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ABOUT THE ART

In her series Plant Geometry, visual artist Karina
Sharpe explores the inherent paradox of creating an
artistic design study of plants as though they were
objects with a fixed way of being.

Inrecent years

tremendous progress has been made in standardizing and
quantifying measures of companies’ performance on envi-
ronmental, social, and governance (ESG) criteria. There has
also been a surge in investor interest in companies that are
rated highly on ESG performance or appear to be taking ESG
goals seriously. Yet surprisingly few companies are making
meaningful progress in delivering on their ESG commit-
ments. Of the 2,000 global companies tracked by the World
Benchmarking Alliance, most have no explicit sustainability
goals, and among those that do, very few are on track to meet
them. Even companies that are making progress are, in most
cases, merely instituting slow and incremental changes
without the fundamental strategic and operational shifts
necessary to meet the Paris Agreement or the United Nations
Sustainable Development Goals.

If companies neither integrate ESG factors into internal
strategy and operational decisions nor communicate with
investors about how improvements in ESG performance
affect corporate earnings, then their claims about progress
on sustainability goals are, at best, mere public relations—
and at worst, deliberate misdirection.

IDEA IN BRIEF

THE PROBLEM
Despite heightened attention to

THE ROOT CAUSE

environmental, social, and gov-
ernance (ESG) issues, surpris-
ingly few companies are making
meaningful progress in delivering
on their commitments.

A

Most companies are not integrating
ESG factors into internal strategy and
operational decisions and are providing
investors with little to no explanation of
how improvements in ESG performance
affect corporate earnings.

A few companies—including Sweden-based homebuilder
BoKlok; Enel, the Italy-based electric utility; South Africa-
based insurer Discovery; Mars Wrigley, the candy and
chewing gum division of Mars; and food giant Nestlé—are
building sustainability into their strategy and operations by
connecting financial and social performance. (Disclosure:
These companies have been clients of our firm, FSG, or
sponsors of its Shared Value Initiative.) This article offers
a six-step process that other companies can use to fully
integrate ESG performance into their core business models.

THE PROBLEM WITH SEPARATE SYSTEMS

Over more than 20 years of researching and working on
sustainability issues with Fortune 100 companies around the
world, we’ve found that when the measurement and account-
ability system for ESG performance is entirely divorced from
the one that defines profitability and determines share price,
leaders become blinded to the interdependence between the
two types of performance. Indeed, the heightened attention
to ESG reporting has not, for the most part, changed the way
companies make decisions about strategy and capital invest-
ment. Nor has it helped reveal the tensions and opportunities
that arise from understanding how ESG performance affects
corporate profitability. As a result, most companies still treat
sustainability as an afterthought—a matter of reputation,
regulation, and reporting rather than as an essential compo-
nent of corporate strategy. Capital allocation and operational
budgeting decisions continue to be made in ways that lead to
social and environmental damage, while firms rely on mea-
ger corporate social responsibility budgets, philanthropy,

THE SOLUTION

Identify the ESG issues material to your
business. Factor in ESG effects when making
strategic, financial, and operational decisions.
Collaborate with stakeholders, redesign
organizational roles, and communicate with
investors about your new approach.
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and public relations to retroactively remedy or deflect the
problems that those decisions create.

Consider ExxonMobil’s announcement that it aims to
become “consistent with” the Paris Agreement by reducing
the environmental impact of its operations. At the same
time, the company intends to continue to invest heavily
in new oil and gas properties. Existing ESG rating systems
allow the company to report on only the emissions from
its internal operations, without taking into account the
environmental consequences of the oil and gas it sells. By
that flawed measure, ExxonMobil ranks in the top quartile
out of nearly 30,000 companies in consensus ESG ratings.
Its much-publicized commitment of $15 billion to low-
carbon solutions ignores the $256 billion in 2019 revenues
that were entirely dependent on fossil fuels, which makes
the company the fifth-largest producer of greenhouse gases
(GHG) on the planet. In short, neither ExxonMobil’s massive
impact on the planet nor the existential dilemma facing the
company’s economic future are fully reflected in the ESG
rating or factored into management’s strategic decisions.

Or consider Tyson Foods, a producer of chicken, beef,
and pork. In 2016 Tyson made a commitment to reduce its
greenhouse gas emissions by 30% by 2030, but since then, its
GHG emissions actually increased an average of 3% annually.
Our analysis suggests that it is impossible for Tyson to fulfill
its financial projections and simultaneously meet its stated
ESG goals. Tyson is not alone. Numerous companies have
made ESG commitments that are incompatible with business
realities—and as long as ESG metrics and financial reporting
are disconnected, these inconsistencies will continue.

A

If companies are to move beyond mere posturing,
leaders must confront the contradictions—and embrace the
synergies—between profit and societal benefits and make
the bold changes needed to actually deliver on the goals of
the Paris Agreement and the United Nations’ 17 Sustainable
Development Goals.

Let’s look at the six-step process for doing that in detail.

IDENTIFY THE ESG ISSUES
1 MATERIAL TO YOUR COMPANY

A good place to start is to consult the Interna-
tional Sustainability Standards Board’s listing of material
ESG issues by industry, defined as “those governance,
sustainability, or societal factors likely to affect the financial
condition or operating performance of businesses within a
specific sector.”

In some cases, the link between material ESG issues
and financial performance is simple and direct. The bulk
of ExxonMobil’s revenues obviously come from its custom-
ers’ use of fossil fuels—even though it doesn’t report on
greenhouse gas emissions generated by customers in its

sustainability report. CHENHOStNAteriAlSSUSHONDISCOVELY)
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Discovery uses this approach to continuously optimize
the relationship between customer health and the company’s
bottom line. It has made numerous investments that differ-
entiate it from other life and health insurers—such as giving
its customers free Apple watches that enable the company
to remotely monitor physical activity and track more than
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In other industries, the link between the social and

the suppliers of commodity inputs, which can represent 50%
or more of all financial costs. Agricultural commodities like
those Mars Wrigley uses are often sourced from smallholder
farmers in South America, Africa, and Asia. While they offer
a substantial cost advantage over commodities sourced from
large-scale commercial growers in developed countries and
generate income for smallholder farmers, the less sophisti-
cated farming practices they use raise troubling social and
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Applying this approach to its sourcing of mint from small-

holder farmers in India, for example, has resulted in a 26%

increase in farmers’ earnings and a 48% decrease in unsus-
tainable water use, while allowing the company to sustain

asignificant cost advantage.

-, FOCUS ON YOUR STRATEGY,
2 NOTON REPORTING

The greatest social and environmental impacts
of any company will be the result of fundamental strategic
choices rather than incremental operational improvements.
Start-ups, unencumbered by the past, often find strategic
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advantages by rethinking industry business models in light of

current knowledge. (WiSHIDISCOVERAfiStenteredteinstr

But
many long-established companies still operate with business
models that were developed decades—even centuries—ago,
when leaders were unaware of or routinely ignored the impact
that their businesses had on social conditions and the environ-
ment. They react to ESG issues only at the eleventh hour and
are therefore poorly positioned to compete in a world where
social and environmental impact drives shareholder value.

Virtually all incumbent automobile companies are now
scrambling to catch up with the demand for electric vehicles
after decades of focusing on incrementally improving the
miles-per-gallon performance of their vehicles or reducing
factory emissions. That is exactly the kind of strategic shift
at the core of the business model that companies in every
industry will need to make—and quickly.

The best way to ensure that your company is addressing its

~ OPTIMIZE THE IMPACT INTENSITY
 OFPROFITS

Instead of relying only on conventional cost/
benefit analyses and internal rate of return calculations to
make budgetary and capital expenditure decisions, compa-
nies must begin to use equations that factor in the primary
social and environmental effects of their operations. The
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is the relationship between a
company’s profits and its most important positive or nega-
tive effect on ESG issues. For the power company Enel, the
primary issue is the environmental impact of its operational
footprint, which means the company should make invest-
ment decisions that optimize profit per tons of CO, emitted.
For Nestlé, the primary concerns are the nutritional value

of its products and the ESG effects of sourcing from small-
holders. The company might optimize profit generated per
micrograms of nutritional value in its products and the cost
of raw materials relative to farmer income and environmental
impactin its sourcing. And for BoKlok, a joint venture between
Skanska and IKEA, the primary societal benefit comes from
expanding access to affordable and attractive housing in
urban areas. Up to 40% of its developments are sold to social
housing associations. This is the result of a decision-making
framework that links profits to specific ceilings on the prices
that the associations and other buyers have to pay.

Product design, product access, and operational footprint
are three domains where companies must change their
internal decision-making processes from focusing purely
on financial returns to making a more sophisticated analysis
that includes social and environmental consequences. @@

q II

Product design. Nestlé has long been concerned about the
nutritional value of its food products, and until 2007, it made
the same kinds of modest incremental changes in reducing
salt, fat, and sugar content that other major food and beverage
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Companies that don’t link the social and environmental
consequences of their businesses directly to their business
models and strategic choices will never fully deliver on their
ESG commitments.

I

Product access.

Operational footprint.
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.In fact, many

\

levers that affect a company’s impact intensity of profit are
controlled by only a few external stakeholders.

For example, the shift to renewable power depends in
part, on batteries large enough to smooth out the fluctuations
in solar- and wind-generated power for an entire city. Thisis a
big challenge because the storage capacity of today’s batter-
ies is severely limited and extremely expensive. As electric
vehicles become more common, electric car batteries could
be used to store power and provide it when needed.

The game of blaming
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Mast firms stop short when they confront frade-offs that require sacrificing profit for
improved ESG performance. But those trade-offs offen can be avoided.

/
to give way to a partnership in which everyone endorses a / B \\ _
shared agenda. I ifiSIpioeESSIpOSIfvEoHTcomesIDEcome \ * Companies must explain to investors their

\ / Despite the increased attention to ESG per-
N formance, most companies have done little to
change their organizational roles and structures to integrate

sustainability into operations. GSRIGEPartCHtSarctypically

ment relations, philanthropy, and ESG reporting. But if ESG
criteria are to be integrated into key decisions, then people
with sustainability expertise need to be at the table when
strategic and operational decisions are made.

‘ | \
g

WE CANNOT CONTINUE the path we are on today, where com-
panies’ social and environmental actions are after-the-fact
interventions disconnected from strategy and decision-
making. Focusing on shared value and the economics of
impact will lead companies to make fundamental changes to
their business models, capital investments, and operations,
generating meaningful opportunities for differentiation and
competitive advantage. In doing so, they will create an econ-
omy that truly works to close social inequities and restore
natural ecosystems. HBR Reprint R2205K

MARK R. KRAMER is a senior lecturer at Harvard Business

School. He is also a cofounder of the social impact
consulting firm FSG and a partner at the impact investing hedge
fund at Congruence Capital. MARC W. PFITZER is a managing
director at FSG.
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