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CSR AT THE EDGE
OF COMPETITIVENESS

The combination of the current macroeconomic fac-
tors and the need to implement practices that enable

positioning make sustainability a strategic impera-
tive for any business aiming to be competitive.




Climate change, population ageing and water
scarcity are just some of the structural chal-
lenges we will need to address over the next
hundred years. These and other imbalances
at macro and micro level cast doubt upon the
management models implemented to date
and point to an urgent need for change.

This article seeks to draw attention to the im-
balances that will affect the balance of power
both at a local and global level, changing the
dynamics of the markets and the way organi-
sations interact with their different stakehold-
ers. These changes will ultimately determine
the survival of businesses and other actors,
highlighting the need to adapt the strategic
frameworks to a social and economic context
in continuous transformation.

The application of Corporate Social Responsi-
bility (CSR) practices as a way of rising to the
challenge of sustainability is a viable option
to tackle such growing matters. This fourth
issue of RSEARCH seeks to show how CSR is
set to become a competitive tool for business
success.

Over the course of the following pages, we de-
velop the business case for CSR. This rationale
for social responsibility presents a solution to
two major challenges. Firstly, it seeks to adapt

to the profound structural imbalances whose
impact on business is set to increase to the
point of compromising the sustainability of
economies, businesses and society. And sec-
ondly, it provides a response to the endless
need for innovation in organisational mod-
els, processes, products and services. From
this perspective, levers for value creation will
evolve from the obsession with achieving com-
petitive advantages to the capacity and speed
of response to the challenges and needs of
stakeholders.

This article attempts to transform these con-
cepts into tangible figures and has hence ana-
lysed financial metrics to support the business
case for CSR. Several studies have attempted
to connect CSR to business competitiveness
at a qualitative level (see the 2011 Forética Re-
port, Observatorio de Informes). In our case, we
explore the relationship between the two from
a quantitative point of view. Using a battery of
15 financial indicators applied to the 19 super-
sector leaders of the Dow Jones Sustainability
World Index and their respective sectors, we
shall see how sustainability can play a key role
in business success, given that most of these
companies reach levels of valuation and profit-
ability above their sector average.
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In 1965, co-founder of Intel Gordon Moore
stated that the number of transistors in in-
tegrated circuits doubles  approximately
every two years. This means that science
is capable of doubling the computing ca-
pacity of computers in a 24-month period.

Over the past 45 years, this foresight has
grown from being a bold assumption to an em-
pirical law whose trend remains unquestioned
to date.
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This transformation has laid the foundations
for great leaps of progress and development
-notonly regarding technology, butalsoin eco-
nomic and social grounds. As we shall see, we
live in a world in full speed of transformation.

However, the pace of transformation is often
greater than the capacity of human beings -
and the planet itself - to adapt to the changes
it generates. This leads to tensions and struc-
tural imbalances that threaten the sustainabil-
ity of our social, economic and environmental
models.

Globally speaking, these imbalances require
a determined response from two angles.
At macro level, economic and political actors

must work side by side to define a roadmap
to mitigate and, if possible, stem these threats.
At micro level, innovation in processes, prod-
ucts and services is presented as the main tool
to tackle this series of challenges, forcing us
to continuously search for solutions to a wide
and growing range of problems.

We will now describe five secular trends that
reflect this uniformly accelerated change: a
transformation towards an urban planet, the
economic convergence of emerging countries,
population ageing, water scarcity and climate
change. Unfortunately, they are advancing at a
rapid pace and will accompany us for the next
hundred years or more.

RSEARCH

PUBLICATION ON CSR FACTS AND TRENDS

CSR AT THE EDGE OF COMPETITIVENESS IN FOCUS



An urban planet

The first trend we observe is that the world
has entered an urban millennium. In less than
one hundred years, the proportion of global

population living in urban environments com-
pared to rural settings has been reversed.
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This is good news a priori because it allows
large groups of people living in disadvantaged
settings to access other environments where
they can find new opportunities for their de-
velopment, such as employment, education
and security. Moreover, the new urban popula-
tions benefit from an enhanced supply of basic
services, such as infrastructure, public trans-
port, electricity, sanitation and drinking water.
Lastly, larger economies of scale facilitate ac-
cess to more sophisticated consumer products
at more affordable prices.

Nonetheless, if this transition is not planned
in an orderly fashion nor conceived on a long
time scale, its consequences could make the

rural exodus somewhat unsustainable. For ex-
ample, the African continent is currently the
region with the lowest rate of urbanisation
but an abrupt change is expected to occur. By
2030, the urban population in Africa will ex-
ceed the total population of Europe. The ques-
tion is: are African cities ready to take in this
volume of inhabitants and respond to their in-
frastructure, employment and security needs?

The consequences of this phenomenon will be
as eloquent as the change itself, but will differ
significantly between developed and develop-
ing countries.
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Overall, in the 50 least developed countries,
78% of the urban population lives in slums, un-
der precarious conditions without property ti-
tles over the land they live on and vulnerable to
eviction, often occupying highly polluted areas
and exposed to environmental hazards, and in
crowded spaces where mobility is inhibited. If
urban growth in least developed regions is not
accompanied by a plan to make it sustainable,
urban poverty will only increase.

Other macroeconomic impacts resulting from
urban development include the use of land
for residential purposes instead of agricultural
production (key to the development of these
economies) and a significant increase in envi-
ronmental impact as a result of greater con-
sumption, a rise in waste generation and the
destruction of forests.

On the other hand, a more urban lifestyle in
developed countries will also have a range of
consequences, from an increase in what could
be termed “urban diseases” (unsustainable lev-
els of stress and related conditions such as in-
fertility, depression, obesity, etc.) to the sudden
insufficiency of infrastructure due to excess
demand, and many other important effects.

Ultimately, the quality of urban life is close-
ly related to number of inhabitants. Several
studies show that cities of more than 5 million
people undermine quality of life because of
expansive growth. Indeed, the largest cities in
terms of population - Tokyo, Jakarta and New
York - are at the bottom of the quality of life
ranking, which is topped by Vienna, Zurich and
Geneva, all smaller cities.

Companies can help tackle the negative con-
sequences of rapid urban population growth.
Firstly, on an internal level, they can adapt
working environment in order to minimise the
impact of stress and other conditions, as well
as taking a firm stance against illegal employ-
ment, which contributes to the precariousness
of vulnerable groups. Secondly, in its external
dimension, the private sector can back educa-
tion and training projects in local communities
through employee volunteering and contrib-
ute to the development of local entrepreneuri-
al projects by integrating them into the supply
chain.
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Convergence of emerging countries

Over the past ten years, the global econom-
ic outlook has been marked by unprecedent-
ed growth in Brazil, Russia, India and China
(BRICs), which together account for 30% of
global GDP growth and now represent one
quarter of the international economy (in
terms of purchasing power).

Not only will this trend continue, it will actu-
ally be accentuated. According to estimates
by investment bank Goldman Sachs, in 2050
these four economies will be among the larg-
est in the world and an emerging economy
will overtake the United States for the first
time ever.
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Source: own elaboration based on data from Goldman Sachs.
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The fact that three of the four largest econo-
mies are located in Asia is generating a po-
litical turn towards the region. Given the
relevance of these countries in a range of eco-
nomic issues, there is an unquestionable need
to include them more actively in the design of
global policies, which is reinforced by their role
as engines of regional growth.

At company level, this scenario will necessarily
make strategic decision-making more complex,
as these countries become engines of demand
growth and purchasing power. The economic
growth in these regions is even sufficient to
offset the slowdown in the development of
traditional economies, as has occurred in the
recent global crisis. In particular, commodity-
producing industries will see demand increase
significantly, and will have the opportunity - if

not the challenge - to adapt their strategies to
the needs of a growing middle class.

Therefore, for any global company seeking to
respond to future trends, investing and step-
ping up its presence in emerging markets is a
key element within its overall strategy.

The development of these economies will also
require an enormous amount of capital invest-
ment, coupled with an intensive use of energy
and natural resources. This brings us on to the
topic of climate change and points to the need
for a low-carbon development.
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Climate change

The concept of climate change refers to a sta-
tistically significant variation in the mean state
of the climate (average)' or in the distribution
of events (variability) persistent for an extend-
ed period of time (decades or more), as op-
posed to individual weather events.

Its impact on natural systems is expected to
cause an increase in global average tempera-
ture, a rise in sea levels, and changes in the
seasonality and variability of rainfall.

According to the Intergovernmental Panel on
Climate Change, it is very likely (probability
of more than 9o%) that the global warming of
the past 50 years cannot be explained solely by
natural causes and it is also very likely caused
by anthropogenic concentrations of green-
house gases (GHGs). Indeed, human emis-
sions of GHGs rose by 70% between 1970 and
2004, mainly due to the use of fossil fuels and
changes in land use (use of nutrients for agri-
culture, deforestation, etc.).

1 The state of the climate covers a range of climatic variables such as temperature, volume of rainfall, frequency of droughts

and floods, etc.
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Consequences of climate change

Loss of biodiversity

« Reduced agricultural productivity

- Extreme weather events, storms and floods, with more people at risk and major

damage

- Increased scarcity of water and higher concentration of droughts in middle

latitudes and semi-arid climates

« Increased malnutrition and number of people at risk of death, illnesses and
accidents caused by extreme weather events

« Climate refugees

« Economic losses due to weather disasters

An underlying contradiction of this phenom-
enon is that there is a strong imbalance in
the binomial responsiveness/vulnerability to
climate change. Sub-Saharan Africa, small is-
lands such as Caribbean countries and Asian
deltas are the most exposed regions due
purely to geographical reasons. They are also
particularly vulnerable to water scarcity, mal-
nutrition, falling agricultural yields and flood-
ing since they are less able to cope with their
consequences.

The private sector has a golden opportu-
nity to make a significant contribution to
the struggle against climate change. Firstly,
through the technological innovation needed

to nurture and build a low-carbon economy
by implementing cleaner production process-
es (waste management, water and paper con-
sumption, energy efficiency, environmental
quality of products). Secondly, by encouraging
the public to make responsible and informed
consumer decisions. And lastly, through the
transfer of technology and the necessary pro-
cesses for implementing clean development
mechanisms?.

2 “Clean development mechanisms” refers to an instrument created by the Kyoto Protocol designed to help developing coun-
tries to achieve sustainable development while Protocol signatory countries meet their commitments to reduce GHG emis-
sions (developed countries and countries in transition to a market economy). Specifically, an “investor country” allocates
private capital to projects intended to reduce emissions in a “recipient country”, collaborating in its low-carbon development
through the transfer of clean energy. In return, it obtains credits that are subsequently included in the total emissions it has

undertaken to reduce on its ratification of the Protocol.
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Water scarcity

Two thirds of the surface of our planet is cov-
ered by water. However, only 2.5% of world’s
water is fresh and, within this small percent-
age, only 0.4% is available to human beings. In
other words, water per se is a scarce resource.

Everything points to the fact that the water
crisis will only get worse, since the availability
of potable water per capita is declining: over
the past 30 years, this index has fallen by 50%
and it is estimated that per capita supply will
fall another 30% over the next 20 years. This is
explained mainly by anthropogenic causes. In
addition to the phenomenon of the scarcity of
fresh water, irrational consumption, pollution
(especially that caused by urban, industrial and
agricultural waste) and poor maintenance of
water management infrastructures in both de-
veloped and less advanced countries, all have
an impact. In summary, this crisis can be attrib-
uted to the inefficient management of a scarce
resource.

From a macroeconomic perspective, the wa-
ter crisis can only be solved by rationalising
its use. Indeed, one of the principles of the
Dublin Statement on Water and Sustainable
Development (1992) argues that this resource
should be regarded as an economic good,
since only then will it be possible to ensure
its equitable and efficient use. Some econo-
mists consider that this could be achieved by
incorporating the scarcity of the good into its
price, together with the real costs of its con-
sumption. The latter should reflect the costs
associated with investments in infrastructure,
logistics and transportation. There is currently
a significant gap, regardless of our geographi-
cal location, between the price of water and
its effective cost, which has led to its irrational
consumption both by individuals and in its ap-
plication to productive activities. It is also of
utmost importance to reduce pollution, pro-
mote sustainable water use and protect the
status of water resources.

The water crisis

« 1.2 billion people have no access to
potable water

« 7 billion people in 60 countries will
face water scarcity by 2050

» Domestic water consumption in de-
veloped countries is around 6 times that
of developing countries (500-800 litres
per person per day as opposed to 60-150
litres)

» 66% of the population whose water
needs are not met live in Asia and a fur-
ther 27% live in Africa

Basic data on pollution

« 2 billion tonnes of human waste are
dumped into rivers every day

e 60% of the world’s major rivers are
severely polluted, with the consequent
degradation of their ecosystems

e Only 5 of Europe’s 55 rivers are con-
sidered pristine

» 50% of the population in developing
countries is exposed to polluted water
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The private sector plays a key role in combat- and the importance of agriculture in the econ-
ing water scarcity, with considerable leeway in omy of the region. These sectors also have the
its policies on water consumption and waste ability to raise awareness among their employ-

management. The agricultural and industrial ees in order to promote responsible consump-
sectors are particularly significant in these two tion practices in the communities where they
areas. Depending on the market under consid- do business.

eration, the importance of the two sectors is
inverted, based on the level of industrialisation
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Demographic change

Demographic change is one of the biggest
challenges facing the developed world. Pop-
ulation ageing, the impending retirement of
baby boomers and declining birth rates are
threatening the balance of our socio-eco-
nomic systems.

While the ageing of society is a sign of in-
creased quality and life expectancy, the ab-
sence of a replacement generation is leading
to serious consequences that could ultimately
result in a loss of competitiveness among de-
veloped economies.

From a social point of view, longer life expec-
tancy combined with a declining birth rate is
inverting the population pyramid and sub-
stantially increasing the dependency ratio.
This affects the sustainability of public spend-
ing as it requires greater spending on health
and welfare and puts an increased burden on
the pension system — more pensioners for a
lower number of social security contributors.

In Spain for example, according to figures
from the European Commission, there was
one inactive person for every three active
people in 2004. By 2050, it is estimated that
every active person will have to maintain two
inactive people.

Economically, demographic change will limit
the entry of young people to the labour mar-
ket, while the bulk of the workforce will be
comprised of older people. Companies must
face the challenge of maintaining their com-
petitive edge with older staff, with the ensu-
ing impact on their ability to innovate. Experts
argue that this could lead to falling productiv-
ity levels, reducing the international competi-
tiveness of a country. Furthermore, this labour
market deficiency will probably spark a “talent
war” with out-and-out battles to win over the
candidates with the greatest potential.
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Sustainable policies are a valuable weapon for
companies to tackle the challenges of demo-
graphic change. Policies of work-life balance
can stimulate the birth rate, and a human
resources management based on equal op-
portunities, diversity and social inclusion
will reduce the pressure on the public pen-
sion system. The benefit for business will lie
in greater dialogue between generations and
the possibility of adapting the portfolio of
products, services and customer relations to
the specific preferences of each age group.

Global comparison

Over the coming years we will witness
a decline in the populations of Europe,
Japan and other developed regions. At
the other end of the scale, population
growth will be concentrated in Asia,
Africa and South America, the regions
with the highest concentration of young
people.

As the data show, this is due to the
birth rate of a country being inversely
proportional to its degree of economic
development. For example, in the EU-
15, this rate was around 13 births per
thousand inhabitants in 2008. By con-
trast, other socio-political systems re-
veal very different figures: Costa Rica,
17.71 and Angola, 44.09.
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CSR as a solution

The challenge around macroeconomic factors
described so far lies precisely in their “macro”
nature. The distance between the subject and
the phenomena discussed above generates
a false sense of security. Hence, the lack of
identification with the problem leads to a lack
of identification with its solutions too.

However, recent research by MIT Sloan Man-
agement Review in collaboration with the
Boston Consulting Group (BCG) has high-
lighted a strong consensus among more than
1,500 international business leaders on the
pivotal role that should be played by the pri-
vate sector in solving global challenges in the
long run. Thus, as we have attempted to ex-
plain, every company from small businesses
to multinationals can make a contribution to
yield results that will naturally vary in scale
and scope.

The financial crisis, the social changes affect-
ing consumer and labour markets, and the
conflicts over scarce resources set trends in
the private sector. Such factors, in turn, com-
bine with macroeconomic trends. The com-
plex, secular and interrelated nature of these
challenges is what signals them as the fun-
damentals of CSR, the ultimate frontier of
innovation.

Combining new organisational and techno-
logical practices that can be harnessed to
meet the challenge of sustainability is thus
indispensable for surviving in an increasingly
competitive business environment. In short,
behind CSR lies a golden opportunity to in-
novate, create value and bolster the competi-
tiveness of any organisation.
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Beyond Porter

Since the 1980s, the theories of economist
Michael Porter have gained more and more
ground in the area of business strategies. Por-
ter’'s contribution to the management commu-
nity has been invaluable, generating models
and developing fundamental theories for busi-
ness management.

The starting point of his theories is that a com-
pany can define its strategy based on competi-
tive advantages, obtained primarily by offering
a standardized product at a low cost or a dif-
ferentiated product whose uniqueness is per-
ceived by consumers, who will then be willing
to pay a premium.

The need for competitive advantages is de-
termined by the rivalry of the market. Porter’s
Five Forces model states that five forces com-
bine to determine a company’s competitive po-
sition in its industry: the bargaining power of
suppliers and customers, the threat of substi-
tute and new products, and the degree of rival-
ry between the companies within an industry.
The aggregate strength of these vectors deter-
mines the ultimate potential benefit: the more
intense the competition in the industry, the
less the potential benefit that can be obtained
by operating in it.

Threat
of new
products

RIVALRY

Bargaining
power
of suppliers

WITHIN

Bargaining

THE INDUSTRY

Threat of
substitute
products
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The key lies in understanding that the degree
of competitiveness within an industry is not
merely dependent on the competitors that
form it but also on the interaction between
these five forces. A company’s performance
can thus be explained by the structural char-
acteristics of the industry to which it belongs.

A successful company is one that imposes it-
self on the competition, establishing itself
as the dominant company in the segment in
which it operates. This position is reached by
fiercely confronting each of the determining
forces of its industry:

- Strengthening barriers to prevent the entry
of new competitors.

Defeating existing competitors.

Undermining the bargaining power of
suppliers.

« Wearing customers down through its rela-
tive pricing power.

However, the obsession with creating com-
petitive advantages turns the natural goal of
increasing market share into a competitive spi-
ral that can in occasions put a sector in the red
and threaten the sustainability of the very in-
dustry. Given that there can only be one low-
est-cost competitor in a market at any one
time, this spiral of price rationalisation comes
with considerable risks. By continuously oper-
ating on the profit margin in order to compete
at lower costs, results obtained are highly likely
to be below the industry average. The obses-
sion with obtaining an ever-increasing market
share turns products into commodities: when-
ever a design emerges as a winner, competitors
in that market must imitate it, commoditising
the product in order to meet a standardised
set of customer requirements, making supply
uniform and undifferentiated. Lastly, a product-
centric approach also leads companies to ne-
glect their global perspective by losing control
over important variables such as environmen-
tal impact or their supply chain.

These trends can be illustrated by describing
the case of Mattel, a prime example of loss of
control over the production chain. This leading
toy producer with a track record spanning 75
years was named and shamed in August 2007,
when it was announced that some of its toys
were dangerous because they contained paint
with excessive levels of lead and magnets that
could easily be pulled off. The toys had been
manufactured in China and might have dodged
the company’s quality control measures. As a
result, Mattel was forced to recall nearly 20
million toys in just a few months.

The products were recalled at a significant cost,
which caused Mattel's shares to take a nose-
dive. These eventually lost 38% of their value
and did not recover until 2009. American and
Chinese regulations were also amended to in-
troduce tougher safety measures, automatical-
ly generating an increase in production costs
necessary to ensure compliance with recently
implemented safety standards. Mattel’s reputa-
tion was hit hard, especially given the political
dimension of the issue. The CEO of the com-
pany was called to testify in U.S. Congress and
publicly apologise to the Chinese authorities.

Like many global companies, Mattel had trans-
ferred 65% of its production to China. However,
the quality controls in place proved not to be
strict enough, even though the company had
taken the precaution of using its own factories
instead of outsourcing production. In a market
with a vulnerable target (children) and global
reach, product safety is critical. However, the
lack of checks and controls in the production
and supply chains led to a worldwide contro-
versy, putting the company under the scrutiny
of the media and arousing the indignation of
the public.

In brief, this case shows that the obsession with
rationalising costs and increasing market share
can lead a company to neglect core elements
of its operations, such as product safety and
risk management.

RSEARCH

PUBLICATION ON CSR FACTS AND TRENDS

CSR AT THE EDGE OF COMPETITIVENESS IN FOCUS

AN

W17



Figure 4
130

e — i
| —
100 -&‘m ‘F \

95 ]
90 %

85
L

80 T T T T T T T T T T T
~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~
< Q Q@ < < Q@ < < Q@ < < Q@
c 0 = - > c = 1] Q. + > [S]
© o =] O o]
=T 2 £ & 2 2 2 2 &8 8 & &

e S&P 500 Mattel e==Morgan Stanley Consumer Index

Source: own elaboration based on data from Yahoo Finance.

Figure 5

25

20

15

Sales Growth Rate Operating Margin

B Mattel

Toys & Games Industry

Net Profit Margin

m S&P 500

Source: own elaboration based on data from Reuters.

The company’s development has been rather
negative from a stock market point of view and
2007 turned into an agonising year for its in-
vestors, in which it recorded a severe decline
in stock valuation. According to Reuters, Mat-
tel has grown substantially below the toy and
games industry in recent years (2.49% annually
Versus 15.47%). However, its high geographical
and product diversification have softened the
impact on financial performance and allowed
the company to regain its market valuation.

In the end, the situation proved to be just a
temporary shock to the company. However,
it is without doubt a lesson to be learned not
only for Mattel but for all economic activity.
Lack of attention can wipe out a large compa-
ny. It would not have been the first time and it
certainly would not have been the last.
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Innovation in strategic management

During the1980s and1990s, Porter’s Five Forces
model did an excellent job when it came to
identifying and exploiting competitive advan-
tages for businesses. However, continuous
innovations in technology, society and eco-
nomics have rendered the model insufficient
for explaining the success of certain compa-
nies as opposed to others. A more advanced
model seems to be required these days.

In particular one factor of change has been es-
sential: communications revolution, which has
narrowed the link between companies, cus-
tomers, suppliers and supporting industries,
significantly altering profit levers.

Management strategies no longer focus on the
product and the industry, as Porter claimed; in-
stead, they revolve around stakeholders and
the creation of a competitive network system.
This is achieved by creating value chains based
on the integration of supply. Around each
product, a network is set up of complemen-
tary products and services developed by busi-
ness partners other than the company itself.
Thus, each company seeks to develop a web
of supporting industries or complementors to
improve its competitive position, making sure
that it does not compete alone, but rather in
the company of its partners.

The main stakeholders are, logically, custom-
ers. Satisfying and retaining customers be-
come key objectives and take precedence over
the management of the portfolio of products

and services. We are thus moving away from a
standardised offeraimed at a large and uniform
customer base and moving towards knowledge
and satisfaction of the specific needs of differ-
ent consumers. This new paradigm is therefore
based on a deeper understanding of customer
expectations.

The strategy will focus not only on the indus-
try in which Porter's company is immersed but
also on ensuring the industry to be comple-
mented by those in which the customers are
in turn immersed, extending the scope to pro-
vide a wider coverage to their needs. The initial
value proposition is reinforced by the interac-
tion between the consumer, the product and
the complementors. A balanced ecosystem is
formed whereby the customers themselves
exclude competitors, since they no longer
have any reason to switch brands. The strat-
egy, far from being one of war, becomes a un-
ion in which stakeholders are made essential
partners.

Lastly, under this new scenario lies the chal-
lenge of incorporating information uniting the
customer and the brand, through ICTs, by the
means of detailed metrics and meticulous seg-
mentation. Alliances with complementors will
enhance product value and create a unique
bond with customers. Innovation will, in turn,
require joint developments with suppliers and
complementors, stakeholders and, most espe-
cially, customers, if companies are to occupy a
central position in this ecosystem.
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Sustainability, the innovation frontier

As previously discussed, competition based
on market share and costs is no longer viable.
It is necessary to broaden the focus and incor-
porate into the business those stakeholders
relevant to its development. Nowadays, dia-
logue, collaboration and knowledge are basic
pillars of the strategy that companies must
adopt in order to hold on to their competitive
position. By doing so, companies will forge
links between themselves, their customers
and complementors, allowing them not to re-
tain customers but to captivate them.

This paradigm shift, from war to union, from
“dominant position” to “ecosystem”, from
wearing down customers to their complete in-
clusion, from “rivalry” to “partnership”, brings
us to a common ground with sustainability
and corporate social responsibility practices.
Given that these too are based on recognis-
ing the value of stakeholder engagement and
the potential behind partnerships, among
other aspects, we are in essence talking about
paradigms with common core ideas.

Adapting the way we do business to responsi-
ble criteria can thus lead a company to define
strategies aligned with innovative manage-
ment and the creation of networked systems,
as explained. This is precisely what places
sustainability in the frontier of innovation.

In addition, the solution to the macroeco-
nomic challenges analysed at the start of this
article - which we consider to be the cor-
nerstone of CSR - will be interdisciplinary in
nature, making it especially critical to collab-
orate effectively with different stakeholders.
This argument goes hand in hand with the
idea that the move towards bond-based man-
agement supports sustainability.

Moreover, the potential impact of sustainabil-
ity on each of the different dimensions of a
business is its main strength when it comes to
valuing its contribution to competitiveness.

The research by MIT Sloan Management Re-
view cited above proposes a value creation
chain in which sustainability efforts have a
potential impact on each of the levers of value
creation for shareholders. For example, one
of the most intuitive impacts of sustainabil-
ity is brand building, which allows for greater
flexibility in setting prices. An efficient use of
resources, the underlying premise of respon-
sible production, leads to cost savings. This
continues as we move through the different
elements of the chain, ultimately achieving
better margins, higher revenues and greater
returns for shareholders.
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« Supply chain optimization
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multiple

« Lower cost of capital
« Greater access to capital, financing,
and insurance

Source: own elaboration based on data from MIT Sloan Management Review.

In short, the value proposition of sustainability
is based on the possibility of integrating it into
every area of the business (Finance, Market-
ing, Purchasing, Production, R&D, and HR) and
subsequently gauging its performance with
measurable financial results.

On to a different matter and considering the
consumer perspective, the results of a survey
conducted by Havas Media on 30,000 peo-
ple in nine countries across four continents
reveal a strong correlation between a brand’s
“meaningfulness” and its perceived sustain-
able performance (the more sustainable the
brand is perceived to be, the more meaning-
ful it becomes to consumers).. In fact, almost
80% of the 1,000 plus companies surveyed for
the 2011 Forética Report viewed increased cus-
tomer loyalty as a result of their sustainability
strategies, which ultimately strengthen and/or
differentiate brand reputation. The report even
shows how this relevance affects purchasing
decisions: 45% of Spanish rule out and/or try
to avoid products considered “irresponsible”,
while 21% prefer responsible products and 16%

are even willing to pay a premium for them.
These data point to a pressing need to forge
bonds with customers - as detailed above -
with the aim of leveraging this brand mean-
ingfulness to motivate consumer decisions
favouring the company.

However, responsible practices are not always
successfully putin place, as its implementation
gives rise to a number of challenges. According
to more than 5o opinion leaders interviewed
for the MIT study already cited, there exist two
main obstacles: firstly, overcoming the scepti-
cism that comes from obsolete mental models
(Porter’s, perhaps?), and secondly, measuring,
tracking and reporting on sustainability efforts.

Hence, the fact that consumers are clearly in
favour of CSR is not reason enough for com-
panies to adopt a stance on the implementa-
tion of sustainability criteria, given that their
application involves addressing the challenges
mentioned plus adapting to changes entailed
along with a new organisational culture.
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Indeed, there is no consensus in the interna-
tional management community on the effect
of sustainability on the levers of value crea-
tion, as evidenced by another MIT study on the
senior management of global companies. The
results of this analysis indicate that, although
there is a consensus that sustainability not
only contributes to competitiveness but that
it is necessary and hence permanently pre-
sent on the management agenda, only 33% of
respondents have a business case for sustain-
ability. Thus, no more than 24% of the sample
agrees with all three propositions.

Figure 7

Do you have a business
case for sustainability?
“Yes”: 33%

Where is sustainability on
the management agenda?
“Permanent”: 52%

The challenge of successfully implement-
ing sustainability and extending its applica-
tion across different markets and regions will
therefore require the development of a range
of skills and management tools. A trade-off
will be required between short-sighted expec-
tations and long-term impacts, coupled with
furthering innovation in management mod-
els and strategic practices. The key, however,
will lie in implementing a systems approach
through alliances and partnerships allowing
companies to work with various stakeholders,
integrating the necessary holistic perspective
to sustain a competitive position in current
market conditions.

Is sustainability

necessary to be
competitive?
“Yes”: 57%

Source: own elaboration based on data from MIT Sloan Management Review.
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A wide range of arguments support CSR’s
value proposition. Hence, there is a business
case behind the implementation of respon-
sible practices supported by reasons specific
to the company that implements them - and
by others. The combination of macroeconom-
ic factors (climate change, water scarcity, the
convergence of emerging countries, urban de-
velopment and demographic change, among
others) and the need to overcome micro-
economic models that no longer guarantee
positioning make sustainability a strategic im-
perative for any company seeking to be com-
petitive these days.

This article has been written using reliable in-
formation on the structural challenges afflict-
ing society, but also from the point of view of
the authors regarding the competitive value
of CSR. This perspective in particular is none-
theless shared by the leading think tanks on
business strategy, as demonstrated by the
numerous studies cited. We do hope to have
provided sufficient evidence to show how sig-
nificant the contribution of sustainability can
be to the competitiveness of a company if it
is implemented in alignment with the core
business. We therefore trust that associating

social responsibility and competitiveness will
lead to a focus of CSR from a strategic man-
agement angle.

In all events, it can be contradictory to talk
about sustainability and competitiveness,
since the former brings us into the realm of
dialogue while we generally associate the lat-
ter with an outdated conception of markets as
spheres of rivalry. It would therefore be more
coherent to talk about the link between sus-
tainability and business excellence, as suggest-
ed by the recent publication on the subject by
the Directorate-General for Enterprise and In-
dustry of the European Commission.

In conclusion, as clearly stated by the latter
body in its Competitiveness Report, the fac-
tors justifying CSR from an economic perspec-
tive are dynamic by themselves and have a
tendency to intensify: the various social and
environmental challenges, employee expec-
tations, consumer awareness and the nature
of innovation processes. CSR will thus enable
companies to achieve the business excellence
to address these processes while keeping up
the pace of progress in the long run.
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Executive Summary

As part of our search for a quantitative link between sustainability business practices and com-
petitiveness, we have analysed the companies identified as CSR champions from a financial
perspective. We have performed a comparative analysis on the 19 companies classified as super-
sector leaders by the Dow Jones Sustainability World Index (hereinafter, DJSIL), using data from
their respective sectors with 15 financial ratios covering 5-year periods.

The following boxes highlight the major financial strengths and weaknesses of this pool of
companies.

The sources of information used for this work were the following: Reuters, Bloomberg, UBS
WMR, FactSet, Dow Jones Sustainability Indexes -as for April 2011- and Forética.
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Margins

Operating margin and net profit margin are specifically significant when it comes to assessing the
performance of a particular business. DJSIL companies reach higher operating margins than their
respective sectors, generating a median deviation of 15 points more. However, net margins show
that CSR champions give up a large portion of the premium obtained for a greater use of financial
leverage in order to finance their business.
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Efficiency

Leading sustainability companies are more efficient than their respective industries, minimising
their cost structure with a higher asset turnover. The average turnover in selected companies is
0.71times their sales, compared to a sectoral average of 0.20. In other words, they generate higher
income with fewer resources.

Figure 2
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Sales growth

If there is one weak point in the selection of DJSIL, it is the evolution of their sales over the past
five years in comparison with their respective sectors: no more than 39% of the companies have
outgrown their competitors in the sector. Growing below average entails a considerable risk as
in the medium term it may result in a loss of leadership and market share.

Figure 3
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Risk factors

DJSIL companies have a much higher debt than their respective sectors in 63% of cases (median
deviation of +186%). This implies that the risk associated with their level of debt (levered beta) is
higher than that of their sectors. Nonetheless, their company-specific operational risk (unlevered
beta) is more moderate than that of their competitors. In short, their increased appetite for debt
“artificially” magnifies their investment risk profile. This need not necessarily be negative since,
as we shall see, debt can have a positive effect on the cost of capital of a company. In any case,
this preference for debt indicates increased confidence in the viability of the business, both in the
company itself and among its funders.

Figure 4
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Cost of capital

The cost of capital determines a company’s market value: the lower the cost of capital, the more
the company is worth, and vice versa. Of the total CSR champions, 58% benefit from a lower cost of
capital than their sectors (7.9% below average), due to their greater openness to external financing.
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This indicates that DJSIL companies, starting from a slightly lower business risk than their sec-
tors, are capable of reducing their financing cost by means of a more efficient funding mix, incur-
ring debt without compromising their viability. They therefore have greater potential for creating
shareholder value.
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Profitability

The return on total assets (ROA) indicates that sustainable companies are in a position to generate
returns on assets in line with their competitors, obtaining a ratio of 5.49% compared to the 5.20%
of their industries.

In contrast, the pool of companies beat the sector in terms of return on equity (ROE). Despite of
the fact that in only 57.9% of the cases DJSIL appear to have a higher return on equity that their
respective sectors, median deviation indicates a higher return for selected companies. Thus, they
generally produce higher returns for shareholders.

Figure 6
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In short, with a return on assets similar to their industries’, the stronger fundamentals of their busi-
ness (better-than-average operating margins) allow DJSIL companies to lever into a more efficient
and profitable financial structure.
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Valuation ratios

Having analysed different indicators, we ought to ask ourselves how the markets interpret these
variables. Do they really assign value to such statistics?

The P/E ratio (ratio between share price and net profit per share) is higher for 61% of these com-
panies. Thus, one Euro of earnings generated by a sustainable company is worth more than a Euro
of its competitors.

Moreover, the relationship between the price of company’s shares and their book value (P/BV)
indicates that sustainable companies’ intangible assets are worth more than their respective sec-
tors’ (a ratio of 2.35 times versus 1.31). In other words, the market attaches differential value to
brands, innovative capacity, and quality of management team among other intangible assets of
these companies.

The variable in which the DJSIL’s ability to create added value is most obvious is the price/cash flow
ratio, indicating how much an investor pays for every euro of cash flow: a total of 61% of the com-
panies trade at a premium of 1.85x.

Shares from the mix of selected companies thus trade with a significant premium when compared

to their respective sectors, revealing a greater confidence in these companies’ management and
their ability to generate greater future growth.

Figure 7
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DJSIL and value creation

Thus far, the analysis reveals a strong link between sustainability champions and a stronger finan-
cial performance, since a more competitive position can be observed throughout the scorecard
below, where the aspects in which the DJSIL outperform their sectors are highlighted in green.

% of companies

Dimension Indicator performing better  _Median MEa.
: Deviation Deviation
than their sectors

Operating Margin 73.7% 14.9% 146.1%
Margins and Efficiency Net Profit Margin 68.4% 43.4% 91.6%
Asset Turnover 93.8% 276.9% 816.3%
Sales growth 1.3%
Growth Rates
Implicit growth 61.1% 3.7% 15.2%
Unlevered Beta 57.9% -3.4% -0.7%
Levered Beta 47.4%
(Rjig:tfgfg);;i::ld Debt to Equity 63.2% 23.0% 185.6%
Effective Tax Rate 63.2% 7.1% -22.8%
Cost of Capital 57.9% 7.9% —
ROA 57.9% 23.9% 39.4%
Profitability ROI 53.3% 2.1% 30.8%
ROE 57.9% 27.4% 59.8%
P/E 61.1% 28.0% 228.0%
Valuation Ratios P/BV 57.9% 28.6% 105.5%
P/CF 61.1% 24.0% 185.4%

In conclusion, sustainability champions benefit from a greater potential for the value creation,
in comparison to their respective sectors.
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Valuation premium

This extra capacity to create value, clearly distinctive of companies selected, is ultimately

re-

flected in their stock-market value. The analysis shows that, assuming zero growth, the valuation
premium of sustainable companies is higher, as indicated in the figure below. Consequently, the

market would pay more for the shares of sustainable companies than those of their industri
under equal growth conditions.

Figure 8
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For more detailed financial and technical information on this analysis, readers may refer to
the document “Sustainability for financial geeks. Lessons learned from the leaders of Dow
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