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SUSTAINABILITY AND BUSINESS COMPETITIVENESS

1. Executive summary

Sustainability and business competitiveness

A business with strong corporate social responsibility will often be more successful
in generating Economic Value Added, for reasons rooted in business strategy.

This was the key finding of a workshop commissioned by the Department of Trade
and Industry and organised by Forum for the Future in May 2003. It was attended
by 70 senior business researchers and practitioners from the Chief Economists of
Shell and BA to the Senior Corporate Responsibility Adviser at Vodafone.

The finding that corporate social responsibility (CSR) is not necessarily a cost of
doing business was revealed by the significant overlaps between stakeholder and
environmental management concerns and what modern resource-based business
strategy sees as the source of business competitive success.

The workshop also found that parallel research on business intangibles and intellectual
capital, including the contribution stakeholder management could make to a company's
competitive advantage, has direct application. Many of the tools developed to measure
business intangibles could be applied to measure the shareholder value of a company'’s
CSR policies and performance, offering for the first time robust evidence of the business
value of corporate sustainability and responsibility.

Past attempts to measure the business case have mostly concentrated on eco-
efficiency cost savings and green or ethical price premiums. With some notable
exceptions' the resulting numbers have been small and relatively insignificant compared
with other pressing issues for business. However, most previous studies have
omitted a major contribution to business success from stakeholder and environmental
management: their contribution to a company’s competitive advantage in its main markets.

So a wider group of delegates was assembled than is usual when viewing CSR and
sustainability. Researchers and practitioners from business strategy, intangible value
and businesses themselves were brought together to discuss how sustainability
performance could contribute to competitive advantage and business success, and
how it could be measured.

Economic Value Added by CSR and sustainability

e The priority placed by the DTI on identifying transparent and quantifiable links
between sustainability/CSR and business competitiveness was emphasised by
the Minister of State for Energy, e-Commerce and Postal Services, Stephen
Timms MP.

1 See the Co-operative Bank www.co-operativebank.co.uk, BT www.bt.com
and ‘Sustainability Pays' www.forumforthefuture.org.uk/redirect/csi.nmtl.
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Company success depends on balancing multiple priorities and stakeholder
interests, and an exclusive focus on shareholder value often fails in its own terms.
These were themes illustrated strongly by John Kay, a leading economist and
commentator in this area.

Understanding and measurement tools have been developed to assess how
intangibles drive value creation in modern business. Richard Youngman of the
PRISM project, an EC-funded research initiative on the intangible economy,
described their obvious applications for sustainability and CSR.

A new project, ‘Sustainability and Business Competitiveness’, is developing tools
to measure the contribution of business sustainability to business competitive
advantage, by applying resource-based business strategy to link sustainability
performance to the key sources of competitive advantage. Brian Pearce, of
Forum for the Future, illustrated the importance of those sources: key internal
and external relationships, reputation, capacity to innovate and strategic assets.

Clustering of responsible business and research groups has been found to
maximise innovation and competitiveness in a recent project described by John
Sabapathy, of AccountAbility.

Measurement and modelling of business intangibles is possible in practice, as
Jonathan Low, from Cap Gemini Ernst & Young, demonstrated with his Value

Creation Index model linking various indicators of intangible assets to market

valuation.

Measuring the contribution of CSR to competitive advantage

Businesses shared their experience in measuring the contribution of their CSR and
sustainability policies to business success.

Capacity to innovate can be enhanced by both sustainability and corporate
social responsibility. Vodafone has developed both niche products and overall
brand, while Interface has been able to develop a best selling carpet based on
how nature designs a good ground cover.

Reputation and the importance of CSR and sustainability are clearly linked,
particularly in developed, higher-income, markets. BT collects reliable attitude
data every month from thousands of UK customers through an independent
research agency. Based on eighteen months tracking, BT has identified that CSR
attitude accounts for at least 25% of the dimensions that drive BT's corporate
reputation. Corporate reputation is directly linked as a driver of customer satisfaction
thus establishing a direct link between CSR and customer satisfaction.
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e Key internal and external relationships are widely accepted as a source of
competitive advantage that could be enhanced through stakeholder management.
Carillion found significant business benefits in a recent mapping exercise that
quantified the effect links with key stakeholders had upon value creation.
Statistical modelling by The Work Foundation showed how important high
performance workplaces are for UK productivity growth.

e Strategic assets are an obvious source of competitive advantage as their owner
has an important but very scarce resource. Several businesses demonstrated
the value of stakeholder and environmental management to maintaining the
licence to operate that asset with regulators and local communities (eg British
Airway'’s hub airport slots at Heathrow).

Conclusions

The workshop directly addressed the question of whether CSR and sustainability
made a positive contribution to business success, and came to the qualified
conclusion that they do. This was an important conclusion in view of the views to
the contrary expressed by some influential commentators?. The delegates believed
that the mistake made by these commentators and the shareholder value movement
was to regard the cost of CSR and sustainability programmes as an expense rather
than, potentially, an investment in a strategic asset or distinctive capability.

The theory and practical experience of business in enhancing their competitive advantage
through such policies seems to be increasingly well established. There is considerable
scope for developing tools to help manage these assets through a balanced scorecard
approach and to help investors value CSR spending on these assets. Many of these
tools are either already available or being developed for other purposes in the field
of business intangibles and intellectual capital.

Next step

A major ‘Sustainability and Business Competitiveness’ project is underway with a
number of corporations to develop a balanced scorecard to manage the sources of
competitive advantage, and apply valuation tools such as real options analysis to
develop the information sought by mainstream investors. The aim is to provide
companies and investors with the means to manage and assess the contributions of
investments in CSR to the creation of Economic Value Added and competitive advantage.

2 See for example Henderson, D. 2002 Misguided Virtue: False Notions of Corporate Social Responsibility.
Institute for Economic Affairs, London.
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2. Introduction

Businesses are central to achieving sustainability in economic activities, by which is
meant economic development that will not eventually founder due to the breaching
of ecological limits or the destruction of social cohesion. Government has a specific
role to play in setting boundaries and incentives for business through regulation and
economic incentives. So called ‘Civil society’ also has a role in helping to shape
business ethics and corporate social responsibility. However, if there was a key lesson
from the ‘end of history’, as capitalist economic models triumphed over central
planning, it was the power of decentralised market mechanisms such as corporations.
It follows that if there is a strong business case for corporate sustainability, then
business could play a major role in environmental protection and social development.

The question of whether or not there is a strong business case for corporate
sustainability was the central issue for the workshop commissioned by the DTI,
which brought together experts from academia, business schools, think-tanks and
business. The workshop drew on a wider group than is normal in discussion on
sustainability and CSR. Instead Researchers in business intangible value and experts
in business strategy were invited to discuss the insights their work could bring to
research into the contribution sustainability performance makes to business success.

Demonstrating the contribution sustainability and CSR makes to business success
depends to a large extent on measurement. Measurement of performance makes

it easier to manage. Past attempts to measure the business case have mostly
concentrated on eco-efficiency cost savings and green or ethical price premiums.
With some notable exceptions® the resulting numbers have been small and relatively
insignificant compared with other pressing issues for business. The workshop
considered whether this result was because most previous studies have omitted a
major contribution to business success from stakeholder and environmental management,
which is the contribution to a company’s competitive advantage in its main markets.

The stakeholder approach has been extensively criticised during the 1990s by the
shareholder value movement. However, much of this criticism seems to be focused
on a version of the stakeholder approach that emphasises fairness and the equity of
value distribution between the various stakeholders, which in some circumstances
may damage business success®. Experience of more recent years suggests that an
exclusive focus on shareholder value may fail in its own terms (see Sustainability and
the foundations of corporate success on p10). The workshop had a focus not so much
on the equity of stakeholder relations and other elements of corporate sustainability,
but on the efficiency with which they contributed to business success.

3 See the Co-operative Bank www.co-operativebank.co.uk, BT www.bt.com and ‘Sustainability Pays’
www.forumforthefuture.org.uk/redirect/csi.hmtl.

4 See for example Black, A., Wright, P., Davies, J. 2001. In search of shareholder value. FT/Prentice Hall. London.
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The workshop was organised in order to throw light on the various sources of business
competitive advantage. For this reason the workshop began with the contributions
that follow this introduction, from experts in resource-based business strategy and
business intangible value. This was followed by panel discussions and breakout
sessions to discuss real business experience in measuring the contribution of
sustainability and CSR to sources of competitive advantage, such as key internal
and external relationships, reputation, capacity to innovate and strategic assets.

Understanding the mechanisms whereby these sources of competitive advantage are
enhanced by sustainability was one aim of the workshop. The other was to assess
the practicalities of developing tools to help manage these ‘assets’, such as a balanced
scorecard approach, and the use of valuation technigues to communicate the worth
of CSR policies to investors. The workshop was particularly interested in whether this
work could readily build on that already undertaken in the fields of business intangibles
and intellectual capital.

It follows that there could be important applications from any such tools that may be
developed. The business unit would be able to more accurately assess the importance
of some sustainability issues for its business success, and be able to more efficiently
allocate resources. With more light directed onto the practical impacts of CSR on
business success this may play some role in reducing the number and variation of
investor questionnaires that arrive on business manager desks in increasing numbers.
More fundamentally, investors would be able to better identify where the market's
(often implicit) valuation of a particular sustainability issue differs marked from its real
contribution to business success, and re-allocate equity and corporate debt investments
accordingly to iron out this market inefficiency.

Forum for the Future gratefully acknowledges the financial support of the DTl and
SITA in the earlier stages of developing the thinking behind this workshop and the
resulting project. The contributions made by Jonathan Startup, Michael Massey and
others at the DTI, and the chairing of the workshop by Vicky Pryce, were essential
to its success.
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3. The importance of CSR for
business competitiveness’

Stephen Timms MP, Minister of State for Energy, e-Commerce and Postal Services,
welcomed participants to the joint DTI/Forum for the Future workshop to look at the
vital issue of how CSR and sustainability drive business success and how to measure
that impact.

‘CSR is a very fertile area for research — DTI has supported various projects already and
is asked to support many more. But we want to make sure that we are maximising
the impact of our support by focusing on the key factors that will stimulate more
innovation and creativity and in turn improve the productivity and competitiveness of
our companies. It is because we believe that CSR has a role to play in the economic
success of the UK that the lead on CSR in Government rests with DTI. Improving
our competitiveness and raising productivity are central to DTl's aims and | see CSR
as part of that but we need more companies to make that connection in the way they
run their business.

‘One of the key issues in taking on this challenge is defining the “business case”
for CSR. CSR is good not just for society but also good for business. Many companies
such as the Italian and UK examples | have talked about clearly share that belief. But
can we make a more transparent and quantifiable link between business sustainability/
CSR and business competitiveness? If we can, we will have firm evidence to reach out
to those companies who are not yet persuaded of the value of CSR to their business...’

It was clear from the Minister’s speech that a high priority is placed on making
a more transparent and quantifiable link between business sustainability/CSR
and business competitiveness. Forum for the Future’s project ‘Sustainability and
Business Competitiveness’ has been designed specifically to do this, building
on the results of the workshop. The intention is to develop balanced scorecard
tools with partner companies to make the link between sustainability/CSR and
business competitiveness transparent to business managers. Valuation tools
will be developed to help quantify this link for investors.

5 Extracts from the opening address to the workshop by Stephen Timms MP, Minister of State for Energy, e-Commerce and
Postal Services, 13th May 2003. www.dti.gov.uk
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4. Sustainability and the foundations
of corporate success’

What exactly does make a successful company in modern market economies? This
was the core of the keynote address by John Kay, a recognised expert in the sources
of success of markets and the businesses that operate within them’. In particular he
made some strong points about whether business success depends on an exclusive
focus on shareholder value, as many have argued, or rather on balancing a number
of objectives.

ICI created the British pharmaceuticals industry when balancing
multiple objectives

The following mission statement is taken from annual reports issued during the 1980s:

‘ICI aims to be the world's leading chemical company, serving customers internationally
through the innovative and responsible application of chemistry and related science.
Through achievement of our aim, we will enhance the wealth and well-being of our
shareholders, our employees, our customers and the communities which we serve
and in which we operate.’

And this is ICl in the 1990s: ‘Our objective is to maximise value for our shareholders
by focusing on businesses where we have market leadership, a technological edge
and a world competitive cost base’.

A careful reading of these statements shows three principle differences:

e The first gives primacy to the operational activities of the company ‘serving
customers internationally through the innovative and responsible application of
chemistry’. The second puts financial performance first ‘Our objective is to
maximise value for shareholders’ and operations are secondary to that end.

e The first statement gives recognition to all stakeholders. The second acknowledges
no claim other than that of shareholders.

e The first looks forward to the creation of new business ‘ICl aims to be the world's
leading chemical company’, ‘through achievement of our aim, we will enhance
wealth and well-being’. The second restricts the company’s ambitions to established
activities ‘focusing on businesses where we have market leadership’.

6 Based on the workshop presentation by John Kay ‘Sustainability and the Foundations of Corporate Success’, 13th May 2003.
www.johnkay.com

7  See for example Kay, J. 1993. Foundations of Corporate Success. OUP, Oxford and 2003,
The Truth about Markets. Allen Lane, London.
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Does this matter in practice? Kay went on to demonstrate that it certainly does.

The science developed at ICl pharmaceuticals in the post-war period by James Black
and his team provided the basis for the British Pharmaceuticals industry and the
success of Zeneca, Smith Kline and Glaxo. This was achieved when ICI| operated on
the basis of its 1980s mission statement.

This approach changed in the mid-1990s when ICI refocused to maximise shareholder
value by putting together a collection of activities with ‘market leadership, a
technological edge and a world competitive cost base’. Earlier this year ICl, for most
of the last century Britain’s leading manufacturing business, was expelled from the
FTSE index of Britain's largest 100 companies, and its chief executive resigned.

The paradox is that the management of the company under the 1990s mission
statement failed in its own terms. |t destroyed shareholder value on a large scale.

Marks & Spencer damaged its underlying sources of
competitive advantage

Kay's second example was Marks & Spencer which for years benefited from its
competitive advantage based on its reputation with customers, its relationship with
suppliers, and the calibre and commitment of the work force.

How did this competitive advantage come about? One of Marks & Spencer'’s long
standing policies was the provision of good meals to employees at nominal prices. The
meals policy began after Simon Marks paid one of his frequent store visits which is
the routine of all senior Marks & Spencer executives. During it, one of the assistants
fainted. When she recovered, Marks learned that her husband was unemployed and
the family did not have enough food to go around. Marks conclusion was not that
Marks and Spencer had a social obligation to relieve poverty in the community. But
he did take the view that the kind of business he was building was not one in which
employees fainted because they hadn’t enough to eat.

The shareholder value approach would compare the cost of providing subsided meals
with the expected net present value of the savings from reduced staff turnover. Only
if the net balance was positive would the transaction enhance shareholder value and
appeal to the Board.

Kay makes the point that these calculations are often impossible to make robustly,
and when they are made are often spurious. They are not usually the basis for key
management decisions.

But in the 1990s Marks and Spencer did shift towards the shareholder-value driven
model. Their relatively mature business was not able to generate the double digit
earnings growth which was required by the stock markets of the 1990s, in order to
support an equity price premium. So the company put pressure on its supply chain
and did all it could to achieve a higher margin on sales. It achieved its highest margin
in early 1998, a little before sales and profits fell and the share price collapsed.

11
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By trying, exclusively, to maximise shareholder value, Marks and Spencer did serious
damage to the underlying sources of its competitive advantage. In fact in this mode
of operation it destroyed shareholder value, whereas following its 1980s approach it
had been hugely successful in creating shareholder value.

Shareholder value is best achieved when it is not the sole
business objective

Kay's interpretation is that success in shareholder value is best achieved when a
company is pursuing the multiple objectives expressed in ICl's 1980s mission statement.

This is not to say that good or responsible business equals profitable business. It is
perfectly obvious that private and public interest may conflict. Governments do not
spend billions of dollars regulating businesses because they think the businesses in
guestion are too dumb to see what is in their own best interests: corporations do not
spend billions of dollars lobbying governments because they misapprehend their own
best interests.

The truth is much more subtle. Complex objectives in an uncertain environment, such
as the development of a successful business in a rapidly changing economy, are not
best tackled head on. Happiness is not usually achieved from hedonistic activities.
Neither is shareholder value best achieved by short-term actions of the financial
engineering kind that are often well received by city analysts and institutional investors.

Kay asserts that the reason companies do not succeed following the 1990s-type
mission statement is because they are, in fact, not able to maximise shareholder value
by trying to directly focus upon achieving this single objective in business operations.

If we knew far more about the world than we do, or ever could, then business could
select the lines of long-term development that would maximise its Net Present Value.
It would calibrate exactly the quantity of resources, not too many, not too few, to
spend sustaining relationships with the communities in which they work, etc. But
what we actually know, and can know, is far more limited. It is that if organisations
devote too little, or too much, attention to any stakeholder group they do not prosper:

e they decline if they focus on shareholder value and respond to the ever transient
fads of city commentators and business consultants;

e they fail to meet their real objectives if they are captured by employee interests, as
with many public sector organisations and some mismanaged private companies;

e they cannot successfully pursue their core business purposes if they mistakenly
think their function is to pursue their own, or other people’s conception of the
public good.
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The lesson he draws is that you cannot successfully manage a company by reference
to a single objective, such as maximising shareholder value; but equally that you cannot
define or quantify trade-offs between objectives. The job of balancing conflicting
claims and requirements is the most fundamental task of management judgement.

The balanced scorecard offers a sensible way to manage
these capabilities

Business should judge itself in this regard with reference to a balanced scorecard.
The principle being that the performance of a business is judged, not by any single
metric, the bottom line, but by a range of indicators related to a company’s distinctive
capabilities, the source of its competitive advantage, its relationships with its
stakeholders. For ICI, whose competitive advantage rested on ‘the innovative and
responsible application of chemistry’ these would be focussed principally on its
scientific capabilities, and those of its employees. For Marks and Spencer, whose
competitive advantage rested on the structure of its relationships with suppliers
and employees, and on its brand and reputation, the components of its balanced
scorecard would have placed appropriately more emphasis on people, and on the
way people outside the company perceived it. We can see how these kinds of
assessment could have restrained, perhaps even prevented, the calamities that
befell these businesses. They relate the metrics of performance to the competitive
strengths of the corporation.

13
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b. Sustainability and intangible
business value’

There are many parallels in research on business intangibles with the concern of this
workshop over sustainability/CSR and business success. Richard Youngman presented
evidence drawn from the PRISM project, an EC-funded research initiative on the
intangible economy.

The starting point for this research is the transformation seen in the organisation of
developed economies in recent years. In a mass-production economy with homogenous
goods, the knowledge content of goods was low and the most important phase of
the production process was manufacturing, since firms relied on economies of scale
for market performance. Hence, tangible factors of production were held to be the
most important, and economic productivity was held to be determined by a direct,
causal relationship with the amount of physical capital and labour employed. Today,
the knowledge content of goods is of an order higher, and the pre-manufacturing
phase is the key phase for value-creation. The activities carried out in this phase,
namely research and organisation, therefore assume a much higher significance than
in the past.

On balance, the empirical evidence would suggest that mature global economies have
indeed experienced a fundamental shift in the corporate asset base. Moreover, this
has led to a significant, but largely undetected, shift in the mode of wealth creation.

The view of the PRISM project is that value chains are now eroding at a much faster
pace than in the past. As a result it has become more important for businesses to have:

e The capacity to innovate;

e Networks, as key strategic assets;

e An understanding of where power lies, which has changed from traditional,
hierarchical and vertically-integrated industrial firms.

In today’s markets successful businesses must have access to

unique capabilities

A consequence is that successful businesses in today's increasingly competitive

markets must have access to unique, or hard-to-replicate, capabilities, competences

and quasi-assets in order to stay ahead of the game. It should be emphasised that
it is not just about having access to these assets, as competitive advantage is in

8 Based on the workshop presentation by Richard Youngman The intangible drivers of (business) competitiveness in the
21st century, 13th May 2003. www.EUintangibles.net



reality achieved from a superior orchestration of these resources, from ‘architecting
capabilities’. As a result firms will be constantly trying to create, maintain or invade
monopolies, whether or not founded on intangibles.

The resource base of 21st century enterprises

Tangible assets
where ownership
is clear and
enforceable

Rights that can be
bought, sold, stocked
and readily traded in
disembodied form
and (generally)
protected

Non-price factors
of competitive
advantage

Potentially unique
competition factors
that are within the
firm's capability to
bring about

‘Hard’ commodities

(disembodied)

Tangible assets

Physical assets
PP&E

Inventory

Other

Financial assets
Cash

Securities
Investments

Intangible goods

Material supply
contracts
Licences, quotas
& franchises

Registrable IPR
Copyright or patent
Protected originals —
film, music, artistic,
scientific etc.
including market
software
Trademarks

Other IPR
Brands, know-how
& trade secrets

\]

Intangible
competences

Competency map
Distinctive
competences

Core competences
Routine
competences

‘Soft” — difficult to
isolate and value
(embodied)

Latent capabilities

Capabilities
Leadership
Workforce calibre
Organisational
(including networks)
Market/reputational
Innovation/

R&D in-process
Corporate renewal

If there are fundamentally new economic drivers, this will impact directly on the

SUSTAINABILITY AND BUSINESS COMPETITIVENESS

established norms of measurement practice. Our existing business routines and metrics
were devised when firms operated within fixed boundaries and the management
focus was geared to resources that were physical, and owned.

The existing accounting system arguably does a satisfactory job of tracing the
transaction flows in and out of the modern enterprise, together with the value-building
process along the physical supply chain. However, intangibles strike at the very heart
of this model because their value to an organisation is not linked to transactions, but
to their imaginative exploitation in the core activities of innovation, production and
distribution, leveraged by networks and other ‘'macro’ factors external to the enterprise.
Even if conservatively enforced via an effective governance system, the cost-based
accounting model has become increasingly irrelevant in judging the health and
performance of key sectors of the modern economy.

15
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The efficiency with which business adapts to its changing environment is essential to
sustainability and business success in modern market economies. As a result measuring
the capacity to innovate and the capacity to learn has become increasingly relevant.

At the current stage of the science of measuring business intangibles it is important
to stress that companies should view this as a learning journey, rather than an exact
science. It should be remembered that the measurement of financial accounts involves
considerable judgement and has taken many years to evolve. The same improvement
will occur with intangibles and early measurement techniques should not necessarily
be dismissed as being less robust than financial accounts. In the near future it is likely
that business intangible measurement will be a combination of assets and flows that
are measurable financially and others, no less important for business success, described
by a narrative and non-financial metrics.
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6. Sustainability and
competitive advantage’

Forum for the Future is developing a methodology, through a series of case studies
with major companies, to understand and measure the links between corporate
sustainability and the company’s competitive advantage. Brian Pearce described that
in an earlier study' Forum had found a number of studies demonstrating financial
benefits from corporate sustainability performance. However, most of these studies
focused on cost savings or price premiums and the resulting financial benefits were
relatively small. This study takes a new approach by looking at how sustainability
policies affect the business strategy that drives successful companies.

The first step in the case study work will be to better understand the mechanisms
by which corporate sustainability can drive competitive advantage. Out of this work
a balanced scorecard tool for internal management of these intangible assets will be
developed, together with a number of valuation tools.

These tools should help to shift corporate sustainability management out of public
affairs into business strategy. The emphasis is very much on internal management
rather than external reporting. Our view is that management of key stakeholders and
environmental impacts is central to the successful management of many companies.

Most studies have focused on replicable and not unique sources of
business benefit

There have been some notable attempts by BT, the Co-operative Bank and others to
measure what is often called the ‘business case’ for sustainability. There have been
essentially two strands to this research, focused on balance sheet or profit and loss
account measures. The question that arises with the balance sheet approach and
the measures of intangible value used is whether the market has an informed view
of sustainability intangibles. The question that arises with the profit and loss account
measures of cost savings and price premia is what competitive advantages are
behind these outcomes. We are seeking to address both these questions by looking
at the distinctive capabilities that enable the business to sustain its competitive
advantage and generate economic rents.

Language and jargon can be a barrier in this area and so some explanations of
terminology are useful. By corporate sustainability we mean in this case the
maintenance of the size and quality of key assets to the business (balance sheet
tangibles, workforce, social and environmental assets) i.e. not ‘living off your capital’.

9 Based on the workshop presentation by Brian Pearce on ‘Corporate sustainability and competitive advantage'.
13th May 2003. www.forumforthefuture.org.uk/redirect/csi.html.

10 Pearce, B et al, 2002, Sustainability Pays, Cooperative Insurance Society. Manchester.

17
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Corporate social responsibility is more concerned with a company’s wider relationship
with society, including equitable outcomes in key stakeholder relationships (customers,
workforce, local communities, suppliers, government). Corporate competitive advantage
is the ability to create economic rents (or Economic Value Added in the Stern Stewart
terminology) from distinctive capabilities (key internal and external relationships,
reputation, capacity to innovate and strategic assets).

There are clear overlaps between resource-based strategy and
business sustainability

It becomes clear that the three concepts of sustainability, social responsibility and
competitive advantage do overlap but by no means perfectly. Some aspects of corporate
social responsibility will relate to ethical areas that have nothing to do with sustaining
a set of assets or a competitive market position. Some aspects of sustainability will
involve investing in assets that are public goods and cannot be considered to the
competitive advantage of the business. Clearly there will also be many aspects of
competitive advantage that have nothing to do with sustainability or social responsibility.

How companies create competitive advantage and economic rents

Key relationships Reputation Innovation Strategic asset

Pricing and

/ positioning

Cpnvert distipgtive capability Advertisir_ng
into competitive advantage and branding

i \ Managing vertical

relationships

Competitive advantage

l Market
/ share

Add or subtract industry effect
T Overall
L profitability of
the industry

Economic rent

SN

Add capital costs = profits Add asset sales = cash flow
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However, the overlaps are clear when taking a resource-based business strategy
approach where business success is attributed to the company’s distinctive capabilities.

The importance to competitive advantage of key internal and external relationships
has been shown by the performance of Marks and Spencer during the 1990s, whose
market position was created by its long-term and productive relations with its workforce
and suppliers. This is also a clear example of the importance of creating and maintaining
social capital. Another example would be relationships with investors and the trust
whose value as an asset can be only too obviously seen in a company's cost of capital
by its absence.

Reputation is the market’s main mechanism for conveying messages to consumers
about the quality and reliability of complex products. The value of this to a company’s
ability to create economic rents from its resources was shown starkly in Anderson

pre and post-Enron. Anderson was able to charge premium fees, based on a reputation
for expertise and integrity, until the latter was lost overnight in the Enron scandal. In
developed markets, consumers increasingly see environmental and corporate social
responsibility as parts of the bundle of characteristics of many goods and services.

Capacity to innovate is the major source of competitive advantage for companies
in sectors such as pharmaceuticals or information technology. The drugs division of
ICI was the source of the British pharmaceuticals industry, its innovations being central
to the success of companies such as Glaxo. The innovation process is complex but
networks, diversity and workforce quality are all characteristics of a successful
innovation team, and aspects of well-managed social and human capital as well.

Strategic assets such as GlaxoSmithKline's drugs patents, Shell’s oil concessions, or
British Airway’s hub at Heathrow airport are obvious sources of competitive advantage
as they give the owner possession of an important but very scarce resource. The key
issue for sustainability here in market terms is for the company to maintain its licence
to operate these assets. In many cases, that licence to operate is maintained by good
stewardship of that asset and its impacts. Providing affordable drugs to developing

countries in the case of GSK, or managing noise and local air quality impacts with local
communities around Heathrow in the case of BA, are examples of the link between
sustainability and the use of strategic assets as sources of competitive advantage.
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/. Corporate responsibility clusters
and innovation’

The role of Corporate Responsibility in promoting both business innovation and wider
macroeconomic competitiveness was described by John Sabapathy of AccountAbility. He
emphasised that understanding the macroeconomic effects of Corporate Responsibility
was critical in order to reach a balanced assessment of its real importance in promoting
sustainable development. At a microeconomic level he outlined AccountAbility’s
particular focus on how stakeholder engagement can lead to innovative insights into
business processes, products and strategies generating both significant business
and social benefits. But there are also insights into how corporate sustainability may
contribute to a company's capacity to innovate more generally.

One study, ‘Innovation through Partnership’ found that managing key stakeholder
relationships played an important part in driving innovation'. For example:

e Tesco have created a strategic innovation of developing retail outlets in low-
moderate income inner city areas by identifying the skills shortages and needs
of prospective local employees through stakeholder engagement with community
groups and local employment services. ldentifying these needs enables the
company to improve retention and recruitment;

e |BM has grounded product innovations in the services it offers by process
innovation in creating synergies between its R&D and Community Affairs function;

e Dow Chemicals have been able to identify a wide range of product and process
innovations through their Responsible Care Awards scheme, which encourages staff
to develop and pilot sustainability schemes with a range of civil society partners;

e Travellers Insurance have worked through the National Insurance Task Force
coalition to innovate products that provide affordable insurance in inner city areas;

e Suez has created a strategic innovation by establishing alliances with community
groups in Argentina that increase productivity while enhancing its licence to operate.

However, he noted that if analysis of the competitiveness effects of corporate
responsibility remained purely rooted in analysis of individual companies, then
aspirations such as the Millennium Development Goals or the European Union’s Lisbon
Declaration, aiming to become ‘the most competitive knowledge-based economy in
the world, capable of sustainable economic growth with more and better jobs and

11 Based on the workshop presentation by Jon Sabapathy ‘Innovation, Competitiveness and Corporate Responsibility’.
13th May 2003. www.accountability.org.uk

12 See Sabapathy, J et al, Innovation through Partnership, Accountability, 2002. See also Sabapathy, J et al, Community-enabled
Innovation — Companies, Communities and Innovation, forthcoming, Accountability, 2003.
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greater social cohesion' would remain unfulfilled. In particular he cited emerging new
work exploring ‘responsible competitiveness’ and the macroeconomic competitiveness
effects of corporate responsibility activities™. The work to date points to a number
of instances where corporate responsibility affects competitiveness, both positively
and negatively. South Africa’s policy of black empowerment is challenged for its
Impact on the nation’s international competitiveness. However, in other instances
such as Vietnam, developing country governments are seeking to identify how and
when improved labour standards can strengthen the comparative value of their
apparel sector when competing with Chinese apparel companies for market share of
highly branded apparel retailers in developed economies. There are growing attempts
to evaluate the importance of such ‘clusters’ of responsible competitiveness, ranging
from city-level analyses in London, to regional analyses in Yorkshire and international
comparisons such as AccountAbility’s forthcoming Responsible Competitiveness
Index. He concluded that if corporate responsibility is to be a significant vehicle for
delivering sustainable development, then much greater work was needed to identify
the competitive basis on which collective responses, by sectors, governments or
civil society, could align responsible corporate behaviour with strengthened
macroeconomic competitiveness.

13 See Zadek, S and Sabapathy, J, Responsible Competitiveness — Corporate Responsibility Clusters in Action,
Acountability/The Copenhagen Centre, 2003 and www.responsiblecompetitiveness.net
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8. Working with companies on
sustainable advantage’

The Panel session brought together four leading thinkers in this field to discuss the
practical experience of working on these issues with companies. This produced a
lively discussion on whether measurement and demonstrating the business case for
corporate sustainability was necessary.

John Kay thought not. He expressed the view that companies need to get away from
the mindset that says we must do this if and only if it pays and we can put figures on it.
Not everything can be measured and forecast. Decision-making about sustainability
and other business issues will be framed using both narrative and data. Companies do
need to take account of stakeholders other than their shareholders, but only to the
extent that it contributes to them being, say, a great oil company. Companies do not
have the capability or competence to promote a better environment or gender equality.
Moreover, the extent to which community or employee relations are contributing

to business success is better measured using a balanced scorecard than any
valuation approach.

Jonathon Porritt strongly disagreed. His experience with companies was that, in an
era of shareholder-based capitalism, there was a strong need to make the business
case for environmental, social or ethical behaviour. Does it pay may not be the right
guestion but it gets asked more often than not by managers. In practice the business
case has been a useful communication tool to help companies see the benefit of
sustainability. There is a need to look beyond the business case, as the BT/Forum for
the Future paper ‘Just Values' recently explored, but this does not remove the need
for better analysis of the business case for corporate sustainability. The discussion
from participants generally agreed that the board did require some quantitative
analysis, though judgemental factors were also important. The valuation of intangibles
(which includes social and environmental assets) will help overcome the apparent
short-termism and result in a better allocation of business resources.

Clive Morton described the experience of his work with major companies and his view
that drivers for action include compliance and conviction as well as whether it pays or
not. He gave the example of work with Anglian Water that established that customer
trust was one of the company key assets. Unexpectedly customers trusted the
company not because of excellent water quality, but for its community work, which
then led to the establishment of Anglian Water Direct selling non-water services.

Geoff Lye said that in his experience there was evidence of a substantial business
case for corporate sustainability. Investor pressure, employee satisfaction and
supplier preferences are three frequent sources of business value from corporate

14 These panelists can be reached through their respective web-sites. Jonathon Porritt www.forumforthefuture.org.uk,
Clive Morton www.tomorrowscompany.com, Geoff Lye www.sustainability.com, John Kay www.johnkay.com.
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sustainability. He gave the example of Ford's recent focus on suppliers. This work
pointed to the fact that many suppliers were devoting their best resources to
customers with good sustainability performance. One of his key points was that
business decisions are made in the end using judgement not calculators, with the
implication that a balanced scorecard approach may produce useful tools for business.

Geoff reported that consumers, out of all stakeholders, were the group that failed most
to press companies into behaving in a responsible manner. Although surveys show
30% or so care about these issues, only 3% do if there is a ‘sustainability premium’
to pay when they reach the till. If customers do not care at the checkout then these
values are being pushed too far and too fast. Business cannot be expected to change
ahead of society’s values. Clearly this is an important point for corporate responsibility.
The fact remains that sustainability and stakeholder management can be important
sources of competitive advantage for a business.
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9. Measuring business intangible value

Jonathan Low has led Cap Gemini Ernst & Young's considerable progress in developing
empirical models that measure the drivers and impact of intangible value.

Markets are already valuing business intangibles every day

His first point was that ‘the markets are valuing your intangibles every day — whether
you want them to or not’. Investors may not fully understand how intangible assets
drive business success but they attempt to include them in their valuations. Moreover,
the criticism that these measures lack objectivity is beside the point, since financial
metrics are also to some degree based on judgement and custom. The empirical
measures that matter in those valuations according to Cap Gemini's work are
concentrated in the areas of management, relationships and organisation:

Management

e |eadership
e Strategy execution
e Communication & transparency

Relationships

e Brand equity
e Reputation
e Alliances & networks

Organisation

Technology & processes

Human capital

Workplace organisation & culture
Innovation

Intellectual capital

Adaptability

According to Cap Gemini's research a company’s non-financial performance plays a

critical role in how the company is valued, accounting for 35% of institutional investors’
valuation. Interestingly, the more sell-side analysts rely on non-financial performance,
the more accurate they are.

Their experience has been that some important intangibles are not very well measured
at present, such as brand and alliances. However, they have shown that it is possible
to empirically model the link between indicators of intangible assets and market
valuations of the company, with correlations as high as 70%.

15 Based on the workshop presentation by Jonathan Low ‘Invisible Advantage: How Intangibles Are Driving Organisational
Performance’ 13th May 2003. www.invisibleadvantage.com.
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Cap Gemini Ernst & Young’s Value Creation Index (VCI) model

Sample indicators Value drivers Index model Performance
KLD diversity score Innovation
KLD employee Quality
relations
Customer
Fortune employee
talent survey —> Human —> VCI model —> Market value
Capital
Fortune best places to _
work survey Alliances
Computer World best Technology
places to work in IT
survey Brand Equity
Leadership

Environment

Jonathan Low'’s analysis for a company in the non-durable manufacturing sector was
able to rank as the most important value creation drivers, networks and alliances,
brand equity, technology and processes, and human capital. Of much lesser important
for this particular company were shown to be innovation, quality, leadership, customer
satisfaction and environmental management.

An interesting comparison was made between Proctor and Gamble and Unilever, with
the former getting a significantly higher VCI score than the latter. The reasons put
forward were that Proctor and Gamble created modern brand management, is known
for developing its employees and promoting from within, has been aggressive in
creating alliances with customers and suppliers, and is a leader in utilising new
technology for supply chain management and product development. The links between
CSR issues such as stakeholder management and business success are clear.
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10. Sustainability and the capacity
to Innovate

Capacity to innovate is the major source of competitive advantage for companies in
sectors such as pharmaceuticals or information technology. The drugs division of ICl
was the source of the British pharmaceuticals industry, its innovations being central to
the success of companies such as GlaxoSmithKline. The innovation process is complex
but networks, diversity and workforce quality are all characteristics of a successful
innovation team, as well as being aspects of well-managed social and human capital:

e Nick Hughes of Vodafone' described how corporate social responsibility is playing
a role in innovating telecoms products. The product or service innovations usually
arise from a focus on key responsibility issues. Examples include a speaking phone
for the blind and a blood testing phone for diabetics. These are clearly niche
markets but the business value is often in contributing to the overall perception
of the brand, where the benefits are potentially substantial.

¢ Interface floor-coverings designers spent time with Janine Benyus (author of
‘Biomomicry: Innovations Inspired by Nature’) learning how nature designs a good
ground cover. The outcome of this external relationship was the idea behind
Interface’s best selling carpet in the US. Waste at the point of laying was reduced
to 1% and time to lay by 25%. Government can also play a role in catalysing
innovation. The DTl's recent call for carpet to be taken back in a recent tender
stimulated research that led to Interface’s re-use initiative.

16 Based on the workshop breakout session presentation by Nick Hughes of Vodafone ‘CSR and Innovation’. 13th May 2003.
www.vodafone.com/responsibility. Chaired by Jon Sabapathy www.accountability.com.
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11. Sustainability and reputation

Reputation is the market's main mechanism for conveying messages to consumers
about the quality and reliability of complex products. The value of this to a company's
ability to create Economic Value Added from its resources was shown starkly in
Anderson pre and post-Enron. Anderson was able to charge premium fees based on
a reputation for expertise and integrity, until the latter was lost overnight in the Enron
scandal. In developed markets, consumers increasingly see environmental and corporate
social responsibility as parts of the bundle of characteristics of many goods and services:

e Adrian Hosford of BT" reported proof positive of the CSR business case, working
through reputation, for BT in the UK. BT collects reliable attitude data every month
from thousands of UK customers through an independent research agency BMRB
(British Market Research Bureau). Based on eighteen months tracking, BT have
identified that CSR attitude accounts for at least 25% of the dimensions that drive
BT's corporate reputation. This is proven to a very high degree of statistical
reliability (99.95%). Corporate reputation is directly linked as a driver of customer
satisfaction thus establishing a direct link between CSR and customer satisfaction.
Additionally, the same research data demonstrated that customers who gave BT a
high rating for CSR are 90% more loyal than customers who gave BT a low rating.

e Two very interesting points were made about the likelihood that CSR or sustainability
activities boost reputation. First, the activity must be aligned with the nature of
the business (in this case communications for everyone). Second, care for a key
stakeholder must be seen as an objective in its own right, rather than an instrumental
policy to boost BT's profit, though that might be the result. If it were seen as
instrumental, the experience of participants was that the resulting loss of trust
would reduce the effectiveness of the CSR activity.

e The discussions made the important point that for BT the reputation of the company
and the brand are the same thing. However, for a company like Proctor and Gamble
there are multiple brands. Reputation must be attached to the brand for competitive
advantage to be gained, and this may prove more challenging for companies with
multiple brands. The point was also made the reputation is asymmetric. The
building of it takes time as the repeated experience of stakeholders accumulates.
However, it can be lost overnight. Clearly investment should be focused on the
protection of established reputations.

17 Based on the workshop breakout session presentation by Adrian Hosford of BT ‘The Business Case: Proof Positive’.
13th May 2003. www.bt.com. Chaired by David Abrahams www.marsh.com.
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12. Sustainablility and key internal
and external relationships

The importance to competitive advantage of key internal and external relationships
has been shown by Marks and Spencer, whose market position was created in part
by its long-term and productive relations with its workforce and suppliers. This is also
a clear example of creating and maintaining social capital. Another example, already
discussed, would be relationships with investors and the trust whose value as an
asset can be only too obviously seen in a company’s cost of capital:

e Professor Quentin Leiper of Carillion' described a recent mapping exercise to
connect their work with key stakeholders to value creation. Emphasis is put on
effective supply chain management and achieving greater workforce motivation.
CSR issues such as diversity, competence and employee satisfaction have been
found to be central in attracting high quality people and increasing motivation.
Their innovative approach attaches a business value to these relationships to
assess the importance of their corporate social responsibility and EHS programmes
for the success of the business.

e Dr Rebecca Harding of the Work Foundation™ is approaching these issues from the
point of view of the UK’s productivity shortfall compared to its main competitors.
Productivity is not well explained by differences in the amount of physical capital.
A more complex view on how firms create value is required. What has become
clear from her research is that the key influences on productivity are the institutional
structure of the economy and high performance workplaces. The latter of course
are very much a concern of both CSR and sustainability. The Work Foundation
have found the following features are important components of a high performance
workplace: motivation, creativity and innovation, reward and retention, trust and
partnership, and flexibility and diversity.

18 Based on the workshop breakout session presentation by Quentin Leiper of Carillion ‘Relationships’. 13th May 2003.
www.carillionplc.com.

19 Based on the workshop breakout session presentation by the Chair of that session Rebecca Harding ‘The Work and Enterprise
Panel of Enquiry’. 13th May 2003. www.theworkfoundation.com.
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13. Sustainability and strategic assets

Strategic assets such as GlaxoSmithKline's drugs patents, Shell’'s oil concessions, or
British Airway’s hub at Heathrow airport are obvious sources of competitive advantage
as they give the owner possession of an important but very scarce asset. The key
issue for sustainability here in market and societal terms is maintaining the company’s
licence to operate these assets. In many cases, that licence to operate is maintained
by good stewardship of that asset and its impacts. Providing affordable drugs to
developing countries in the case of GSK, or managing noise and local air quality
impacts with local communities around Heathrow in the case of BA, are examples
of the link between sustainability and the use of strategic assets as sources of
competitive advantage:

e Andrew Sentence of British Airways® described the importance of BA's slots at
Heathrow as a key strategic asset for their business. Unlike the ‘no-frills’ carriers
with their point to point business model, the hub and spoke business model for
long-haul travel is based around using a big plane and needing to fill it. Profitability
is achieved by being able to co-ordinate different passenger flows into the hub
airport at Heathrow. Since these hubs are located near cities for the most part
their need for lots of capacity is going to conflict with community peace and quiet
and cause problems with air pollution. As a result community relations and
environmental management of aircraft noise and pollution are central to effectively
managing BA's strategic asset, in order to use it more flexibly and more intensely.

e Representatives from water and pharmaceutical companies added that having a
good reputation for sustainability and responsibility was important to maximise
the benefit from their strategic assets. It was important that the regulator viewed
the company as a ‘safe pair of hands’, while community relations needed to be
managed through a range of dialogues with key people. Otherwise licence to
operate the strategic asset could be endangered, and become manifest in regulatory
review pricing outcomes or the speed of patent approval and allowance of generic
drug production.

20 Based on the workshop breakout session presentation by Andrew Sentence ‘BA’'s Heathrow hub and its licence to operate’.
13th May 2003. www.ba.com. Chaired by Robert Cassamento www.deloitte-sustainable.com.
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14. Conclusions

The workshop directly addressed the question of whether CSR and sustainability made
a positive contribution to business success, and came to the qualified conclusion that
they do.

This was an important conclusion in light of views to the contary expressed by
some influential commentators.”” The delegates believed that the mistake made by
these commentators and the shareholder value movement was to regard the cost
of CSR and sustainability programmes as an expense rather than, potentially, an
investment in a strategic asset or distinctive capability.

Resource-based business strategy approaches demonstrated clear overlaps between
the concerns of CSR and sustainability with key sources of competitive advantage.
The importance of key internal and external relationships for business success and
the link with stakeholder management was the most obvious. However it became
apparent, particularly in breakout discussions on the experience of business, that other
sources of business success such as reputation, capacity to innovate and strategic
assets could also be protected and enhanced by CSR and sustainability performance.

The research undertaken in the fields of business intangibles and intellectual capital
shows many encouraging parallels with CSR and sustainability. In terms of the
factors driving value creation in modern business, it became clear at the workshop
that CSR and sustainability could be viewed as a subset of business intangibles, and
analysed using similar tools. In particular commercial modelling of intangible value
has an established track record. As a result there is a significant base of research
and analytical tools on which to build.

Discussions between business on their experience of attempting to develop and
measure the contribution of CSR and sustainability to their business success shone
considerable light on the practicalities of measurement. Some companies have already
done this exercise when looking at how to manage their key relationships? and a
major project underway at the Work Foundation® has made a quantitative link between
high performance workplaces and UK productivity performance. Reputation is widely
understood to be a key source of competitive advantage and, in some markets, a
reputation for good environmental and social performance is a considerable asset.
There are also commercial services on the market that attempt to measure the value
and characteristics of reputation®. The capacity to innovate is perhaps the hardest to
understand and link with CSR, but it was clear from companies such as Vodafone and

21 See for example Henderson, D. 2002 Misguided Virtue: False Notions of Corporate Social Responsibility. Institute for
Economic Affairs, London.

22 See for example www.carillionplc.com.
23 See www.theworkfoundation.com.

24 See the work of BT on customer satisfaction www.bt.com.
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Interface that this could also be an important element to their business success.
Strategic assets need to be defended and licence to operate maintained if they are
to be an enduring competitive advantage. A good relationship with local communities
and regulators was seen by the delegates as an essential part of maintaining the
licence to operate and the flexibility of use for many of these assets.

There is considerable scope for developing tools to help manage these assets, through
a balanced scorecard approach, and to help investors value CSR spending on these
assets. The theory and practical experience of business in enhancing their competitive
advantage through such policies seems to be increasingly well established. Many of
these tools are either already available or are being developed or are being developed
for other purposes in the field of business intangibles and intellectual capital. This will
provide an invaluable starting point for the ‘Sustainability and Business Competitiveness’
project being undertaken by Forum for the Future with corporate partners.
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16. Glossary

Balanced Scorecard

CSR

Competitiveness

Competitive advantage
DTI

Economic Rent

EVA

Economic Value Added

FTSE Index
GSK
ICI

Intangible

KLD

Net Present Value

PRISM
R&D

Shareholder value

Stakeholders
Sustainability
VCI

A set of financial and non-financial indicators of a business'’s
performance, developed originally by Kaplan and Norton®

Corporate Social Responsibility

Ability to generate economic rents or Economic Value
Added in a particular market

See competitiveness
Department of Trade and Industry

The excess of revenues at factor cost over the opportunity
cost of employing all factors of production. Equivalent to EVA

Economic Value Added

The spread between the return on capital and the cost of
capital within a single period

Index of UK stock market
GlaxoSmithKline
Imperial Chemical Industries

A source of future benefit that does not have a physical
or financial (stock or bond) embodiment

Kinder, Lydenberg, Domini a US social investment
research company

The sum of future revenues minus costs of a business
discounted at its weighted average cost of capital

An EC-funded research project into the intangible economy
Research and Development

The present value of future cash flows of a business
discounted at its weighted average cost of capital, less
the value of debt

Individuals or groups with a legitimate interest in a company
Capacity for continuance over the long-term

Value Creation Index

25 Kaplan, R., & Norton D. (1996). The Balanced Scorecard. Boston. Harvard Business School Press.
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