spread regenerative farming practices across 7 million
acres (approximately equal to the company’s entire agricultural footprint).
Alongside ambitious climate action and water stewardship goals, another goal
is to measurably improve the livelihoods of more than 250,000 people in the
company’s agricultural supply chain by 2030.“> AB InBev has launched a
100+ Accelerator to fund and support innovators who can deliver break-
through advances in farmer productivity, water stewardship, product upcy-
cling, responsible sourcing and green logistics.*> Cargill has set a public goal
to provide training on sustainable agricultural practices and improve access to
markets for 10 million farmers by 2030.% As one of the goals in its sustainable
growth strategy launched in 2020, Unilever aims to help 5 million small and
micro-enterprises in the company’s retail value chain to grow their business
through access to skills, finance and technology by 2025.# As part of its
broader commitment to connect 1 billion people to the digital economy by
2025, Mastercard is working with Unilever and other companies, govern-
ments and non-profit organizations through the Mastercard Farmer Network
(MEFN), which digitizes marketplaces, payments, workflows and farmer finan-
cial histories within the agriculture sector. Also focused on financial inclu-
sion, VISA has made public commitments to digitally enable 50 million small
and micro-businesses worldwide by 2023 and provide 500 million unbanked/
underserved people access to digital payment accounts by 2020, a goal that
was met and continues.” And through its 5by20° initiative launched in 2010
to enable the economic empowerment of 5 million women entrepreneurs
along its value chain, by 2020, the Coca-Cola Company had reached some 6
million women.*

These examples and others like them share common lessons:

* In all cases, senior executives have been strong champions. They have set
ambitious, time-bound and public goals, and they have empowered their
business unit leaders and employees to take scalable action.
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* All the companies are leveraging innovative technologies and other capa-
bilities through their core business operations and value chains. They are
also participating in innovative financing and implementation partnerships
to achieve these goals.

* In each case, they are doing so in a manner that intentionally aims to create
tangible and intangible business benefits and value for the company as well
as higher incomes and development impact for identifiable groups of stake-
holders in their business ecosystem.

* In the case of all the companies profiled, this is already a second round of
ambitious, time-bounded goal setting. They recognize the importance of
making a long-term commitment while also setting shorter-term mile-
stones, supported by measurable targets.

¢ 'They are constantly learning from mistakes and failures, often relying on
independent evaluations, and adapting and raising the bar as they
move forward.

5.3.3 Innovation Coalitions and Accelerator Platforms

While a vanguard of corporate leaders is proactively moving ahead on an indi-
vidual basis to harness sustainability innovations as a driver of competitive
advantage, there are still insufficient public policies or market incentives for
most companies to act. As outlined in more detail in Chap. 7, one way of
addressing these gaps is for a group of progressive leadership companies in
each industry sector or location to collaborate on setting ambitious shared
goals for social and environmental objectives, to advocate for policy reforms
and sometimes to partner on R&D and building markets while continuing to
compete when it comes to the actual delivery of those goals.

Accelerator platforms can be particularly important in helping to fund and
accelerate the research and development of essential medicines, such as vac-
cines, as well as breakthrough environmental technologies. The urgency and
scale of both the climate crisis and the COVID-19 pandemic have been par-
ticularly important drivers of rapid innovation partnerships between compa-
nies, governments, research institutes and other stakeholders. One example is
Breakthrough Energy. This is a coalition of private investors created in 2015
by Bill Gates and working in certain cases with governments to invest in and
scale innovations and advocate for policies that will support the transition to
net-zero carbon emissions, with a focus on key sectors that produce the most
greenhouse gases such as electricity and heat production, transportation, agri-
culture, manufacturing and buildings. As Gates comments, “More than
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anything, we will succeed because of the network of partners we bring to this
effort. The investors, philanthropists, corporate and policy leaders who are
part of the Breakthrough Energy ecosystem—it will take all of us to compel
the major market changes we need to create the future we want for the world.”*

The ground-breaking public-private-academic and philanthropic partner-
ships that have rapidly leveraged innovative technologies, new financing
mechanisms and non-traditional business models to develop, manufacture
and distribute COVID-19 vaccines, tests, treatments and personal protection
equipment continues to be a remarkable and historic work in progress.
Vaccine development particularly has been a triumph of science and technol-
ogy combined with adaptive regulatory frameworks, public, private and phil-
anthropic funding, and widespread public health messaging and government
and business distribution partnerships. While vaccine hesitancy remains an
obstacle in some countries and vaccine inequity in many others, due to lack
of access and affordability and challenges in financing, supply chains and
manufacturing, the speed and scale of progress has been unprecedented in
human history. Innovation and collaboration have been multifaceted. It
has ranged from major public and private vaccine developers such as
AstraZeneca and Oxford University, Johnson & Johnson, Moderna, Pfizer and
BioNTech, Sinopharm and Sinovac to emerging vaccine manufacturers in the
Global South. It has included major logistics companies and retailers as well
as companies establishing vaccine mandates for their employees. Some of the
innovative new models and alliances developed and the lessons learned will
continue to be crucial, not only in beating the pandemic, but also in address-
ing other large-scale and complex global challenges.

In summary, today, there are literally thousands of high potential value-
creating innovation examples from different companies and industry sectors,
and they continue to grow in number and impact. Some are already delivering
solutions for more inclusive and sustainable growth at scale reaching millions
of people or having a substantial impact on cutting carbon emissions and
improving other global and national environmental outcomes. Yet, they only
scratch the surface on what is both possible and potentially profitable for busi-
ness and what is urgently needed to improve people’s lives and protect the
planet. To move forward at the speed and scale that are required, more busi-
ness leaders need to set ambitious goals backed by rigorous data and their core
business capabilities. They also need to leverage the reach and capabilities of
stakeholder partnerships. As illustrated in Chap. 7, large companies and tech-
nology leaders will have a particularly important role in driving industry-wide
transformation and building an ecosystem of innovation partnerships, rang-
ing from specific, on the ground projects to large-scale collective platforms.
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5.4 Promote Employee Well-being, Talent,
Diversity and Participation

Even in an era of massive growth in automation and digitization, companies
succeed or fail based largely on the talent, skills, capabilities, productivity,
teamwork, vision and creativity of the people who work in them as managers
and employees, and of the people who work with them as joint venture part-
ners, contractors, suppliers, distributors and so on. The ability of executive
teams to motivate and orchestrate all these people—numbering thousands in
large companies—is a more essential leadership skill than it has ever been.

As outlined in Chaps. 2 and 3, the growing importance of intangible drivers
of value creation, most of which derive from the creativity, skills and connec-
tivity of people, together with the emergence of a new generation of more digi-
tally connected and socially aware employees, have markedly increased both
the importance and the challenge of attracting, recruiting and retaining the
best talent. In today’s world, companies need people who are not only techni-
cally qualified for the job at hand, but also diverse in background and perspec-
tive, emotionally intelligent and able to be flexible and adaptive in what is
much less of a “command and control structure” than was traditionally the case.

The urgency and the strategic importance of putting people at the centre
have grown dramatically because of the COVID-19 pandemic. The most
important focus has justifiably been on the need to put people’s health and
safety first, addressing both physical and mental well-being while managing
the acceleration of new models of online and hybrid working and, in many
companies, dealing responsibly and humanely with furloughs and job losses.

At the same time, the pandemic has further highlighted inequality in remu-
neration between corporate executives and their employees in many coun-
tries. This is especially the case with respect to essential workers in health,
food production, manufacturing, logistics and retail, many of whom have
faced substantial health and safety risks when working during the pandemic
and yet struggle to earn a living wage while their senior executives earn multi-
million-dollar packages.

Prior to the pandemic, research by the Economic Policy Institute, found
that average CEO compensation in the US surged 14% in 2019 to US $21.3
million, with CEOs now earning 320 times as much as a typical worker in
their company (compared to a ratio of 60-to-1 in 1989 and 21-to-1 in 1965).°
Compensation inequality in corporate workplaces has combined with the
reckoning around racial and other forms of inequality. There is growing rec-
ognition in many C-suites that these are valid concerns among the company’s
own employees, in addition to being a major concern in society more broadly.



172 R. Samans and J. Nelson

In addition, the acceleration towards digitization and a low-carbon econ-
omy means that large numbers of current formal jobs will disappear.
Managing this transition at the firm level will require a combination of
retraining and restructuring to invest in people who will still have jobs in the
company and its value chain while also supporting those who are losing their
jobs to make a transition. At a broader system-level, large companies and
their leaders will need to consider what roles they should and can play in sup-
porting initiatives and policies to improve education and training and
to ensure a just transition.

Some of the emerging priorities and good practices in terms of putting
people at the centre include the following™":

* Respect—first and foremost is the corporate responsibility to respect peo-
ple’s rights and dignity. This includes but goes beyond employees and con-
tractors who work directly for or with the company. Many more companies
need to endorse the UN Guiding Principles on Business and Human
Rights and implement human rights policies and due diligence processes,
effective grievance mechanisms and access to remedy for people whose
rights are negatively impacted by the company’s activities. This includes
respecting the letter and spirit of labour standards and taking concrete steps
to improve employee diversity, equity and inclusion.

* Empower—second, companies should be proactively supporting employee
well-being more broadly—their physical, mental, financial and social well-
being, through paying a living wage; providing health, sick leave and other
benefits; investing in personal and professional development opportunities;
promoting diversity and inclusion; supporting employee affinity and busi-
ness resource groups; and exploring mechanisms to increase employee
engagement and participation in decision-making.

e Advocate—third, senior executives should decide when and how to
engage in policy dialogue, advocacy and lobbying to address systemic
obstacles to employee health, safety, well-being and incomes. At a mini-
mum, they should ensure that their government relations and trade asso-
ciations are not undermining the foundations of employees™ rights and
well-being.

The following section looks at some tools and good practice examples in
several of these areas.
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5.4.1 Invest in Integrated Employee Health, Safety
and Well-being

There is long-standing experience on the management systems and vital
behaviours that companies can implement to safeguard and improve the
occupational health and safety of their employees, especially in higher-risk
sectors. In the past decade, there has also been increased action around the
concept of employee well-being more broadly. In many companies this is still
focused mainly on physical health and safety in the workplace. Leading com-
panies are extending the concept of employee health and well-being to also
include mental and emotional health and the financial and social well-being
of their employees.

In 2020, the World Economic Forum in collaboration with Willis Towers
Watson published a set of Workforce Principles for the Covid-19 Pandemic. The
authors noted, “The four dimensions of employee wellbeing—physical, emo-
tional, financial and social—are at the centre of the employee experience and
essential to an engaged and productive workforce in normal times. During a
pandemic, wellbeing assumes a new urgency. An employer’s actions in sup-
porting wellbeing are critical to building and sustaining workforce resiliency
and sending the message that employees matter”.>*

In 2020, the Global Reporting Initiative took a similar holistic and inte-
grated approach and published a set of Guiding Principles to Establish a Culture
of Health for Business.>® This explores the links between employee health out-
comes and business outcomes and provides a framework for companies to
benchmark practices for achieving a culture of health through their strategy,
policies and benefits, workforce and operations, and community engagement
activities.

5.4.2 Make Employee Diversity, Equity and Inclusion
a Strategic Priority

Momentum on workplace diversity, equity and inclusion has grown substan-
tially over the past decade from being primarily a compliance-driven issue
focused on non-discrimination, although such compliance with laws and
standards remains essential, to become a strategic issue of central importance
to business competitiveness. In addition to action from employees, the issue
has risen up the agenda of regulators and investors in many countries.
Competitive benchmarks and business leadership networks have also been
established to drive a “race to the top,” especially in the areas of corporate
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performance on gender, LGBTQ+, racial, religious and disability diversity
and inclusion.

Yet, few companies reflect the diversity of the customers they serve and the
communities where they operate, especially in their senior leadership ranks.
Progress made on board-level diversity, with respect to gender, has not been
matched in the C-suite. Racial and other forms of diversity lag even further
behind. Diverse intakes for starting positions, both professional and voca-
tional, tend to become increasingly less diverse as people move up the career
ladder. As has been well documented, the reasons are a mix of workplace and
external cultures, structures and incentives as well as individual behaviours
and attitudes.

The companies that are making the most progress share some common

features®:

* Tone from the top: The tone, style and depth of individual leadership from
the top—not only the CEO or the head of human resources, but the board,
full senior leadership team and key operational leaders.

* Credibility of culture and management systems: The strength and credi-
bility of the norms, behaviours, policies and programmes in place and the
specific targets set for improving diversity and inclusion—including a clear
demonstration that managers are held accountable for meeting them.

* Energy from employees: Employee-led action, whether through formal
representative bodies such as trade unions and works councils or more
informal employee affinity networks and business resource groups and
increasingly “activism” from younger employees.

There is a growing body of academic research and practitioner guidance on
how companies can develop credible policies, management systems and pro-
grammes to increase diversity, equity and inclusion. One example is the
5-Point Paradigm for Parity Roadmap, summarized in Box 5.3. Although
focused on gender diversity, its five-point action plan can be applied to driv-
ing diversity and inclusion more broadly.”

5.4.3 Invest in Employees’ Skills and Opportunities

A research report by Institute for the Future and Dell Technologies, 7he Next
Era of Human/Machine Partnerships, predicted that “85% of the jobs that will
exist in 2030 haven’t even been invented yet.” They identify the following
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Box 5.3 The Paradigm for Parity 5-Point Action Plan

The Paradigm for Parity Coalition was launched in 2016 by a small leadership
group of corporate board directors and CEOs, who believe that insufficient
progress has been made in achieving gender parity in executive leadership
teams and boards of directors. Drawing on their collective experience, they
developed a practical and actionable 5-point action plan. Today, Paradigm for
Parity is a coalition of CEOs, senior executives, founders, board members and
business academics with the vision of “achieving a new norm in the business
world: one in which women and men have equal power, status and opportu-
nity. Our ultimate goal is to achieve full gender parity by 2030, with a near-
term goal of women holding at least 30% of senior roles.”*® More than 120
companies have made commitments to implementing the 5-Point Action Plan
and to reporting on their progress and sharing good practice examples and
lessons learned. They include Accenture, Bank of America, Newmont, Walmart,
Cargill, Sodexo, the Coca-Cola Company and VF Corporation, to name
just a few.

The 5-Point Action Plan is as follows:

Minimize or Eliminate Unconscious Bias. Initiate unconscious bias training for
everyone. Engage men and women at all levels, starting with the CEO and
senior leadership. Ensure that your company leaders comprehend, own and
address the conscious and unconscious biases that prevent women from
succeeding.

Significantly Increase the Number of Women in Senior Operating Roles. Make
full gender parity (50/50) your ultimate goal. As an immediate goal, don't allow
a single gender to account for more than 70% of any leadership level, from the
Executive Management Group downward.

Measure Targets at Every Level and Communicate Progress and Results
Regularly. Set measurable goals and hold yourself and your senior team
accountable. Communicate results to your wider organization and board.
Expect meaningful progress each year, with the aim of parity by 2030. Work
with investors as they increase the pressure to measure and monitor diversity
progress. Share statistics with other CEOs and consider publishing results
over time.

Base Career Progress on Business Results and Performance, Not on Presence.
Give women and men control over where and how they work, whenever possi-
ble. Acknowledge the needs and expectations of millennials, an important tal-
ent pool. Find ways to work more flexibly to meet the needs of all employees.
Create cultural change so that working flexibly is embraced and not an under-
used and over-talked about benefit.

Identify Women of Potential and Give Them Sponsors, as well as Mentors.
Bust the myth of meritocracy in your corporation, since it probably does not
exist. Women need career sponsors and access to networks of influence. Men,
who are still the majority of leadership, have a critical role to play in advocating
for women, both internally and in the wider corporate world. Look for the best
within your organization and help them.

Source: Paradigm for Parity



176 R. Samans and J. Nelson

individual skills and traits that will be needed for the future, illustrating a
challenging combination of both technical skills and interpersonal or social
skills and awareness®”:

* Contextualized intelligence: nuanced understanding of culture, society,
business and people.

* Entrepreneurial mindset: applying creativity, learning agility and an
enterprising attitude to find workarounds and circumvent constraints.

* Personal brand cultivation: a searchable and favourable digital identity as
basic work hygiene.

* Automation literacy: the nimble ability to integrate lightweight automa-
tion tools into one’s own work and home life.

* Computational sensemaking: ability to derive meaning from blended
machine and human-based outputs.

The transition towards a digital economy, digital workplaces and new types
of work and jobs has accelerated and scaled due to the COVID-19 pandemic
and these traits and skills are more important than ever. In terms of creating
shared value and managing shared risks, there is a growing imperative for
companies to invest in skills development and other professional opportuni-
ties for their employees. Even in times when training budgets are tight for
many companies, there are opportunities to harness online training and pro-
fessional qualification options to increase productivity, competitiveness and
employability. Each company should be reviewing its human resource and
talent development strategies and exploring ways to increase the agility and
reach of these programmes for as many employees as feasible.

For companies that are having to cut jobs, there is potential to provide
online learning and training support as part of the transition that former
employees will have to make. This is also an area where companies can lever-
age online learning platforms to support skills development and job matching
programmes beyond their own company through their community invest-
ment and corporate citizenship programmes.

5.4.4 Enable Employee Engagement and Participation

Effective employee engagement and participation requires an ecosystem of
different mechanisms that can provide employees with greater voice, partici-
pation and influence in the company’s strategy, operations and financial
success.
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Many companies around the world support a range of employee engage-
ment mechanisms aimed at providing employees with grievance mechanisms
and opportunities to provide feedback to management and to engage in per-
sonal development and volunteering activities beyond their immediate job.
These include:

* Whistle-blowing, ethics solutions tools and other types of grievance
mechanisms

* Employee surveys and feedback mechanisms

* Online and in-person training and personal development and well-
being options

¢ Affinity networks or business resource groups

* Matched-giving and employee volunteering programmes

Another area of employee engagement and participation that is gaining
increased attention in the context of stakeholder capitalism is employee rep-
resentation in strategic decision-making, including on corporate boards. This
is the norm in certain European countries, which have two-tier supervisory
and management board structures. This approach, along with the role of
Works Councils, ensures that employees have a legal voice in major company
deliberations and decision-making. Several initiatives are underway in the US
to promote a similar approach, such as the Aspen Institute’s Ideas Lab on
Worker Voice in the Boardroom.*®

Employee share ownership models are also receiving a refreshed impetus as
a response to the debate on stakeholder capitalism and to the growing income
and asset inequality between owners of capital and labour. As the National

Center for Employee Ownership (NCEO) in the US outlines,

Employee ownership is a broad concept that can take many forms, ranging from
simple grants of shares to highly structured plans. The most common form of
employee ownership in the U.S. is the employee stock ownership plan (ESOP),
a highly tax-advantaged plan in which employees own shares through a trust
funded by the company. Other forms of employee ownership include
stock options, stock grants, synthetic equity (granting the right to the value of
shares but not the shares themselves), worker cooperatives, and employee own-
ership trusts.”

Worker and customer cooperatives are a long-standing model, but small in
terms of their size and number. Of greater relevance and potential are oppor-
tunities for employees to own shares in the companies where they work, and
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NCEO estimates that some 6500 US-based companies have ESOP pro-
grammes. All companies should review the options for their employees to
have a share in the company’s profits beyond their base salary while recogniz-
ing some of the risks associated with share ownership, especially if over-reliant
on the performance of one company.

The existence of trade unions and collective bargaining remains an impor-
tant mechanism for employees or their representative bodies to protect work-
ers rights and employee interests on issues such as human rights, health and
safety, compensation and benefits, training and jobs. A few leading compa-
nies, mostly from Europe, have signed global framework agreements with
relevant trade unions to achieve a more consistent and fair approach in their

supply chains around the world. Box 5.4 illustrates the example of
IndustriALL Global.

Box 5.4 IndustriALL Global Union and Multinational Company Global
Framework Agreements

Millions of workers around the world who are part of corporate supply chains
work excessive hours, face harassment and discrimination and earn less than a
living wage, especially women and workers in countries where regulatory frame-
works and oversight of labour rights are weak. IndustriALL Global Union is one
example of a trade union engaging strategically with individual companies to
improve the working conditions of some 50 million workers in the mining,
energy and manufacturing sectors in 140 countries.®® Among other tools that it
utilizes to improve working conditions along global supply chains, IndustriALL
negotiates Global Framework Agreements (GFAs) with multinational corpora-
tions on behalf of local trade unions.

By signing a GFA, a company commits to requiring their operations and suppli-
ers to comply with the International Labour Organization’s (ILO’s) guidelines and
uphold international standards for workers' rights, health, safety, equal treat-
ment and environmental practices. IndustriALL's local union partners are also
given access to company operating sites and engagement with local workers.
Additionally, the GFA creates mechanisms for dispute resolution and dialogue
between unions and the company, providing workers with the opportunity to
negotiate directly with their employers. As of mid-2021, IndustriALL has signed
nearly 50 GFAs, mostly with European headquartered companies, related to
health and safety, wages, freedom of expression, collective bargaining, mater-
nity leave and sexual harassment. There is a need for many more similar agree-
ments. Examples of signatory companies include Siemens, Unilever, H&M, Total,
Engie and Ford.
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5.5 Establish Robust and Accountable
Mechanisms for External
Stakeholder Engagement

As has been argued throughout the book, systematic and ongoing engage-
ment with external stakeholders is key to creating sustainable enterprise value.
Many companies now undertake a structured process to identify and map
their key stakeholders and have established mechanisms for engaging with
them on a regular basis.

One of the models that is being used by a growing number of leading com-
panies is the creation of external advisory councils that engage on a regular
basis with senior management and sometimes board directors. Box 5.5 pro-
vides examples of seven of these councils from different industry sectors. In
addition to having such councils at a corporate level, some companies are
establishing them at a country level or a site-based community level or to
address specific sustainability, digital or geopolitical challenges. As expecta-
tions continue to grow on how individual firms are delivering on their com-
mitment to stakeholder capitalism, the use of such advisory councils offers
one model to making external stakeholder engagement more systematic.

Box 5.5 Examples of External Stakeholder Advisory Councils
and Panels

A growing number of the companies that have implemented sustainable enter-
prise value creation strategies, which explicitly integrate ESG&D priorities into
core business activities, have also established external stakeholder advisory coun-
cils. While these councils vary in terms of size and mandate, they are usually com-
posed of a combination of independent practitioners, academics and thought
leaders who meet on a regular basis with company leaders, serving as “critical
friends” who can challenge and support the company in achieving more ambi-
tious sustainability goals. The following seven examples briefly illustrate different
models that have been implemented in diverse companies and industry sectors.
Abbott’s Global Citizenship Advisory Council has engaged with the company for
over a decade on a wide range of global health, community and environmental
issues. Members meet several times a year with company executives and func-
tional subject matter experts to review key priorities, emerging issues and stake-
holder expectations. In 2019 and 2020, the advisory council was part of a
comprehensive process of internal consultations and external stakeholder engage-
ment to develop the company’s 2030 Sustainability Plan and ensure its strategic
alignment with the corporate strategy. Spearheaded by the CEO, business unit
leaders and functional experts formed internal working groups to identify aspira-
tional goals and pathways to operationalize them. At different stages in the pro-
cess, specific goals and initiatives were tested and debated with members of the

(continued)
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Box 5.5 (continued)

advisory council, in addition to other external experts in public health and ESG. The
top strategic priority identified through this process was to “Innovate for Access
and Affordability,” with a focus on making access and affordability core to new
product innovation, transforming care for chronic disease, malnutrition and infec-
tious diseases, and advancing health equity through partnership.

Bank of America has a long-standing National Community Advisory Council
(NCACQ) consisting of practitioners and scholars in civil rights, consumer rights,
consumer finance policy issues, financial inclusion, community development
finance, economic development, equity, climate change and strategic corporate
responsibility and ESG issues. Established in 2005, the council is convened at
semi-annual meetings each year, in addition to selected members participating
in ad hoc meetings and deeper dives to focus on specific issues. Regular dia-
logues are scheduled with the bank’s chair and CEO, vice-chair, business line
leaders, functional executives and relevant board directors, with topics ranging
from the bank’s business policies, practices and products directly relevant to its
employees, clients and host communities to its engagement in public policy dia-
logue, philanthropy and research. Members also participate in site visits and
meetings with local community partners. During and between meetings, they
engage proactively with the bank’s executives to address material ESG risks and
opportunities. As one example of the collaboration, the NCAC is credited with
advising the bank on strengthening its engagement with lower-income custom-
ers, including the development of products and tools such as Advantage
SafeBalance Banking®, Affordable Loan Solution™ and Better Money Habits™.

BASF's Stakeholder Advisory Council was established in 2013, but it built on les-
sons from a previous Sustainability Advisory Council that was created in 2001 and
chaired by one of the company’s board members. The Council meets annually with
the company’s Board of Executive Directors and is chaired by the Chairman of
BASF's Board. The company reports that topics discussed in previous meetings have
included “corporate strategy and targets, responsibility in the supply chain, climate
change, human rights, the impact of externalities and the challenge of renewable
raw materials.”®' In 2020, the company established an additional independent advi-
sory structure, its Human Rights Council. This is chaired by the company’s Chief
Compliance Officer and attended by people from the corporate sustainability and
legal teams as well as operations andprocurement managers on an as needed basis.
In 2019, the company published a Position on Human Rights, which was developed
with an external human rights expert and approved by the company’s Board of
Executive Directors. Like many other manufacturing and chemical companies, BASF
also has a long-standing practice of establishing Community Advisory Panels to
strengthen dialogue around its larger production sites.

Dow'’s Sustainability External Advisory Council (SEAC) is one of the longest-
term examples of a continuously operating council of this nature, having been
established in 1992.2Among other areas of influence, the council has played a
key role in supporting the company in the development of its 2015 and 2025
public Sustainability Goals. As an illustration of the company’s growing focus on
sustainable value creation, in 2021, Dow reported that 80% of its R&D projects
now focus on climate protection, the circular economy and safer materials, and
48% of the company’s 2020 sales were from products explicitly addressing world
challenges.®® SEAC is chaired by the company’s Chief Sustainability Officer and
apart from the chair, composed of external experts with social and environmen-
tal experience in non-governmental organizations, academia, government and

(continued)
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Box 5.5 (continued)

the private sector. The council’s mandate includes providing advice on integra-
tion of ESG issues into overall corporate strategy and portfolio, next-generation
sustainability goals, public affairs and stakeholder engagement, and an external
perspective on emerging trends and externalities. Dow has also established
Community Advisory Panels around many of its manufacturing sites in the US
and other countries, as part of an ongoing effort to strengthen engagement and
trust with local community leaders.

Griffith Foods is a private, family-owned company that has made a strategic
commitment to sustainability through its corporate purpose, “We Blend Care
and Creativity to Nourish the World."”% The company’s external Sustainability
Advisory Council worked closely with its management team and board of direc-
tors to develop an ambitious Sustainability Plan and set of aspirational goals
aligned directly with the company’s corporate strategy. Targeted working groups
consisting of relevant company executives, board directors and advisors, worked
together between meetings to identify key risks, opportunities and priorities in
the areas of health and nutrition, sustainable sourcing, employee well-being and
fulfilment and climate action. These formed the basis of a jointly developed
Sustainability Plan and a set of business Big Bets and venturing initiatives focused
on putting sustainable value creation at the heart of the company’s corporate
strategy and a key pillar of its engagement with customers in the food industry,
which include some of the world’s major food brands and retailers.

Nestlé was one of the corporate pioneers in coining the term “Creating Shared
Value” (CSV). The company identified priority areas of action that were material
to its business, salient to people and the planet, and where it felt it could have
the greatest impact and influence in achieving sustained and scalable outcomes.
In 20009, it established an external Creating Shared Value Council. This body has
a mandate to advise the company’s executive team and board on “the sound
development of long-term sustainability and positive social and economic
impacts of the CSV business strategy.”®®> The council also serves as the judging
panel for the company’s annual CSV Award, which recognizes high potential
andscalable social entrepreneurs and innovators. The council’s members have
expertise spanning corporate social responsibility, strategy, sustainability, nutri-
tion, water and rural development. The Chair of the Board of Directors’
Sustainability Committee also participates in Council meetings.

Newmont has established a number of advisory councils and independent
review bodies to help improve its sustainability performance. In 2009, for exam-
ple, in response to a group of socially responsible investors, the company’s Board
of Directors created a Community Relations Review Panel that undertook a com-
prehensive assessment of both corporate and site-level approaches to managing
community relations and social licence to operate, reporting back directly to the
board. More recently, in 2020, the company established an Advisory Council on
Indigenous Community Relations to advise it on strengthening relationships and
building trust with indigenous peoples. The council provides advice to the com-
pany’s Safety and Sustainability board committee and to the sustainability team.
The company has also established country-level advisory councils to advise
regional and local management teams on location-specific economic, environ-
mental, social and political trends and issues. In key technical areas, it has estab-
lished external technical review boards to provide an additional layer of review
and evaluation on key risks and opportunities.
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One of the most important challenges that companies are facing in terms
of building more trusted and effective stakeholder relations is how to enhance
their external transparency and accountability related to their performance on
managing ESG&D risks and opportunities. The greatest pressure for this is
coming from regulators and investors, but other stakeholder groups are also
focused on this aspect of business responsibility and value creation. Some of
the actions that leading companies are taking to improve and standardize
their corporate reporting and accountability are reviewed in Chap. 6.
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6

Corporate Reporting and Accountability

The two previous chapters have argued that in order to faithfully implement the
principles of stakeholder capitalism a board and its executive team must rigor-
ously integrate non-financial and intangible aspects of corporate performance
into their firm’s strategy and management practices. There is a strong business
case for doing so; these factors are increasingly material to enterprise value cre-
ation and resilience in today’s more technologically disruptive, environmentally
constrained, socially fragile and geopolitically uncertain business context.

Integrated reporting goes hand in hand with such integrated corporate gov-
ernance. Integrated information and communication, which is to say routine
data collection and reporting of material non-financial and intangible aspects
of corporate performance for internal as well as external consumption, is both
the starting point and concrete expression of a firm’s practice of stakeholder
capitalism.

But while there has been great progress over the past decade in the develop-
ment and implementation of sustainability and other non-financial corporate
performance metrics and reporting, the field remains underdeveloped and
unfit for purpose in certain critical respects, particularly with regard to the
comparability, completeness, consistency and relevance to providers of capital
of such information.

In this chapter, we provide a practical guide for individual companies wish-
ing to navigate this complexity and apply best practice in their own reporting.
We also suggest how the business community as a whole could play a stronger
leadership role in helping to improve the overall quality and comparability of
non-financial reporting and its connection to financial reporting through the
creation of an international standard or set of standards for this purpose. A
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global sustainability reporting standard adopted by regulators that guides full
ESG&D integration into mainstream corporate reporting on a comparable
basis is ultimately what is needed to bring the resource allocation of compa-
nies, capital markets and entire economies into better alignment with the
fundamental objective of stakeholder capitalism: sustainable enterprise value
creation.

6.1 Assessing the Current State of Integrated
Corporate Information and Reporting

Non-financial and particularly sustainability-related corporate reporting has
expanded dramatically in the past two decades. However, it remains far short
of what is needed to enable stakeholder capitalism to become the dominant
mode of behaviour among companies, investors and market economies. This
is in large part because material ESG&D factors have yet to be widely and
comparably integrated into companies’ core strategies, governance processes
and corresponding communications with investors and lenders. Only when
material social and environmental externalities are systematically internalized
in capital and other resource allocation decisions, both within and across
firms, can the win-win, stronger-economy-and-society promise of stakeholder
capitalism be fully realized.

The conceptual argument for integrated reporting has been well made' and
largely won.? However, three preconditions necessary for its scaled application
remain largely unfulfilled. First, the new reality of the heightened financial
materiality of ESG&D factors has yet to be fully assimilated into the thinking
and behaviour of most directors, managers and investors. Second, even the
converted—those companies and investors that do accept the strong relevance
of these factors for business value creation—do not yet have the information
at their disposal to act on this conviction in a systematic and efficient fashion
because of serious weaknesses in the comparability and relevance of such
information in core communications with investors, especially the annual
report. Third, in the absence of these two other preconditions, neither the
magnetic pull of customary peer practice (to which managers and investors
are very susceptible) nor the brute force of specific regulatory requirements has
materialized at scale.

As a result, integrated reporting remains the exception rather than the
rule—best rather than customary practice. Surveys confirm that systematic
internalization of ESG&D considerations remains far from the dominant
paradigm in board rooms, management suites and investment committees.
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To be certain, non-financial information reporting in the form of corporate
responsibility or sustainability reports has risen remarkably in the past two
decades and has become customary practice now among large and mid-cap
firms. KPMG research in 20177 concluded that about three-quarters of the
leading 100 firms in each of 49 countries issue corporate responsibility or
sustainability reports, up from about one-fifth in 2001-2002. The global
average reporting rate is now at least 60% in each industrial sector, and nearly
half of such companies seek third-party assurance of at least some of this data.

However, integrated reports—those systematically combining financial
and so-called non-financial (sustainability, governance and certain intangible
asset) information in firms’ annual reports to investors and regulators with all
of the added CFO and board scrutiny this entails—remain at a formative
stage. Only about 22% of firms in KPMG’s most recent sample labelled their
reports as integrated reports, and the methodology used in preparing them
remains a long way from the comparability needed for effective benchmarking.

Stock exchanges have played an important role in driving reporting trends
in a positive direction. In a global survey* of 63 stock and derivatives exchanges
around the world, 84% reported encouraging or requiring ESG disclosure.
One-third encouraged or required firms to do so in an integrated fashion
within their annual report. But most exchanges that reported investor interest
in ESG disclosure said that such investor demand was limited; only 18% per-
ceived investor interest to be “extensive.” Regarding climate change, only six
exchanges (19%) included the recommendations of the Task Force on
Climate-Related Financial Disclosures in their reporting guidance; however,
56% said they planned to include it.

The trend is unmistakably in the right direction. Over the past decade,
sustainability reporting has become the norm for larger firms, and many are
beginning to contemplate the next step in this journey, namely integrating
these considerations into their core strategy, governance and reporting pro-
cesses. Indeed, a recent survey of 400 CEOs, CFOs and other C-suite execu-
tives and senior accounting professionals at large firms in over 50 countries
found that an overwhelming majority believe their companies and investors
need to shift their focus to a wider conception of value creation and that
financial and non-financial information need to be brought together to sup-
port enhanced risk management, decision-making and trust in this regard. °
But only 24% of this group have confidence that current reporting satisfacto-
rily meets the information needs of investors, and 84% of surveyed investors
said that the reason they often do not use non-financial information in their
decisions is lack of availability of comparable information among firms and
lack of consistency and assurance of the information that is available. Thus,
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for all of its movement in the right direction, the non-financial reporting
landscape remains fragmented and is producing information of limited value
to providers of capital.®

But here, too, the winds of change are blowing with increasing force. The
sharp and sudden economic contraction triggered by the COVID-19 virus
may be a turning point. It has been characterized as the mother of all ESG&D
shocks to value creation, leaving few companies and communities unscathed.
The national health system weaknesses it exposed—coming in many coun-
tries on top of #MeToo sexual harassment and discrimination scandals; air
pollution- and water scarcity-related production losses; employee health and
safety disasters; trade war-related supply chain disruptions; cybersecurity
breaches; consumer and regulatory backlashes about personal data privacy
and ownership; skilled-worker shortages and related immigration restrictions;
and social protests for faster progress on inequality, racial injustice and climate
change—should eliminate any doubt in boardrooms that ESG&D factors
have the potential to destroy substantial value in short order or even threaten
the viability of a business.

Indeed, recognition is growing rapidly among companies, investors,
accountants and governments that in this new context integrated reporting of
sustainable enterprise value creation is a hallmark of a well-governed firm.
Companies therefore need to get on with the job of adapting their annual
reports and primary communications with investors and regulators accord-
ingly, notwithstanding the complexity and still-evolving nature of practice
and regulation. In particular, material ESG&D factors need to be more fully
integrated into such mainstream reporting rather than segmented and de
facto subordinated as matters of corporate social responsibility in stand-alone
corporate responsibility or sustainability reports that are not subject to the
same level of scrutiny by CFOs, boards and external assurers as financial
information in annual reports.

Signs of this growing consensus include:

Businesses. 'The World Economic Forum’s International Business Council
(IBC), approximately 120 of the world’s largest firms, agreed in 2019 to
develop a core set of common metrics and disclosures” of sustainable value
creation that they could report against on a consistent basis in their main-
stream reports. Impatient to demonstrate the shared value they create on a
more credible and comparable basis and convinced that they could provide
catalytic leadership to encourage regulators and private standard setters to
improve the coherence and quality of corporate reporting in this respect,
they worked in 2020 with the four largest accounting firms to refine 21
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metrics and disclosures of relevance to all industries drawn from existing
standards.® Most IBC firms have indicated that they plan to begin imple-
menting these. In a similar sign of progress, the number of companies using
the SASB standards in their reporting rose from less than 200 in 2018 to
over 800 in 2021.°

Investors. In 2006, when the UN-backed Principles for Responsible Investment
was launched, 63 investment companies (asset owners, asset managers and
service providers) with $6.5 trillion assets under management (AUM)
signed a commitment to incorporate ESG issues into their investment
decisions. Today, the number of signatories has grown to over 3000, includ-
ing 500 asset owners, representing $90 trillion in AUM.' A recent study of
institutional asset owners found that 95% are integrating or considering
integrating sustainable investing in all or part of their portfolios, and 57%
envision a time when they will only allocate to third-party investment
managers with a formal ESG approach.'" As for individual investors, 81%
of people in a global survey'? said they wish to align their consumer spend-
ing behaviour with their values and 39% already have sustainable invest-
ments in their portfolios. Investors across all ages, wealth levels and regions
said sustainable investing was growing in importance, and a majority (58%)
expected it to become the new normal in a decade.

Accountants. The International Federation of Accountants (IFAC), represent-
ing nearly 3 million accountants in 130 countries and jurisdictions, sees “a
significant opportunity to enhance trust in companies and confidence in
markets by including information in corporate reporting ... derived from
the financial statements (i.e., ‘non-GAAP’ or ‘non-IFRS’ measures), other
‘Key Performance Indicators’ connected to financial performance, and
broader information related to value creation, sustainability or environ-
mental, social, and governance factors.” ' It believes that “integrated
reporting, bringing together the relevant information about a company,
provides a holistic picture of performance and provides insights on an orga-
nization’s ability to create sustainable value over time. Integrated reporting
supports ‘integrated management thinking'—which fosters organizational
decision-making and change focused on broader, longer term value cre-
ation.” Similarly, Accountancy Europe, representing about 1 million
accountants from 35 countries, states that “inclusion of a core set of global
metrics for non-financial information in mainstream reports and in a con-
nected way with financial information would respond to stakeholders’ con-
cerns that these issues that are often material to business resilience are not
reported with the same discipline and rigour as financial information. An
approach to interconnected standards setting for corporate reporting is
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therefore needed that will standardise the qualitative characteristics of
information and disclosure principles for mainstream reports, connecting
non-financial information will financial reporting.”'*

Regularors. Governmental and regulatory authority interest in mainstream
ESG disclosure is also increasing rapidly. As of 2016, there were 248 man-
datory ESG and sustainability reporting requirements around the world,
up from 35 in 2006. The number of reporting instruments that require
such disclosure in the annual or integrated report grew from 67 to 127
between 2013 and 2016. As of 2020, the total number of mandatory provi-
sions had risen further to about 350.'¢ While many of these instruments are
narrowly sector- or issue-specific, some are broader such as the EU’s 2014
Non-financial Reporting Directive and related 2016 UK regulations as well
as Japans 2014 Stewardship and Corporate Governance Codes.
Intergovernmental institutions have also become more active. The 2017
recommendations of the Financial Stability Board’s Industry-Led Task
Force on Climate-Related Financial Disclosures have prompted the 95 gov-
ernments and financial regulators that are members of the Network for
Greening Financial Systems to encourage “all companies issuing public
debt or equity as well as financial sector institutions to disclose in line with
the TCFD recommendations.”"” Many are preparing to make such disclo-
sure mandatory. More recently, the Board of the International Organization
of Securities Commissions (IOSCO), whose member agencies regulate
more than 95% of the world’s securities markets in some 130 jurisdictions,
agreed in February 2020 to establish a Task Force on Sustainable Finance
aimed at enabling it to play a driving role in improving sustainability-
related disclosures made by issuers and asset managers and in avoiding
duplicative efforts among regulators and other organizations.'® Pursuant to
the work of that Task Force, the organization announced in February and
June 2021 its priorities and vision for the establishment of an International
Sustainability Standards Board (ISSB) under the IFRS Foundation.” And
in the US, following a December 2020 recommendation of the ESG
Subcommittee of its Asset Management Advisory Committee, the Securities
and Exchange Commission in March 2021 launched a public consultation
process on how it could facilitate the disclosure of consistent, comparable
and reliable information on climate change.*

International Accounting Authorities. Reflecting the growing interest in more
consistent reporting of material sustainability-related information, the
Board of Trustees of the IFRS Foundation, which oversees International
Accounting Standards Board (IASB) financial reporting standards required

in more than 140 countries and jurisdictions, launched a formal consulta-
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tion process in late 2020 to determine whether and how it should enter this
field.”" Based on the feedback received, the Foundation in April 2021 pub-
lished a draft set of amendments to its constitution that would authorize it
to establish an International Sustainability Standards Board (ISSB) as a
sister body to the IASB. It also formed an informal working group of vol-
untary standard setters to help it undertake technical preparations for such
a board.” In parallel, the IASB has been reviewing its guidance regarding
the Management Commentary,” which is a potential vehicle for narrative
and other qualitative information about a firm’s strategy in advancing long-
term value creation, including with respect to ESG&D matters.

Thus, there is a growing consensus behind mainstreaming ESG&D and
sustainability reporting in the sense of formally integrating it into the annual
report and other core communications to providers of capital and connecting
it to financial reporting. However, this practice remains nascent, with the
complexity and lack of comparability of such reporting continuing to frus-
trate progress. International accounting authorities and national securities
regulators are at long last mobilizing to solve this problem by creating a base-
line global reporting standard that individual national jurisdictions could
apply in a coherent, interoperable fashion. However, the challenges they face
in this regard are not to be underestimated.

Among these challenges are first the ESG corporate reporting ecosystem
consists of multiple types of actors serving different purposes (e.g., rating
agencies, disclosure frameworks, sustainability stock and bond indices, advo-
cacy initiatives and proprietary service providers) and multiple tools and
frameworks within each of these functionally different layers of the ecosys-
tem.?* Second, it includes different audiences often interested in different
information (e.g., investors, NGOs, governments and the public). Indeed,
investors themselves are a heterogeneous group, encompassing active, passive,
quantitative, value, engagement and other styles of asset management, each
with slightly different information preferences. Third, there are considerable
differences in the relevance or materiality of information according to indus-
trial sector; for example, some sustainability issues are inherently more impor-
tant for B2C businesses than B2B businesses, and others are more relevant to
extractive industries having extensive dealings with governments and poor,
remote communities and so on.

This complexity drives the lack of comparability in current reporting. In
the absence of a central international authority prescribing a common system
of metrics and disclosures, multiple frameworks and mandates have emerged
over time spanning these different scopes and primary audiences,
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contributing to confusion and costly inefficiencies. This patchwork quilt of
reporting requirements and tools has been mapped by The Reporting
Exchange, a free online platform developed by the World Business Council
for Sustainable Development that collates comprehensive and reliable infor-
mation on ESG reporting mandates and resources across more than 70
countries.”

The primary international standards, each of which is voluntary and serves
a slightly different and fundamentally complementary purpose, have been
under rising pressure from companies, investors, accountants and govern-
ments to align or merge, or at least to become more explicitly modular and
interoperable. However, they have been slow to heed this call until recently,
and companies, investors and governments have grown impatient. The
International Business Council’s recent project to identify and collectively
implement a common set of material metrics and disclosures drawn from
existing voluntary frameworks is a case in point. Some governments have also
begun to move forward on their own.

In particular, the European Commission launched an initiative in early
2020 to provide more specific guidance regarding how listed companies with
more than 500 employees should report on an annual basis with regard to the
environment, social and employee issues, human rights and bribery and cor-
ruption. It explained its rationale as follows:

1) There is inadequate publicly available information about how non-financial
issues, and sustainability issues in particular, impact companies, and about
how companies themselves impact society and the environment. In
particular:

a) Reported non-financial information is not sufficiently comparable
or reliable.

b) Companies do not report all non-financial information that users think
is necessary, and many companies report information that users do not
think is relevant.

¢) Some companies from which investors and other users want non-
financial information do not report such information.

d) It is hard for investors and other users to find non-financial informa-
tion even when it is reported; and

2) Companies incur unnecessary and avoidable costs related to reporting
non-financial information. Companies face uncertainty and complexity
when deciding what non-financial information to report, and how and
where to report such information. [...]
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The underlying drivers of these problems arise from regulatory and market
failures. The reporting requirements in the NFRD (Non-Financial
Reporting Directive) are not detailed, are difficult to enforce, leave a lot of
discretion to reporting companies, and do not apply to some companies
from which users say they need information. Market pressures on their
own have not proven to be sufficient to ensure that companies report the
non-financial information that users say they need. The market is charac-
terised by a number of overlapping and sometimes inconsistent private
non-financial reporting frameworks and standards, and companies face
significant challenges in deciding whether and to what extent they should
use these different frameworks and standards.?

The EU initiative, which is being extended to cover a larger universe of
companies including those not listed,*” has created a sense of urgency within
the business community and among other actors in the sustainability report-
ing world. Large businesses and investors have a natural interest in the emer-
gence of a coherent international system of ESG&D reporting because they
tend to operate in complex supply chains across many jurisdictions. The IBC
firms undertook their project for the express purpose of accelerating the cre-
ation of such a system. They thought that leading by doing—taking a shared
view about what constitutes best practice based on the respective strengths of
the main existing voluntary private standards and implementing this compos-
ite best-practice framework at scale—might spur both these private standard
setters and regulators to act more rapidly and coherently to form a generally
accepted international standard and thereby help to avoid the emergence of a
new patchwork quilt of national or regional regulatory standards.

This is similar to how financial accounting standards developed over the
past century—through the iterative cooperation of companies, investors,
accounting authorities and governments. In the US, financial accounting
standards evolved over many decades through the interplay of private sector
practice, independent public-private standard-setting bodies and regulators
who adopted the standards set by such multi-stakeholder processes. In
response to the advent of railroads needing to raise large amounts of capital in
public markets, big industrial firms seeking better information to manage
complex and far-flung operations, institutional investors requiring better and
more transparent metrics to permit more efficient portfolio allocation, and
individual investors wishing to guard against the risks of asymmetric informa-
tion (e.g., misrepresentation or self-dealing by managers and institutional
investors), financial accounting and disclosure practices evolved out of the
practical experience of companies and their professional accountants.
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Innovations evolved into best practices, with many eventually codified first as
private standards set by the accounting community (the American Institute of
Certified Public Accountants Accounting Principles Board) and later as ofhi-
cial standards under the auspices of the quasi-public independent authority of
the Financial Accounting Foundation and its two similarly independent and
public-private standards boards, the FASB and GASB, whose decisions have
been formally recognized as authoritative by the US securities regulator, the
Securities and Exchange Commission, since 1973.

The past 20 years can be thought of as a period of “market discovery” for
sustainability reporting not unlike the innovation of more structured forms of
financial reporting by the private sector during the late nineteenth and much
of the twentieth centuries. Several essentially complementary sustainability
reporting frameworks have been created and tested in the market during this
period. These constitute the natural building blocks of the systemic solution
which all stakeholders now desire.

However, the complexity of the sustainability reporting ecosystem (the dif-
ferent layers, audiences and substantive disciplines) has meant that no existing
international authority has had sufficiently broad technical competence and
stakeholder legitimacy to create it. There is an international financial account-
ing standard-setting body whose standards have been adopted in 144 jurisdic-
tions with a governance structure that is analogous to that of the quasi-public
independent public-private authority described above in the US: the IFRS
Foundation and its International Accounting Standards Board. These are
overseen by a Monitoring Board of public authorities, specifically financial
market regulators. In principle, this three-tier structure could serve as a vehi-
cle for the desired global integration and rationalization of existing ESG/sus-
tainability standards under the auspices of public authorities. But as recognized
by the IFRS Foundation in the recent changes to its constitution, this struc-
ture needs to be adapted to incorporate certain additional technical capabili-
ties and broader oversight features important for the credibility and ultimate
success of such a societally and politically sensitive endeavour. In addition,
care must be taken to engage the primary intended producers and consumers
of such reporting, the industrial and investment communities, which are far
from monolithic in their information and disclosure preferences, as well as the
world’s regulators, including particularly those of the largest markets. The US,
for example, has never engaged fully in the IFRS, preferring to maintain its
own GAAP accounting standards.

Thus, conditions are ripe for rationalization of material ESG/sustainability
disclosure over the next few years, with the history of financial accounting
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standards development providing a template for the way forward, namely an
initial reliance upon the private sector to develop and market test practices,
followed by the translation of these into standards by a quasi-public, indepen-
dent and multi-stakeholder technical body overseen by public authorities rep-
resenting relevant regulatory domains and jurisdictions. This is the model that
IFRS and IOSCO are now following for their entry into this field, closely
tracking the vision originally articulated by the private sector and voluntary
standard setters in the Accountancy Europe Cogito paper published in late
2019% and Joint Statement of the so-called Group of 5 leading voluntary
standard setters in the fall of 2020, respectively.”” To add the necessary addi-
tional technical competence and multi-stakeholder character to this endeav-
our, IOSCO and IFRS have been consulting closely with these five private
standard setters and the TCFD on the design and resourcing of the International
Sustainability Standards Board, including with respect to its governance and
initial substantive agenda. It is also negotiating with some of them the poten-
tial integration of their teams and intellectual property, building on the merger
of SASB and IIRC into the Value Reporting Foundation in the spring of
2021.% These preparations culminated in the Foundation’s announcement at
the United Nations COP26 climate conference in Glasgow, Scotland, in
November 2021 that it will form the new standards board in 2022. Two pro-
totype standards were published for the board’s initial consideration, includ-
ing one on climate change reporting that is included in Appendix A.*!

The shared goal of all of these parties is to enable the new board to hit the
ground running while ensuring that its standards build on rather than rein-
vent the important elements the market has developed over the past 15 years.
At the same time, by making the process ultimately accountable to public
authorities—overseen but not (micro-)managed by them—the intention is to
increase the chances that the standards it produces will be widely adopted by
such regulators while keeping politics at a distance during the board’s delib-
erations. Finally, there is a shared understanding that the process will focus on
the nexus of ESG factors and sustainable enterprise value creation, that is, it
will consider social, environmental and economic governance factors only to
the extent that these are material to such value creation and therefore belong
in annual reports and other core communications to investors.

In sum, mirroring the arrangements by which leading financial accounting
practices have been standardized would appear to offer the right formula for
balancing the need for speed, quality, legitimacy and independence in an
international process having the task of delivering generally accepted stan-
dards for the reporting of material non-financial information. However, suc-
cess is not a given, and the process will take time. Having been launched as a
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sister board to the IASB at the United Nations Framework Convention on
Climate Change (UNFCCC) Conference of Parties (COP26) meeting in
Glasgow, UK, the ISSB plans first to issue a climate standard exposure draft
based on the prototype developed through informal consultations with its
Technical Readiness Working Group of voluntary standard setters cited above.
The full process, beginning with the formal consideration and issuance of a
climate standard in 2022 and continuing through the development of a fuller
set of ESG standards, is likely to take a number of years.

The private sector—the business, investor and accounting communities—
has a key role to play in helping to ensure the continued momentum and
ultimate success of this process, which depends upon the relevance of the
standards to corporate decision-making. These communities have a powerful
influence when they move together, and they are the natural constituency for
the efficiencies that international standardization would bring given the cross-
jurisdictional nature of their activities. They are also closest to the state of play
in the market and best positioned to frame best practices and ensure the
strong engagement of relevant NGOs and experts, who for reasons of both
representation and expertise will need to participate in and support the pro-
cess. Finally, CEOs have considerable convening power, particularly when
they work together. They could help with the convening of leaders of the most
relevant international organizations, governments, firms and civil society
organizations in order to sustain the necessary political support for the process.

However, business leaders intent upon translating the principles of stake-
holder capitalism into action in order to strengthen the sustainable value cre-
ation performance of their firms should not merely support and then await
the outcome of this international standard-setting process. They should move
rapidly to implement their own approach to integrated reporting in the form
of a composite, best-practice application of existing standards in their annual
report. This will ensure that their disclosures are fit for purpose in today’s new
business context and can be benchmarked against comparable information
from other firms for use in decision-making in their own boardroom as well
as in financial markets. There is no need to wait for the international stan-
dards landscape to shake out over the next few years. Better returns and more
satisfied investors and other stakeholders await those companies that act to
improve their communications with investors and other stakeholders now.

The following section of this chapter provides a practical implementation
guide for both of these business leadership action items: implementing inte-
grated reporting in one’s own firm; and engaging collectively with other busi-
ness leaders to expedite the creation of an international standard for
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non-financial information reporting, reprising the critical role that the private
sector played decades ago in helping to establish generally accepted standards
for financial reporting.

6.2 Implementing Integrated Reporting
in the Firm

As discussed in Chap. 2, any firm that commits to align itself with the prin-
ciples of stakeholder capitalism, such as those articulated by the World
Economic Forum, the US Business Roundtable or any one of a number of
conceptually related legal frameworks around the world, is by definition com-
mitting to “hardwire” or rigorously integrate material ESG&D considerations
into its core governance, strategy and reporting. This is the practical essence
of stakeholder capitalism—the bottom-line determinant of whether a com-
pany is “walking the talk.”

Most firms—even those that have done a good job of articulating to stake-
holders their wider social purpose—are still at an early stage of the journey
towards the systematic integration of material ESG&D considerations in
their reporting on strategy and performance. The following is a practical guide
that can be used by any business wishing to progress on this journey based on
the experience of industry leaders in this regard.

6.2.1 Lay the Foundation: Embrace ESG&D Materiality
and Design It into the Annual Report

* Recognize within the board and management team the inherent implica-
tions of the growing materiality of ESG&D considerations for the struc-
ture and content of the company’s mainstream reporting and commit to
adapt the annual report for this purpose.

* Map ESG&D materiality through engagement of internal business units
and functions as well as external stakeholders, and cross-check this against
current strategy, performance and information and reporting systems.

* Mobilize a thought process within the company and in consultation with
key stakeholders around purpose, and cross-check this against current
strategy, performance and information and reporting systems.

As documented above, more and more firms are embracing a wider concept
of value creation and reflecting this in their governance, strategic thinking and
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disclosure by integrating material ESG&D considerations within them. The
trend is unmistakable and inexorable. Companies need to get ahead of or at
least on this curve rather than end up behind it and falling short of the expec-
tations of their investors, employees, communities and, sooner or later,
regulators.

The International Integrated Reporting Council (IIRC) has been tracking
this trend. It reports that there are now over 2000 businesses using principles
of the <IR> Framework in more than 70 markets.>? This includes:

* Opver 500 businesses (including 75% of the Nikkei 225) in Japan where the
government has encouraged integrated reporting as a means of enhancing
investor/company dialogue and building long-termism. The government
backed this approach as part of the governance reforms undertaken by for-
mer Prime Minister Abe.*

* Over 500 businesses in South Africa, where integrated reporting is core to
the corporate governance code.

* Around 400 companies in the UK, according to Deloitte’s annual report
insights 2019, where 38% of their sample of FTSE companies use the
IIRC’s concept of the capitals, in a country where integrated reporting is
substantially equivalent to the local strategic report requirements.*

* Hundred in Malaysia according to the local regulator, where integrated
reporting has been adopted as part of corporate governance reform.

* Ninety-six (74% of the ASX200) in Australia according to KPMG, again
linked to corporate governance reform.

* Fifty-eight per cent of the CAC40 in France—according to PWC.% In
France it has been a case of some of the big businesses providing leadership
which has led others to follow suit.

The quality of practice is inconsistent and for the most part at a basic level.
However, two best practices have emerged: ESG&D materiality mapping and
corporate purpose articulation and alignment.

A recent quality review of 50 integrated reports identified Nedbank’s
approach to materiality mapping as a best practice and helpfully excerpted a
graphical representation of its key elements.*® A World Business Council for
Sustainable Development (WBCSD) analysis*” of 159 of its members’ com-
pany reports found that the clear majority (97%) of reports (of which 39%
were integrated reports of some sort, up from 26% in 2015) included a mate-
riality assessment that considered stakeholder inputs. Most of these (86%)
disclosed an overview of the process and often published a matrix of results
within the report, continuing an upward trend (2015: 82%). Nearly half
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(46%) of members reviewed demonstrated strong alignment between report
content and materiality assessment outcomes, representing a significant
upward trend (2015: 24%). Based on its review, WBCSD defined the 30 top
material ESG&D considerations and 10 further relevant topics; this list can
serve as a useful starting point for company materiality mapping exercises.”® It
also provided a case-study graphical illustration of a company best practice,
that of Stora Enso, a Finnish wood and biomass products company.”

As for articulating the larger purpose of a company and connecting it to
strategy and resource allocation, there are a wide range of resources and best
practices available for consideration. One review identified ten companies
with a perfect score regarding this aspect of their integrated report: ABN
AMRO, KPN, Kumba Iron Ore, Nedbank, Philips, Redefine Properties,
Suez, United Ustilities, Valéo and Vodacom.* The British Academy has issued
two influential reports on corporate purpose stating that “profit should be a
product of a corporation’s purpose, but not the purpose of the corporation.
(...) Corporate purposes should profitably solve problems for people and
planet and avoid profiting from creating problems for people and planet.” It
further argues that defining corporate purpose requires identifying and creat-
ing accountability to a firm’s stakeholders, and thus the process of identifying
and articulating a company’s purpose should involve consultations with its
stakeholders. It cites the reports of three companies—Novo Nordisk, Danone
North America and Anglian Water—as illustrations of good practice and
defines eight principles for organizing businesses around their purpose.!
WBCSD cites the reports of two companies—Rabobank and SCG—as illus-
trating good practice with respect to stakeholder engagement, which is essen-
tial for both framing core purpose and mapping material considerations.**

Box 6.1 Materiality Disclosure Best Practice

A materiality process identifies and prioritizes the most significant ESG risks and
opportunities from the perspective of the organization and its key stakeholders.
It looks at the relative importance of issues to stakeholders and their impact on
the business to help determine priority issues. Materiality forms the foundation
for effective strategic decision-making, such as setting strategy, goals and KPIs.
Key recommendations include:

e Describe specific steps taken to identify, prioritize and validate material
issues, including how you took the perspective of your organization and key
stakeholders into account.

(continued)
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Box 6.1 (continued)

Include a range of factors when identifying and prioritizing issues, such as
external trends, magnitude and likelihood of impacts, changes in materiality
and alignment with enterprise risk management.

Disclose a prioritized list of outcomes through a matrix or concise list of highly
material issues.

Where appropriate, acknowledge divisional and geographical differences.
Align the content of your report with outcomes of the materiality assessment,
including strategy, targets, performance indicators, evidence of activities and
details on implementation and control mechanisms.

Demonstrate internal validation of the results of the materiality assessment.
Explain how third parties contributed to the assessment process or validation
of outcomes.

In assessing the quality of company reporting, WBCSD looks for this informa-

tion in the body of the report or through clear links to additional information
such as PDFs or webpages. We emphasize clear disclosure around internal valida-
tion and outside organizations that assisted in or validated the process; and we
factor disclosures on the materiality assessment and outcomes into the Content
analysis and they form an important part of our evaluation.

Source: World Business Council for Sustainable Development. Reporting Matters:
Navigating the landscape—a path forward for sustainability reporting.
2019. Page 27

6.2.2 Assemble the Building Blocks of the Integrated

Annual Report by Constructing Your Firm’s
Disclosure “Stack”

* Use the principles of integrated reporting in the <IR> Framework to set the

conceptual foundation and guiding logic of the annual report, ensuring
that it reflects the extent of integrated thinking within the firm about its
purpose, financial ESG&D interdependencies and their implications for

sustainable value creation.

¢ Identify salient financial and ESG&D performance themes to address in

the report, including their interconnection and the corresponding implica-

tions for risk and strategy going forward, and assess the extent of their

materiality.

* Apply the most relevant combination of best-practice standards and frame-
works (e.g., TCFD, CDSB, SASB and GRI) to report specific qualitative

and quantitative aspects of performance and the implications for the firm’s

governance, strategy, risk management, and metrics and targets, on an

internationally comparable basis (construct your IR disclosure “stack”).
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By articulating its core purpose and mapping the economic and ESG&D
factors that have a material bearing on the firm’s ability to create value in line
with this purpose, a management team lays the foundation for communicat-
ing the highlights of recent performance and forward strategy in shared and
sustainable value creation terms. To ensure that it does so in a structured and
rigorous manner, the team should familiarize itself with the fundamental con-
cepts and guiding principles for integrated reporting enumerated in the
Integrated Reporting Framework.* Following these will ensure that the report
conveys the full extent of the firm’s integrated thinking, that is, its assimila-
tion of the principles of stakeholder capitalism through concrete practices and
decisions like those described in Chaps. 4 and 5.

The <IR> guiding principles provide the key design criteria for a good inte-
grated report:

e Strategic focus and future orientation
¢ Connectivity of information

¢ Stakeholder relationships

* Materiality

¢ Conciseness

* Reliability and completeness

* Consistency and comparability

With these principles as a foundation, the team should then structure the
firm’s material disclosures across the relevant parts of the annual report or
other core communication with investors. This includes not only the financial
statements but also the formal management commentary as well as other nar-
rative elements of the report.

There is no one-size-fits-all approach to organizing an integrated annual
report; however, there are a handful of well-established, best-practice stan-
dards and frameworks to guide disclosure of material quantitative and qualita-
tive aspects of recent performance related to sustainable value creation and
attendant risks and strategies. Just as utilizing the <IR> Framework as the
conceptual foundation for the report will ensure the quality and comparabil-
ity of its underlying logic and overall approach, so applying the methodolo-
gies prescribed by leading disclosure standards and frameworks like TCFD,
CDSB, SASB and GRI will ensure that the specific metrics and narrative
discussions used to convey historical performance and forward-looking strate-
gies and targets are robust and comparable in the market.
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Given their different primary emphases, these standards can be used in a
complementary manner on top of the <IR> framework to construct the
firm’s ESG&D disclosure “stack,” with the mainstream integrated annual
report as the vehicle for communication particularly but not only to provid-
ers of capital. Figure 6.1 is a graphical depiction of the different substantive
layers of the ESG&D corporate reporting stack and how the primary exist-
ing voluntary standards map onto these in an essentially complementary
fashion by virtue of their respective primary areas of emphasis and use in
the market.

Additional Narrative and Quantitative Content
Requirements on Societal/Stakeholder Impacts

(GRI)

‘Sustainability Report
(Material to Societal and
Stakeholder Value) Creation)

\ 4 \ 4

Fig. 6.1 ESG&D disclosure stack (principal elements and corresponding standards/
frameworks)
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Starting from the bottom, or foundation, of the stack:

<IR> Framework: The conceptual framework and set of guiding principles
for use in constructing an integrated report (as described above).*

TCFD Recommendations: For climate change only, an industry task force
convened by financial regulators that are members of the Financial Stability
Board has issued recommendations regarding corporate climate change
disclosure. These recommendations are not a standard in the sense of pre-
scribing a specific set of disclosure requirements following formal external
consultations on preliminary drafts. Rather, this influential guidance from
a balanced and respected group of private sector institutions has done
something more fundamental. It has established a new behavioural norm
of good corporate governance in respect of climate change by asserting that
all organizations with public debt or equity, as well as other types of orga-
nizations, should provide climate-related financial disclosures in their
mainstream (i.e., public) annual financial filings. To this end, it provided a
standardized categorization of climate risks and opportunities and recom-
mended that these disclosures be made in four functional areas: gover-
nance; strategy (with reference to scenarios); risk management; and metrics
and targets. It provided further guidance regarding what should be dis-
closed in these four areas. But as a set of industry recommendations rather
than a formal standard, it did not prescribe a detailed set of requirements
in this regard. The three relevant global voluntary standards described
below have since aligned their specific reporting requirements with the
TCFD recommendations to facilitate their practical implementation by
companies within their existing disclosures. In the case of CDSB and
SASB, they have done this jointly in the form of a co-branded TCFD
implementation guide® and good practice handbook.*

CDSB Framework: For environmental and natural capital (the “E” in
ESG&D), the CDSB framework is a prescriptive standard resulting from a
structured consultation process developed with the technical support of all
of the largest accounting firms and key professional accounting associa-
tions. It prescribes 12 specific reporting requirements and multiple specific
sub-requirements, addressing particularly the “how” of translating material
environmental information into a mainstream report. While largely leav-
ing it up to each company to determine its choice of quantitative metrics,
it defines the specific nature, format and boundary conditions of qualita-
tive reporting, the firm’s narrative communication of its targets, strategies,
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risks, performance, outlook, policies, governance processes, assurance pro-
cedures and so on. This is crucial context for the quantitative metrics the
firm reports, as it provides insight into the firm’s interpretation of its his-
torical performance and what it plans to do going forward as a result. The
CDSB, whose secretariat is hosted by CDP, has recently expanded its
framework to cover the “S” of ESG&D issues. It is used by nearly 400
firms across 10 industry sectors worldwide.

* SASB Standards. SASB prescribes industry-specific and largely quantitative
metrics (KPIs) for 77 different industries across 11 sectors of the economy. It
provides a materiality map to guide preparers in determining which thematic
disclosures are likely to be financially material for their firm. The SASB stan-
dards were developed through a structured consultation process and are the
most specific and comprehensive industry sector metrics available to use in
disclosing material information in mainstream reports and core communica-
tions to investors. Thus, the qualitative reporting primary focus of CDSB
and quantitative reporting primary emphasis of SASB are quite complemen-
tary and can be “stacked” together for environmental and soon social topics
insofar as both standards are designed for mainstream reporting of financially
material matters (those relevant to business value creation).

* GRI Standards. The GRI standards are by far the most widely applied sus-
tainability reporting framework; however, they have traditionally been
applied primarily in stand-alone sustainability reports rather than main-
stream or integrated reports. This reflects GRI’s different definition of
materiality, which focuses on stakeholder and societal impacts rather than
the intersection of business value creation and stakeholder/societal value
creation, which is the focus of integrated reporting. Nevertheless, as repre-
sented by the downward arrows in the graphic, many individual GRI met-
rics and required disclosures are relevant for both enterprise and wider
societal value creation, and companies may wish to include these in their
mainstream and integrated reports subject to an assessment of their mate-
riality, including those selected by the World Economic Forum’s
International Business Council for inclusion in its recommended core set
of cross-industry metrics and disclosures (see below). In addition, compa-

nies may wish to issue both an integrated annual report having investors as

the primary audience and a stand-alone sustainability report having addi-

tional stakeholders and the public as the primary audience. These two

reports and their content can be highly complementary and overlapping,
. . <« b2l .

particularly in the form of these “dual-purpose” GRI metrics.
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Reporting on matters that reflect the
organisation’s significant impacts on the
economy, environment and people

IASB, FASB
SASB, CDSB
IIRC and IIRC filter the
refevant sub-set of

* Including assumptions and cash flow projections

** Reflects the scope of the CDP survey, insofar as it functions
de facto as a disclosure standard for climate, water and forests,
as well as the scope of CDP's data platform

Fig. 6.2 Main voluntary standards address different materiality concepts in a comple-
mentary manner?

Thus, as illustrated in Fig. 6.2, these five key frameworks and standards, all
of which are global in scope and have been applied across multiple industry
sectors for many years, are fundamentally complementary. Each primarily
addresses a distinct part of the ESG&D corporate disclosure stack illustrated
in the diagram above, and each has an important role to play in the integrated
annual report portion of that stack.

There is one additional, more recent initiative that prescribes a subset of
metrics and disclosures, drawn from all of those listed above, which it deemed
to be relevant for all industries to include in their mainstream reports:
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* WEF International Business Council Core Metrics and Disclosures:
Concerned that most companies have not been applying these five essen-
tially complementary standards and frameworks on a consistent, compa-
rable basis, and that this is preventing companies from effectively
communicating their shared and sustainable value creation and contribu-
tion to progress on the Sustainable Development Goals, the member com-
panies of the World Economic Forum’s International Business Council
undertook a project in 2020 to identify a baseline set of metrics and disclo-
sures drawn from these standards that are relevant to virtually all industries.
These 21 core and 34 expanded metrics and disclosures were issued in its
September 2020 report entitled “Measuring Stakeholder Capitalism:
Towards Common Metrics and Consistent Reporting of Sustainable Value
Creation.”®® The companies will begin reporting on these common metrics
and disclosures in their mainstream reports or other core communications
to investors in 2021-2022. This collective action initiative, supported by
the world’s four largest accounting firms, aims to create a common cross-
industry foundation of sustainability disclosures drawn from particularly
GRI, SASB, CDSB and TCED that could be supplemented by more
detailed industry-specific metrics, such as those prescribed by the SASB
standards. This would provide the market with a core set of comparable
information to enable better benchmarking and investment decision-
making even as international accounting authorities and governments
develop fuller official standards and legal requirements over the next sev-

eral years.

Even with a good understanding of the individual elements of this disclo-
sure stack, the task individual firms and their report preparers face in pull-
ing these pieces together into a coherent whole may seem daunting. While
the IFRS/IOSCO process has great potential to simplify matters by pre-
scribing a baseline global standard, this is likely to take a few years poten-
tially in a number of stages, and its early, widespread adoption by regulators
is not guaranteed.

Under such fluid circumstances, taking a wait-and-see posture and main-
taining current disclosure practices may seem like the most logical course
of action. However, there is a stronger case for firms to act without delay
to construct their own integrated report based on their particular consid-
erations and context. First, investor expectations of their portfolio firms
are evolving rapidly and well ahead of regulators’ actions, as initiatives
such as the Net-Zero Asset Owner Alliance,? recent BlackRock letters®®
and ambitious Glasgow Financial Alliance for Net Zero®! illustrate. Second,
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employee, consumer and general public attitudes are shifting as well, and
this is turning up the heat, so to speak, on governments and stock exchanges
around the world. Third, the evidence from <IR>, TCFD and other such
initiatives is that companies do not achieve the high quality of reporting
they aim for in one reporting cycle. Enhancing governance, controls and
measurement of ESG information are all essential parts of the implementa-
tion process, and it takes time to refine them. An early start is thus certainly
better than a late start.

The writing would appear to be on the wall: mandatory mainstream ESG/
sustainability reporting is coming sooner or later to some or all of the jurisdic-
tions in which your firm operates. It would be far better to anticipate these
changes than be compelled to completely overhaul the firm’s disclosure prac-
tices in a few years’ time. Moreover, the outline of a global baseline standard
for material ESG/sustainability-related disclosure to investors and financial
regulators is already coming into focus by virtue of the work of the private
standard setters’ collective input into the IFRS/IOSCO process.>* This prepa-
ratory technical guidance suggests the following four-part approach to apply-
ing this stack in an integrated annual report during the next few transitional
years until the formal promulgation of a global standard by international
accounting authorities and its adoption or adaptation by national regulatory
authorities:

1. Report against the most recent version of the IFRS climate change stan-
dard (see Appendix A for the prototype standard on which the new
International Sustainability Standards Board will base its exposure
draft in 2022).

2. Report against the 21 World Economic Forum IBC Measuring Stakeholder
Capitalism cross-industry “core” metrics and recommended disclosures
and consider reporting against the most relevant of its “expanded” metrics
and disclosures (see Appendix B).

3. Report against the SASB industry-specific metrics that pertain to the
firm’s main business lines as per its “materiality map” (see Appendix C).

4. Report any other information that careful consideration of the IFRS
General Requirements for Disclosure of Sustainability-Related Financial
Information Prototype Standard® leads the firm to believe would be of
important relevance to its value creation over the medium term (e.g., three
to five years).

As the ISSB moves beyond climate change in the coming years to establish
standards on additional ESG/sustainability topics, firms should plan to refine
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those elements of their reporting accordingly, progressively replacing report-
ing based on one or more of the voluntary frameworks listed above with a
revised treatment of the topic based on these new standards as they become
available. In taking this approach, firms will place themselves on the best-
practice frontier of ESG/sustainability reporting, anticipating the likely path
of regulatory requirements and reducing the transaction costs of having to
catch up to these through a more radical, one-time reinvention of informa-
tion systems and reporting practices.

6.2.3 Review, Assure and Approve for Issuance

* Obtain comments on draft report from relevant internal governance and
advisory committees.

* Assure key elements, including key material ESG&D disclosures.

* Secure approval of the CFO for presentation to and approval by the CEO
and board.

As the firm’s main disclosure to investors, the integrated annual report will
require the CFO’s review and comments, and it should also seck the same
from relevant internal and external advisory committees. As much of the
report as practicable should be assured, whether in terms of the verification of
specific data or strength of related management systems. Finally, as the custo-
dian of the firm’s purpose and its accountability to investors and other stake-
holders in terms of its risk management, value creation and licence to operate,
the board and its Audit Committee, as well as the CEQO, should review and
approve the report before issuance. Some firms have a specific committee on
sustainability and ESG matters. The views of this group will be particularly
relevant.

6.3 Accelerating the Creation
of an International Standard Through
Collective Business Leadership

As the foregoing discussion illustrates, although there is considerable com-
plexity in the current ESG reporting landscape, the main existing voluntary
standards exhibit a certain complementary logic. They can be applied in a
stacked manner by companies wishing to tell a story that is at once coherent
and based on market-tested best practice. But while this potential exists and
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reflects best practice, it is a long way from customary and consistent practice,
which is what is needed to more fully align capital allocation decisions within
boardrooms and financial markets behind the sustainable value creation strat-
egies that would accelerate the implementation of the SDGs.

This systemic internalization of ESG&D factors in corporate and investor
governance awaits a deliberate push, which clearer and more consistent dis-
closure norms can help provide. But efforts by individual companies, as rec-
ommended above, can only go so far. They are unlikely to produce the scale
of behavioural change that social and economic conditions demand and the
principles of stakeholder capitalism promise. As with the evolution of finan-
cial standards in decades past, the time has come for the top-down force of
governmental action to accelerate convergence around a global solution, albeit
by leveraging rather than substituting for the bottom-up momentum that has
already been built within the business community and voluntary standard-
setting community.

Given the highly interdisciplinary, public-private nature of ESG&D dis-
closure, the global business community has a crucial role to play in catalysing
and shaping the process of international standards harmonization. In the first
instance, it should wholeheartedly support the IOSCO and IFRS initiatives
and strongly encourage national policymakers to do so as well rather than
pursue their own national or regional solutions. It should encourage regula-
tors around the world to adopt this common, baseline standard outright rec-
ognizing that it can be supplemented where required with additional
national building blocks while maintaining the global interoperability of the
ISSB cornerstone intact.

IOSCO and IFRS are keen to have this corporate engagement and support,
as they are acutely aware of the threat disparate national approaches pose to
the entire endeavour of improving capital allocation through more complete,
consistent and comparable information. And they are mindful of the impor-
tant role of civil society in shaping the decisions taken by political authorities,
including the NGOs which have set the voluntary standards that have been
widely adopted thus far. These have all been multi-stakeholder partnerships in
which the industrial, investment and accounting communities have been
deeply involved. Accordingly, the private sector and IFRS and IOSCO have
a mutual interest in anchoring global standards for mainstream reporting of
material ESG&D factors in a clear understanding of how these leading volun-
tary standards and frameworks, as well as the recent WEF IBC cross-industry
metrics which are a composite of them, fit together based on the primary role
each plays in the ESG&D disclosure stack outlined above (see Fig. 6.1).



212 R. Samans and J. Nelson

As the primary producers and consumers of such information, business,
accounting and investor leaders have a crucial role to play in helping to estab-
lish and sustain a broad political mandate for the kind of international and
public-private-civil society cooperation that will be needed for IFRS and
IOSCO to succeed. Today’s business leaders should take inspiration from the
history of financial accounting standards—the Financial Accounting
Foundation and Financial Accounting Standards Board in the US, and IFRS
and IASB at the global level, as discussed in the preceding section. Other
multi-stakeholder international governance efforts may also be instructive,
such as the birth of Internet Corporation for Assigned Numbers and Names
(ICANN) for which a global consultative process to consider governance
options was overseen by the US Department of Commerce’®; the Global
Fund to Fight AIDS, Tuberculosis and Malaria for which a preliminary pub-
lic-private Transitional Working Group was formed to develop governance
options™; or indeed the Financial Stability Board’s experience in organizing
the Task Force on Climate-Related Financial Disclosures.

Each of these was a purpose-built, public-private process to solve an inter-
disciplinary policy challenge for which much of the relevant expertise and
capabilities resided in non-state actors. Each was also a response to a policy
challenge that all stakeholders believed required a rapid solution. This is cer-
tainly the case for sustainability/ ESG disclosure today, as evidenced by recent
pronouncements by the EU and other key actors and by the limited time
remaining for the world to generate the progress necessary to achieve the 2030
Sustainable Development Goals and targets of the Paris Climate Agreement.

IOSCO, IFRS and the global accounting community® are forthrightly, if
belatedly, rising to this challenge, and the main voluntary standard setters are
showing signs of being ready to come together behind such an integrated
solution rather than retain their pieces of the incumbent architecture. In
September 2020, facilitated by the Impact Management Project, World
Economic Forum and Deloitte, the five leading such organizations issued a
joint Statement of Intent to Work Together Towards Comprehensive Corporate
Reporting”” in which they provided a clear vision of such a solution, which
helped to shape the initial thinking and planning of IOSCO and IFRS in
this regard.

Against this backdrop of converging institutional agendas but still signifi-
cant political uncertainty, strong engagement by the global business commu-
nity could be decisive; it could make the difference between comprehensive
and legitimate global standards emerging within a couple of years and a jum-
ble of NGO and official global and regional frameworks persisting for another

decade or more. With ten years remaining in the quest to attain the Sustainable
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Development Goals, including the interim progress scientists advise must be
achieved by 2030 in order to avert a dangerous accumulation of greenhouse
gases in the atmosphere by mid-century, the world cannot afford continued
delay in aligning the information supplied to capital markets with these cru-
cial aspects of sustainable enterprise value creation.

The five voluntary standards organizations that issued the Joint Statement of
Intent charted a clear and compelling path forward. The IFRS Foundation’s
International Sustainability Standards Board they foreshadowed would be a
global public good. It should not be viewed as a substitute for national regula-
tion, such as that being actively considered by the European Union, but rather
as a complement to and enabler of such national action. Only national regula-
tory authorities can legally require disclosure—their role is thus crucial. But
because capital and commerce flow across national boundaries, national disclo-
sure requirements need to be consistent or interoperable at their core if they are
to achieve the objective of effecting a more sustainable allocation of capital, and
only an international reporting standard or set of standards can provide this.

National jurisdictions can supplement a global standard for reporting of
sustainability factors material to enterprise value creation with requirements
for reporting of societal impacts and other considerations, such as many of
those pioneered by the Global Reporting Initiative. However, they would be
ill advised to replicate an underlying global standard for reporting to investors
for the same reasons they decided years ago to develop the IFRS regime for
financial reporting. The business community has an intrinsic interest in seeing
material ESG (& someday D) reporting take a globally coherent form. For
this reason, the champions of stakeholder capitalism and sustainable enter-
prise value creation should play an active role in encouraging the accounting,
investor, governmental and NGO communities to rally around the new ISSB
without delay.

Notes

1. See International Integrated Reporting Framework, International Integrated
Reporting Council, 2013; and Creating Value: The Cyclical Power of Integrated
Thinking and Reporting, International Integrated Reporting Council, 2016.

2. See, for example, How Does European Sustainable Funds Performance Measure
Up?, Morningstar Manager Research, Morningstar, June 2020; Creating
Value: Benefits to Investors, The International Integrated Reporting Council,
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7

Corporate Partnerships and Systemic
Change

As outlined in the previous chapters, improvements made by business leaders
and board directors to their own company’s governance, strategy and report-
ing are all essential. Individual actions taken by companies, especially the larg-
est, can have a meaningful impact on the lives and livelihoods of millions of
people and on the environment. At the same time, they can help the company
better manage its risks and protect value, harness its opportunities and create
value, and commit and adhere to its values. In short, individual business
action is crucial. However, it is not sufficient.

Even the most responsible and impactful actions by individual companies
are not enough on their own to drive the type of transformation that is needed
to ensure widespread implementation of the principles and practices of stake-
holder capitalism. Nor are these individual company actions sufficient to
tackle complex system-level challenges that increasingly shape companies’
operating contexts, such as climate change, inequality, food security, eco-
nomic recovery, energy transition or health crises. Partnerships among com-
panies and between companies and other stakeholders, such as governments,
investors and civil society organizations, are essential for achieving scale and
systemic impact. Indeed, they have never been more important.!

In many situations requiring system-level change, governments should take
the lead. There is an urgent need for reforms in government policies, regula-
tions and fiscal incentives if the world has any chance of mitigating and adapt-
ing to climate change, recovering from the pandemic, tackling inequality and
achieving the Sustainable Development Goals. At the same time, companies
can, and in their own interests must, play a key role in working together both
to advocate for such reforms and to partner with the public sector to leverage
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scarce resources and drive market-based solutions. Even in the absence of
government leadership, they can form coalitions with other companies and
with investors to develop industry-wide, voluntary rules and standards, spread
responsible business practices and mobilize blended finance and investments.

As stakeholders themselves in the vitality and resilience of their operating
system, companies and their leaders should be both capable partnership prac-
titioners as well as champions and advocates for investing in and sustaining
such alliances. To be effective partners in driving systemic change, business
leaders need to be effective systems leaders. As outlined in Fig. 7.1, this
requires the ability to cultivate a shared vision for change, empower wide-
spread innovation and action and enable mutual accountability for progress.?

This chapter looks at some key models and examples of corporate partner-
ships, with a particular focus on large-scale collective action among

Cultivate a shared
vision for change

1. Understand the system

2. Identify and engage
Enable mutual key stakeholders
accountability 3. Facilitate co-creation

ROLE forprogress

1.Develop clear

consultation and

eedback mechanisms
2. Measure and report

on mutually agreed

indicators Empower widespread
3. Establish credible innovation and action

governance
structures 1. Align incentives within

and across organizations
2. Strengthen individual
and institutional capacities

3. Mobilize financial
resources

Fig. 7.1 Three key roles of system leaders

(Adapted from: Jane Nelson and Beth Jenkins. Tackling Global Challenges: Lessons in
System Leadership from the World Economic Forum’s New Vision for Agriculture
Initiative. Harvard Kennedy School, Corporate Responsibility Initiative, 2016)
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companies across industry sectors and through multi-stakeholder platforms
between companies, governments and civil society organizations. It also high-
lights some key lessons on how to engage in, build and sustain systems change
alliances:

* Develop a holistic, multi-level strategy for engaging in partnerships

* Support pre-competitive business alliances to scale industry-wide progress
¢ Participate in multi-stakeholder platforms to drive system-wide change

* Be a corporate champion for partnerships, even when they are difficult

7.1 Develop a Holistic, Multi-level Strategy
for Engaging in Partnerships

A typical multinational company will be engaged in hundreds if not thou-
sands of partnerships at any point in time through its core business operations
and value chain, its community engagement and philanthropy, and its policy
dialogue and advocacy activities. The most robust partnerships share the fol-
lowing core characteristics:

A collaborative relationship in which all participants agree voluntarily to work
together to achieve a common purpose or to undertake a specific task and to
share risks, resources, competencies and benefits, with reciprocal obligations
and mutual accountability for outcomes.?

Given the complexity and uncertainty of most business operating contexts,
it should be obvious that there is no over-arching “best practice” partnership
model. Most leading companies take a holistic approach, engaging in a wide
variety of different levels and types of partnership simultaneously. The follow-
ing three broad types and levels of partnership are particularly important in
achieving scale and impact towards a more stakeholder-oriented way of doing
business and effectively managing ESG&D risks and opportunities:*

* Project-level, financing and operational partnerships: These involve an
individual company working with one or a small number of other partners
or stakeholders to accomplish a certain objective or set of objectives usually
within a set time-frame. Such partnerships typically include a project plan
with well-defined roles and responsibilities, and with monitoring and eval-
uation mechanisms that enable the partners to make “course corrections”
as needed over the life of the project. They can be undertaken to improve
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the performance and impact of the company’s own core business activities
and value chain or to leverage core business capabilities such as R&D,
technology innovation, product development, manufacturing, logistics,
marketing and distribution to solve specific social and environmental chal-
lenges or to improve the impact of corporate philanthropy and community
investment commitments. There are hundreds of thousands of such project-
level partnerships between individual companies and external stakeholders
around the world, and more are needed.

* Industry-level, pre-competitive business alliances: These involve a group
of companies working together with their peers and competitors on a pre-
competitive basis within or across a specific industry sector to drive sector-
wide change. This can include voluntary initiatives to establish and spread
responsible industry standards or collaborative efforts to scale and replicate
promising innovations and models, respond to a humanitarian crisis or
undertake joint research or public policy advocacy. Some of these alliances
are part of long-established chambers of commerce or trade and industry
associations that have set up new departments to focus on social and envi-
ronmental issues. Others have been established to have an explicit and
dedicated focus on advancing social and environmental goals through
industry coordination and cooperation. Such pre-competitive business alli-
ances play a crucial role in scaling the reach and impact of industry-wide
changes and commitments to stakeholder capitalism. Some examples are
profiled in Sect. 7.2 of this chapter.

* Multi-stakeholder institutions, platforms and networks: These involve
collaboration among large groups of companies alongside other actors such
as governments and civil society organizations aimed at overcoming sys-
temic market failures or governance gaps to achieve transformational
change. They include independent institutions with their own governance
and accountability structures, such as the Global Reporting Initiative,
GAVI The Global Vaccine Alliance, the Global Alliance for Improved
Nutrition, the Alliance for a Green Revolution in Africa and the Better
Than Cash Alliance, to mention just a few. They also include more infor-
mal and dynamic networks and technology-enabled online information
and knowledge hubs and open innovation and accelerator platforms. Some
examples of this type of large-scale multi-stakeholder platform are provided
in Sect. 7.3 of this chapter.

In most cases of successful scaling or systemic impact, there are mutually
reinforcing linkages between these different levels and types of partnership.
Individual companies will be simultaneously creating or participating in
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partnerships at each level. At the same time, each company is part of an eco-
system of partnerships, some led by business, and others by governments or
civil society. Business leaders need to understand and be more actively engaged
in shaping this ecosystem and its relationship to their own corporate strate-
gies, cultures, performance and material ESG&D priorities.

As outlined above, hundreds of thousands of project-level financing and
operational partnerships are being implemented along company values chains
and in host communities. They have a valuable role to play and more are
needed. Yet, to achieve real scale and system-level transformation, it is pre-
competitive business alliances and multi-stakeholder platforms that will make
the difference.

7.2 Support Pre-competitive Business Alliances
to Scale Industry-Wide Progress

One of the most effective ways of accelerating and scaling change is through
industry-wide coalitions. If competitors can work together on a pre-
competitive basis to establish and spread common goals for sustainable devel-
opment, while still competing on their individual ability to execute and
innovate, collectively they can have far more substantial and systemic impact
than each acting alone. They can achieve this by one or a combination of the
following types of collective action:

¢ Establishing industry-wide standards that all members must meet

* Setting ambitious shared goals or roadmaps for achieving specific social or
environmental objectives or the Sustainable Development Goals
more broadly

* Reporting and benchmarking members’ performance against these stan-
dards and goals

¢ Sharing lessons and good practices

* Supporting pre-competitive research and development consortia

* Undertaking joint policy advocacy

There is untapped potential for business leaders to demand more of their
representative industry bodies, especially when it comes to policy advocacy,
given the “voice” and influence that many of these business-led groups have
with governments. These organizations also influence the activities of millions
of companies and could be one of the best multiplier platforms available for
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scaling business impact beyond the leading companies. At a minimum, as
part of good corporate governance outlined in Chap. 4 and integrated report-
ing outlined in Chap. 6, companies should publicly report on which trade
and industry associations they are members of and the financial contributions
that they are making to them.

There is also untapped potential for smaller groups of business leaders to
work together collectively in business-led organizations or campaigns that are
fully dedicated to mobilizing business support for a specific social or environ-
mental issue or set of issues. A vanguard of business-led corporate responsibil-
ity coalitions has already demonstrated high potential for achieving impact.’
In almost all cases, a core group of 20 or so CEOs and their companies have
played a crucial “start-up” role as champions, role models and influencers,
actively encouraging their business partners, peers and competitors to get
engaged.

We look at both of these business-led models in more detail below.

7.2.1 Leverage the Sustainability Influence
of Representative Business Organizations

Representative business organizations, such as Chambers of Commerce,
Organizations of Employers or Trade and Industry Associations, have been
established for decades in most sectors and countries as well as at a global
level. They focus mainly on advocating for and promoting direct, competitive
business interests for their hundreds and sometimes thousands of member
companies. As ESG&D issues become material to business success, these
associations are starting to take a more proactive stance on these issues, some-
times establishing dedicated units or programmes to address them. In most
cases, a small cohort of influential member companies and their CEOs is
spearheading this evolving leadership role.

Representative business organizations operating at a national level can pro-
vide a valuable collective platform for their members to advocate for policy
reforms and engage with government in other ways. Having said that, they
can be criticized for playing to the “lowest common denominator” to repre-
sent all their diverse members and for defending the szazus quo or undertaking
obstructionist or regressive lobbying against policies or regulations that fur-
ther the goals of sustainability. At the same time, given their influence and
reach, these organizations have the potential to play a valuable role in the
drive towards stakeholder capitalism and more inclusive and sustainable
growth. As a result, growing media, investor and activist attention is being
paid to the role of business associations, especially at national levels, and
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demands for companies to be more transparent about how they are engaging
in and funding these organizations.

The following examples illustrate four well-established national business
associations that are starting to take a leadership role in advancing the topics
and practices of sustainability and stakeholder capitalism at a country level:

Japan’s Keidanren: Keidanren, the Japan Business Federation, is a com-
prehensive economic organization representing 1461 Japanese companies,
109 national industrial associations and regional economic organizations
from all 47 prefectures. Keidanren’s mission is to “support corporate activities
which contribute to the sustainable development of the Japanese economy
and improvement of the quality of life for the Japanese people.”

The federation is particularly focused on promoting sustainable develop-
ment through digital and economic transformation. In November 2018,
Keidanren published Society 5.0: Co-creating the Future, a proposal outlining
Keidanren’s vision for creating a new human-centred society.” Keidanren exec-
utives assert that today’s greatest challenges can be addressed with closer col-
laboration between industry, academics, government and individuals from
diverse backgrounds. This framework was specifically designed to support the
achievement of the UN SDGs.* Member companies are also involved in
addressing climate change. Over 130 members are engaged in 300 projects as
part of Challenge Zero, an initiative to develop and deploy new net-zero
emissions technologies. Two-hundred and fifty members have also developed
long-term plans to mitigate emissions in their operations.’

Confederation of British Industry (CBI): Since its founding in 1965, CBI
has grown to represent 190,000 businesses and their 7 million employees.' It
acts as a bridge connecting companies with government stakeholders and
other businesses, helping different parties to share best practices, make
informed decisions and engage in change-making dialogue.!' Over the past
few decades, in addition to more traditional ongoing priorities such as busi-
ness regulations, taxes, trade and innovation, CBI has increased its focus on
human capital and skills development and on infrastructure, energy and the
environment.

CBI is particularly focused on empowering its members to decarbonize
their operations. The UK is legally bound to achieving a net-zero economy by
2050. CBI recognizes that business cooperation is essential to achieving these
targets, and it has publicly committed to work with its members and local
governments to meet this pressing challenge. For example, CBI is encourag-
ing every member to decarbonize their operations and collaborate with sector
partners to reduce emissions throughout supply chains. CBI is also advocat-
ing for the government to pass specific climate change legislation and invest
in a low-carbon economy to help businesses transition.'*
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US Business Roundtable (BRT): The US Business Roundtable is an asso-
ciation of CEOs from Americas top 200 largest companies, representing
20 million employees and over $9 trillion in annual revenue. BRT’s statement
redefining the purpose of the corporation from shareholder primacy to stake-
holder responsibility on August 19, 2019, which was signed by 181 member
CEO:s, illustrates the influence and leverage impact that an industry associa-
tion can have. Although there have been some critiques of the way member
companies have implemented the commitment in practice," there can be no
doubt that the BRT’s members collectively stating that the purpose of busi-
ness is to “serve not only their shareholders, but also deliver value to their
customers, invest in employees, deal fairly with suppliers and support the
communities in which they operate” has influenced many other companies,
investors and activist groups to take action.'* Since 2019, member CEOs and
their companies have adopted a number of initiatives related to increasing
minimum wage, improving the health and safety of employees, investing in
communities, supporting voter rights and prioritizing climate action and
environmental protection."

Confederation of Indian Industry (CII): CII partners with industry, gov-
ernment and civil society partners to build an economy that will promote
India’s development. The Confederation has 900 private and public sector
members and an indirect membership of 300,000 enterprises from 294
national and local trade associations.'® CII promotes several initiatives related
to corporate social responsibility, climate change, sustainable development
and more by utilizing cross-sector partnerships and providing corporations
with consulting services and research findings."”

The CII National Committee of Corporate Social Responsibility &
Community Development was founded in 2001 to promote the sharing of
best practices among members. The Committee partnered with the Bombay
Stock Exchange and Indian Institute of Corporate Affairs to create Sammaan,
an online platform that connects businesses with NGOs and community
projects in need of funding.'® Additionally, the Confederation hosts trainings
and consults companies in areas related to environmental and climate change
policy, sustainability reporting, stakeholder engagement,'” decarbonization®
and disaster management.”!

At a global level, four examples of trade and industry associations that have
taken specific actions to spread ESG practices among their members and
which offer useful lessons for other industry sectors are summarized in
Box 7.1.

These are only eight examples from a possible universe of hundreds of rep-
resentative trade, industry and business associations. If more associations were
to take a more strategic and ambitious approach to encouraging or requiring



Box 7.1 Four Global Trade and Industry Associations Scaling Up Industry-Wide

Sustainability Leadership

Making industry-wide
public commitments for

members to achieve
social and
environmental goals
and targets

Establishing industry-
wide performance
standards for members
in health, safety,
environment and
security and creating a
sustainability
Technology Roadmap

The Consumer Goods Forum (CGF). CGF can trace its
history back to 1953 and today has the vision of
“achieving better lives through better business.”??
With over 400 manufacturing and retail member
companies? and a 50-member CEO-led board,? the
CGF has established pillars of work on environmental
and social sustainability, health and wellness, and
food safety, among others. The work of each pillar is
guided by public resolutions and commitments, with
specific time-bound targets that aim to drive
industry-wide focus and performance on relevant
challenges. They include commitments on addressing
deforestation, the use of HFC refrigerants, food
waste, forced labour, and health and wellness.?>

In 2016, the Global Social Compliance Programme
(GSCP) was also integrated into CGF, which is a
cross-industry effort to drive convergence in tools
and reporting to improve social and environmental
performance in consumer goods supply chains. CGF
will build upon GSCP’s work by promoting the
Sustainable Supply Chain Initiative, which will
streamline benchmarking of third-party auditing
and certification schemes according to the CGF’s
Global Food Safety Initiative.?

The International Council of Chemical Associations
(ICCA). Alongside some of its regional affiliates, ICCA
was one of the first trade associations to publicly
address issues of health, safety and the environment.
In 1985, in response to the Bhopal Disaster, which was
the world’s worst industrial disaster with an official
death toll of more than 5000 people, the Canadian
chemical industry established the Responsible Care®
programme to drive continuous improvement in
health, safety, environmental and security
performance and improve stakeholder engagement
and over the years has made it a requirement for
membership.?” A global charter was adopted in 2006
and the programme was implemented by national
chemical associations and companies in more than 60
countries. Today, ICCA's members employ 120 million
people in 70 economies around the world and
account for 90% of all global chemical sales.?®

In the past few years, ICCA has launched programmes
on sustainable development, focusing on the role of
chemicals in addressing challenges and stakeholder
concerns related to public health, food security, clean
water, climate change and plastics. ICCA's programmes
include the Technology Roadmap initiative, focused
on exploring and promoting technologies that can
drive new business value while explicitly tackling
global, social and environmental challenges.?

(continued)
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Box 7.1 (continued)

Producing an industry-
wide Code of Conduct
for members and
partnerships and
campaigns to tackle
global health challenges

The International Federation of Pharmaceutical
Manufacturers and Associations. IFPMA represents
some of the largest biopharmaceutical companies®
and regional and national associations®' in the
world. All members are required to sign IFPMA's
Code of Practice, the first of its kind for any sector.
The Code was first written in 1981 and has
undergone five revisions over the past four decades
to ensure that members’ practices align with
evolving ethical standards. A 2012 revision
expanded the Code’s scope beyond marketing
practices to “cover all interactions with healthcare
professionals, medical institutions and patient
organizations.” The most recent 2019 edits set
standards even higher, including banning gifts and
promotional aids and developing the IFPMA Ethos
which shifted the Code from a rules-based to a
values-based document.*?

IFPMA also works with its member companies on
initiatives to collectively address a variety of global
health challenges and to profile partnership
opportunities to strengthen health systems and
improve access to affordable medicines, including
sharing policy options for Universal Health
Coverage. In 2020, more than 20 of its members
launched the AMR Action Fund to bring 2-4 new
antibiotics to patients by 2030, to address the rapid
rise of antimicrobial resistance. IFPMA is also a
founding partner of the Access to COVID-19 Tools
ACT-Accelerator. This includes the COVID-19 Vaccine
Global Access Facility (COVAX), which aims to
support public-private partnerships to accelerate
the development, production and equitable access
to safe, effective and affordable COVID-19 vaccines.
In addition, IFPMA has launched a #TeamVaccines
campaign to spread trust and confidence in
vaccines. Clearly, relevant members stand to benefit
from being able to sell more of their products due
to these initiatives, but at the same time the
industry’s R&D, production and distributions
capabilities are essential for improving global public
health and working together can help to scale
impact.

(continued)
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Box 7.1 (continued)

Establishing an industry- The GSMA Association: GSMA represents more than

wide benchmark to 750 operators and nearly 400 other companies in
assess contributions to the broader mobile communications ecosystem.
the SDGs and hosting This includes handset and device makers, software
the Mobile for companies, equipment providers and internet
Development platform companies, as well as organizations in adjacent

industry sectors.?® Essentially, the companies that
produce the products and networks that reach
more than 5 billion unique mobile subscribers
around the globe.

GSMA was the first representative industry
association to develop a methodology to
benchmark the industry’s contribution to the
Sustainable Development Goals, publishing its first
Mobile Industry Impact Report in 2016.34 In its 2020
impact report, GSMA noted that with the use of
mobile services accelerating, the industry’s impact
on the SDGs grew faster than ever, “for example,
1.6 billion mobile subscribers used their phone in
2019 to improve or monitor their health,
representing an increase of 330 million since 2018.
Moreover, 2.3 billion subscribers used mobile
financial services, an increase of 620 million since
2018."3> At the same time, the report highlighted
the increased exclusion and vulnerability of people
who do not have access to digital technology,
exacerbated by the COVID-19 pandemic, and the
growing urgency to address the digital divide.

Additionally, GSMA's Mobile for Development
Initiative supports numerous projects that aim to
test and spread scalable innovations and
partnerships in mobile solutions to address a range
of development priorities. These include solutions
in mHealth, AgriTech, Digital Identity, Mobile
Money, Connected Women and Disaster Response.3®

Source: Adapted and updated from: Jane Nelson. Partnerships for Sustainable
Development: Collective Action by Business, Governments and Civil Society to
Achieve Scale and Transform Markets. Corporate Responsibility Initiative,
Harvard Kennedy School. Report commissioned by the Business and Sustainable
Development Commission, 2017
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their member companies to support specific social and environmental goals,
the multiplier effect would be substantial. Collectively, these associations
reach millions of companies in almost every country, with hundreds of mil-
lions of employees, substantial influence with governments, and several tril-
lion dollars in revenues and R&D spending.

A 2013 study of five associations (the Consumer Goods Forum, IFPMA,
CropLife International, the International Fertilizer Industry Association and
the European Chemical Industry Council), for example, found that the
annual revenues of their member companies were about US $4.3 trillion. The
authors concluded, “As trade associations advance their programming along a
business and society trajectory, they will not only increase their ability to be
force multipliers on important issues; they will also simultaneously increase
their value proposition for their member companies.”™”

The CEO:s of leading companies are starting to put pressure on their trade
associations to take a more progressive stance on lobbying for social and envi-
ronmental goals. Given public distrust in the political lobbying activities of
many trade and industry associations, there is a danger that such actions could
raise additional concerns about “big business” having undue influence, or a
critique that business associations are “greenwashing” by making progressive
statements, but then continuing to lobby for policies or incentives that benefit
companies at the expense of other stakeholders. These concerns must be
understood and respected. Trade associations can help to address them by
being transparent about their activities, setting public goals and commitments
and being open to independent evaluations on progress, as the four associa-
tions profiled in Box 7.1 are all doing.

7.2.2 Establish Targeted Corporate Responsibility
Leadership Coalitions

Although representative business associations at the global, regional, national
and industry levels reach the largest number of companies, a second group of
business-led, pre-competitive alliances has emerged over the past two decades
that engages a smaller number of companies, but which has been more influ-
ential in driving the agenda for sustainable development. These are corporate
responsibility coalitions—self-selected, voluntary business leadership groups
that have a dedicated focus on integrating sustainability or ESG issues into
core business practices and playing an active collective role in driving more
inclusive and sustainable growth.? In almost all cases, they have been estab-
lished by a relatively small start-up cohort of business champions at the CEO
or senior executive level, and the most successful ones retain the active engage-
ment of senior business executives. Box 7.2 illustrates the reach and focus of
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Box 7.2 Examples of Business Leadership Coalitions Focused on
Addressing Social and Environmental Challenges

These examples illustrate how coalitions of investors and business leaders in spe-
cific industry sectors can work together to advance industry-wide progress on
ESG and sustainable development.

1. Industry-Focused Corporate Responsibility Coalitions

The Principles for Responsible Investment: Created in 2006, with support from
the UN Global Compact and the United Nations Environment Programme, the
PRI was one of the first coalitions composed of major asset managers and asset
owners with a dedicated focus on sustainability and responsible investment. It
established a set of six principles to accelerate the integration of ESG factors into
financial investment and ownership decisions and produces research and collec-
tive action platforms on a variety of ESG topics and for a variety of asset owners,
managers and asset classes. As of mid-2021, it had grown from an initial 100 to
some 4000 signatories, collectively managing an estimated US $120 trillion.*

The International Council on Mining and Metals: This is a coalition of over 20
of the world’s leading mining companies and about 30 regional and national
mining associations, which together are responsible for a significant proportion
of global minerals and metals production. It is dedicated fully to improving
safety and sustainable development in the sector. Founded in 2001, membership
is at the CEO-level and all members are required to commit to a set of ten
Sustainable Development Principles, supporting position statements and trans-
parent and accountable reporting practices against a set of performance
expectations.

The Responsible Business Alliance: Initially established by eight companies in
2004 as the Electronics Industry Corporate Citizenship Coalition, to develop and
implement a code of conduct aimed at driving industry-wide improvement on
social, environmental and ethical issues on the electronics supply chain. Today, it
has expanded its mandate to more than 100 member companies in the electron-
ics, retail, auto and toy sectors, and a strong focus on workers' rights and well-
being alongside environmental performance, with working groups targeted at
addressing challenging issues in the value chain.

The Equator Principles: In 2006, the IFC co-convened a small group of seven
banks to develop a joint risk management framework, modelled on the IFC
Performance Standards to identify and manage social and environmental risk in
projects. Today, the principles have been officially adopted by about 84 financial
institutions around the world, both public and private, and they cover over 70%
of international project finance debt in emerging markets.

2. Country-Level Corporate Responsibility Coalitions

There are a growing number of coalitions focused on promoting corporate
sustainability and responsible business practices at a national or regional level.
They include organizations such as Philippine Business for Social Progress;
Business in the Community in the UK; the National Business Initiative in South
Africa; Swedish Leadership for Sustainable Development; the Dutch Sustainable
Growth Coalition and Maal’a in Israel, to name a few. Research by one of the
authors with Professor David Grayson, published in 2013, identified national-
level, business-led corporate responsibility coalitions in some 70 countries,
including more than two-thirds of the world’s largest 100 economies.*
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just a few of these coalitions that are focused on specific industry sectors or
within specific countries. All companies should review the corporate respon-
sibility leadership coalitions in their industry and key countries of operation
to explore opportunities for engagement.

There are also a number of cross-industry initiatives with a dedicated focus
on working collaboratively to achieve sustainable development at global and
national levels. Two CEO-led global examples are:

* The World Business Council for Sustainable Development: WBCSD
was established in January 1995 as a merger between the Business Council
for Sustainable Development, which had been created in 1990 to provide
business input to the 1992 UN Conference on Environment and
Development (the Rio Earth Summit), and the World Industry Council
for the Environment, which was created by the International Chamber of
Commerce for the same purpose.”” As such, it is one of the world’s most
long-standing, global and multi-industry CEO-led organizations that is
fully dedicated to “working together to accelerate the transition to a sus-
tainable world.”*® As of mid-2021, WBCSD’s over 200 member companies
represented a combined revenue of more than US $8.5 trillion and 19 mil-
lion employees, working together with a network of almost 70 national
business councils around the world.*!

* The United Nations Global Compact: In January 1999, the late UN
Secretary-General, Kofi Annan, made a keynote speech to leaders attend-
ing the World Economic Forum’s annual meeting. He issued the following
call to action, “I propose that you, the business leaders gathered in Davos,
and we, the United Nations, initiate a global compact of shared values and
principles, which will give a human face to the global market.”* Six months
later, the UN Global Compact was launched by a small group of CEOs
and the heads of several UN agencies and global trade unions. Today it is
the world’s largest corporate sustainability initiative, with some 12,000+
signatories in over 160 countries, representing a large range of industry sec-
tors and sizes, as of mid-2021.%* CEOs sign up to the Compact by commit-
ting to align their companies’ strategies and operations with a set of ten
principles based on international agreements in the areas of human rights,
labour, environment and anti-corruption, and reporting publicly on their
progress. They also engage in coalitions aimed at supporting local or
national achievement of the Sustainable Development Goals.

These are only a small sample of sector-specific or country-level corporate
responsibility coalitions. They all demonstrate the multiplier effect of large
companies working together on a pre-competitive basis to drive sustainable
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development in their own industry sector and along their own global supply
chains. Several of them have undergone independent reviews or evaluations to
assess their impact. A review of the most effective business leadership coali-
tions highlights the following crucial success factors:

* CEO-led: Most of them are led by CEOs or senior business executives,
with a core group of active CEO champions who galvanize their peers and
competitors.

* Foundational set of principles or code of conduct based on extensive
and rigorous consultation: The vast majority gain credibility through
requiring their participants to adhere to and report progress against clear
principles, performance standards or codes of practice.

* Public goals or commitments: Some of them have also set public goals for
specific sustainable development outcomes.

* Active working groups with clear responsibilities: In addition to strong
CEO support, many have formed practitioner-level working groups to
drive industry-wide action on the most material sustainability risks and
opportunities faced by their participants.

7.3 Participate in Multi-stakeholder Platforms
to Drive System-Level Change

The most challenging partnerships of all are multi-stakeholder platforms that
involve collaboration among large groups of companies alongside other actors
such as governments and civil society organizations and are aimed at over-
coming systemic market failures or governance gaps to achieve transforma-
tional change. Some of them are established at a global level with national
platforms. Others are national or city-wide alliances. Some are set up as inde-
pendently governed and funded bodies, while others are hosted or incubated
within existing multi-stakeholder or “backbone” organizations such as the
World Economic Forum or intergovernmental bodies such as the United
Nations and the World Bank Group.

The World Economic Forum has described these ambitious platforms as
“Lighthouse Projects,” which it describes as being “multi-stakeholder; transforma-
tive in seeking to correct systemic issues that can trigger a big change on a recog-
nized challenge; future-oriented in seeking to leverage Fourth Industrial Revolution
technologies and science; well-championed by industry with support from top
level executives and directors; and with potential for growth or replicability.”* Box
7.3 illustrates some of the ways in which the Forum has either catalysed, con-
vened, incubated or hosted some leading global multi-stakeholder platforms.
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Box 7.3 The World Economic Forum'’s Role in Catalysing, Incubating
and Hosting Multi-stakeholder Platforms

The World Economic Forum (WEF) has been recognized by the Swiss Federal
Agency as an International Organization for Public-Private Cooperation. The
Forum supports multi-stakeholder platforms (MSPs) at different stages by help-
ing to launch, host or incubate partnerships addressing global, regional and
industry challenges in such areas as global health, climate change, sustainable
development and trade. The following examples illustrate some of these collab-
orative initiatives:

1. Examples of the Forum Providing a Platform to Help Catalyse or
Launch an MSP

The Sustainable Markets Initiative (SMI): This initiative was launched by His
Royal Highness The Prince of Wales at the World Economic Forum’s Annual
Meeting in 2020. Building on his five decades as a champion for sustainability
and corporate responsibility, including his role as President of the UK'’s Business
in the Community and the former Prince of Wales International Business Leaders
Forum, this new initiative is working with the Forum, a vanguard of CEOs and
others to accelerate systems-level change through new business and financing
models and engagement with governments. Through industry and issue-specific
roundtables and research, a ten-point action plan, TV media content, dialogues
with government platforms such as the G7 and Terra Carta innovation and design
labs, the SMI aims to accelerate and scale progress towards a sustainable future.

GAVI, The Vaccine Alliance: GAVI is an international public-private partnership
striving to save lives and protect people’s health by increasing immunization
rates around the world. The Alliance brings together international institutions
such as the WHO and UNICEF, academics, civil society organizations, foundations,
vaccine manufacturers and industry.*” GAVI was launched in 2000 at the Forum's
Annual Meeting.* Since its founding, as of mid-2021, GAVI and its partners had
vaccinated over 822 million children in some of the world’s poorest countries,
helping to prevent around 14 million predicted deaths.* It is playing a central
role in efforts to improve COVID-19 vaccines equity by co-leading COVAX with
the Coalition for Epidemic Preparedness, the World Health Organization and
UNICEF. COVAX is the vaccines pillar of the COVID-19 Tools (ACT) Accelerator,
which is itself a global collaboration working to accelerate the development,
production and equitable access to COVID-19 tests, treatments and vaccines.*®

The Global Fund: The Global Fund works in partnership with governments, the
private sector, civil society and technical agencies to implement innovative mod-
els and alliances to end AIDS, tuberculosis and malaria. The Fund invests over US
$4 billion each year to support research and treatment programmes in more than
100 countries.>! As a result of its efforts, 38 million lives have been saved since its
founding, including a 50% reduction in deaths caused by AIDS, tuberculosis and
malaria in countries where the Global Fund invests.>> The World Economic Forum
has provided the Global Fund a platform to communicate and collaborate with
partners since the Fund was launched at the Forum’s Annual Meeting in 2002.>3

2. Examples of the Forum Hosting an MSP

Food Action Alliance (FAA): FAA builds on lessons learned over a decade from
WEF's New Vision for Agriculture. It is a network of food and agribusiness

(continued)
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Box 7.3 (continued)

companies, banks and development finance institutions, UN organizations, non-
profits and country-level initiatives hosted by the Forum. Member organizations
act collectively to design and invest in country-level “flagship platforms” that
aim to produce food “efficiently and sustainably, that is accessible to all, in sup-
port of a transition to healthier diets and improved environmental outcomes”
aligned with the UN Sustainable Development Goals and Paris Climate
Agreement. FAA's network aims to leverage food commodity value chains and
multi-stakeholder platforms to transform food systems, through innovation and
coordination. To date, the Alliance has catalysed WEF's network of cross-sector
partnerships to build over 100 value-chain initiatives in 25 countries, engaging
with several hundred private and public organizations.>*

Centre for the Fourth Industrial Revolution: The Fourth Industrial Revolution
is a Forum-led programme that facilitates cross-sector partnerships to develop
and scale global governance models for responsible use of digital and other
technology. The Centre is working with businesses, governments, academic insti-
tutions and civil society organizations “to develop, prototype and test pioneer-
ing collaborations and governance models to ensure the benefits of technology
are maximized, and the risks accounted for.”>> Specifically, the Centre is working
with its partners to design policy frameworks and governance protocol areas in
the following focus areas: Artificial Intelligence and Machine Learning, Internet
of Things and Urban Transformation, Blockchain and Distributed Ledger
Technology, Data Policy, and Autonomous, Urban Mobility, and Drones and
Tomorrow's Airspace.>®

The Global Battery Alliance (GBA): A circular and responsible battery value
chain is one of the key drivers for achieving the Paris Climate Agreement. In
2017, the Forum convened a public-private collaboration platform of some 70
organizations, with the twofold goal of accelerating the deployment of batter-
ies and developing guidelines and initiatives to ensure that these batteries are
produced and used responsibly and sustainably, from mining to end-of-life. This
requires collective efforts to address a variety of complex issues across the value
chain from preventing human rights violations and ensuring safer working con-
ditions, to lowering emissions and improving repurposing and recycling.®’

The Tropical Forest Alliance (TFA): TFA is a collective action platform hosted at
the Forum that brings together over 170 organizations to encourage the global
transition to sustainable rural development and deforestation-free supply chains
for commodities using palm oil, soy, beef and paper/pulp.>® Alliance partners
include private sector representatives, governments, civil society organizations,
Indigenous groups and multilateral organizations from across Latin America,
West and Central Africa and Southeast Asia.>®

3. Examples of the Forum Incubating an MSP

The Platform for Accelerating the Circular Economy (PACE): PACE is a public-
private partnership focused on accelerating the transition to a circular economy.
The Platform connects leaders in the public and private sectors with innovative
solutions to rapidly scale best practices and drive systemic change.®® PACE is cur-
rently involved in scaling “circular economy action on plastics; electronics and capi-
tal equipment; food and agriculture; and textiles and fashion.” It was established

(continued)
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Box 7.3 (continued)

by the Forum in 2017%" and is now located at the World Resources Institute’s Center
for Sustainable Business.5?

2030 Water Resources Group (2030 WRG): 2030 WRG is a public-private part-
nership hosted by the World Bank Group designed “to help countries close the
gap between water demand and supply by 2030.”% It currently engages 900
partners from across sectors, works in 14 countries around the world and has
invested US$893 million in water-management programmes. These investments
have helped to eliminate the discharge of nearly 300 million cubic metres of
untreated wastewater, avoid the abstraction of half a billion cubic metres of
freshwater and increase cost-effective storage capabilities.* The Forum played a
core role in establishing and incubating 2030 WRG, before it was spun-off to be
hosted in the IFC and then the World Bank, and continues to be represented on
the initiative’s global governance and steering committee.

The Global Alliance for Trade Facilitation: This is a public-private partnership
focused on “reducing the time and cost of conducting trade and to remove
obstacles to the supply chain.” The Alliance is led by WEF along with the Center
for International Private Enterprise, the International Chamber of Commerce
and Deutsche Gesellschaft fur Internationale Zusammenarbeit. The Alliance
helps countries more easily trade by promoting digitization and facilitating dia-
logue to facilitate the sharing of best practices.®® The programme has been or is
currently involved in over 20 collaborative projects in South America, North and
West Africa and Southeast Asia.5®

Three of the most common objectives of multi-stakeholder platforms are to:

* Mobilize resources to make essential systems work better for people and for
the planet, for example, health, food and energy systems

* Develop voluntary rules and standards to spread responsible busi-
ness practices

* Advocate and campaign to change public policies and attitudes

The following section looks at a few leading examples in each of these three
areas, although the most effective multi-stakeholder partnerships often focus
on achieving several of these objectives at the same time.

7.3.1 Mobilize Resources to Make Essential Systems
Work Better for People and the Planet

A growing number of multi-stakeholder coalitions are being established with
the primary goal of leveraging the necessary resources, such as funding,
research and development, technologies, logistics and distribution capabili-
ties, marketing and public awareness platforms and so on, that are needed to
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overcome systemic obstacles to improving people’s lives, livelihoods and learn-
ing or to make environmental ecosystems, large-scale landscapes and cities
more resilient. These necessary resources and capabilities don’t reside in any
one company or even government. As such, multi-stakeholder platforms are
required to help coordinate them, especially at scale. Such platforms have
been particularly active in efforts to make essential systems such as food,
health, energy, transport, finance and education more just and inclusive for
people and more environmentally resilient.

In the area of food and agriculture, for example, large-scale multi-
stakeholder partnerships include the Alliance for a Green Revolution in
Africa; the Global Alliance for Improved Nutrition; the Sustainable Agriculture
Initiative (SAI) Platform; the World Economic Forum’s Food Systems
Platform, including regional multi-stakeholder platforms such as Grow Asia;
the Food and Land Use Coalition; the Global Agribusiness Alliance; the EAT
Foundation; and a variety of commodity-specific value-chain coalitions, such
as the World Cocoa Foundation, Aquaculture Stewardship Council, Better
Cotton Initiative, Roundtable on Sustainable Biofuels, Global Roundtable on
Sustainable Beef, Roundtable on Sustainable Soy and Bonsucro.

7.3.2 Develop Voluntary Rules and Standards to Spread
Responsible Business Practices

Global frameworks agreed to by heads of state or their governments, such as
the Universal Declaration on Human Rights, the ILO’s International Labour
Standards, the OECD’s Guidelines for Multinational Enterprises, the
Sustainable Development Goals, the Paris Climate Agreement and the UN
Guiding Principles on Business and Human Rights, provide an essential
foundation for promoting and implementing shared global values, norms and
standards at national and local levels. Many companies use these to assess and
improve their firm-level ESG policies and practices. Alongside global treaties
negotiated and implemented by governments, there are a growing number of
examples of multi-stakeholder platforms aimed at providing a voluntary
mechanism for spreading more responsible practices by companies, civil soci-
ety organizations and in certain cases governments. In some situations, these
are a response to public governance gaps. In others, they are a complement to
government efforts to regulate and incentivize systemic change in markets or
to influence public behaviours on social and environmental issues.

Examples of a few multi-stakeholder platforms with these objectives
include:
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* Improving natural resource governance: The Extractives Industries
Transparency Initiative; the Voluntary Principles on Security and Human
Rights; the Marine and Forest Stewardship Councils; and a number of
commodity-specific certification programmes in agriculture, forestry
and minerals.

* Tackling corruption and money laundering: Transparency International’s
sector and country-based Integrity Pacts, especially in large-scale construc-
tion, infrastructure development and public procurement; the Partnering
Against Corruption Initiative; and the Wolfsberg Group (a coalition of
major banks focused on developing frameworks and guidance to tackle
financial crimes).

 Enbancing digital governance: Establishing agile and multi-stakeholder
global governance frameworks for disruptive digital technologies has
become one of the most important and challenging global governance
issues of recent years. Examples include the Centre for the Fourth Industrial
Revolution, the Partnership for Responsible Al, the Partnership for
Responsible Addressable Mediaand the Smart Cities Alliance, among others.

* Respecting human rights in consumer goods, electronics and apparel
supply chains: Examples include the Better Work Program, the Fair Labor
Association, the Ethical Trading Initiative, the Global Network Initiative,
the Bangladesh Accord and Alliance initiatives and the ACT (Action,
Collaboration, Transformation) initiative. Box 7.4 profiles two of these
examples that have both been in existence for over a decade.

Box 7.4 Improving Workers’ Rights and Working Conditions Alongside
Enterprise Productivity and Profitability

Sixty million workers across the developing world rely on the garment industry
for their livelihoods. Over 80% are women and many of them have migrated
from rural areas—or even internationally—and garment work is their first entry
into the job market. While factories are a valuable source of jobs and can help
improve livelihoods of workers and their families, poor working conditions
remain a pressing issue. Mechanisms to enforce labour laws are often poor and
workers may not have a good understanding of their rights nor the skills to
effectively realize them. Done differently, the global garment industry can
potentially lift millions of people out of poverty by providing decent work,
empowering women and driving inclusive economic growth and business
competitiveness.

The Better Work programme was established in 2007 as a collaboration
between the United Nations’ International Labour Organization (ILO) and the
International Finance Corporation (IFC), part of the World Bank Group. It brings

(continued)
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Box 7.4 (continued)

together all levels of the garment industry to improve working conditions and
respect of human rights for workers and to boost the competitiveness of apparel
businesses. The programme is active in 1700 factories employing more than
2.4 million workers in nine countries. As well as advising factories, Better Work
collaborates with governments to improve labour laws and with major retail
brands to ensure progress is sustained. The programme also advises unions on
how to give workers a greater say in their lives, and it works with donors to help
achieve broader development goals. An independent impact assessment by a
multidisciplinary team from Tufts University analysed nearly 15,000 survey
responses from garment workers and 2000 responses from factory managers in
Haiti, Indonesia, Jordan, Nicaragua and Vietnam. It found a causal effect of the
programme on a range of working conditions in garment factories, including
preventing abusive practices (forced labour, verbal abuse, sexual harassment),
curbing excessive overtime and closing the gender pay gap. It also documented
Better Work's impact on firm performance. For example, Supervisory Skills
Training (SST), particularly among female supervisors, increased productivity by
22%; and factories experienced a rise in profitability (measured as the ratio of
total revenue vs. total costs) due to their participation in the programme.®’

The Fair Labor Association (FLA): This alliance of companies, colleges and uni-
versities and civil society organizations was established in 1999 to implement a
Workplace Code of Conduct in the apparel sector that defines labour standards
aimed at achieving decent and humane working conditions. The Code’s stan-
dards are based on International Labour Organization standards and interna-
tionally accepted good labour practices. Brands and companies affiliated with
the FLA are expected to comply with all relevant and applicable laws and regula-
tions of the country in which workers are employed and to implement the
Workplace Code in their facilities, applying the highest standard when differ-
ences or conflicts arise. As of 2020, FLA and its participants were working to
ensure respect for the rights of nearly 5 million workers in apparel and agricul-
ture supply chains in 84 countries with company affiliates headquartered in 21
countries.® Over its two decades of operations, the FLA has recognized that con-
ducting workplace audits, while useful for identifying and remedying immediate
problems and the most egregious violations of labour rights, is not sufficient to
drive sustainable and progressive improvements in working conditions. In
response, it has developed a Sustainable Compliance Methodology, which is
more consultative and focused on understanding and addressing root causes
and driving more systemic solutions. The organization and its participants have
also started to focus on the implementation of living wages. These offer two
examples of how a collaborative approach and diverse perspectives are helping
not only to address human rights abuses but also to improve working conditions
and workers’ voices, incomes and opportunities more broadly.
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7.3.3 Advocate and Campaign to Change Public Policies
and Attitudes

Multi-stakeholder coalitions focused on advocacy and campaigning are
becoming increasingly important in efforts to accelerate and scale systemic
change. These are coalitions where business leaders are joining forces with
leaders in civil society, either in their individual or in institutional capacities,
to advocate for progressive policy reforms or to change public attitudes and
behaviours.

Ultimately, it will be unlikely to achieve large-scale and sustained impact
on social and environmental issues without effective government interven-
tions, whether in the form of policies, laws and regulations, fiscal incentives,
or public sector investment and procurement vehicles. There is a growing
need for companies, NGOs, academic institutions and where appropriate
sub-national government entities to join forces to advocate for greater national
government leadership on these issues.

Particularly in the current era of political polarization, populism and fake
news, there is a need for leaders in business and civil society to step up and
speak out publicly for the causes and the policies that they believe can make a
positive impact on people’s lives, especially on the lives of people who do not
have the same public voice or ability to influence policymakers that business
and civic leaders have. In some cases, there is a need to publicly challenge
certain government policies or practices that undermine the core values of
inclusion, diversity, social justice and environmental sustainability.

Such public advocacy positions can be difficult and politically risky for
individual business leaders and even companies to undertake alone, no matter
how influential they are. Working collectively and on a multi-stakeholder
basis can offer great potential for helping participating companies and their
partners to share the risks of public advocacy, to amplify the voices for such
advocacy and to increase overall influence and impact.

There are examples of successful and long-term public advocacy alliances in
the area of global health. The 30-year commitment to eradicate polio, led by
Rotary International and supported by the United Nations and Gates
Foundation, among many other public and private partners, is probably one
of the best examples of a successful global advocacy campaign. Its success has
depended not only on targeted advocacy with key national governments,
ministers of health and intergovernmental organizations, but also on the fact
that the advocacy campaign has been anchored by on-the-ground action and
innovation and has been enabled by a network of tens of thousands of local
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Rotary Clubs and hundreds of thousands of volunteers, many of them local
business leaders, working in partnership with others.

Other global health coalitions that have strong public advocacy platforms,
anchored by on-the-ground implementation programmes, include GAVI, the
Vaccine Alliance, the Global Fund to Fight AIDS, Tuberculosis and Malaria,
the Global Alliance for Improved Nutrition and the London Declaration for
Neglected Tropical Diseases.

Opver the past decade, a growing number of pioneering advocacy coalitions
and campaigns with active business leadership have emerged to advocate for
smart climate change policies and regulations. Box 7.5 illustrates a few of
these climate advocacy coalitions that are playing a key role in advocating for
both business action and government policies to increase the speed, scale and
systemic impact of the response to the climate crisis.

Box 7.5 Business Leadership Coalitions to Advocate for Climate Smart
Policies and Practices

No company can afford to ignore the growing momentum and business risks of
climate change or the business opportunities associated with implementing
effective mitigation and adaptation strategies. Simply put, sustainable enter-
prise value creation will be impossible without having a clear, science-based and
data-driven roadmap for addressing the climate crisis.

Every company must start with their own business operations and value chain,
focused on controlling what they can control. As the World Business Council for
Sustainable Development and others have argued, companies must “[s]et an
ambition to reach net zero greenhouse gas (GHG) emissions, no later than 2050
and have a science-informed plan to achieve it.” They must also be able to dis-
close how they are governing and managing their climate risks and opportuni-
ties as recommended by the Task Force on Climate-Related Financial Disclosure
(TCFD), with a focus on their climate governance, strategy, risk management,
and metrics and targets. And, they should be able to demonstrate that they are
identifying and managing some of the nexus risks and opportunities between
their climate, water, biodiversity, land-use, circular economy and nature-based
solutions and between their climate and human rights commitments, in terms of
issues such as climate justice and just transition.

Yet, even the best voluntary performance that the largest companies can
achieve in their own business operations and value chains is not sufficient.
Tackling climate change is a quintessentially complex, cross-boundary, systems
leadership challenge. The only way to achieve the speed, scale and systemic
impact that is required is through collective business and investor action on a
global, industry-wide or location-specific basis and substantial changes in public
policies, regulations and market incentives. Over the past decade, one crucial
area of collective action by companies and institutional investors has been the
creation of business-led, policy advocacy alliances, calling for governments to
ramp up specific public policies and incentives.

(continued)
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Box 7.5 (continued)

There are a variety of advocacy coalitions that companies can join, both within
their own industry sector, city or country of operation and beyond. Some of the
most effective are based on a model whereby companies make their own spe-
cific, time-bound strategy, investment and operational climate commitments
and targets, while at the same time, they also call on governments to implement
specific, time-bound public policies, regulations and incentives to support the
transition to a net-zero economy by 2050.

One long-standing example of this dual-track approach to collective action is
Ceres. Established in 1989 following the Exxon Valdez disaster, Ceres has evolved
into a global network of hundreds of leading institutional investors and corpora-
tions, focused on driving towards net-zero carbon emissions within their own
enterprises and ecosystems as well as participating in other coalitions to drive
large-scale transformation in markets and public policies. One of many “coali-
tions of coalitions” that Ceres has helped to spearhead is the We Mean Business
Coalition. This platform was established in 2014 by the following business lead-
ership organizations: Business for Social Responsibility, Carbon Disclosure Project
(CDP), Ceres, The B Team, The Climate Group, Corporate Leader’s Group and the
World Business Council for Sustainable Development (WBCSD). It was created as
a business-led coalition to mobilize joint business commitments, advocate for
specific public policies and provide a common and constructive business voice to
support negotiations for the Paris Climate Agreement.

In the lead up to COP26, the UN Climate Conference, in November 2021, We
Mean Business, alongside its founding partners, and other recently established
corporate and investor climate platforms, such as Race to Zero, Race to Resilience,
the Net-Zero Asset Owner Alliance, the Net-Zero Asset Manager Initiative, the
Paris Aligned Investment Initiative, Climate Action 100+ and the Science-Based
Targets Initiative, continued to coordinate their activities and advocacy efforts.
We Mean Business has identified the following four policy priorities as part of its
“All In for 2030” campaign:

1. Commit to achieving economy-wide net-zero emissions by 2050 at the
latest and reversing nature loss by 2030.

2. Put forward strengthened, high quality Nationally Determined
Contributions (NDCs) in line with a 1.5°C trajectory to halve global emis-
sions by 2030.

3. Develop policies, implementation plans and laws across the economy
that reach NDC and net-zero targets and are nature positive.

4. Develop policies that ensure a just transition that is fair, respects the
needs of all people and countries and builds a more inclusive economy.5°

These business-led coalitions recognize that the urgency for collective leader-
ship and partnerships has never been greater. Any company focused on creating
sustainable enterprise value should participate in collective action and advocacy.
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7.4 Be a Corporate Champion for Partnerships,
Even When They Are Difficult

The leadership challenge is clear. Simply put, it will be impossible for compa-
nies to create sustainable enterprise value at the firm level without addressing
some of the systemic, external obstacles they face and without being stake-
holders themselves in the vitality and resilience of their operating context.
Engaging in partnerships and collective action with other stakeholders will be
essential to achieving this, and business leaders must become champions for
such collaborative efforts.

Clearly, governments must do more on their own. New public policies,
laws and regulations will play a crucial role in making the shift to more inclu-
sive and sustainable growth, including new corporate disclosure requirements,
changes in corporate law and taxation regimes, true cost accounting and pric-
ing signals for social and environmental goods and negative externalities, and
public investment in health, education, training, disaster preparedness and
green infrastructure. Public sector procurement will also be a key driver of
change. Equally essential will be demands from investors and changes in other
capital market institutions, such as stock exchanges, rating agencies and
reporting and accounting platforms. Shifts in public attitudes and mindsets
and in customer and consumer behaviours and demands will be important.
Some of these will happen in the absence of partnerships, but most of them
will require concerted and collective action by stakeholders, including
companies.

Partnerships among companies and between business and other stakehold-
ers can help to address some of the resource constraints, governance gaps,
market failures, and cultural and social norms and behaviours that undermine
the acceleration and scaling of business engagement in sustainability. They
can serve as a platform for facilitating “systems leadership” by convening and
coordinating the diverse actions of numerous actors and for building mutu-
ally reinforcing linkages between different sectors and goals to achieve system-
level change.”

Yet, they are not a panacea. Most partnerships are difficult to build and
challenging to sustain and scale. They often entail high transaction costs, and
there is a need in many cases to strengthen partnership governance and
accountability, as well as operational efficiency and effectiveness. And the
more complex, system-level alliances often need substantial time, years rather
than months, to deliver results.
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In deciding whether to allocate resources to building or participating in a
partnership, companies should ask themselves the following questions:

¢ Leverage—will this partnership help us to increase the amount or diversity
of resources (money, technologies, skills, expertise, capabilities, products,
services, networks, facilities) to improve the scale or quality of our impact
relative to what we could achieve acting alone?

* Levelling the “playing field”—will this partnership enable us to fairly
share risks, costs and burdens with others, especially our peers and com-
petitors, and/or help us to develop common standards and approaches that
will enable fairer competition and the spread of more responsible business
practices in a way that the market doesn’t penalize us relative to competi-
tors that don’t adhere to the same level of standards and good practice?

* Legitimacy—will the partnership help us to build trust with key stake-
holders, improve our social acceptance and licence to operate, enhance our
reputation and/or extend our influence and voice in a credible and respon-
sible manner?

* Leadership—will the partnership help our company to be more effective
leaders than we could achieve on our own in terms of shaping the agenda
and bringing about systemic change within our industry or our locations of
operation around particular environmental, social, economic and gover-
nance issues that are material or salient to our business?

If a partnership has the potential to further one or more of these goals, it is
usually worth investing in. Even the most effective partnerships, however,
offer hard lessons in terms of how to design, implement and sustain them, to
ensure mutual accountability for performance and results, and to build the
flexibility and trust to adapt to changing circumstances. Throughout the life
of a partnership, especially resource intensive and complex, system-level alli-
ances, business leaders and their partners should be assessing whether it meets
some or all of the “success factors” outlined in Box 7.6.

In conclusion, effective partnership building, especially among multiple
stakeholders, requires new mindsets and skill sets on the part of individuals
and new capabilities and incentives on the part of institutions. It requires
patience, persistence and a long-term commitment in an era of short atten-
tion spans, accelerating and disruptive change and short-term performance
pressures on companies and governments alike.

None of this is easy. Yet, it is essential work. The ability to galvanize and
convene other stakeholders to co-create effective partnerships for achieving
sustainable enterprise value at the level of the firm, and more inclusive and
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Box 7.6 Questions to Assess Partnership Viability and Success Factors

The following success factors are a synthesis of over 40 academic and practitioner
studies exploring what works in building partnerships, ranging from global multi-
stakeholder platforms and pre-competitive sector-based business alliances to
more traditional public-private infrastructure and project-level partnerships.

Key questions to ask

Do we have a shared
purpose and
understanding of the
ecosystem and its
stakeholders?

Have we developed
rigorous processes and
operational alignment?

Have we established
good governance and
mutual accountability

for progress?

Key actions and practices to evaluate

1.

Have we got a compelling agenda for change led
by strong champions who are leaders in their own
organizations and are able to take decisions,
allocate resources, motivate and mobilize others,
and support a long-term commitment?

. Have we jointly agreed on a set of public

commitments and a strategic plan for achieving
them, based on rigorous consultation and relevant
baseline evidence, with clearly defined roles and
responsibilities for participants?

. Do we understand the full value chain or ecosystem

required for transformation and our ability to either
holistically coordinate activities or stakeholders
across this system or target specific interventions
that mutually reinforce those of others?

. How effective is our implementation capability? Do

we have dedicated and well-resourced “backbone
support,” committed practitioners from participant
organizations who have the necessary authority
and skills to engage, and effective communication
and conflict resolution processes that enable
regular and rigorous dialogue and feedback?

. Is there strong alignment with and leverage of our

own and our partners’ core competencies and
interests?

. Do we have mutually agreed metrics and

governance mechanisms to track performance and
ensure rigorous oversight and accountability, both
within the partnership itself and externally with
relevant stakeholders, including beneficiaries and
vulnerable groups where relevant?

. Have we established participatory monitoring and

evaluation approaches that facilitate shared
learning and better decision-making in addition to
ensuring transparency and accountability?

. Have we “built in” enough flexibility to “course

correct” and be adaptive based on evolving
circumstances, disruptive events, failures,
stakeholder feedback and lessons learned?

Source: Adapted from Jane Nelson. Partnerships for Sustainable Development:
Collective Action by Business, Governments and Civil Society to Achieve Scale and
Transform Markets. Corporate Responsibility Initiative, Harvard Kennedy School
with the Business and Sustainable Development Commission, 2017
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sustainable growth in society more broadly, has become one of the essential
leadership imperatives for the twenty-first century. One of the single most
important lessons that has come out of 20 years of studying partnerships,
especially complex, multi-stakeholder platforms, has been the crucial role
played by corporate champions—by CEOs and senior executives either who
are willing to do the hard work of partnership building themselves or who
provide the space, resources and support for their teams to do so, including
the long-time horizons often required to deliver results.”!
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Conclusion: Towards Integrated Business
Leadership

This book has presented a navigational guide for boards and management
teams desiring to take a fully integrated approach to running their companies
in order to capture the greatest possible synergy between shareholder and
other stakeholder interests, which is to say between business and societal value
creation, short- and long-term performance, and strong operational and
financial performance, on the one hand, and diligent stewardship of environ-
mental, social, governance and data (ESG&D) risks and opportunities, on the
other. It is a handbook for turning the directional principles of stakeholder
capitalism into the concrete practices that drive stronger sustainable enterprise
value creation.

The book has presented an action agenda for implementing this more inte-
grated approach to corporate governance and oversight, corporate strategy
and implementation, corporate reporting and accountability, and corporate
partnerships and systemic change. This is a business leadership agenda for the
twenty-first century, a period in which profound changes in the technological,
economic, environmental, social and political context in which firms operate
are compelling such integration. In this concluding chapter, we look at what
this implementation agenda means for the craft of business leadership itself.

8.1 Integrated Thinking and Decision-Making

Creating sustainable enterprise value through the rigorous practice of stake-
holder capitalism requires three principal additional aspects of leadership
from C-suite executives and board directors, especially the CEO and
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chairperson. The first is organizational, how they institutionalize the integra-
tion of ESG&D considerations within the company. The second is systemic,
how they understand, engage with and build effective external coalitions to
achieve large-scale change in the broader system in which they operate. And
the third, which underpins everything else, is personal, how they approach
their individual decision-making responsibilities in an increasingly complex,
disruptive and multi-stakeholder operating context.

First, creating stronger sustainable enterprise value through stakeholder
capitalism requires the board and C-suite to institutionalize the integration of
ESG&D considerations into their firm’s core governance, purpose, strategy,
resource allocation, operations, performance metrics, reporting and corporate
culture. This is the terrain covered by Chaps. 4, 5 and 6 in Part II of this book.
Organizational leadership of this nature is needed to ensure the disciplined
identification and balancing of financial and non-financial, shareholder and
other stakeholder, short- and long-term considerations in decision-making at
all levels of the organization. It requires leaders to establish or enhance rele-
vant policies, processes and management systems, ranging from oversight and
compliance mechanisms to incentive and accountability structures. These
need to be robust enough that changes will endure after the current leaders
have left, while also being capable of adaptation to changes in external trends,
risks, opportunities and societal expectations of business.

Second, creating sustainable enterprise value through stakeholder capital-
ism requires systems leadership. As illustrated throughout the book, compa-
nies are part of a complex ecosystem of stakeholders who need to be engaged,
balanced and aligned with the firm’s strategic direction. Firms are also stake-
holders themselves in the vitality and resilience of their operating context.
Company executives, especially the Chair and CEO, have a key role to play in
this regard in partnership with leaders of other companies, governments and
civil society organizations to help overcome some of the governance gaps,
market failures and norms that impede progress towards more inclusive and
sustainable growth. As such, they increasingly need to be coalition-builders,
ambassadors and open collaborators who are capable of inspiring and achiev-
ing system-level change beyond their own companies’ operations and value
chains.! As outlined in Chap. 7, effective systems leadership requires individ-
ual leaders and their institutions to be able to cultivate a shared vision for
change, empower widespread innovation and action, and enable mutual
accountability for progress, through regular stakeholder engagement, metrics
and credible governance structures.?

Third, underpinning both organizational and systems leadership is the cru-
cial importance of personal leadership and good judgement. Leading a
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company in today’s increasingly complex, multi-issue and multi-stakeholder
operating context is massively challenging. So-called win-win choices and
opportunities to effectively manage shared risks to the company and its stake-
holders or create shared value for the company and its stakeholders are not
always the reality that leaders face. Trade-offs between financial and non- or
pre-financial considerations or between different stakeholder interests will
inevitably arise that are not resolved by the governance processes, policies and
management systems that have been installed. These trade-offs will require
personal judgements and decisions to be made at the C-suite and board levels.
If full integration of ESG&D considerations through the institutionalization
of governance processes and management systems represents the science of
business leadership for sustainable enterprise value creation, then how CEOs,
executive teams and boards approach these difficult, complex decisions repre-
sents its art. An art that must be based fundamentally on leaders having and
living by a clear set of values, a sense of purpose, and good judgement.
CEOs, executive teams and boards need to demonstrate, day in and day
out, that their company’s values and purpose statements are not simply words
on paper. They must demonstrate by their own behaviours, actions and deci-
sions that the how of sustainable enterprise value creation is as important as
the what, that it’s not only important what a company does with the profits it
generates, but how it makes them in the first place. They must be willing to
take decisive action and hold individuals to account, for example, when one
of their number or other managers in the firm do not adhere to these values,
even if the person in question is a top financial or operational performer. They
must be prepared to take responsibility, both internally and externally, when
things go wrong, especially when poor decisions or a crisis negatively affect
the resilience and reputation of the company and people’s lives or the planet.
Some of the greatest and most understandable mistrust and cynicism
among employees and other internal and external stakeholders results from
CEOs, senior managers and directors failing to “walk the talk” on the values
they espouse and the public commitments they make. Having rigorous com-
pliance systems in place and integrating ESG&D considerations into perfor-
mance metrics and incentive structures are essential, but they can only go so
far. To achieve widespread integrity beyond compliance and a fully integrated
approach to business leadership requires influencing behaviours and corpo-
rate culture more broadly. It requires business leaders who will not compro-
mise on their responsibility as role models for integrity and integrated
approaches, who recognize the challenges of cognitive bias and the impor-
tance of including and listening to diverse perspectives, and who are well



256 R. Samans and J. Nelson

prepared to be held personally accountable for delivering a more integrated
approach to performance and value creation.

Of course, judgement and decision-making are the essence of leadership.
CEOs, executive teams and boards are routinely called upon to balance short-
and long-term considerations in business strategy and financial planning. The
art of business leadership as it relates to sustainable enterprise value creation
begins with recognizing that difficult decisions weighing financial against
non- or pre-financial considerations and shareholder versus other stakeholder
interests, while often more complex, are no different in principle from tradi-
tional business decisions that require balancing long- and short-term consid-
erations, for example, whether to approve a big investment in a new plant,
major acquisition, promising new technology or novel marketing campaign
to establish or strengthen a brand. All of these decisions require estimating
and balancing the prospects of higher immediate profitability versus stronger
medium- to long-term enterprise value.

That said, the practice of stakeholder capitalism—the careful weighing of
diverse stakeholder interests and of financial priorities with material and
salient ESG&D considerations—may often require judgements to be made
regarding the relative value of preserving or strengthening certain of the firm’s
intangible assets—for example, its reputation with customers, standing with
regulators and communities, the rights, capabilities, well-being and loyalty of
its employees or the basic social and environmental viability of its enabling
environment, upon which business continuity ultimately rests. These intan-
gible considerations are often difficult to reduce to numbers—to discounted
cash flows—and thus to an apples-to-apples comparison with the near-term
financial cost and opportunity of the other side of the decision. However, they
are no less material or significant for it. There is no getting around weighing
them in a rigorous fashion against more immediate and financially quantifi-
able considerations and taking such an integrated approach to
decision-making.

Integrated thinking means that a CEO, executive team and board always
and simultaneously conceptualize their firm’s plans and decisions for creating
value in tangible and intangible, financial and non- or pre-financial, short
term and long term, and shareholder and other stakeholder dimensions.
Integrated decision-making means not only institutionalizing governance
processes and management systems that routinely and rigorously mediate
such potential trade-offs but also creating a decision-making culture at the top
that embraces complexity and diverse perspectives and that makes debate and
considered judgements about ESG&D-related trade-offs a core part of the
C-suite’s and board’s duties, carving out the necessary time in their agendas to
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do so when such matters are referred to them. As chief stewards of the com-
pany’s values and value protection and creation, the CEO, executive team and
board must fully internalize these matters in their own thinking and decision-
making agendas. They cannot be segmented from “core business” decisions
and subordinated through their delegation to communications, stakeholder
relations and other functional officers. At the same time, these officers need to
be engaged directly in the thinking and decision-making of chief executive,
financial and operating officers.

In summary, the integrated thinking that is inherent in sustainable enter-
prise value creation requires an expanded set of skills in business leaders and a
more complex approach to their preparation and execution of decisions.
ESG&D-related priorities and trade-offs presented to the CEO, executive
team or board for decision may often hinge on a judgement about the relative
value of intangible and more tangible assets and investments. The science of
valuing intangible assets, particularly those related to ESG&D factors, is in its
infancy. Initiatives like the Value Balancing Alliance® and the Impact-Weighted
Accounts Project* at Harvard Business School, and the Impact Management
Project,’ are doing important but still early stage work in this area. Thus, for
the time being, integrated decision-making is mainly concerned with drawing
qualitative—which is to say human—judgements rather than making quanti-
tative calculations.

8.2 Developing Future Business Leaders

As outlined in the previous section, stakeholder capitalism places a special
premium on the ability of business leaders to integrate the financial and non-
or pre-financial, the short and long term, the tangible and intangible, and the
shareholder and stakeholder dimensions of a decision. As such, the art of
sustainable enterprise value creation is the art of integrated thinking and
decision-making, as well as systems leadership.

The education, training and development of business leaders must there-
fore expose students and young executives far more to ESG&D business issues
and the transformational trends and human, social and political contexts that
give rise to them. Examples include the intersection of climate change, water
scarcity and enterprise value creation; the intersection of workers’ rights, pro-
tections and voice and enterprise value creation; the intersection of anti-
corruption and enterprise value creation; the intersection of algorithmic bias
and transparency and enterprise value creation, and so on. Similarly, experi-
ences of students and young executives need to incorporate opportunities to



258 R. Samans and J. Nelson

cultivate the craft of facilitating dialogue, debate and decisions involving the
types of trade-off that are outlined above.

This cultivation of integrated thinking and decision-making and systems lead-
ership in the next generation of business leaders requires three practical changes:

* First, exposure to ESG&D issues, business-and-society dilemmas and
stakeholder relations must begin well before ascension to the C-suite, start-
ing with vocational, academic or professional education and training, and
continuing in the journey through the company ranks. This is currently the
exception rather than the rule in many contemporary training and educa-
tion institutions and business cultures.

* Second, the type of stakeholder mapping and engagement discussed in Part
II must become routine and interactive for current and aspiring managers
and business leaders. Since ESG&D matters often cannot be reduced to
quantitative, like-for-like comparisons with the financial data of profit and
loss projections, the quality of information about them will depend on the
depth of not only desk analysis but also stakeholder conversations. On
particularly strategic or sensitive matters, these conversations will need to
be direct, that is, conducted face to face by top executives and board mem-
bers themselves. All future business leaders must be equipped with the
tools for effective multi-stakeholder mapping and engagement.

¢ 'Third, since such decisions can have major direct and indirect implications
for people’s rights and dignity and the quality of their lives and livelihoods,
they may evoke an unusually strong personal sense of investment in them
by colleagues within the firm and by external stakeholders. Effective leader-
ship in such circumstances means not only arriving at a considered judge-
ment by allocating sufficient time for analysis, discussion and debate ex
ante but also creating adequate space for explanation, ongoing feedback
and possible adjustment, ex post. As such, future business leaders also
require training and experiential exposure to understand how their deci-
sions might impact people, for better or worse, and how to develop appro-
priate institutional and personal accountability mechanisms.

In summary, the rigorous practice of stakeholder capitalism requires an inte-
grated form of business leadership—what we've referred to as integrated think-
ing and decision-making—to achieve the integrated approach to corporate
governance, strategy, reporting and partnerships outlined in Part II. These are
the essential raw ingredients of sustainable enterprise value creation. They are
the means through which stakeholder capitalism is expressed by firms. As such,
they should be a core component of business education, training and talent
development processes as well as a key requirement in vocational, academic
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and professional qualifications. Above all, they should be gained through on-
the-ground experiential learning and feedback, and as such, they should be an
essential element of job assignments and assessments, and of mentoring and
championing high potential managers at all levels of an organization.

What does this leadership and integration of sustainable enterprise value
creation look like in firms that are in the vanguard of implementing stake-
holder capitalism? We conclude with a summary of some of the priority
ESG&D issues that all companies should consider and a summary of the
practical leadership actions that were outlined in Part II and are relevant for
any company.

8.3 Summary of Leadership Actions for Creating
Sustainable Enterprise Value

As we have outlined throughout the book, there are now countless research
studies, management frameworks, reporting guidelines and “agendas for action”
that are available for companies to draw on in their journey towards creating
sustainable enterprise value. Some of these are broad, generic guidelines, and
others are focused on specific industry sectors, countries or ESG&D issues.

Despite industry and geographic differences, it is increasingly clear that
every chairperson, CEO, board and executive team should set targets for their
company to address climate change mitigation and adaptation priorities as
well as goals to manage other major environmental risks and opportunities,
establish policies and due diligence processes to respect human rights, includ-
ing core and other labour standards, and support for diversity, equity and
inclusion, and engage transparently with stakeholders on their progress against
these. Appendices A, B and C provide more in-depth guidance on some of the
specific ESG&D risks and opportunities that have been identified for cross-
industry reporting by the Measuring Stakeholder Capitalism initiative,
industry-specific reporting by the Sustainability Accounting Standards Board
(SASB) Materiality Map and climate change reporting by the preliminary
prototype of a climate-related financial disclosure standard developed by a
group of leading voluntary standard-setting organizations.

The following table summarizes the leadership actions that we identified in
Part II of the book as being important for any company aiming to create sus-
tainable enterprise value, regardless of industry sector, geography or owner-
ship structure. They provide a set of leadership criteria that all boards and
executive teams can assess themselves against in the areas of corporate gover-
nance and oversight, corporate strategy and implementation, corporate
reporting and accountability, and corporate partnerships and systemic change.
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Box 8.1 Summary of Leadership Actions for Creating Sustainable

Enterprise Value

CORPORATE GOVERNANCE AND OVERSIGHT

Revise governance
principles and
guidelines to include
stakeholders and
ESG&D priorities

Enhance board
oversight on aligning
the company’s
purpose, strategy
and capital allocation
with creating
sustainable
enterprise value

Expand oversight of
risks to include
material and salient
ESG&D risks

Focus on diverse
succession planning,
talent development
and an inclusive
culture

Integrate ESG&D
priorities into
oversight of executive
performance,
incentives and
accountability

¢ Explicitly recognize the board’s responsibility for
oversight of management in determining
corporate purpose and strategy for creating
long-term value for stakeholders, including but
not only shareholders

Provide language on the board'’s responsibility
for oversight of ESG&D risks, opportunities and
performance in addition to financial and
operational risks, opportunities and performance

Support management as stewards of corporate
purpose

Provide robust and regular guidance on corporate
strategy (spend more time on strategy; align
strategy with corporate purpose; integrate the
company’s sustainability and other stakeholder-
oriented strategies with corporate strategy)
Review ESG&D implications of capital allocation
and investment decisions

Ensure oversight of material and salient ESG&D
risks

Strengthen preparedness for and resilience to
systemic shocks and crises (improve preparedness;
support crisis management and response;
strengthen recovery and future resilience)

e Integrate ESG&D into oversight of CEO and
executive performance, compensation and
succession

¢ Provide guidance on corporate culture

e Serve as champions of inclusion and diversity

e Review and support long-term talent development

¢ Integrate ESG&D priorities into business planning
and performance oversight

e Align incentives to corporate purpose and hold
executives accountable

e Commit to integrated reporting of the
company’s performance and prospects

(continued)
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Box 8.1 (continued)

Enhance board e Integrate ESG&D into board organization and
organization, structure (at the full board and in board
composition and committee charters)
engagement ¢ Ensure board composition is fit for the complex

operating environment
* Enhance board engagement with internal and
external stakeholders

CORPORATE STRATEGY AND IMPLEMENTATION

Embed purpose, values ® Ensure stakeholder consultation, especially with

and ESG&D priorities employees in defining or revising purpose and
into corporate identifying priorities

strategy and e [dentify and prioritize the social and
operations environmental issues most material to the

company's core business and salient to its
stakeholders

e Communicate purpose and ESG&D priorities
clearly and consistently, accompanied by
measurable goals and targets and supported by
policies, standards and incentives

e Commit to measuring and accounting for
performance on a regular and consistent basis

Strengthen e Invest time to engage stakeholders in rigorous
management of materiality analysis and due diligence
material and salient e Integrate ESG&D risks into enterprise risk
ESG&D risks management and risk appetite frameworks

e Commit to dynamic reviews and stress-testing
of risks

e Leverage technology to improve risk
management—and manage the tech risk

e Address both acute risks and broader business
model or systemic risks

e Combine quantifiable metrics and science-based
targets with qualitative insights and stakeholder
surveys

(continued)



262 R. Samans and J. Nelson

Box 8.1 (continued)

Invest in innovation to
drive inclusive and
sustainable growth

Promote employee
well-being, talent,
diversity and
inclusion

Establish robust and
accountable
mechanisms for
external stakeholder
engagement

e Invest in breakthrough technologies, products
and services to deliver scalable and/or “leap-frog”
solutions to global challenges such as improving
access to more affordable and sustainable
energy, food, health and financial inclusion

¢ Develop innovative business models (inclusive
business models; circular economy and
regenerative models; shared use and omni-channel
models) and innovative financing mechanisms,
such as internal venture capital funds and
innovation award programmes as well as external
partnerships or joint, blended funding mechanisms
with other private or public sector financiers

e Participate in innovation coalitions and
accelerator platforms

e Invest in employee health, safety and well-being

e Make diversity and inclusion a priority

e Invest in employees’ future skills and
opportunities

® Enable employee engagement and participation

e Understand and map key stakeholders and issues
e Establish external advisory councils

CORPORATE REPORTING AND ACCOUNTABILITY

Implement integrated
reporting in the firm

e Embrace ESG&D materiality and design it into
the annual report, including by reporting against
the IFRS climate change standard; the 21 WEF/
IBC measuring stakeholder capitalism cross-
industry core metrics and recommended
disclosures, which are a baseline best-practice
composite of GRI, CDSB, TCFD and SASB
elements; and the SASB industry-specific metrics
that pertain to the firm’s main business lines as
per its materiality map

¢ Assemble the building blocks of the integrated
annual report

® Review, assure and approve for issuance

(continued)
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Box 8.1 (continued)

Accelerate the creation

of an international
reporting standard
through collective

business leadership

e Support the International Organization of
Securities Commissions (I0SCO) and the
International Financial Reporting Standards
Foundation (IFRS) initiatives to develop a
baseline global sustainability reporting standard

® Encourage national regulators to adopt this
standard outright or build on top of it, in order
to ensure the global comparability of a
substantial base of such reporting

CORPORATE PARTNERSHIPS AND SYSTEMIC CHANGE

Develop a holistic,
multi-level strategy
for engaging in
partnerships

Support pre-
competitive business
alliances to scale
industry-wide
progress

Participate in multi-
stakeholder
platforms to drive
system-wide change

Be a corporate
champion for
partnerships, even
when they are
difficult

* Empower numerous project-level, financing and
operational partnerships

e Strategically leverage key industry-level, pre-
competitive business alliances

e Prioritize a small number of multi-stakeholder
institutions, platforms and networks

e Leverage the reach and influence of
representative business organizations

e Establish targeted corporate responsibility
leadership coalitions within specific countries,
locations, industries or focus on specific
challenges

* Mobilize resources to make essential systems
work better for people and the planet

e Establish shared rules and standards to spread
responsible business practices

¢ Advocate and campaign for changes in public
policies and attitudes

e Assess the value of each partnership in terms of
its leverage, ability to “level the playing field,”
legitimacy and leadership impact

e Ask the right questions—do we have a shared
purpose and understanding of the ecosystem
and its stakeholders; have we developed
rigorous processes and operational alignment;
have we established good governance and
mutual accountability for progress

As we have outlined throughout the book, disruptive and often transforma-
tional changes in the operating environment for most companies and industry
sectors continue to accelerate and gather momentum in terms of their complex-
ity and their materiality to business risks and opportunities. No business is
immune from these changes. In this dynamic new operating context, no firm’s
ability to create and sustain value can be taken for granted. There is simply no
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room for complacency or insularity in management teams and boards. The
boards, executives and companies that will lead in the twenty-first century will be
those that are integrating priority ESG&D issues and stakeholder interests into
their corporate governance, strategy, reporting and partnerships, through the set
of actions described in this book. These are the companies that will help to shape
the pathway towards sustainable enterprise value creation and, ultimately,
towards stakeholder capitalism and more just, inclusive and sustainable growth.
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Climate-related disclosures prototype Copyright Notice: 7his appendix
contains copyright material of the IFRS® Foundation in respect of which all rights
are reserved. Reproduced by Springer Nature with the permission of the IFRS
Foundation. No permission granted to third parties to reproduce or distribute. For
Sfull access to IFRS Standards and the work of the IFRS Foundation please visit
bttp:/leifrs.ifrs.org” The IFRS Foundation, the authors and the publishers do not
accept responsibility for any loss caused by acting or refraining from acting in reli-
ance on the material in this appendix, whether such loss is caused by negligence
or other.
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Objective
1 The objective of these disclosure requirements is to require an entity to
disclose information about its exposure to climate-related risks and
opportunities, enabling users of an entity’s general purpose financial
reporting:

(a) to determine the effects of climate-related risks and opportunities on
the entity’s financial position, financial performance and cash flows and
to assist users in their assessment of the entity’s future cash flows and
their value, timing and certainty, over the short, medium and long
term and, therefore, assist users in their assessment of the entity’s enter-
prise value;

(b) to understand how management’s use of resources and corresponding
inputs, activities, outputs and outcomes support the entity’s response
to and strategy for managing its climate-related risks and opportu-
nities; and

(c) to evaluate the ability of the entity to adapt its planning, business
model and operations in response to climate-related risks and
opportunities.

2 An entity shall apply this [draft] Standard in preparing and disclosing
climate-related disclosures in accordance with the IFRS Sustainability
Disclosure Standard: General Requirements for the Disclosure of
Sustainability-Related Financial Information.

Scope

3 'This Standard applies to:

(a) climate-related risks that the entity is exposed to, including but not
restricted to:

(i) physical risks from climate change (physical risks); and
(ii) risks associated with the transition to a lower-carbon economy
(transition risks); and

(b) climate-related opportunities available to and considered by the entity.
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Governance

4 An entity shall disclose information that enables users of general purpose
financial reporting to understand the governance processes, controls and
procedures used to monitor and manage climate-related risks and opportu-
nities. To achieve this objective, the entity shall disclose a description of the
governance body or bodies (which can include a board, committee or
equivalent body charged with governance) with oversight of climate-related
risks and opportunities, and of management’s role with respect to climate-
related risks and opportunities, including:

(@)
(b)

(©)

(d

(g)

the identity of the body or individual within a body responsible for
climate-related risks and opportunities;

how the body’s responsibilities for climate-related risks and opportuni-
ties are reflected in terms of reference, board mandates and other rele-
vant entity policies;

how the body ensures that the correct skills and competencies are avail-
able to oversee strategies designed to respond to climate-related risks
and opportunities;

the processes and frequency by which the body and its committees
(audit, risk or other committees) are informed about climate-related
matters and the associated climate-related risks and opportunities;
how the body and its committees consider climate-related risks and
opportunities when overseeing the entity’s strategy, decisions on major
transactions and risk management policies, including any assessment of
trade-offs and analysis of sensitivity to uncertainty that may be required;
how the body oversees the setting of climate-related targets and moni-
tors progress towards them, including whether and how related perfor-
mance metrics are incorporated into remuneration policies; and

a description of management’s role in assessing and managing climate-
related risks and opportunities (e.g., whether climate-related responsi-
bilities have been assigned to specific management-level positions or
committees, and that appropriate controls have been put in place by
management to monitor climate-related matters, including ways in
which climate-related risks and opportunities are considered and coor-
dinated across different internal functions) and how the body oversees
management in that role.
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Strategy

5 An entity shall disclose information that enables users of general purpose
financial reporting to understand its strategy for addressing climate-
related risks and opportunities, including the entity’s assessment of:

(a)

(e)

the significant climate-related risks and opportunities that it reason-
ably expects could affect its business model, strategy and cash flows
over the short, medium or long term (see paragraph 6);

the impact of significant climate-related risks and opportunities on its
business model (see paragraph 7);

the impact of significant climate-related risks and opportunities on
management’s strategy and decision-making (see paragraph 8);

the impact of significant climate-related risks and opportunities on its
financial position, financial performance and cash flows at the report-
ing period end and the anticipated effects over the short, medium and
long term (see paragraph 9); and

the resilience of the entity’s strategy to significant climate-related risks
associated with the physical impacts of climate change and the transi-
tion to a lower-carbon economy (see paragraph 10).

6 An entity shall disclose information that enables users of general purpose
financial reporting to understand the significant climate-related risks and
opportunities that are reasonably expected to affect the entity’s business
model, strategy and cash flows over the short, medium or long term.

Specifically, the entity shall disclose:

(a)

(b)

(©)

a description of the processes in place to identify climate-related risks
and opportunities that it reasonably expects could positively or nega-
tively affect its business model, strategy and cash flows;

how it defines the short, medium and long term and how the defini-
tions are linked to the entity’s strategic planning horizons and capital
allocation plans;

a description of significant climate-related risks or opportunities and
the time horizon over which each could reasonably be expected to
have a financial effect on the entity; and

whether the risks identified are physical risks or transition risks. For
example, acute physical risks could be increased severity of extreme
weather events, such as cyclones and floods, and chronic physical risks
could include rising sea levels or rising mean temperatures. Transition
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risks could include regulatory, technological, market, legal or reputa-
tional risks.

7 An entity shall disclose information that enables users of general purpose

financial reporting to understand its assessment of the impact of signifi-
cant climate-related risks and opportunities on its business model.
Specifically, the entity shall disclose:

(a) a description of the current and anticipated effects of significant
climate-related risks and opportunities on its value chain for produc-
ing goods or services (e.g., supply chains, operations, workforce, mar-
keting and distribution channels); and

(b) where in its value chain significant climate-related risks or opportuni-
ties are concentrated (e.g., geographical areas, facilities or types of
assets, inputs, outputs or distribution channels).

8 An entity shall disclose information that enables users of general purpose

financial reporting to understand its assessment of the impact of signifi-
cant climate-related risks and opportunities on management’s strategy

and decision-making, including its transition plans. Specifically, the entity
shall disclose:

(a) how it is responding to significant climate-related risks and opportu-
nities including but not restricted to:

(i) how it plans to achieve any climate-related targets it has set,
including how these plans will be resourced, the processes in
place for review of those targets and assumptions about the use
of carbon offsers in achieving the target, including minimum
quality or certification thresholds for the offsets;

(ii) how it is advancing research and development related to climate
change mitigation, adaptation or opportunities;

(iii) whether it is adopting new technologies;

(iv) what direct adaptation and mitigation efforts it is undertaking
(e.g., through workforce, changes in materials used or product
specifications or introduction of efficiency measures);

(v) what indirect adaptation and mitigation efforts it is undertaking
(e.g., through working with customers and supply chains or use
of certification schemes [e.g., an internationally recognized
scheme providing certification for the sustainability of a com-
modity such as lumber or palm oil]); and
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(vi) the extent to which mitigation efforts rely on offsetting strategies
and the factors affecting the choice of any offsetting strategy; for
example, following an assessment of multiple schemes, a tech-
nology company has decided to offset residual emissions within
its value chain via an afforestation programme to meet its strate-
gic commitment to mitigate climate risk. The company selected
offset programmes because they led to permanent and additional
outcomes and met an accredited verification standard. The entity
described each project, the geography in which the projects oper-
ate, the number of metric tonnes of offsets, the cost per metric
tonne, the year in which the emission reduction occurred and the
verification standard applying to the scheme.

(b) plans and critical assumptions for legacy assets, including strategies to
manage carbon-, energy- and water-intensive operations and to
decommission carbon-, energy- and water-intensive assets.

(¢) quantitative and qualitative information about the progress of plans
previously disclosed in accordance with paragraphs 8(a) and 8(b).

(d) how significant climate-related risks and opportunities are included
in the entity’s financial planning decision-making (e.g., in relation to
investment decisions and funding).

9 An entity shall disclose information that enables users of general purpose
financial reporting to understand the impact of significant climate-related
risks and opportunities on its financial position, financial performance
and cash flows at the reporting period end, and the anticipated effects over
the short, medium and long term. Specifically, the entity shall disclose
qualitatively and quantitatively when feasible:

(a) how significant climate-related risks and opportunities have affected
its most recently reported financial performance, financial position
and cash flows;

(b) how management expects the entity’s financial position to change
over time in line with its strategy to address significant climate-related
risks and opportunities, reflecting:

(i) the entity’s current and committed capital allocation plans and
their anticipated impact on the financial position (e.g., major
acquisitions and divestments, joint ventures, business transforma-
tion, innovation, new business areas and asset retirements); and

(ii) the entity’s planned sources of funding to implement the
strategies; and
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(c) how management expects the entity’s financial performance to change
over time given its strategy to address significant climate-related risks
and opportunities (e.g., increased revenue from or costs of products
and services aligned with a lower-carbon economy, consistent with
the Paris Agreement; physical damage to assets from climate events;
and the total costs of climate adaptation or mitigation); and

(d) how the entity’s assessment of significant climate-related risks and
opportunities has affected judgements made or present sources of esti-
mation uncertainty in the financial statements.

10 An entity shall disclose an analysis of the resilience of the entity’s strategy
to significant climate-related risks (physical and transition), including:

(a) how the analysis has been conducted, including:

(i)

(iii)

(iv)
v)

(vi)

whether it has been conducted by comparing a diverse range of
climate-related scenarios and whether it has used a Paris-aligned
scenario and scenarios consistent with increased physical climate-
related risks;

which scenarios were used for the assessment and the sources of
the scenarios used (e.g., Network for Greening the Financial
System Net Zero 2050 scenarios, the International Energy
Agency Net Zero 2050 scenario and the Intergovernmental Panel
on Climate Change Representative Concentration Pathway
1.9 and 2.6);

an explanation of why the entity believes the chosen scenarios are
relevant to assessing its resilience to climate-related risks and
opportunities;

the time horizons over which the analysis has been conducted;
the inputs into the scenario analysis, including but not limited to
the scope of risks (e.g., the scope of physical risks included in the
scenario analysis), the scope of operations covered (e.g., the oper-
ating locations used) and the level of detail in the assumptions
(e.g., geospatial coordinates specific to company locations or
national- or regional-level broad assumptions); and
management’s assumptions about the way the transition to a
lower-carbon economy will affect the entity, including policy
assumptions for the jurisdictions in which the entity operates,
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macroeconomic trends, energy usage and mix and technology
assumptions; and

(b) the results of the analysis together with an assessment demonstrating
how the entity’s financial position and financial performance support
the resilience of the entity’s strategy and business model over the
short, medium and long term, including:

() how assets and investments are aligned with or are sufficiently
flexible to be reallocated, decommissioned, repaired and upgraded,
in the event of physical disruption or chronic changes in weather
patterns resulting from climate change; and

(ii) the current or planned investment in lower-carbon alternatives
(and what proportion that represents overall investment), reskill-
ing the workforce and the degree of capital flexibility available to
withstand the physical effects of climate change.

Risk Management

11 An entity shall disclose information that enables users of general purpose
financial reporting to understand how climate-related risks are identified,
assessed, managed and mitigated. To achieve this objective the entity

shall describe:

(a) the process by which climate-related risks are identified;
(b) the process, or processes, by which the entity assesses the significance
of climate-related risks, including, where relevant:

(i) how it determines the likelihood and impact of such risks (such
as the qualitative factors or quantitative thresholds used);

(ii) how it prioritizes climate-related risks relative to other types of
risks, including the use of risk assessment tools (e.g., science-
based risk assessment tools or other sources);

(iii) which significant input parameters it uses (e.g., data sources, the
scope of operations covered and the level of detail used in assump-
tions); and

(iv) whether it has changed the processes used compared to the prior
reporting period;
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for each significant climate-related risk, information that enables an
understanding of how the risk is being monitored, managed and miti-
gated, including related policies; and

the extent to which, and how, these climate-related risk identification,
assessment and management processes are integrated into the entity’s
overall risk management process.

Metrics and Targets

12 An entity shall disclose information that enables users of general purpose
financial reporting to understand the entity’s performance in managing
significant climate-related risks and opportunities. To achieve this objec-
tive, an entity shall disclose:

(a)
(b)
(c)

(d)

cross-industry metrics (see paragraph 13);

industry-based metrics (see Appendix B);

targets set by management to mitigate or adapt to climate-related
risks or maximize climate-related opportunities; and

other key performance indicators used by the board or management
to measure progress towards the targets identified in paragraph 12(c).

13 An entity shall disclose the following cross-industry metrics:

(a) greenhouse gas emissions—in terms of absolute gross Scope 1, Scope 2

and Scope 3, expressed as metric tonnes of CO, equivalent, in accor-
dance with the Greenhouse Gas Protocol and emissions intensity;
transition risks—the amount and percentage of assets or business
activities vulnerable to transition risks;

physical risks—the amount and percentage of assets or business activ-
ities vulnerable to physical risks;

climate-related opportunities—the proportion of revenue, assets or
other business activities aligned with climate-related opportunities,
expressed as an amount or as a percentage;

capital deployment—the amount of capital expenditure, financing or
investment deployed towards climate-related risks and opportunities,
expressed in the reporting currencys;

internal carbon prices—the price for each metric tonne of greenhouse
gas emissions used internally by an entity, including how the entity is
applying the carbon price in decision-making (e.g., investment deci-
sions, transfer pricing and scenario analysis), expressed in the report-
ing currency per metric tonne of CO, equivalent; and
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NOTE: Included in the TRWG's recommendations for consideration by the ISSB is
the suggestion to develop (as a priority and building on existing content where
possible) detailed technical protocols for the cross-industry metrics listed in
paragraph 13, to ensure consistency and comparability across reporting entities
(e.g., the consolidation and disclosure of Scope 3 emissions and denominators
for intensity disclosures). As it stands, some of the cross-industry metrics listed
in paragraph 13 represent categories that need to be built upon further to
become metrics. The TRWG also recommends that further guidance be devel-
oped regarding the relationship between cross-industry disclosures and
industry-based disclosures.

(g) remuneration—the proportion of executive management remunera-
tion affected by climate-related considerations in the current period
(also see paragraph 4(f)), expressed in a percentage, weighting,

description or amount in reporting currency.

14 For Scope 3 greenhouse gas emissions, the entity shall provide an explana-

15

tion of the activities included within the disclosed metric. For example, an
online retailer may be exposed to risks or opportunities related to the
greenhouse gas emissions arising out of third-party transportation and
distribution services purchased by the reporting entity for outbound
logistics of products sold to customers. The retailer may determine that
information about such emissions is material to the users of its general
purpose financial reports in their assessment of its enterprise value.
Therefore, the retailer will explain how the emissions information pro-
vided by entities in its supply chain has been included in the determina-
tion of Scope 3 greenhouse gas emissions.

The entity shall disclose its climate-related targets, and:

(a) the objective of the targets (e.g., mitigation, adaptation and confor-
mance with sector and science-based initiatives);
(b) whether the target is absolute or intensity-based,
(c) whether the target is science-based, and if so, whether it has been vali-
dated by a third party;
(d) whether the target was derived using a sectoral decarboniza-
tion approach;
) the time frame over which the target applies;
) the base year from which progress is measured;
) any milestones or interim targets; and
) metrics used to assess progress towards reaching targets and achieving
strategic goals.
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Effective Date

16 [IFRS SX] was issued in [Month, Year]. An entity shall apply [IFRS SX]
for annual reporting periods beginning on or after 1 January 20XX. Earlier
application is permitted. If an entity applies [IFRS SX] earlier, it shall
disclose that fact.

17 An entity is not required to provide the disclosures specified in paragraphs
[4-15] for any period before the date of initial application if it is imprac-
ticable to do so.



Appendix B. Measuring Stakeholder
Capitalism Core Metrics: World Economic
Forum International Business Council

Principles of
Governance

Theme

Governing
purpose

Quality of
governing
body

Stakeholder
engagement

Ethical
behaviour

Risk and
opportunity
oversight

Governance: Core metrics and disclosures

Setting purpose

The company'’s stated purpose, as the expression of the
means by which a business proposes solutions to
economic, environmental and social issues. Corporate
purpose should create value for all stakeholders, including
shareholders.

Governance body composition

Composition of the highest governance body and its
committeesby: competencies relating to economic,
environmental and socialtopics; executive or non-executive;
independence; tenure on the governance body; number of
each individual’s other significant positions and commitments,
and the nature of the commitments; gender; membership of
under-represented social groups; stakeholder representation.

Material issues impacting stakeholders

A list of the topics that are material to key stakeholders
andthe company, how the topics were identified and how
the stakeholders were engaged.

Anti-corruption

1. Total percentage of governance body members, employees
and business partners who have received training on the
organization’s anti-corruption policies and procedures,
brokendown by region.
a) Total number and nature of incidents of corruption
confirmed during the current year, but related to
previous years; and
b) Total number and nature of incidents of
corruptionconfirmed during the current year, related
to this year.

2. Discussion of initiatives and stakeholder engagement to
improve the broader operating environment and culture,
inorder to combat corruption.

Sources

The British
Academyand Colin
Mayer, GRI 102-26,
Embankment
Project for
Inclusive
Capitalism (EPIC)
andothers

GRI  102-
22, GRI
405-1a, IR
4B

GRI102-21,
GRI 102-43,
GRI 102-47

GRI 205-2,
GRI 205-3

Protected ethics advice and reporting mechanisms
A description of internal and external mechanisms for:

1. Seeking advice about ethical and lawful behaviour and
organizational integrity; and

2. Reporting concerns about unethical or unlawful behaviour and

lack of organizational integrity.

Integrating risk and opportunity into business process
Company risk factor and opportunity disclosures that clearly
identify the principal material risks and opportunities facing the
company specifically (as opposed to generic sector risks), the

company appetite in respect of these risks, how these risks and

opportunities have moved over time and the response to those

changes. These opportunities and risks should integrate material

economic, environmental and social issues, including climate
change and data stewardship.

GRI 102-17

EPIC,

GRI 102-15,
World Economic
Forum Integrated
Corporate
Governance,

IR 4D

Fig. B.1 Summary overview of core metrics and disclosures. Source: World Economic
Forum International Business Council (reproduced by permission)
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Planet

People

Theme Planet: Core metrics and disclosures Sources
Climate Greenhouse gas (GHG) emissions GRI 305:1-3,
change For all relevant greenhouse gases (e.g. carbon dioxide, TCFD
methane,nitrous oxide, F-gases etc.), report in metric tonnes '
of carbon dioxide equivalent (tCO2e) GHG Protocol Scope 1 GHG Protocol
and Scope 2 emissions.
Estimate and report material upstream and downstream
(GHGProtocol Scope 3) emissions where appropriate.
TCFD implementation Recommendation
Fully implement the recommendations of the Task Force on sof the TCFD;
Climate-related Financial Disclosures (TCFD). If necessary,
disclose a timeline of at most three years for full CDSB R01, R02,
implementation. Disclose whether you have set, or have R031 R04 and
committed to set, GHG emissions targets that are in line with R06;
the goals of the Paris Agreement — to limit global warming to SASB 110:
well below 2°C above pre-industrial levels and pursue efforts to !
gmfit wazrg'lsil('l)g to 1.5°C — andto achieve net-zero emissions Science Based
GE . Targets
initiative
Nature loss  Land use and ecological sensitivity GRI 304-1
Report the number and area (in hectares) of sites owned,
leased or managed in or adjacent to protected areas and/or
keybiodiversity areas (KBA).
Water consumption and withdrawal in water-stressed areas SASB CG-
Freshwater Report for operations where material: megalitres of water HP-140a.1,
availability withdrawn, megalitres of water consumed and the percentage
ofeach in regions with high or extremely high baseline water WRI Aqueduct
stress,according to WRI Aqueduct water risk atlas tool. waterrisk atlas tool
Estimate and report the same information for the full value
chain(upstream and downstream) where appropriate.
Theme ople: Core metrics and disclosures Sources
Dignity and Diversity and inclusion (% GRI 405-1b
equality Percentage of employees per employee category, by age group,

gender and other indicators of diversity (e.g. ethnicity).

Pay equality (%

Ratio of the basic salary and remuneration for each employee
category by significant locations of operation for priority areas of
equality: women to men, minor to major ethnic groups, and other
relevant equality areas.

Adapted from GRI
405-2

Wage level (%
Ratios of standard entry level wage by gender compared to
local minimum wage.

GRI 202-1,

Adapted from Dodd-
Frank Act, US SEC

Ratio of the annual total compensation of the CEO to the median ~ Regulations
of the annual total compensation of all its employees, except the

CEO.

Risk for incidents of child, forced or compulsory labour GRI 408-1b,
An explanation of the operations and suppliers considered to have GRI 409-1

significant risk for incidents of child labour, forced or compulsory
labour. Such risks could emerge in relation to:

a) type of operation (such as manufacturing plant) and type
ofsupplier; and

b) countries or geographic areas with operations and
suppliersconsidered at risk.

Fig. B.1 (continued)
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Theme People: Core metrics and disclosures Sources
Health and Health and safety (% GRI:2018
well- being The number and rate of fatalities as a result of work-related 403-9a&b,
injury;high-consequence work-related injuries (excluding
fatalities); recordable work-related injuries; main types of work- GRI:201
related injury;and the number of hours worked. 8403-6a

An explanation of how the organization facilitates workers’
accessto non-occupational medical and healthcare services,
and the scope of access provided for employees and workers.

Skills for the  Training provided (#, $ GRI 404-1,
future Average hours of training per person that the organization’s
employees have undertaken during the reporting period, by SASB HC 101-15

gender and employee category (total number of hours of
trainingprovided to employees divided by the number of
employees).

Average training and development expenditure per full time
employee (total cost of training provided to employees divided
bythe number of employees).

Theme Prosperity: Core metrics and disclosures Sources
Employment  Absolute number and rate of employment Adapted, to
) and wealth 1. Total number and rate of new employee hires during the includeother
Prosperity generation reporting period, by age group, gender, other indicators indicators of
ofdiversity and region. ig/;erfltébfrom GRI
-1a

2. Total number and rate of employee turnover during the
reporting period, by age group, gender, other indicators
ofdiversity and region.

Economic contribution GRI 201-1,

. Direct economic value generated and distributed (EVG&D),
on an accruals basis, covering the basic components for
theorganization’s global operations, ideally split out by:

GRI 201-4

— Revenues

— Operating costs

— Employee wages and benefits

— Payments to providers of capital

— Payments to government

— Community investment

Financial assistance received from the government: total
monetary value of financial assistance received by the
organization from any government during the reporting
period.

IS

Financial investment contribution As referenced in
IAS7 and US
1. Total capital expenditures (CapEx) minus depreciation, GAAP ASC 230
supported by narrative to describe the company’s
investmentstrategy.

2. Share buybacks plus dividend payments, supported by
narrative to describe the company’s strategy for returns
ofcapital to shareholders.

Innovation Total R&D expenses ($ US GAAP ASC 730
of better Total costs related to research and development.

products

and services

Community Total tax paid Adapted from
and social The total global tax borne by the company, including GRI201-1
vitality corporateincome taxes, property taxes, non-creditable VAT

and other sales taxes, employer-paid payroll taxes, and other

taxes that constitute costs to the company, by category of

taxes.

Fig. B.1 (continued)
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