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This book presents a collection of dissemination notes 
about Accounting and Finance, based on the latest 
research in our CoBS community. This wide, rich 
collection is a testimony to the vitality of the research 
in this area, and to the increasing involvement of 
our faculty in the topics that interest our readers.

For a long time, the fields of Accounting and Finance 
seemed to be detached from social responsibilities 
and ethical considerations. For many people, both 
in practice and in academia, those issues were of 
course important, but they still remained alien to the 
essence of business. They were considered unimportant 
for the business model and irrelevant for corporate 
strategy. Moreover, they were neither a central issue 
to research or learning at business schools. At most, 
these issues would be seen as a kind of afterthought or 
perhaps an issue to relegate to a compliance officer. 

We may see here the long shadow of the famous 
Friedman (1970) article, so frequently cited and so 
frequently “mis-cited”. While this is not the place to 
begin (another!) discussion on that article, we can 
safely say that most people retain Friedman’s idea 
of a strict separation between efficiency and social 
responsibility. The role of management would be 
exclusively to make the “wheel” turn faster as long 
as the rules of the game were respected. Only in 
that context can we understand Friedman’s famous 
claim, “the social responsibility of business is to 
increase its profits”. Nothing else would matter.   

However, recent studies indicate that social 
performance does matter. We used to think that it 
was of concern only to clients, employees and the 
community. The novelty is that social responsibility 
matters to shareholders as well. These shareholders 
care about the social impacts of the companies 
whose shares they own. Indeed, throughout this book 
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on responsible finance and accounting, much of the 
content consistently supports the idea that this trend is 
increasing everywhere, and that it goes well beyond 
the specific niche of socially responsible investing.  

As such, we can claim that CSR/Sustainability/Business 
Ethics are becoming more and more relevant for 
Accounting and Finance. They are no longer merely 
good intentions or praiseworthy considerations. Indeed, 
they no longer constitute a public image “strategy” or a 
choice for others to implement. Today, in the context of 
environmental, social and governance responsibilities, 
as well as the lasting impact of the pandemic and 
cycles of crisis, they are (or are becoming) the normal 
way to conduct responsible and ethical business. 

Welcome to this book on Responsible 
Finance and Accounting.

FORWARD TO RESPONSIBLE 
FINANCE & ACCOUNTING
By Professors Qinqin Zheng, School of Management Fudan University and Adrian Zicari, ESSEC Business School 

QINQIN ZHENG, School of Management 
Fudan University & ADRIAN ZICARI, 

ESSEC Business School
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WHY FINANCE  
IS GOING GREEN

By Prof. Hughes Bouthinon-Dumas, ESSEC Business School.

There is no unanimous opinion on what the notion 
of sustainable finance exactly covers, though 

the expression obviously refers to “sustainable 
development”. As such, and for the sake of clarity, 
can say that sustainable finance is finance that has 
a concern for sustainable development – in other 
words, a concern for long term conciliation between 
economic, social and environmental interests.

In reality, we can observe that the interests of players 
in the financial field for extra-financial concerns 
vary in accordance with both the topic and the 
players involved, though we can consider that the 
heart of the matter lies in the challenges faced by 
climate change and the energy transition linked to it. 
Moreover, sustainable finance can be concerned by 
other topics such as social inequalities, the protection 
or endorsement of minorities, gender equality, the 
fight against modern slavery, good governance 
practices and notably the fight against corruption, 
human rights, the quality of customer relations, etc.

In fact, the list of all the subjects impacted by sustainable 
finance still remains to be completely drawn up. And 
as such, sustainable finance is much like a school of 
thought and a tendency based on older notions such 
as Sustainable Development, CSR or ESG (Environment-

Social-Governance) criteria applied to company audits.

Taking into account social and environmental stakes

The motivation for the interest is two-fold – which in fact 
explains why there is a certain ambiguity attached 
to the very idea of sustainable finance. Sustainable 
finance first of all consists in taking into account social 
and climate risks in financial decisions and calculations, 
without necessarily questioning financial logic.

But sustainable finance can also be conceived in a 
wider, more radical perspective, indeed revolutionary, 
regarding the transformation of the economic system 
towards sustainable development and by using the 
means of action proper to the field of finance. For 
example, by providing the financial resources required 
for the energy and ecological transformation or by 
modifying corporate behaviours so that companies 
are aware of, and take into consideration, their 
impact on society and the environment.

The change triggered by sustainable finance

It’s still much too soon to say if sustainable finance is 
just a fad, or even a rather hypocritical slogan used by 
financiers, or the exact opposite – the demonstration 

It’s still much 
too soon 
to say if 
sustainable 
finance is 
just a fad, or 
even a rather 
hypocritical 
slogan used 
by financiers, 
or the exact 
opposite.
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of a complete change of paradigm that we can 
characterise in different ways. We can, for example, 
consider that the social and environmental costs 
linked to economic activity must, from now on, be 
systematically internalized. Another way to see things 
is trying to substitute short-term finance into finance 
that is concerned by its long-term development. This 
radical transformation in finance is increasingly on 
people’s lips, but is far from being established practice.
What is sure, however, is that sustainable finance 
is a movement that impacts every segment in the 
field of finance: banks, providers of credit, insurance 
companies, pension funds, investment funds – including 
private equity – listed companies, and primary 
and secondary financial markets as well as all the 
players orbiting around these: regulators, auditors, 
rating agencies, financial analysts, and so on.

Geographically, we can observe the rise in 
sustainable finance initiatives in Europe, Canada, 
and the United States, as well as in Asia – for example 
in Singapore, where the country is attempting 
to position itself as a major hub in this field.

A change in attitude among those in the financial field

Without doubt, there are two combined phenomena:
●  A very general tendency in society of awareness 

of the stakes – and even of the emergency of – the 
climate issue. Players in the financial field do not live on 
another planet, even if in the past financial rationality 
did not generally include concerns of this nature.

●  Pressure exerted via various actors leading companies 
in the financial sector to take into consideration the 
stakes much more seriously than they did before.

Some of these actors were in advance of the times, 
such as SRI funds, extra-financial rating agencies 
or financial institutions working in the development 
aid sector such as the AFD (French Development 
Agency) – though these forerunners occupied a 
relatively small space on the wider stage of things.

However, what has radically changed the 
standpoint of traditional financial players on social 
and environmental stakes has without doubt been 
risk assessment even more than the potential of 
commercial developments in this new niche.

It takes a disaster to make a change

The consequences of climate change and social 
troubles associated with it generally have a negative 
impact on the assets of financial institutions because 
a large number of their investments will lose value 
– for example, energy infrastructures which pollute, 
or ski resorts located in areas where in future years 
it will no longer snow. In the case of insurance 
companies, the negative effect is doubled because 
they may have to dole out compensation for the 
victims of catastrophes that we can anticipate will 
occur through climate change. As such, not only 
their assets but also their liabilities will be affected.

One of the mechanisms which in retrospect seems to 
have played a major role in this awareness is in France 
with the “Loi sur le devoir de vigilance” (duty of care) 
and, more generally, the mechanisms for extending 
the legal responsibility of companies which now oblige 
them to take care of negligence and risks regarding 
their subsidiaries as well as their supply chain. In other 
words, it is no longer possible today to outsource social 
and environmental risks and even more so to base 
one’s business model on forms of unethical exploitation 
or policy that does major harm to the environment. 
From this moment on, these risks will have to be taken 
into account as seriously as possible: identify them, 
measure them and take action to minimise them.
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KEY TAKEAWAYS

•  Sustainable finance (SF) can be defined 
as finance that has a concern for long-
term conciliation between economic, 
social and environmental interests.

•  Its main focus is on the challenges faced by 
climate change and the energy transition, 
though other CSR-oriented topics can be 
linked to it: among them social inequalities, 
inclusion, gender equality, human rights, good 
governance practices and compliance.

•  SF is a school of thought and a tendency 
based on older notions such as Sustainable 
Development, CSR or ESG (Environment-Social-
Governance) criteria applied to company audits.

•  The motivations behind SF are twofold:  
1) The taking into account of social and climate  
risk in financial decisions and calculations  
2) the wider, purposeful transformation 
of the economic system towards 
sustainable development.

•  SF attempts to trying to substitute short-
term finance into finance that is concerned 
by its long-term development.

•  Risk assessment has radically changed the 
standpoint of traditional financial players 
on social and environmental stakes.

FOOD FOR THOUGHT
•   To what extent do you think 

sustainable finance will actually 
“save the world”?

•   If you aren’t already 
convinced, what would 
have to happen to 
convince you totally?

•   How about drawing up a list 
of all the financial products 
and services you are currently 
paying for in your daily life 
(insurance policies, accounts, 
etc.)? Which ones are actively 
beneficial for the environment 
or for social equality? What 
could you do to change that, 
if you were so inclined?

•   How about your company or 
organisation? Are you audited 
or do you produce CSR reporting? 

What difference does it make?
HUGUES 

BOUTHINON-
DUMAS
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We can 
continue to 
see finance 
as a danger 
to avoid, a 
dragon to 
slay – or else 
we can decide 
to consider it 
as a simple 
tool to use 
intelligently.

RESPONSIBLE FINANCE  
TO CHANGE THE WORLD

By Hakim Fekih, ESSEC Business School

Finance – a big word, synonym of an El Dorado for some, 
and a dragon to slay for others. It is true that since the 

crisis of 2008, this sector of the economy has become a 
true bogeyman for every student claiming strong social 
and ecological convictions. After all, how can we fail to 
understand them? Since the 1980s, deregulation in this field 
has led the world towards a succession of financial crises 
that whole populations have had to pay a high price for. It 
has been one of the main vectors for the increase in social 
inequalities throughout the world. Moreover, the close links 
which connect the big banks to companies working in the 
most polluting industries cannot be denied. In short, finance 
is evil incarnate – and this has been known for some time.

However, since a few years, we cannot help but hear 
people speaking of a new concept, for some an oxymoron: 
‘responsible finance.’ The most sceptical among us will 
say that it’s a simple change in banks’ and multinationals’ 
marketing strategy to clean up their image. The more 
optimistic of us will see a real opportunity to change the 
world. But, fundamentally, what is responsible finance?

Socially responsible investing: a change in mindset

Socially responsible investing (SRI) has existed for much longer 
than we think. It finds its origins in the Quaker movement, a 
philanthropic movement that saw the light in the 19th century 

and committed to the abolishment of slavery and all forms 
of violence. In the 19th century, several religious movements 
in the United States forbade their members to invest in arms 
manufacturers or alcohol. Nevertheless, SRI per se is said to 
have been born in 1971, a year in which two pastors from 
the Methodist church – Luther Tyson and Jack Corbett – 
launched the Pax World Fund, an investment fund proscribing 
investment in companies working in the arms business. Finally, 
since 2006, the UNO has recognised SRI by integrating the 
principles of responsible investing (UNPRI) in Global Compact.

Four major types of socially responsible 
investing are usually distinguished:
●  ESG selection: This is the case when investors select 

companies in which they want to invest according to 
environmental, social and governance criteria (ESG). The 
most employed method is the ‘best in class’ approach 
which consists in investing in companies having the 
best marks according to extra-financial criteria.

●   Exclusion: The so-called ‘exclusive’ approach consists in 
proscribing investment in companies linked to sectors that 
harm society and the environment – such as tobacco, 
arms or the petroleum industry. In the United States, for 
example, several SRI funds exclude the nuclear sector.

●  The thematic approach: This entails choosing companies 
in which to invest according to a specific sector of 
activity such as renewable energies, water, waste 
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management or help to the handicapped.
●  Shareholder activism: This entails shareholders having 

the possibility to discuss with the company to push it to 
implement strong CSR policies, and by using their right of 
vote as a means of pressure during general assemblies.

Green finance: A solution to global warming?

Green finance is often defined as the representation of the 
market in green bonds. According to the French Ministry of 
the Environment and Ecological Transition, a green bond 
is ‘a bond put on the market for investors by a company 
or public body enabling the latter to finance their projects 
contributing to ecological transition and the development of 
infrastructure’. As such, it incites companies and state bodies 
to reorient investments towards a low-carbon economy 
that is respectful of the environment. According to the NGO 
Climate Bounds, more than half of these bonds are today 
issued by the public sector, with 30% coming from companies 
and 20% from financial institutions. Even if today the sums 
remain marginal, representing 0.01% of all financial products, 
their rate of growth is phenomenal. Since the COP 21, the 
number of green bonds issued has increased by nearly 27%, 
according to the Green Bonds Initiative. This is explained 
by the fact that it is a relatively young market. The ECB, 
for example, the leading issuer of green bonds, was only 
launched in 2007. An increasing number of companies and 
multinationals, even those reputed as the most polluting, have 
begun to invest in the energy transition and green energy.

Micro-finance, a weapon against poverty

Developed with the Grameen Bank in the 1970s in Bangladesh 
by Muhammad Yunus, micro credit consists in granting small 
loans to people excluded from the classic banking system 
because of their low revenue. The loans enable them to launch 
micro-projects with an aim to financially support themselves 
and lift themselves out of poverty. Today, the Grameen 
Bank counts more than seven million clients – something 
that demonstrates its resounding success. Moreover, this 
experience has shown that those below the poverty line were 
capable of paying back their loans – and this even with very 
high interest rates which allowed the bank to cover its costs. 
Since the success of this experience, micro-finance institutes 
have continued to grow in number throughout the world, 
in particular in developing countries. Today, there are more 
than 665 million accounts affiliated to more than 3,000 micro-
finance bodies worldwide. In India, for example, 18% of the 
total population are account holders in these institutes. These 
institutes fall into 4 major categories of provider: informal 
providers, mutual benefit associations, NGOs and institutional 
financial structures. Moreover, large commercial banks 
have also now begun to develop micro-credit services.

From dragon to slay to simple tool

These examples show that something is beginning to happen 
in the world of finance. All these movements are recent and 
they are witness to a change in mentality which is underway. 
Granted, today there are critics of socially responsible investing, 
green finance or micro-finance. And indeed, many think 
they are simply communication strategies without tangible 
and positive impact on society. But the fact is that these 
initiatives are real, confronted with various obstacles but they 
endure and continue to grow in number. We can continue 
to see finance as a danger to avoid, a dragon to slay – or 
else we can decide to consider it as a simple tool and use it 
intelligently to reach social and environmental objectives.
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KEY TAKEAWAYS

•  Finance has a bad name: since the 1980s, 
deregulation has led the world towards a 
succession of financial crises; it has been 
a main vector for the increase in social 
inequalities, and big banks have close links 
with in the most polluting industries.

•  But recent years has seen an increasing 
interest in ‘responsible finance’. One aspect 
is Socially responsible investing (SRI) that 
found its roots in Christian movements and 
was recognised by the UNO in 2006.

•  SRI has four approaches for the investor: ESG 
(environmental, social and governance) criteria 
selection; Exclusion of companies that ‘do 
harm’ to society (ex: tobacco, arms, petrol); 
Thematic approach – investing in positive and 
specific sectors (ex: renewables, water, waste 
management); and Shareholder activism – where 
shareholders push strong CSR policies and use 
their right of vote as a means of pressure.

•  Green finance is often defined as the 
representation of the market in green 
bonds, where companies invest in the 
energy transition and green energy.

•  Developed with the Grameen Bank in the 
1970s in Bangladesh by Muhammad Yunus, 
micro credit consists in granting small loans 
to people excluded from the classic banking 
system because of their low revenue.

•  Finance can be used intelligently to reach 
social and environmental objectives.

FOOD FOR THOUGHT
•  Think of your bank which holds 

your account. How does it 
contribute to responsible 
finance? Are the bank’s 
initiatives visible when you 
enter the bank and do 
they actively promote 
responsible finance 
through the media?

•  What’s your opinion of 
your bank’s initiatives – 
impactful or greenwashing?

•  Which sanctions and which 
incentives do you think 
governments and international 
organisations can impose on 
banks to provide a framework 
for responsible finance? Should 
the customer also be subject to 

a ‘carrot and stick’ approach? HAKIM 
FEKIH
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Will the global 
minimum 
tax solve the 
problem of 
tax avoidance 
and profit 
shifting?

THE GLOBAL BET  
ON MINIMUM TAX

By Professor Antonio De Vito, IE Business School. With kind acknowledgements to IE Insights.

Some weeks ago, US Treasury Secretary Janet Yellen 
advocated for a global minimum corporate tax, 

arguing that the U.S. is committed to end “the race 
to the bottom” on corporate tax rates and prevent 
multinational firms from shifting investment, jobs, 
and profits overseas. However, before delving into 
the global minimum tax and how it would actually 
work, it is important to first clarify how firms are taxed 
when they do business in more than one country. In 
an era of increasingly global markets, it is not at all 
uncommon for firms to earn income in multiple countries 
and sometimes they earn more income outside their 
home country than inside it. By investing abroad or 
engaging in business abroad, they also become 
subject to the tax laws of at least two countries: the 
home country where the firm resides and the host 
country where the foreign income is earned.

As it is currently structured, the international tax system 
allocates taxing rights to either the home country, the 
host country, or both countries. While the host country 
taxes only income that is earned within its borders, the 
home country can choose whether to “top up” the 
foreign tax with its own tax or exempt the foreign income 
from further taxation, depending on whether the home 
country applies a worldwide or a territorial tax system. 

For example, let us assume that a multinational firm 
operates in two foreign countries, A and B, in addition to 
the home country. Suppose also that the home country 
taxes the firm’s profits on a worldwide basis and relies 
on foreign tax credits to alleviate double taxation of 
foreign income. Further, assume that the host countries 
A and B tax the income earned within their borders 
at rates of 5% and 10%, respectively (see Figure 1).
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Figure 1:  A multinational firm operating 
in multiple jurisdictions.
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For each foreign subsidiary, the multinational firm first pays a corporate income tax on its foreign income earned in 
the host country. Once the subsidiary distributes the amount of foreign income to its parent company, the home 
country then taxes the grossed-up foreign income on a worldwide basis annually and provides the multinational 
firm with a foreign tax credit up to the amount of taxes paid in A and B. As a result, the multinational firm pays 
the same 35% corporate income tax rate on the domestic as well as foreign income regardless of where the 
foreign subsidiaries are located. This mechanism allows the host countries to set competitive tax rates below 
the home country’s tax rate – without deterring inward foreign direct investment or discouraging domestic 
investment and employment – and the home country to tax the worldwide income of its resident firms at its 
current tax rate. Hence, the overall effective tax rate (ETR) of the firm would be equal to 35% (see Figure 2).

Figure 2:  A multinational firm operating in multiple jurisdictions subject to a worldwide tax system in the home country.

Figure 3: A multinational firm operating in multiple jurisdictions subject to a territorial tax system in the home country.

However, note that if the home country defers taxing the multinational firm until the foreign income is repatriated, 
the overall tax burden would be much lower. For example, the US tax code exempts foreign profits that are deemed 
“permanently reinvested abroad”. Because of this rule, many US multinationals have accumulated more than $2.6 
trillion of profits in foreign subsidiaries and have been able to significantly reduce their overall tax burden as if they 
operated in a territorial tax system. Under a territorial tax system, the home country does not tax the foreign income 
and does not provide a tax credit for foreign taxes paid. Returning to our previous example, the multinational firm 
operating in host countries A and B would now be subject to very different corporate income tax rates across the 
jurisdictions in which it operates. 

Moreover, the home country’s additional tax on the foreign income and the tax credit for foreign taxes would be 
both equal to zero and the overall ETR would be equal to 16.67% (see Figure 3). Clearly, the territorial tax system 
creates incentives for host countries to lower their statutory tax rate as much as possible in the attempt to attract 
foreign investment within their jurisdictions and spur economic growth. However, over time, the result of this wicked 
mechanism has been a “tax competition” or “race to the bottom” among countries (see Figure 4) that has led 
multinational firms to relocate assets (investment), jobs (employment), and even profits, where they would find the 
lowest level of taxation and the sweetest tax deals (see, for example, the case of LuxLeaks). 
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To cope with the “harmful tax competition” that 
undermines countries’ ability to raise taxes, in 2013 the 
OECD launched the Base Erosion and Profit Shifting 
(BEPS) project. This project aimed at preventing 
multinational firms from shifting profits from high-tax 
to low-tax jurisdictions, which could, according to 
the OECD, cost countries as much as USD 240 billion 
annually, that is, the equivalent of 10% of the global 
corporate income tax revenue.

Since the launch of the BEPS project, some progress 
has been made and countries have been able to 
partly cope with multinationals’ profit shifting activity. 
Nevertheless, the OECD considers that tax avoidance 
and profit shifting still represents a key concern for 
countries to such an extent that, in November 2019, the 
OECD launched a new project called Global Anti-Base 
Erosion Proposal (GloBE), whose intent, among other 
things, is to reach an agreement over a global minimum 
tax on corporate profits.

Let us now analyze how such a global minimum tax 
would work within the framework outlined above, with 
the assumption that the global minimum tax would 
be set at 21%, similar to what President Joe Biden has 
proposed. Recall that countries A and B have statutory 
corporate income tax rates below that of the home 
country. Hence, under a global minimum tax regime, 
they would face an additional levy by the home 
country. Specifically, country A would face an additional 
levy of 16% and country B, 11%. Crucially, though, what 
happens to the multinational firm’s total tax burden 
depends on whether the home country applies the 
worldwide or territorial tax system. Under a worldwide 
tax system, the home country would continue to tax the 
worldwide income at 35% and provide the multinational 
firm with a foreign tax credit for the taxes paid abroad. 
Hence, the multinational firm’s ETR would continue 
to be 35%. However, since the host countries A and B 

Figure 4: Average statutory corporate income 
tax rate of major OECD countries.

would now face an additional levy of 16% and 11%, 
respectively, they could increase their level of taxation 
up to the floor set by the global minimum tax (21%) 
without fear of deterring inward foreign investment and 
potentially put a halt to the “race to the bottom” war.
The situation changes if the home country follows the 
territorial tax system and does not tax foreign income 
nor provide a tax credit for foreign taxes paid. In such 
a case, the top-ups to the global minimum tax in host 
countries A and B are the only additional taxes due in 
the home country. The gap in corporate income tax 
rates between the home country and the host countries 
has been reduced to 14% but not eliminated. In such a 
scenario, the firm’s ETR would be equal to 25.67%, which 
is significantly higher than the ETR under a pure territorial 
tax system with no global minimum tax.
Will the global minimum tax solve the problem of tax 
avoidance and profit shifting? First, as long as there are 
countries where multinationals’ profits are subject to very 
low levels of taxation (e.g., tax havens), there will always 
be incentives for multinational firms to engage in profit 
shifting. As we have seen earlier, the global minimum 
tax alleviates the issue of low taxation but does not 
solve it entirely, especially nowadays that most countries 
around the world follow the territorial tax system (or a 
hybrid model closer to a territorial system, such as that 
of the United States after the 2017 TCJA). Perhaps, the 
first best solution would be, for the home countries to 
move back to worldwide tax systems rather than adopt 
a global minimum tax. Second, the desire of smaller and 
developing countries to attract foreign investment has 
generated a harmful tax competition in which countries 
compete fiercely for multinationals’ assets, jobs, and 
profits not only by lowering the tax rate, but also by 
offering generous targeted (firm-specific) business tax 
subsidies. However, these tax breaks could seemingly 
reduce a firm’s tax burden regardless of the level of the 
corporate tax rate. Hence, even if the headline tax rates 
increase up to a global minimum level, it is still possible 



The Council on Business & Society - CoBS Publishing    17

KEY TAKEAWAYS

•  Firms can earn income in multiple countries.  By 
investing in or engaging in business abroad, 
they also become subject to the tax laws 
of at least two countries: the home country 
where the firm resides and the host country 
where the foreign income is earned.

•  Currently, the international tax system 
allocates taxing rights to either the home 
country, the host country, or both countries.

•  While the host country taxes only income that is 
earned within its borders, the home country can 
choose whether to “top up” the foreign tax with its 
own tax or exempt the foreign income from further 
taxation, depending on whether the home country 
applies a worldwide or a territorial tax system.

•  For each foreign subsidiary, the multinational 
firm first pays a corporate income tax on its 
foreign income earned in the host country. 
Once the subsidiary distributes the amount 
of foreign income to its parent company, the 
home country then taxes the grossed-up foreign 
income on a worldwide basis annually and 
provides the multinational firm with a foreign 
tax credit up to the amount of taxes paid.

FOOD FOR THOUGHT
•  To what extent are companies 

justified in seeking to pay the 
minimum in tax given their 
mission of creating profit? 

•  Is it ethical for large 
multinationals to 
negotiate low tax deals 
with governments or 
avoid tax by setting up 
an office in a tax haven? 

•  If a minimum tax were made 
standard among countries, to 
what extent would this hinder a 
company’s competitive edge? 

•  And would it prove harmful 
to small nations such as 
Ireland or Singapore as lower 
tax levels enable foreign 
investment and companies 
to set up business there?

ANTONIO 
DE VITO

that countries will continue to compete with each other 
using different tax tools.

Thus, in light of these evolving scenarios, it remains to be 
seen whether the member countries in the OECD/G20 
Inclusive Framework on BEPS will reach an agreement 
on the global minimum tax (expected for mid-2021) 
and whether such an agreement will truly end tax 
competition among countries as well as tax avoidance 
and profit shifting by multinational firms.
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To date, there 
is no viable 
solution other 
than massively 
taxing carbon 
and accepting 
the strong 
increases in 
costs that 
come as 
a result.

THE UNAVOIDABLE COST  
OF GOING GREEN: MOVING FROM 

DEMAGOGY TO EFFICIENT ACTION
By Professors Marc Guyot and Radu Vranceanu, ESSEC Business School.

Fuelling the angst

It is widely agreed today that the major political, 
economic and technological challenge to come for 

humanity is climate change. Inevitably, this all-too-real 
challenge triggered the media machine into motion, 
hammering home an apocalyptic message meant 
to incite passions and provoke all sorts of reactions 
through accusing the wicked perpetrators behind 
it. Anxiety linked to a forthcoming end of the world 
is taking root, upsetting the minds of the young and 
not-so-young alike, and is prompting? companies 
and governments to undertake action that seems 
more aimed at calming this angst and bringing new 
business into the fold than taking effective decisions.

This nervousness is all the more distressing given that the 
diagnostic is indeed damning. The last two centuries 
of growth based on the use of fossil fuels – coal, petrol 
and natural gas – have resulted in an accumulation 
of CO2 in the atmosphere, which sends the sun’s 
rays back towards Earth, warming it at an alarming 
rate. While in 1750 the concentration in CO2 (or 
carbon) was 280 ppm, it was 413 ppm in 2018, and, 

if nothing changes, it is set to reach 700-900 ppm in 
2100, bringing with it a 3°-5°C rise in temperatures 
in relation to the pre-industrial era. This should have 
truly dramatic consequences for life as we know it.

Of fossils and green populism

Insofar as carbon capture technologies are not yet fully 
developed, at this date in time there seems to be no 
other serious solution possible than the diminishing of 
CO2 emissions by a drastic reduction in the use of fossil 
fuels for the production of energy. As much as there 
is large consensus on this vital necessity, its tangible 
implementation remains extremely difficult. In effect, 
how can we decide on a common amount of reduction 
in their use? What power stations should be closed? In 
which countries? And from now onwards should fossil 
fuel-driven engines be banned? The absence of an 
answer from policymakers to these core questions are 
to the delight of the activists who strive to take on the 
role of saviour by proposing reductions that are as poorly 
well-grounded as unachievable. It also provides support 
to a new form of green populism. Accusations of climate 
indifference on the social networks leads to governments 
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sidestepping the issue by highlighting a patchwork of 
spectacular, yet conflicting and ineffective measures.

It is not the market economy itself that is responsible 
for pollution and carbon emissions. It is a consequence 
of the methods of industrial production – whether 
this production takes place within the framework 
of a planned economy or that of a market-driven 
economy. However, a market economy offers a 
possibility of bringing necessary adaptation from 
the simple principle of the so-called law of supply 
and demand: the more expensive the product, the 
less it will be in demand and therefore the less it will 
be produced. As such, the hidden cost of a ton of 
carbon must be set – and those producing it made 
to pay. A while ago, A.C. Pigou (1920) indicated 
that a tax on pollution would enable governments 
to effectively correct – via price mechanisms – this 
form of negative externality. Applied to the present 
issue, this would mean a tax on every ton of carbon 
produced. This is the principle of the “carbon tax”.

A multi-disciplinary light on the matter

To measure the feasibility and the cost of the transition 
towards an economy that limits its carbon emissions, 
experts use integrated evaluation models (IMAs), in large 
part developed by Professor William Nordhaus, Nobel 
Prize for Economics 2018 (cf. Barrage, 2019), building on 
the early work of Tjalling Koopmans. A model of this type 
enables the integration of economic, demographic and 
physical mechanisms – the use of energy for production 
and how that production is used; and physical 
mechanisms – how production generates carbon, 
how technology contributed to higher efficiency use 
of energy over time, what the carbon cycle is, what 
share is absorbed and what share accumulated, and 
how the accumulation of carbon modifies the sea 
temperature and level – to be represented. The model 
then represents how in turn these changes impact the 
economy (floods, storms, acidification of the ocean, 
decrease in agricultural productivity, etc.). A model of 
this type presents many “loops” – or situations where A 
influences B, B influences C, and C has an impact on A.

Existing integrated models of evaluation can be 
relatively compact, with twenty or so key relationships, 
and delve into the details of the process taking into 
account hundreds of relationships and hundreds of 
thousands of variables. What sets this model apart is 
that (1) its dynamic optimization framework, and (2) 
its interactive character consumption and carbon 
emissions – are interconnected. Such models allow us 
to simulate future developments by using scenarios for 
population growth, revenue growth, and productivity. 
And, most importantly, they enable us to simulate how 
public policy can modify the trajectory of consumption 
and GDP, carbon emissions and temperatures.

However, IAMs are not infallible tools in as much as 
the impact on climate and policy costs depends on 
hypotheses linked to parameters and mechanisms such 
as productivity growth rate, demographic growth rate or 
even the discount rate for the future generations well-
being. Moreover, there are also uncertainties regarding 
the relationships themselves and the “tipping points” 
because global warming can trigger catastrophes 
and irreversible crises. But the debate on their sources 
and margins of error (see Gillingham et al., 2018) is in 
itself useful for improving policies. For example, thanks 
to integrated evaluation models, we now realise that 
the objective to limit the rise in temperatures to a 2°C 
maximum by 2100 is almost unreachable; whether 
an unachievable goal is useful for its signaling effect 
or not, it is open to debate. On the other hand, 
an objective of 2.5°C would be quite realistic.

A terrible dilemma: The now or the future

The integrated evaluation model, through its 
construction – constrained inter-temporal optimisation 
(in general with an infinite horizon) – enables us to 
assess in a rigorous way the “social cost” of an extra 
ton of carbon released in the atmosphere. Today, an 
additional ton of carbon is linked to more consumption 
in the present, thus higher benefit for the current 
generation. However, it also carries costs on the future 
generations having to compensate for the harmful 
effects, by consuming less than they could in their time. 
In the case of a massive increase in temperatures, 
these costs can be very high. The social cost of carbon 
can be seen as the total costs imposed on humanity of 
today from letting out an extra ton of carbon into the 
atmosphere. Obviously, the more importance we give 
to the future generations, the larger this discounted 
cost of a ton of carbon and inversely. The importance 
to us of the consumption of future generations is 
modelled by a discount factor equal to one (or a 
zero discount rate) if the future counts as much as 
the present, or less than one if it counts for less. The 
debate on the correct discount rate is far from settled.

Turning back to the rationale by Pigou (1920) a tax 
on carbon emissions would increase the cost of fossil 
energy and would create the incentive to reduce 
its use. The IAMs allow an “appropriate” carbon tax 
to be determined. Indeed, a carbon tax identical 
to the social cost of carbon as determined within 
the IAMs framework should set economic growth 
on a path in line with the objectives of reducing 
emissions and controlling the rise in temperatures.

According to William Nordhaus, who published a 
summary of the most recent IAMs results in the American 
Economic Review in 2019 (Nordhaus, 2019), if we 
make the hypothesis that the discount factor of the 
future generation consumption is very close to one 
and we accept the target of limiting the increase in 
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temperature to 2°C maximum, most integrated models 
reach a carbon social cost in a range of $500 per ton 
to $900 per ton, which is obviously a very significant 
figure. We should keep in mind fo instance that today 
a Paris-NYC flight generates approximately one ton of 
carbon per traveler, or that a Big-Mag generates some 
3 kg of CO2 emissions. With discounted factors closer 
to those of private investment and a more realistic 
objective set at a 2.5°C rise in temperatures, the social 
cost of carbon would be around $200 per ton. In its 
latest report, the World Bank (2019) is more optimistic – it 
estimates that a tax at around $100 per ton towards 
2030 would be enough to reach the COP21 objective.

It is worrying to see that today governments are very 
far from this optimal level. In 2019, out of the thirty or so 
countries which implemented such a tax, its amount 
rarely surpassed $30 per ton – with the notable exception 
of Sweden ($129 per ton) and Switzerland ($96 per ton). 
However, even in these “virtuous” countries, carbon 
tax covers less than 50% of CO2 emissions – which is 
also the case for most other countries. In France, in 
2019 the government gave way when faced with 
the “yellow vests” movement and renounced on the 
increase in carbon tax it wanted to implement at €44.6 
per ton (the French tax being already “hidden” in an 
older tax on fuels). Implementing too low a carbon 
tax with only partial cover of emissions virtually means 
trying to put out a fire with a single drop of water.

The alternative to carbon tax, implemented in thirty or 
so other countries (sometimes in parallel to the carbon 
tax) is the setting up of a market for carbon permits, 
associated with regulations limiting the total amount 
of the emissions per country in line with the planned 
reduction in emissions. The price of carbon on this 
market would be equal to the social cost of carbon. 
As such, carbon market or carbon tax amount to 
being equivalent instruments, the second providing 
the advantage of being less prone to manipulation 
by lobbies and less sensitive to electoral cycles.

It seems, then, that while there is a possible solution to 
act on climate change via the carbon tax, governments 
and the public are not ready to assume the cost of this 
effective action. Their problem evidently comes from 
political fear at the idea of announcing to their citizens 
the level of cost that society should have to bear today 
and the way in which this cost will be distributed. Whether 
governments choose a tax or restrictions on emissions, it 
would push up the price massively for every good that is 
intensive in carbon – transport, heating, air conditioning 
– but also, all those goods whose production requires 
energy would see their price increase. And this would then 
spread rapidly to the goods that use them as intermediary 
inputs. While this could set emissions on a sustainable path, 
today’s consumption loss will be significant. Yet, there is 
no “miracle” solution, where the goals could be achieved 
only by changing consumption habits at the margin.

The bottom line

The slowness of government action coupled with media 
pressure focusing on reproaches and accusations 
rather than on carbon tax make some companies 
communicate on their plans to become carbon-
neutral. Unsurprisingly, these are especially companies 
selling mass market consumer goods (and therefore 
dependent on the positive image they provide) whose 
technical characteristics make them use low levels of 
energy. Their green strategy is more of a communication 
tool, while the impact on carbon emissions is 
small. Companies in the energy or steel sector are 
technologically unable of presenting such plans, which 
is easy to understand. This does not mean that we do 
not need steel or energy and we must shut down these 
firms. The application of a carbon tax would however 
have an extremely strong sectorial effect on the price of 
electricity and steel, yet this cost rise will be transmitted 
to energy users proportional to their use of energy.

Governments are not only slow but also inconsistent 
with what they say and what they do. When French 
authorities focused on limiting particle pollution in the 
cities, they purely and simply forget climate change 
and instead incited drivers to change from diesel-driven 
cars to petrol-driven cars – although the latter produce 
more CO2 per kilometer than diesel cars. A country 
like China has given itself an objective to become the 
leading producer worldwide of electric cars to reduce 
urban pollution, but it is also the principal country to 
use coal to produce electricity. The transition towards 
electric vehicles will aggravate climate change if coal 
remains to be used as a source of electric energy.

To date, and in the actual state of technological 
progress, there is no viable solution other than massively 
taxing carbon and accepting the strong increases 
in costs that come as a result. This observation and 
this way forwards does not seem to be on any 
government’s agenda, and still less that of voters. 
In the meantime, however, the climate issue will not 
be solved by one more Sunday market organised 
by green vests, by one more plate of vegetables, 
or by a handful of small, daily eco-gestures.
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KEY TAKEAWAYS

•  There seems to be no other serious solution 
possible than the diminishing of CO2 emissions 
by a drastic reduction in the use of fossil fuels 
for the production of energy. Its tangible 
implementation remains extremely difficult.

•  To measure the feasibility and the cost of 
the transition towards an economy that 
limits its carbon emissions, experts use 
integrated evaluation models (IMAs).

•  This model enables the integration of 
economic, demographic and physical 
mechanisms to be represented and shows 
how these changes impact the economy.

•  IAMs allow an “appropriate” carbon tax to be 
determined. But in 2019, among 30 countries with 
such a tax, its amount rarely surpassed $30 per ton.

•  Even in “virtuous” countries (Sweden, Switzerland), 
carbon tax covers less than 50% of CO2 emissions 
– which is also the case for most other countries.

•  The alternative/parallel solution to carbon tax 
is setting up restrictions on carbon emissions 
but governments and the public are not ready 
to assume the cost of this effective action.

•  Whether governments choose a tax or restrictions 
on emissions, it would push up the price massively 
for every good that is intensive in carbon.

•  To date, there is no viable solution other than 
massively taxing carbon and accepting the 
strong increases in costs that come as a result.

FOOD FOR THOUGHT
•  To what extent do you think a carbon 

tax is effective? Will companies 
try to reduce their carbon 
imprint? Does yours?

•  Would you be prepared to 
pay more for your petrol and 
other commodities in order 
for companies to offset the 
cost of their carbon tax?

•  Project into the future – 
when do you think industries 
will be able to proclaim, with 
pride, that they no longer or 
only to a small degree create 
CO2 emissions? To what extent 
is this too idealistic a target?

RADU 
VRANCEANU

MARC  
GUYOT
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The real 
impact on the 
environment 
is bound by 
the structural 
inequalities 
between the 
small and big 
players on 
the market.

MORAL MONEY – THE GOOD, 
THE BAD AND THE UGLY

By Anna Victoria Couri, ESSEC Business School

T he sudden rise in so-called impact initiatives, mostly 
through environmental, social and governance 

labels (ESG), and the creative minds of corporations, 
is progressively revamping our perception of 
priorities as citizens, consumers and investors.

Today, over 58% of companies in the S&P 500 
index publish sustainability reports. As worry widens 
about climate change, social integrity and ethics 
in business, people are awakening to the impact of 
their consuming choices. They are ascertaining that 
the way they splurge is as likely (or even more) to 
echo on the environment than the way they vote.

However, with a plethora of lingo and yet no 
digestible criteria, consumers are being fed terms 
such as green finance, impact investing and 
socially responsible finance. How to navigate the 
world of ESG and achieve a fair compromise?

Value is king

Beyond profit, what makes us tick? Between 
traditional beliefs and new technologies, the intra-
disciplinary term “value” has as many definitions as 
there are beliefs and communities. The Scandinavian 
philosophy “lagom” describes value as living 

in perfect balance, promoting an ecologically 
responsible mindset and collective accountability. 
On the other side of the globe, the Native American 
Navajo place the highest value on sharing what they 
own – of course, the gifts are without expectations. 
Value for the greater good means creating value 
for all stakeholders: clients, investors, employees, 
communities, future generations and the environment.

How can this be achieved in the realm of global 
finance? The notion of Socially Responsible Investing 
(SRI) refers to investment strategies whereby investors 
aim to align ESG concerns with their financial goals. 
Although not formally known as SRI, this strategy has 
been around for a while; SRI has evolved alongside the 
global political climate since the 1920s and has shaped 
the modern era as we know it. Fast forward to the 1960s, 
the Vietnam War, human, civil rights and labour issues 
were concerns that socially conscious investors sought to 
address. Among all the worthwhile stories with respect to 
SRI, the end of Apartheid in South Africa was paramount 
to success. However, it was easier then because 
there were no scientific theses to defend. Nowadays, 
SRI must be integrated into many calculations and 
chain-events that are intricate to quantify impact.
Demystifying the three problems with social investing
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The scope of social investing encompasses clear-
cut tenets such as sustainable and responsible 
investing (SRI), impact investing, triple bottom line 
investing (TBL) – People, Planet, Profit –, “green” or 
ethical investing and many more. However, these 
investment strategies can be problematic:

•  Problem 1: SRI narrowly refers to practices that 
aim to avoid social and environmental damage 
through the sole use of negative screening of 
companies that engage in detrimental activities. 
But ruling out prodigal companies isn’t enough 
– this “half-impact” approach fails to take into 
account positive criteria devised to seek companies 
engaging in sustainable practices, such as clean 
technologies. According to investor Amy Domini, 
shareholder advocacy and community investing 
are the foundations of SRI and the use of negative 
screening is meagre in “high impact” investing.

•  Problem 2: The proliferation of shades of green 
in sustainability is misleading. As new accounting 
measures calculating the ‘carbon footprint’ or 
greenhouse gases (GHG) emission are putting 
companies under growing pressure to decarbonise, 
the EU Emissions Trading System (2005), has put into 
practice the principle that the polluter should pay 
through the “cap & trade” scheme. However, this 
mechanism is not necessarily regenerative; in fact, 
carbon credits are being created from carbon 
sequestrations that already exist (just not previously 
accounted for), thus, creating more wealth for 
intermediaries, like brokers, and not providing the 
actual impact society expects when one reads 
an investment teaser labelled “green bond”, 
or buys a product sold as “carbon neutral”.

At the end of the day, the real impact on the 
environment is bound by the structural inequalities 
between the small and big players on the market. Larger 
companies have the means for buying-out smaller-scale 
ones, inevitably forging a free-pass for firms to continue 
polluting and thus fuelling the unevenness between 
companies. Subsequently, this makes us wonder 
if regulating the carbon market is the appropriate 
apparatus to undertake the climate challenge?

•  Problem 3: How do we measure the impact of our 
money? There is no universal standard method 
for calculating impacts in ESG. Sustainability 
reporting should be subjected to the same level 
of scrutiny as financial reporting; the lack of 
consistent ESG reporting makes it difficult for us, 
consumers, and investors, to assess companies 
even when they report ESG performance. This 
inconsistency is reflected in the rating system – often 
based on business models rather than businesses 
themselves. As long as the business operations are 
sustainable, the products sold do not matter.

Indeed, it is exceedingly difficult to come up with a 
global standard to ESG impacts in everyday items, 
because in different geographies the cost of adapting 
to lower GHG is prohibitive. For instance, the forest 
code in Brazil states that only 50% of private agriculture-
ready land can be ploughed because of the biome in 
which they are located. Should consumers be forced 
to pay a premium for that crop, compared to the 
same crop grown in the US where there is no forest 
code, or simply force farmers to make do with a lower 
income? So, for the sake of stricter environmental 
compliance, must social welfare suffer? In effect, 
achieving a compromise is easier said than done.

As consumers, how do we address this issue? On the one 
hand, a company’s ultimate objective is to increase 
shareholder value and make profit. On the other hand, 
per the universal law of supply and demand, companies 
respond to demand. Perhaps the compelling revolution 
we are all waiting to witness starts in our own choices. 
We tend to have short memory and easily move on 
from corporate scandals, but this needs to change. If 
demand changes, won’t companies follow the lead?

Don’t fall for the greenwashing trap!

“Nowadays, every second fund is claiming it is 
in some way sustainable”, says Marcus Björksten, 
manager of Europe’s best-performing sustainable 
fund. 78% of asset owners incorporate ESG criteria 
in their investment strategies and a growing number 
of funds are rebranding to ESG. Nonetheless, many 
funds marketed on their green credentials still invest 
in fossil fuels. ESG has become part of mainstream 
marketing – without some way to police the way it is 
used, ESG risks being reduced to a marketing strategy.

Corporations believe they can “wipe their carbon 
slate clean” by planting trees. They claim to balance 
their carbon equation through their state-of-the-
art sustainable commitments in hopes to even out 
their unscrupulous behaviour. Such phenomenon 
sheds light upon the shortcomings of the Framing 
Effect; this bias occurs when our decisions are 
influenced by the way information is presented. When 
shopping, people like to think they are doing “the 
right thing” – and greenwashing appears to be an 
updated rendition of such bias, one that is inherent 
to the capitalist mode of production. In the 2000s, 
McDonald’s switched their logo colour from red to 
green: this is a simple but powerful illustration of how 
companies exploit heuristics biases of consumers.

While “wiping the carbon slate” is already knotty, doing 
so in line with labour rights seems to be all the more 
onerous. Known for popular chocolate goodies like 
Butterfinger and Crunch, Nestlé alleges to be ending 
child labour. The food giant designed the Nestle Cocoa 
Plan to address the root causes of child labour in West 
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Africa. Conversely, a 2019 class-action lawsuit against 
Nestle claims their “sustainably sourced cocoa beans” 
are no such thing, quite the opposite: Nestle is allegedly 
blamed for the substantial deforestation. After all, one 
can’t just be committed to positive impact, one must 
also appear committed. The crux of the problem is 
that companies only have soft and often self-imposed 
limits – evidencing the real lack of hard rules on ESG.

The deed needs to be done

Unfortunately, ESG is still perceived by a great number 
of organisations as a factor independent of commercial 
success, yet they are an integral part of the creation 
of value and competitive advantage. More than 
focusing on the social and commercial span, efforts 
should be directed to innovation and growth.

Alternatively, fostering an environment in which 
companies can concede their missteps as well as 
trumpet their success has never been more crucial 
– such is the imperativeness of the environmental 
crisis. If we continue to pour scorn on those who 
dare fail, the innovation and boldness necessary 
to move forward in Corporate Social Responsibility 
runs the risk of relapsing in a hostile environment.

Recently, the food and beverage multinational 
corporation Danone, pledged to commit to more 
sustainable practices, yet, current activist CEO 
Emmanuel Faber was ousted for his “questionable 
allocation choices”. Indeed, Danone is perceived 
to have failed to meet its financial targets by putting 
people and the planet before profit. One must 
ask again then: are we consumers and investors 
prepared to eventually have lower capital returns 
counterbalanced by greater impact. And if so, are 
governments ready to provide incentives, like income 
tax breaks, to alleviate the burden in doing so?

A shift in the ecosystem: a fair bargain for all

More than ever, the European Commission is pushing 
to fund the green transition with regulations striving 
for greater transparency. One of the pillars of the 
EU’s Green Deal is the decree for companies and 
funds to disclose all ESG risks. This is good news 
not only for investment professionals, but for us, 
consumers, who inspect food labels for nutrients 
and origin before adding products to our carts.

In line with TBL is the initiative UN Global Compact 
(2000), setting forth 10 guiding principles around the 
matters of human rights, environment protection and 
anti-corruption. Annually, participants are invited to 
confer the way governments, corporations, and non-
profits can cooperate better in order to tackle the 
challenges of sustainable development. However, 
the Compact is non-binding and is used as a public 

relation tool rather than spurring change. Should these 
guiding principles develop into regulation, this would 
be the commencement of a new era for capitalism.

For better or for worse, technology is here to stay 
and is pivotal to upturning the environmental crisis. 
Sam Altman, CEO of OpenAI: “A great future isn’t 
complicated: we need technology to create it 
and policy to fairly distribute it”. It is crystal clear 
that we are equipped with the former and it is 
now in our hands to conceive the latter. 2020 has 
proven to be a decisive year in the technological 
breakthrough of clean-tech. Across all sectors, clean-
tech companies are responding to the challenges 
of sustainability for the sake of traceability of supply-
chain, collaborative economy, and biotechnologies 
to increase the shelf-life of food and avoid the 
level of waste occurring in the Western society.

Ultimately, a new spirit of ESG is on its way as regulation 
tightens and awareness raises, enabling the creation 
of value for all parties involved – us citizens, clients, 
investors and the environment. But to do more for 
other stakeholders, executives need to change the 
rules of corporate governance and politicians need to 
change international regulation. The success of a green 
capitalism and a better future depend on this accord.
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KEY TAKEAWAYS
•  To achieve a fair bargain between 

parties, we must understand what “value 
for the greater good” implies.

•  SRI refers to investment strategies aligning ESG 
with profit. However, it is not without its faults. 
SRI fails to make a substantial difference due 
to negative screening, the growing number of 
shades of green in sustainability measures and 
the lack of a universal standard method for ESG.

•  “Greenwashing” is another major obstacle to 
the success of social investing. Corporations 
are rebranding to the ESG label and ‘wiping 
their carbon slate’ for commercial purposes.

•  It is quintessential to create a safe space for 
shortcomings as companies take risks to innovate 
and tackle the challenges of sustainability.

•  The ESG ecosystem is shifting as regulation 
tightens; technology can be an ally to make 
everyday products more sustainable.

FOOD FOR THOUGHT
•  Is business necessarily “bad 

for the planet”? Why?

•  How do you judge if products 
and services are attempts 
at greenwashing?

•  If you had a large sum of 
money to invest, which 
ESG-related investment 
would you make and why?

•  Which do you think would 
bring both maximum return 
and maximum benefit for 
people and the planet?

ANNA VICTORIA 
COURI
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FIVE POLICIES SO THAT 
FOREIGN DIRECT INVESTMENT 

ALLEVIATES POVERTY
By Professor Guus Hendriks, University of Amsterdam, formerly of Warwick Business School

For decades the opening up of its economy and 
super growth attracted foreign investment into 

China from all over the world, but in 2000 it launched 
its ‘Going Global’ policy and by 2015 its outward 
investment surpassed its inward investment.

From almost zero China’s outward investment increased 
at a compound annual growth rate (CAGR) of 16 per 
cent, according to financial services giant EY. In 2014, 
EY calculated that China invested in 6,128 overseas 
companies across 156 countries and regions, ranking its 
Foreign Direct Investment (FDI) outflow third in the world at 
a total of $116 billion, with it surpassing $120 billion in 2015 
compared to inward investment of around $118 billion.

China is not alone among emerging economies to 
become increasingly important investors overseas 
and especially in developing economies, with India, 
Mexico and Argentina also playing their part. Indeed, 
75 per cent of China’s FDI stock is invested in Asian 
developing economies according to the United Nations 
Conference on Trade and Development in 2016.

Firms from emerging economies may in fact be more 
willing and able to invest in developing countries 
compared to their rivals from developed nations 
as they have experience of operating in a country 
where its institutions are relatively underdeveloped, 
presenting firms with difficulties ranging from dense 
bureaucracy to dubious contract law. These firms are 
happy to work under such conditions and understand 
the subtleties to make investment opportunities work.

The growing influence of emerging multinational 
enterprises (EMNEs) on investment in developing 
countries gives policymakers an opportunity to 
alleviate poverty not just in the nation that is gaining 
the investment, but also the country where the firm 
originates. It can create jobs in both countries.

Thus, if used well, investment made by EMNEs can 
fulfil many of the United Nations’ (UN) Sustainable 
Development Goals (SDGs) to reduce poverty, create 
decent work opportunities through inclusive economic 
growth, build economically enhancing infrastructure 
and even promote peace and justice with strong 
institutions, such as a fully functioning legal system. 
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The growing 
influence of 
emerging 
multinational 
enterprises 
(EMNEs) on 
investment 
in developing 
countries gives 
policymakers an 
opportunity to 
alleviate poverty.
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However, if certain conditions are not met, the 
positive effects of EMNEs’ foreign investment 
may not materialise, with the gains not being 
equitably shared between countries or potential 
societal improvements are left untapped.
After a comprehensive review of the research literature 
I have discovered there are five policies governments 
need to adopt to create the conditions for the full 
potential of EMNE foreign investment to be realised 
for countries on both sides of the cash outlay.

1. Long term in nature

Policymakers need to create measures that 
encourage a long-term investment. If firms leave 
as soon as they get access to natural resources, 
for example, they will not create many jobs.

Long-term investment not only creates jobs in the 
country attracting the cash injection, but also for 
the nation where the firm’s headquarters are. When 
a company undergoes a process of international 
expansion, more staff will typically be needed to 
co-ordinate a larger and more complex network of 
operations stretching across different countries.

For example, Chinese tech giant Huawei initiated a 
growth strategy that was focused on expansion into 
developing countries first, and grew its employee base 
from 24,000 by the end of 2005 to more than 180,000 
in 2016, with more than 70 per cent based in China. 
The majority of positions were highly skilled, such as IT 
professionals, analysts and mid-tier managers, while more 
than, 80,000 of Huawei’s employees were engaged in 
R&D, many of which at research centres in China.

Most tax breaks laid on by governments are 
simply aimed at attracting FDI, but these could 
also be made conditional on the time that 
a firm stays in a country, thereby giving it an 
incentive to become more embedded and 
grow operations both at home and abroad.

2. Partnerships between companies

If governments are not careful attracting them, 
EMNEs can crowd out local firms as they rely on 
their existing supply chain back home rather than 
local firms. So, rather than allowing unrestricted 
entry governments could set as a requirement 
that joint ventures are created with local firms.

For example, the EMNE’s existing distributors could partner 
with local distributors to both serve the investing EMNE 
and mentor the local firm. The existing distributor will 
gain valuable market and cultural information, while 
its local partner will gain new knowledge and skill sets 
that both foreign firms bring to the host economy.

The resulting improvement in organisational efficiency 
and performance will also allow these small and 
medium-sized local enterprises to pay higher wages.
In 1997, Korean car manufacturer Hyundai set-up its 
largest overseas assembly factory in India by means of 
a greenfield investment. Soon after, many of the major 
suppliers that were also based in the Ulsan automobile 
cluster in Korea followed Hyundai to India. Most of 
them partnered with local Indian firms in joint ventures, 
which contributed to Hyundai Motors India becoming 
the company’s first self-sufficient manufacturing unit, 
with 85 per cent of the content produced in India.

This is the kind of joint venture that benefits both 
countries; where the host country’s firms become 
more efficient, while the investing EMNE and its 
suppliers become better at spotting international 
opportunities and expanding abroad.

3. Tapping into global value chains

Governments need to take a long-term view and identify 
the global value chains (GVCs) of the future before 
creating industrial policies to support, not just local firms to 
become part of these GVCs, but also to attract EMNEs.
Globalisation has led to GVCs that stretch across 
many countries; starting with sourcing the natural 
materials for a product, through to its manufacture, 
marketing and selling to the end consumer.

Although multinationals from developed economies 
control most GVCs, EMNEs are increasingly rising 
up these chains and becoming more prominent 
players, such as in the car industry where Asia is 
now a significant manufacturer and market.

Governments can help EMNEs take increasing 
control of GVCs by supporting them with local firms 
that have the skilled workforce and infrastructure, 
such as important fourth industrial revolution 
technologies like AI and the Internet of Things.

Especially as, for developing-economy firms, it may prove 
easier to carve out their place in GVCs that are yet to be 
fully established and the major players are still unknown.

This uncertain and changing landscape is an opportunity 
for governments to co-ordinate policy and help EMNEs, 
and firms in the country looking for FDI, to assume new 
roles in GVCs. Governments can prioritise the cultivation of 
industries that best support these emerging GVCs, setting 
up innovation centres and investing in reskilling workers.

By becoming part of an important future GVC, developing 
countries can also help firms upgrade along the chain, 
from manufacturers to innovators and marketing 
brands. This creates more high-salary jobs along the 
way and improves the nation’s standard of living.
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4. Upgrading institutions

EMNEs can also play a role in improving a country’s 
institutions, with policymakers’ utilising the experience 
they have gained in overcoming institutional voids, 
such as weak contract law, in their own nation.

When investing in a developed economy EMNEs 
often take on the role of government, such as 
building much-needed infrastructure like roads and 
railways. Governments need to work with EMNEs and 
insist on them helping in upgrading its institutions.

EMNEs often have experience of working in developed 
countries and can bring this knowledge of how 
institutions work to developing economies, having 
already done so in their own nation. Increasingly 
EMNEs are adopting the environmental, ethical and 
business standards of Western firms they compete 
with in an effort to improve their reputation, and 
can bring this knowledge to developing countries, 
passing it on to local firms as well as policymakers.

Governments need to exploit the knowledge and 
power of EMNEs to improve their institutions, such as 
Indian conglomerate Tata Group has practiced when 
expanding domestically and when investing in developing 
economies. It has helped a host of sustainability policies, 
ranging from quality of life initiatives to the provision 
of basic healthcare and education. Research by US-
based academics Valentina Marano, Peter Tashman 
and Tatiana Kostova found this has also generated 
goodwill and forged strong relationships that have 
increased its growth opportunities in those countries.

Furthermore, the improvement in ethical standards and 
institutions will help countries to attract more FDI and 
better quality EMNEs, which would be willing to invest 
in societal projects. This will also improve the standing 
of the country of origin for those participating EMNEs, 
plus help produce more jobs at their headquarters as 
their global reputation grows, making it more resilient.

5. Infrastructure development

Without deterring EMNEs, sensible policies should be 
created that any investment is conditional on helping 
build roads, railways or internet infrastructure.
This should especially be the case when accessing 
natural resources that will benefit the EMNE’s home 
country. EMNEs often bring expertise and high standards 
of engineering and construction that governments can 
utilise, while the investing firm can also make sure that 
the infrastructure is built in line with its own needs.

A good example of this win-win situation is in Zambia, 
where Chinese and Zambian officials have worked 
together to establish the Economic and Trade Co-
operation Zone, providing Chinese investors with 
favourable tax conditions and opportunities to develop 
good infrastructure. CNMC, a large Chinese mining firm, 
has subsequently purchased the Chambishi mine in that 
area, a move it would probably not have made otherwise.
At the moment, there is concern that the growing 
influence of EMNEs is skewed in the firms’ favour, but 
by adopting these five policy principles developing 
countries can begin to redress the balance.

Governments have an opportunity to co-ordinate 
policy that will create a mutually beneficial 
environment conducive to benefiting their citizens 
and the long-term growth of their economy.

By encouraging the adoption of these five policy 
areas the UN can meet some of its SDGs around 
alleviating poverty, spreading higher skilled and higher 
paid jobs to developing nations and improving their 
institutions to develop a more equitable world.
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KEY TAKEAWAYS
•  Emerging economies, including China, 

India, Mexico and Argentina, are becoming 
increasingly important investors overseas 
and especially in developing economies.

•  Firms from emerging economies may in 
fact be more willing and able to invest in 
developing countries compared to their 
rivals from developed nations as they have 
experience of operating in a country where its 
institutions are relatively underdeveloped.

•  The growing influence of emerging multinational 
enterprises (EMNEs) on investment in developing 
countries gives policymakers an opportunity 
to alleviate poverty in both countries.

•  Investment made by EMNEs can fulfil many of 
the UN Sustainable Development Goals (SDGs).

•  Policymakers need to create measures that 
encourage a long-term investment. If firms leave 
as soon as they get access to natural resources, 
for example, they will not create many jobs.

•  If governments are not careful, EMNEs can 
crowd out local firms as they rely on their existing 
supply chain back home rather than local 
firms. Rather than allowing unrestricted entry 
governments could set as a requirement that 
joint ventures are created with local firms.

•  Governments need to take a long-term view 
and identify the global value chains of the 
future before creating industrial policies to 
support, not just local firms to become part 
of these GVCs, but also to attract EMNEs.

•  EMNEs can also play a role in improving 
a country’s institutions, with policymakers’ 
utilising the experience they have gained 
in overcoming institutional voids, such as 
weak contract law, in their own nation.

•  Without deterring EMNEs, sensible policies 
should be created that any investment 
is conditional on helping build roads, 
railways or internet infrastructure.

•  Governments have an opportunity to co-ordinate 
policy that will create a mutually beneficial 
environment conducive to benefiting their citizens 
and the long-term growth of their economy.

GUUS  
HENDRIKS

FOOD FOR THOUGHT
•  Why should rich and developed 

countries invest in struggling or 
emerging countries? Is there an 
ethical necessity or economic/
political agenda in this?

•  Which emerging countries 
deserve most investment?

•  How can the threat of corruption 
be reduced when large-scale 
foreign-direct investment is made?
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Impact 
investments 
not only 
do good 
to society, 
they also do 
good to your 
portfolio.

GAME-CHANGER: MAKING THE 
CASE FOR IMPACT INVESTING

By Alexandre Sion, ESSEC Business School.

Every other Sunday, I speak to my neighbors. We 
catch up on the latest in our daily lives, and from 

time to time discuss our thoughts on some investment 
opportunities. Yet we invariably draw the same conclusions: 
there’s no free lunch and always think ahead.

Looking at the historical data of the S&P 500, you could 
say that over the past 40 years this was undoubtedly a 
winning strategy. But the spectrum of international capital 
markets is shifting irreversibly in a way that leaves more 
than one dumbfounded. Negative oil prices in 2020. The 
unexpected surge of bitcoin. Even the surreal demise of 
certain Hedge Funds in their shorting strategy of GameStop.

This environment has generated much confusion, and a 
fair deal of anxiety among ordinary investors, wary to fall 
upon stable and profitable classes of assets. At the same 
time, one shouldn’t ignore that investors come in all shapes 
and sizes: some are in for the short-term, while others look 
at the next decades; some abhor risk while others crave 
for high returns. At the same time, we observe a lot of 
good will around us in trying to successfully tackle the issues 
involving climate change and social inequality. Yet we 
also realize that with limited financing capabilities, many 
initiatives risk being put back on the shelf. We therefore 
understand that the fundamental question is whether our 
current financing systems are compatible with ethically, 

socially and environmentally sustainable trends. In other 
words, can finance, as we know it, save the world?

An irreversible trend

According to the Global Impact Investing Network (GIIN), 
impact investments are “investments made with the 
intention to generate positive, measurable social and 
environmental impact alongside a financial return”. What’s 
quite remarkable is that we aren’t exactly speaking about 
socially responsible investments. Impact investing goes 
way beyond, as not only does it demand that a certain 
number of environmental and social criteria be met, but 
also requires a minimal rate of return, as any traditional 
investment would offer. In 2020, the GIIN reported that over 
67% of all impact investments were expected to deliver 
market-rate returns. In fact, when the GIIN asked investors 
if they were satisfied with their returns, over 88% said their 
investments were at least in line or even outperforming their 
initial expectations. And we are just at the beginning of the 
trend: according to PwC, assets in sustainable investment 
products in Europe will triple, reaching a staggering € 7.6 
trillion by 2025. This is a fundamental game changer, as 
impact investing has the potential to unleash mountains of 
capital to serve the interests of the sustainable society we 
crave for. Ultimately, it is the undeniable proof that we are 
able to successfully and optimally combine capitalism and 
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our aspirations for a global pattern towards sustainability.

Yet in order for this trend to materialise, it can’t be taken 
lightly. By collectively adhering to impact investing, we 
will be upping the ante for corporations to reevaluate 
their degree of exposure to socially and environmentally 
responsible standards. We see this in an increasing 
number of annual reports, especially in CAC40 companies 
here in France, where the declaration of extra-financial 
performance report is an increasingly scrutinized document 
by investors, to the point that they must be audited by 
certified parties. Whether Air Liquide, Schneider Electric, 
LVMH or L’Oréal, all have demonstrated a willingness to 
disclose their involvement in these issues, and ultimately 
report the impact they have on matters related to 
socially responsible practices and the environment. This 
trend will certainly be bolstered in the coming years not 
only because of the risk of losing investor capital, but 
also thanks to the increasing legislative apparatus put 
into place, especially in Europe. As an example, the 
2014/95/UE directive of the European Union imposes 
large corporations with more than 500 employees to 
disclose information regarding the way they deal with 
socially or environmentally related issues. At a national 
level, France has created legislation in this respect, 
especially the law PACTE in 2019, allowing companies 
to include in their official statutes their purpose (raison 
d’être in French). The extent of this law stretches beyond 
conventional responsible publicity, but rather legally binds 
corporations to the mission they declare for themselves.

If the regulatory environment is becoming increasingly 
favorable for these types of investments, there are 
also some risks to factor in the equation. It is common 
knowledge that greenwashing is all the rage these days, 
especially when it comes to corporate responsibility. 
However, a few days before writing this article, the 
European Union issued on March 10 new rules not only 
designed to avoid greenwashing, but to also bring, 
perhaps, a semblance of structure to a very new realm 
of finance. Under the new regulatory push, investment 
products will now have to be classified as “sustainable” 
or “non-sustainable”, with fund managers having to 
subsequently be compelled to undergo tough disclosures. 
In other words, thanks to this milestone, it has never 
been safer and more credible to invest in ESG funds.

Our collective effort starts individually

In order to exploit the full potential impact investing 
has to offer, we should start by aggregating individual 
efforts. One way is to target employee pension choices 
towards ESG funds. According to David Macdonald, 
founder of The Path, an advisory firm specialising in 
impact investing “moving a £100,000 pension pot with a 
traditional portfolio (…) to a positive impact portfolio is the 
equivalent of taking five or six cars off the road a year.”
This has the advantage of taking a highly personalised 
approach. As you’re the one who ultimately decides 

what you put in your pension, you choose what are 
your ‘red lines’ (not investing in tobacco, alcohol or 
fashion for example) and what your appetite for risk 
is. Therefore, it appears to be much easier to invest in 
financial products generating impact if you are already 
convinced of the environmental and social fights you 
pick. In other words, impact investing can turn out to 
be a long-lasting success if individual investors work 
out their priorities while building diversified portfolios.

And if one can be concerned about the availability 
of such funds, in particular for pensions, these are 
proliferating at an impressive rate. Whether Aviva, or 
BNP Paribas, all are increasingly incorporating ESG 
principles while developing such responsible funds.

Accelerating the trend: Breaking 
into public equity markets

As said earlier in this article, impact investments not 
only do good to society, they also do good to your 
portfolio. Last February, a Moody’s report forecast that 
ESG investments will be the main driver of assets under 
management in 2021. However, even though the 
forces behind impact investing are gaining pace, it risks 
bypassing a key solution to open up this opportunity for 
a vast array of investors. We know that, from a historical 
standpoint, public equity markets have been overlooked 
by the impact ecosystem, the former favoring more 
traditional instruments like fixed income or private market 
financing. The problem with these tools, especially private 
market financing, is that they don’t offer the same 
scalability and access as public equity markets do.

The idea is the following: if you buy stocks on capital 
markets from a company, the probability that you 
are going to generate impact is remote. In order to 
create impact in ESG fields it could, therefore, be more 
accurate to concentrate on private markets. The main 
advantage of public equity markets compared to the 
traditional stock market is the possibility to operate 
additionality. This concept, born in microfinance, shows 
that if it weren’t for this specific capital, a particular 
sustainable project could not have seen the light of day 
and created impact. In other words, the capital you 
invest is directly linked to the specific business generating 
impact. Hence, the capital generated impact.

This is quite an attractive idea in theory. Yet, as mentioned 
earlier, the issue with these private financing platforms 
is their limited scalability, while we know that the issues 
with which impact investing grapple require much higher 
amounts of capital. The alternative is therefore combining 
the agility and proximity of public equity markets with the 
concept of additionality, by binding together additionality 
through the investor’s contribution, through the investee’s 
business model and through the asset class. This is what the 
fund manager BlackRock has initiated, by offering its clients 
the possibility to invest in funds dedicated to companies 
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respecting the United Nation’s Sustainable Development 
Goals (SDGs), notably through its fund BLK Impact Universe.

Additionality through the investor’s contribution can be 
achieved in various ways. The investment should first be 
undertaken with a long-term ownership mindset, enabling 
the target company to achieve its long-term goals and 
build meaningful impact. These investors can also bring 
in capital directly, without having to go through an IPO, 
when the company needs funds (even though its stock 
is temporarily unattractive). Investors can, finally, keep a 
close eye on key KPIs relating to specific environmental 
and social standards, to keep the corporation in check.

On top of what’s been said regarding the investor’s 
contribution, the success of impact financing through 
public equity markets may only be achieved if the 
company is willing to operate with innovative business 
models and place at the center of their operations the 
impact it seeks. This last condition could be called the 
“materiality” criteria, and it could require, for example, 
that a certain percentage of revenue ensures that 
a major environmental or social issue is solved.

Ultimately, we understand the crucial role finance 
will have to play in deploying sustainable solutions for 
the future. Yet the forms in which this will materialise 
still remain unclear. Our chance is to be able to be a 
part of the crafting of these new paradigms, practices 
and patterns. Impact investing should undoubtedly 
be integrated within them, perhaps even at the 
center of global financing schemes. Time will tell.

ALEXANDRE 
 SION

KEY TAKEAWAYS
•  Impact investing has the potential to achieve 

successful investments in environmental 
and socially responsible practices while 
guaranteeing market returns.

•  By collectively adhering to impact investing, we 
will be upping the ante for corporations to keep a 
close eye on their impact regarding ESG criteria.

•  A strong first step is taking a look at 
pensions and compelling individuals to 
shift their savings into ESG portfolios.

•  To accelerate the trend, a powerful solution is to 
deploy the possibilities of impact investing in public 
equity markets, in order to shore up accessibility, 
additionality and scalability of impact investments.

FOOD FOR THOUGHT
•  Is impact investing a passing 

fad or is it here to stay? Why?

•  What would make even the 
hardest short-term financial 
gains investor change mindset 
and go for impact investing?

•  Many banks invest in sustainability 
projects but their majority of 
investment still goes to fossil-fuel 
industries. Why is that and how can 
they be incited to reverse that?

SOURCES:
•  2017 Annual Impact Investor Survey, The 

Global Impact Investing Network, 2017

•  European Directive 2014/95/UE of the European 
Parliament modifying European Directive 2013/34/
UE relative to the publishing of non-financial 
information and information relative to diversity in 
some large corporations, Eur-lex.europa.eu, 2014

•  How Green is your pension? Josephine Cumbo, 
The Financial Times, February 26 2021

•  Greenwashing in finance: Europe’s push to police 
ESG investing, The Financial Times, March 10 2021

•  Invest with Impact, the case for impact investing 
in public equities, BlackRock, 2020
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RESPONSIBLE INVESTMENT IN 
VENTURE CAPITAL:  

3 STRATEGIES TO ADVANCE ESG
By Susan Winterberg, Ksapa and Harvard Belfer Center

Venture capital firms have historically been the first 
investors in many of the world’s largest and most 

influential companies. In the last few years, the world’s 
largest tech companies have run into major challenges 
in managing growing societal issues — the result being 
that governments, media and activists have dug 
deeper into their foundational values and cultures.

First Investors and Board Members Play an 
Important Role Shaping the Early Years of Tech 
Company’s Business Models and Cultures

Venture capital funds have been the first investors 
in many of the world’s largest and most influential 
companies including Google, Facebook, Twitter, Uber, 
Airbnb and many others. The business model, culture, 
and values of global companies are often shaped in 
the early years of a company’s development, and 
venture capital firms as the first investors and board 
members play an important role in this process. In the 
last few years, the world’s largest tech companies 
have run into major challenges in managing 
societal issues ranging from living wage, privacy, 

and protecting human rights and democracy—
the result of which has been governments, media, 
and activists taking a much deeper look how 
foundational values and cultures were shaped.

In 2018, more than 70% of institutional investors 
integrated ESG (environment, social, governance) 
considerations into the selection and management 
of their investments. ESG practices now span 
major asset classes from public companies, private 
equity, real estate, bonds, and commodities. Yet 
venture capital has lagged behind other asset 
classes, with no systematic approach to screening, 
managing or reporting ESG performance.

Role of Investors Building a Next Generation of 
Commercially Viable Tech Companies Working 
for the Benefits of the Many – Not Just the Few

A new discussion paper published by Harvard 
Kennedy School’s Belfer Center for Science and 
International Affairs  Responsible Investing in Tech 
and Venture Capital explores some of the challenges 
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the world’s largest 
tech companies 
have run into 
major challenges in 
managing societal 
issues ranging from 
living wage, privacy, 
and protecting 
human rights and 
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venture capital fund general partners (GPs), limited 
partners (LPs), and founders face in managing 
ESG issues and proposes a road map of strategies 
the industry could take along three pillars.

1.    Technology and Risk Management
Venture capital is among the highest risk forms 
of investment. Yet the industry has no systematic 
approach to societal risk management. Among the 
most common types of risks investors in ventures face 
are uncertainty regarding readiness and performance 
of new technologies, stakeholder concerns such as 
achieving a product-market fit, managing regulatory 
uncertainty, and developing fair terms for customers, 
suppliers and business partners, and governance 
concerns such as establishing board oversight.

New tools specific to early stage companies 
and emerging technologies could be built to 
support entrepreneurs and fund managers in 
surfacing and addressing risks and societal impacts 
earlier in the company’s development.

2. Data and Transparency
Data is critical to investment decision-making and 
management. Investors already have ESG data 
on public companies from multiple independent 
ratings agencies. Data is currently available on 
financial and market performance of venture 
capital firms and portfolio companies in industry 
databases such as Pitchbook and Crunchbase. 

However, there remains no independent assessment 
or reporting database for ESG risk and performance 
in ventures. ESG data on ventures can contribute 
to building an evidence base of which factors 
lead to better financial outcomes.  For GPs, ESG 
data can help in the sourcing, due diligence, and 
management practices by giving comparable 
information on best practices within an industry. 

For LPs, ESG data can aid in the decision to select 
fund managers in line with their ESG commitments and 
provide a mechanism to monitor reputational risks.

3. Diversity and Culture
Venture capital firms and founders receiving funding 
have high levels of underrepresentation of women 
and people of colour. A 2016 survey by the National 
Venture Capital Association and Deloitte of the U.S. 
venture capital industry found that 80% of partners are 
white and 86% are male. A 2018 study by Pitchbook 
found only 20% of venture capital funding went to start-
ups with at least one woman on the founder team.

The industry has already created several initiatives 
aimed at improving diversity in fund leadership 
and founder teams. Some examples include All 
Raise, a non-profit advocating to advance women 
in venture capital and raise representation of 
female partners to 25% in the next five years. 

Founders for Change tracks diversity inside venture 
capital firms and collects pledges from VCs to commit 
to more diverse hiring and investment. Other actions 
to advance diversity could include LPs monitoring 
and reporting diversity and tools to support founders 
in creating more ethical and inclusive cultures. 

A Next Generation of Tech Companies is Coming and 
Investors Have a Role Advancing Public Purpose

Advancing public purpose in venture capital 
will likely require the activation of the different 
strategies outlined in the attached research 
paper. The dominant global tech players today 
were indeed founded 10 to 25 years ago.

©
 L

au
re

nc
e 

Du
tto

n



The Council on Business & Society - CoBS Publishing    35

Now, 3D printing, nanomaterials, AI and robotics, 
biotechnologies, blockchain and distributed 
ledger, neurotechnologies, VR/AR, quantum 
computing… are just some of the many technologies 
likely to reach the global market and shape our 
societies and daily lives for the years to come.

Learning from recent decades would encourage 
emerging players to closely consider the findings outlined 
in this report. Actively engaging boards and heads of 
emerging tech companies will surely be instrumental in 
managing risks and proactively addressing the nexus of 
sensitive ethical, social or environmental challenges and 
opportunities brought to bear by the new digital age.

Think cybersecurity and elections, blockchain and 
tax evasion, biotechnology and the expression of 
unknown proteins/enzymes, AI in cars and the related 
ethical dilemma. Similarly, linking sensors and civil 
surveillance, quantum computing and new/unforeseen 
behaviors in computing systems, automatization and 
job destruction are but some of the challenges ahead.

SUSAN  
WINTERBERG

KEY TAKEAWAYS

•  In 2018, more than 70% of institutional 
investors integrated ESG (environment, social, 
governance) considerations into the selection 
and management of their investments. 

•  ESG practices now span major asset classes 
from public companies, private equity, 
real estate, bonds, and commodities. 

•  But venture capital has lagged behind other asset 
classes, with no systematic approach to screening, 
managing or reporting ESG performance.

•  Venture capital is among the highest risk forms 
of investment. Yet the industry has no systematic 
approach to societal risk management.

•  Data is critical to investment decision-
making and management. Investors already 
have ESG data on public companies from 
multiple independent ratings agencies.

•  But there remains no independent 
assessment or reporting database for ESG 
risk and performance in ventures. 

•  For GPs, ESG data can help in the sourcing, 
due diligence, and management practices 
by giving comparable information on 
best practices within an industry. 

•  For LPs, ESG data can aid in the decision 
to select fund managers in line with 
their ESG commitments and provide a 
mechanism to monitor reputational risks.

•  Actively engaging boards and heads of 
emerging tech companies will be instrumental 
in managing risks and proactively addressing 
the nexus of sensitive ethical, social or 
environmental challenges and opportunities 
brought to bear by the new digital age.

FOOD FOR THOUGHT
•  Think of a new digital innovation 

or a digital consumer good you 
have recently purchased (mobile 
phone, smart watch, etc.). would 
you likely invest in the company 
that produced it? Why? 

•  What “hidden” environmental 
and social risks does the 
device potentially withhold? 
Think of the raw materials 
stage to the finished product, 
distribution and sales stage. 
Would you still invest in the firm? 

•  To what extent do you think 
that we should include the 
UN environmental and social 
goals in our way of consuming 
or investing? Is it daydreaming to 
believe that this could help reverse 
social injustice or climate change?
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It is important 
that investors 
be aware of 
the risk profile 
associated 
with Bitcoin 
and ensure 
that it is 
aligned 
with their 
investment 
strategy.

IS BITCOIN COMPATIBLE 
WITH AN ESG ANALYSIS?

By Professor Annalise Vendramini, FGVCes.

The Bitcoin: What is it

In 2008, a programmer known by the pseudonym 
Satoshi Nakamoto, who was dissatisfied with the 
conventional financial system, published a White 
Paper entitled «Bitcoin: A Peer-to-Peer Electronic 
Cash System”. At that time, with the subprime 
crisis unfolding, there was an increasing public 
criticism of the conventional financial system. 
In that White Paper, Nakamoto proposed a digital 
currency and a peer-to-peer payment system with 
no a financial institution as an intermediary. That 
electronic payment system, based on cryptographic 
proof instead of trust, would allow willing parties to 
transact directly without the need for a trusted third 
party.1 In order to ensure validity and no record 
duplication, Bitcoin uses an encryption system called 
Blockchain. This system, with a public key and a public 
registry of operations, all transactions in its network2. 
In 2009, Bitcoin was launched based on the ideas 
in Nakamoto’s paper. A new currency and a 
new decentralized payment system was born. 
Despite the concept of Bitcoin being relatively 
easy to understand, the underlying technology is 
sophisticated and the result of decades of research, 
generally unknown to Bitcoin enthusiasts3. Note 
that the technology associated with the Bitcoin 

«ecosystem», such as mining and its public ledger, 
has advanced over the last decades and several 
resources and characteristics are still in development. 
Since Bitcoin was launched in 2009, several other 
cryptocurrencies have appeared, such as Ethereum, 
Tether and Bitcoin Cash. Nevertheless, Bitcoin continues 
to be the cryptocurrency with the largest market share 
(about 50%4). Furthermore, this growing interest from 
investors in Bitcoin and other cryptocurrencies, leads 
us to consider this new market from an ESG viewpoint. 
This article consequently presents few reflections on the 
relationship between these two worlds, Bitcoin and ESG. 

Which is the purpose of an ESG analysis?

ESG considerations recognize that social, environmental 
and governance questions can impact the risk, 
volatility and long-term return of securities and 
markets. Thus, investments can have a positive or 
negative impact on society and on the environment.5 
To this day, the scope of ESG analysis has been 
companies, their projects and also sovereign bonds. 
However, ESG analysis for currencies (the dollar, 
the euro) or payment systems has been rare.  
There can be several focuses for ESG analysis. 
For instance – reducing portfolio risk, avoiding 
controversial or morally questionable businesses and 
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so on. There is no standard ESG analysis, as several 
ESG strategies are possible, depending on a variety 
of investment objectives and investor profiles.
One of the reasons for ESG analysis is the potential 
to influence managers of a business to reduce 
environmental and social impacts. This approach 
is known as the ESG engagement strategy. To 
what extent can an ESG investor contribute to 
improving these aspects of Bitcoin, for example? 
From this perspective, performing an ESG analysis 
of Bitcoin might have several practical effects. 
Another ESG strategy is the negative filter, or in 
other words the exclusion of certain sectors from 
all possible investments due to their ESG impacts. 
From this point of view, some reflections on the 
ESG aspects of Bitcoin are also worthwhile.
As such, this article intends to highlight possible issues 
regarding environmental, social and governance 
aspects that might be of interest to investors, depending 
on their investment objectives and the ESG analysis. 

Environmental Aspect: power consumption 
and recycling of materials 

Environmental aspects reflect the relationship of the 
business with the natural world, such as the use of 
renewable and non-renewable resources. 6 From 
an environmental point of view, the large amount of 
energy required for Bitcoin mining is well documented. 
According to a report by the Cambridge Centre for 
Alternative Finance, the main operational cost of the 
mining process is electricity. Despite more than 70% 
of mining companies seeking to include renewable 
energy in their power mix, the total consumption of 
renewable energy still represents only 39% of total 
consumption. Undoubtedly, issues associated with 
greenhouse gas emissions might be relevant in an ESG 
analysis of Bitcoin. China, for example, has placed 
severe restrictions on mining operations and it is 
speculated that the reason for this, at least in part, 
is its plan to achieve carbon neutrality by 2060.

Another factor that must be taken into consideration is 
the use of materials and manufacturing of hardware for 
mining. This activity requires highly efficient equipment. 
Despite using ASIC (Application-Specific Integrated 
Circuit), to achieve more efficient hardware efficiency 
with a lower obsolescence rate, hardware still becomes 
obsolete every three to five years. However, given 
the need to be ever more efficient, mining firms 
tend to switch to new equipment before the end of 
the useful life of the older equipment. This, without 
a doubt, raises questions regarding the use of new 
materials and recycling of obsolete equipment.

Three Social and Governance Aspects 

In an ESG analysis, social aspects are those that affect 
human life, such as human resources management and 

relationships with communities and clients. Governance 
aspects involve issues inherent to the business model, 
in addition to the interests of interested parties.7 In the 
case of Bitcoin, as it is a currency and payment system, 
social and governance aspects are intertwined. 

Illegality:
The fundamental characteristic of Bitcoin is the 
decentralization of operations and their anonymity. 
Bitcoin allows fund transfers without identification, 
without intermediaries, worldwide. However, this same 
characteristic — which is very appealing to many 
investors because the currency is not controlled by a 
government and, therefore, provides a defense against 
inflationary effects — makes Bitcoin also susceptible to 
misuse (e.g. money laundering, corruption and terrorism). 
The same happens with cash transactions, but 
international regulations on capital controls, currency 
movement and Know Your Customer (KYC) rules, make 
it difficult to use the conventional financial system for 
illegal activities, both for individuals and legal entities. 
With regard to this aspect, Bitcoin users tend to prioritize 
privacy over safety while users of the conventional 
financial system prefer safety to privacy. Privacy and 
the founding principles of Bitcoin ensure protection 
against government control, but the same principles 
can open the door to fund transfers for illegal or 
harmful activities, and/or those with serious negative 
externalities, such as ecological crimes or activities that 
violate human rights, all very dear to the ESG agenda. 
In the conventional Brazilian financial system, banking 
activities are governed by a set of laws and the 
regulations of the Brazilian Central Bank (BCB), which 
are designed to manage social and environmental 
risks. Deposits in a financial institution monitored by the 
BCB are used to provide loans and financing to legal 
entities based on applicable social and environmental 
risk laws and regulations. Operations carried out in the 
Bitcoin environment do not undergo the same scrutiny. 
As the saying says, «put your money where your mouth 
is». Investors concerned about ESG should keep in mind 
that using Bitcoin — even for transactions that do not 
have serious externalities — represents support («putting 
your money») for the maintenance or expansion of a 
system that can facilitate controversial activities. On the 
other hand, there are positive social and environmental 
externalities related to blockchain technology, such 
as an increase in trust and transparency in activities, 
health records, food security, and votes, etc., but 
this is independent of its use for cryptocurrencies. 

Security:
Another important point is the security of the Bitcoin 
investor. In recent years, several cryptocurrency 
trading platforms and portfolio providers have 
been hacked, leading to billions of dollars in losses 
for investors.8 A recent case in Turkey, in which a 
platform went off line and disappearing with over $2 
billion in digital assets, has increased concerns about 

https://www.jbs.cam.ac.uk/wp-content/uploads/2021/01/2021-ccaf-3rd-global-cryptoasset-benchmarking-study.pdf
https://www.jbs.cam.ac.uk/wp-content/uploads/2021/01/2021-ccaf-3rd-global-cryptoasset-benchmarking-study.pdf
http://achieve carbon neutrality by 2060.
https://valorinveste.globo.com/mercados/cripto/noticia/2021/04/25/apos-ceo-de-exchange-fugir-com-us-2-bi-em-bitcoins-turquia-prende-quase-70-pessoas.ghtml
https://valorinveste.globo.com/mercados/cripto/noticia/2021/04/25/apos-ceo-de-exchange-fugir-com-us-2-bi-em-bitcoins-turquia-prende-quase-70-pessoas.ghtml
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the cryptocurrency environment. In South Africa, 
a Bitcoin investment platform scam led to losses of 
about $4 billion. On the other hand, advances in the 
regulation and monitoring of platforms and custodians 
have significantly improved investor security. The 
creation of the Nasdaq Crypto (NCI) index and 
HASH11, the first cryptocurrency ETF in the Brazilian 
financial market, with the NCI as a benchmark, are 
important examples of advances in this direction. 

Suitability:
Suitability refers to the appropriateness of 
investment products, services and operations for 
the investor’s profile. Cryptocurrencies are highly 
volatile and appropriate for a more risk-tolerant 
investor. It is important that investors be aware of 
the risk profile associated with Bitcoin and ensure 
that it is aligned with their investment strategy. 
Nevertheless, the hype surrounding Bitcoin and the 
lack of regulation has led investors with a wide variety 
of profiles to engage in purely speculative activities. 
There is no shortage of criticism regarding Bitcoin’s 
economic basis; quite a few people believe that 
Bitcoin is a Ponzi Scheme. Charlie Munger called 
Bitcoin a “noxious poison.» In a blunt critique, Nassim 
Taleb stated that Bitcoin has failed to live up to its 
claim of being a «currency without a government,» 
it is neither a short-term nor a long-term value 
reserve and it cannot function as reliable insurance 
against inflation». Regardless of whether it is a good 
or poor investment, it is important to keep in mind 
that suitability is a key feature in the investment 
world and that there are imprudent investors in all 
asset classes. This point is not exclusive to Bitcoin. 

An ESG analytical framework can indeed be applied 
to Bitcoin, both as a currency and as a payment 
system. The conclusions of this analysis cast light on the 
environmental, social and governance impacts of this 
promising – while intriguing and ambiguous – new tool.

SOURCES:
•  https://nakamotoinstitute.org/bitcoin/

•  Ulrich, Fernando. Bitcoin: A Moeda na Era Digital. 
São Paulo: Instituto Ludwig von Mises, 2014.

•  Shiller, Robert J. Narrative Economics (p. 
39). Princeton University Press.

• https://coinmarketcap.com/pt-br/

• CFA Institute

• CFA Institute

• CFA Institute

•  International Monetary Fund (IMF). Regulation 
of crypto assets. Washington, DC: International 
Monetary Fund, 2019. | FinTech notes.

KEY TAKEAWAYS
•  The growing interest from investors in Bitcoin 

and other cryptocurrencies leads us to consider 
this new market from an ESG viewpoint.

•  ESG considerations recognize that social, 
environmental and governance questions 
can impact the risk, volatility and long-
term return of securities and markets.

•  One of the reasons for ESG analysis is the potential 
to influence managers of a business to reduce 
environmental and social impacts. This approach 
is known as the ESG engagement strategy.

•  Another ESG strategy is the negative filter, or in 
other words the exclusion of certain sectors from 
all possible investments due to their ESG impacts.

•  Privacy and the founding principles of Bitcoin 
ensure protection against government control, 
but the same principles can open the door to 
fund transfers for illegal or harmful activities such 
as ecological crimes or activities that violate 
human rights, all very dear to the ESG agenda. 

•  It is important that investors be aware of the risk 
profile associated with Bitcoin and ensure that 
it is aligned with their investment strategy. 

FOOD FOR THOUGHT
•  We have heard much news 

and information regarding 
the Bitcoin. To what extent 
do you think it has or will 
change our everyday lives? 

•  If Bitcoin and Blockchain are 
so revolutionary, why haven’t 
banks and businesses adopted it? 

•    How and to what extent can 
Bitcoin be of use in developing 
and emerging countries? Why? 

ANNALISE 
VENDRAMINI

https://www.bloomberg.com/news/articles/2021-06-23/s-african-brothers-vanish-and-so-does-3-6-billion-in-bitcoin
https://www.bloomberg.com/news/articles/2021-06-23/s-african-brothers-vanish-and-so-does-3-6-billion-in-bitcoin
https://www.ft.com/content/c8a47b42-11d4-11e8-8cb6-b9ccc4c4dbbb
https://www.fooledbyrandomness.com/BTC-QF.pdf
https://www.fooledbyrandomness.com/BTC-QF.pdf
�https://nakamotoinstitute.org/bitcoin/
https://coinmarketcap.com/pt-br/
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For investors, 
the most 
valuable 
information is 
not the Index 
composition 
itself but the 
methodology 
for assessing 
ESG 
performance. CAN FINANCIAL MARKETS 

PUSH FOR CSR?
By Professor Adrian Zicari, ESSEC Business School.

Fact and fog, smug and smog

It’s a fact – things are getting better. Doom-laden 
prime-time TV reports of industrial pollution and 

global warming apart, social responsible investing and 
sustainability indexing are two clear examples of a 
tangible effort to make things go in the right direction. 
Across the world, they are surging. Socially responsible 
investing (SRI), sometimes known as green or ethical 
investing, is all about gaining financial return while 
seeking to invest in firms demonstrating a conscious effort 
to improve their impact on business, society and the 
environment. For an investor to make that decision to 
place his money wisely – and responsibly – he needs to 
know what a firm is actually doing in terms of responsible 
business practice and how it performs. This is where the 
sustainability index comes in – stocks quoted in terms 
of environmental, social or governance (ESG) criteria.

Such indexes have been around for some time in 
industrialised and developed economies, encouraged 
by the UN Global Impact initiative of 1999. The US Dow 
Jones Sustainability Index (DJSI) or the London-based 
FTSEGood index, respectively launched in 1999 and 2001, 
are good examples that some make use of to point 
a condemning finger at stock markets in developing 
or emerging economies without such indexes. Such 

moralising from the world’s richest may not be entirely 
justified – firstly because their own emergence tended 
to occur at a mature stage of the market. And secondly 
because, in a global context of increasing reference 
to sustainability indexes for investor decisions, some 
developing markets are attempting to make good. They 
are doing this via the launch of indexes that tailor to 
local contexts as well as solving the challenges of their 
comparative low market liquidity and the high cost to 
the potential investor of obtaining correct and proven 
information needed for their investment decisions. Such 
an example is Latin America, and more specifically 
Brazil, Mexico and Chile, the focus of detailed research 
on SRI by Prof. Adrian Zicari of ESSEC Business School.

A clean sleight

Prof. Zicari points to SRI developing in Latin America 
in a different way from those of developed markets, 
with Brazil, Mexico and Chile providing an approach 
that could prove interesting for other emerging 
countries either in the region or elsewhere in the 
world. As Prof. Zicari states, this ongoing surge of 
Sustainability Indices in three Latin American countries 
is remarkable. SRI is still quite new in the region, the 
situation largely contrasting with that of developed 
markets where SRI has become a common investment 
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practice. One sixth of funds invested by professional 
managers in the United States, for example, is 
related to some approach of SRI (US SIF, 2014).

What sets the Latin American approach apart is the 
direct participation of local stock exchanges that aim to 
gather a critical mass of highly respected stakeholders. 
This has mainly come about through a combination of 
two factors – the limited nature of stock exchanges in 
South America and the cost of obtaining ESG data.

In developed markets, this assessment data is collected 
by investment funds or by social rating agencies 
which makes the cost of obtaining it high for investors 
in developing countries. By using indexes created 
by their local stock markets and whose composition 
is freely distributed so that any investor can use the 
information at no cost, Brazil, Mexico and Chile 
have creatively detoured this onerous aspect.

Does it work?

In Brazil, the Sao Paulo stock exchange created the 
ISE corporate sustainability index as far back as 2005 – 
the fourth in the world and the second in an emerging 
market. Data is collected on a voluntary basis and 
corresponds to seven different criteria: general, product 
nature, corporate governance, economic and finance, 
environmental, social, and climate change. Both a 
good score and a minimum liquidity are required 
before selection is made. All in all, the index does not 
seem to have better returns compared to a classical 
investment portfolio. However, it can be argued that 
SRI investors may still prefer to invest in companies with 
better ESG performance even if financial results remain 
similar. Moreover, it can be said that the ISE directly 
influences corporate practice, appearing attractive 
to firms wishing to make their reputations visible, 
gain knowledge and exert influence on competitors 
and suppliers via their presence in the index.
Mexico has the IPC Sustentable, created by 
the Mexican stock exchange in 2011 with the 
involvement of the European ESG rating agency, 
Eiris. Here too, a requirement is minimum liquidity 
and companies are assessed on three criteria – 
environmental (50% of the score), social (40%), and 
governance (10%). As with the Brazilian ISE, the IPC 
Sustentable changes its list of companies yearly.

The latest newcomer is the Chilean Sustainability Index 
jointly launched in 2015 by the stock exchange and 
S&P Dow Jones. Known as the Dow Jones Sustainability 
Index Chile, it follows a best-in-class approach – 
cherry-picking the best companies and with no 
exclusion of sector – with assessment made on the 
basis of information submitted by listed companies. If a 
company decides not to answer the questionnaire, the 
evaluators can use publicly available data. The biggest 
difference from the Brazilian and Mexican indexes is 
the use of the Dow Jones name. It will be interesting 
to see in the next few years if this choice of launching 
a sustainability index with a widely known brand will 
accelerate the international awareness for this Index.

Helping responsible investors make their decisions

For investors, the most valuable information is not 
the Index composition itself but the methodology for 
assessing ESG performance. This is where the Dow Jones 
Sustainability Index Chile “best-in-class” approach 
may prove difficult for the socially responsible investor 
to swallow. Controversial businesses such as oil and 
tobacco can be included and, given that only the 
very best firms are selected, many firms with very good 
responsible business reputations may remain off the 
radar screen. As a result, Sustainability Indexes cannot 
perfectly replace the lack of ESG rating agencies. 
Indeed, both serve different purposes: the former are 
meant for reference or benchmark for SRI portfolios while 
ESG rating agencies evaluate the ESG performance of 
particular firms. This said, information from Sustainability 
Indexes in the context of Latin America can still help SRI 
investors to make their decisions. And for responsible 
investors, where there is no index to glean there are 
always corporate reports to read, announcements to 
hear – or the doom-laden prime-time TV news to watch.
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KEY TAKEAWAYS

•  Socially responsible investing (SRI or green or 
ethical investing) is about gaining financial return 
while seeking to invest in firms demonstrating 
a conscious effort to improve their impact 
on business, society and the environment.

•  For investors to make the decision to place 
money wisely – and responsibly – they need to 
know what a firm is actually doing in terms of 
responsible business practice and how it performs.

•  This is where the sustainability index comes 
in – stocks quoted in terms of environmental, 
social or governance (ESG) criteria.

•  In developed markets, this assessment data is 
collected by investment funds or by social rating 
agencies which makes the cost of obtaining 
it high for investors in developing countries.

•  Latin America detours this costly aspect by using 
indexes created by their local stock markets and 
whose composition is freely distributed so that 
any investor can use the information at no cost.

•  The Corporate Sustainability Index (ISE) 
directly influences corporate practice, 
appearing attractive to firms wishing to make 
their reputations visible, gain knowledge 
and exert influence on competitors and 
suppliers via their presence in the index.

•  Sustainability Indexes cannot perfectly replace 
the lack of ESG rating agencies. Indeed, 
both serve different purposes: the former are 
meant for reference or benchmark for SRI 
portfolios while ESG rating agencies evaluate 
the ESG performance of particular firms.

FOOD FOR THOUGHT
•  To what extent do you think 

that launching a sustainability 
index with a well-known 
brand would accelerate the 
awareness of this index?

•  Imagine you have $150,000 to 
invest. Faced with an investment 
decision, what would you 
invest in? Would you invest in 
green bonds? Why or why not?

•  How much do you trust sustainability 
indexes in developing countries? 
How could firms who attempt 
greenwashing practices be found out 
and how would you sanction them?

•  What’s the difference 
between shareholder theory 
and stakeholder theory? Can 
the two work hand-in-hand?
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The emerging 
profile of 
sustainable 
investment is 
not just looking 
at companies 
that do good, 
but to sort 
out those who 
are catching 
up with the 
transition and 
those who are 
lagging behind.

BRAZIL: A WHOLE NEW BALL 
GAME IN ETHICAL INVESTMENT

By Professors Paulo D. Branco and Aron Belinky, FGV-EAESP

Pioneering the sustainability index in South America

Brazil has been a pioneer in sustainability indexing in 
South America and among developing countries 

and the first ISE portfolio (Corporate Sustainability Index 
of the Brazilian stock exchange) was launched on 
December 1st 2005. Since then, it has been renewed 
annually, the current portfolio being its 13th in a row. 
However, the roots of the process go back June 2003, 
when the first conversations at Bovespa – the name 
of Sao Paulo Stock Exchange at that time, now part 
of a bigger company called B3 – took place, an 
initiative sparked by ABN Amro Real, a bank that in 
the early 2000s pioneered the creation of ethical funds 
in Brazil, and which was seeking a CSR-related fund 
to benchmark its performance. This started a series 
of discussion which resulted in the creation of ISE. *

We make the case that the pioneering role of ISE 
was actually a result of a larger movement that was 
happening in Brazil at that time, when a number of 
social-environmental initiatives from the private sector 
were championed by a generation of business leaders, 
mostly concentrated in organizations such as Instituto 
Ethos, Fundação Abrinq, GIFE (acronym for Group of 
Companies, Institutes and Foundations), IBGC – the 
Brazilian Institute for Corporate Governance – and 

CEBDS (the Brazilian chapter of WBCSD). The reasons 
explaining why these groups and leaders first appear 
can be tracked back to the re-democratization of Brazil 
in the late 1980’s, and passing by the Rio Conference 
in 1992, the creation of the Millennium Development 
Goals in year 2000 and the Rio+20 in 2012, among 
many other events and processes. Moreover, the 
modernization of Brazil’s capital market and banking 
system also played a very important role in the context.

As such, the ISE has deep roots in participatory, 
democratic and sustainability values which still today 
make its methodology and agenda truly unique in 
global terms. Despite recent backlashes opposing such 
values in some countries, including Brazil, we still have a 
very significant set of business-sector players – articulated 
with civil society, academia and governmental sectors 
– that strive to keep the agenda and move it forward.
For all we can see, ISE will still be a pioneer and an 
innovator when it comes to champion and disseminate 
sustainability in the private sector – this with a modern 
and motivating vision of the future combined with an 
effective focus on business strategies and practices.
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Brazil versus England and the USA

Thanks to a broad global consensus on the corporate 
sustainability agenda, most stock exchange 
sustainability indexes focus on essentially the same 
aspects, in line with what has been explicitly or tacitly 
agreed in instruments such as Agenda 2030 and its 
SDGs (Sustainable Development Goals), ISO 26000, 
the Paris Agreement, GRI (Global Reporting Initiative) 
standards to name but a few of the most important. On 
the other hand, there are several differences regarding 
methodologies and ways of working. Without entering 
into details about other specific indexes, it is possible 
to highlight several main characteristics of the ISE, and 
point out how they differ from those of other indexes.

We must first clarify that ISE is not a measure of a single 
company’s sustainability performance: it is the indicator 
of the evolution of the value of a portfolio composed by 
shares of companies selected and based on how well 
they incorporate sustainability in their strategies, policies 
and practices. This assessment is founded on a broad, 
self-declaratory voluntary questionnaire, and analyzed 
in both absolute and relative terms. Only companies 
willing to engage in the selection process answer the 
questionnaire and are assessed. A very important 
feature of the ISE’s questionnaire is that it is continuously 
improved and updated through public debate, with the 
wide participation of companies and their stakeholders. 
This ensures that not only the agenda remains valid, but 
also the expectations about what companies should do.

Unlike the ISE, many other indexes start by screening 
listed companies based on their own frameworks, 
and attributing a score to each company together 
with its supporting evidence. Companies are then 
invited to complement this first assessment which leads 
to a final score and then to the decision to include 
or not the company’s papers in the index portfolio. 
Both ISE’s and other approaches have their merits, 
and we believe that for smaller markets such as the 
Brazilian stock market an approach such as the ISE 
is more feasible and likely to engage companies.

Likewise, in ISE’s selection process, a qualitative 
documental check is performed on a random sample of 
each company’s answers, so as to provide an indicator 
of how credible their general answers are likely to be. 
Companies with bad performance in this verification 
process are less likely to be selected to the portfolio. 
The individual answers of each company are published, 
enabling public scrutiny of what they declare to occur. 
Questioning by stakeholders about the veracity of such 
answers may also play against the permanence of a 
company in ISE’s portfolio. This aspect of transparency 
is also key to ISE’s success and differentiation.

And finally, another important aspect is that ISE’s 
selection methodology is not a purely mathematical 

algorithm: the whole process keeps track of each 
company’s performance in seven different sustainability 
dimensions, thereby allowing a multi-perspective view. 
As such, bad performance in one dimension won’t be 
compensated by good scores in other. Finally, all this 
information is finally submitted to thorough debate at the 
ISE’s Deliberative Board, integrated by representatives 
of 11 institutions/organizations firmly rooted in different 
sectors related to ISE’s agenda, such as associations 
of stock market and investment players, CSR 
organizations, governments and financial institutions.

A long road, a good cause

Setting up ISE and keeping it running for almost 
15 years has been a challenge in many aspects. 
Although there were interesting technical obstacles 
to overcome regarding the scoring methodology, 
creating the algorithm for the selecting process and the 
IT system to support the whole thing, we see the most 
challenging aspects as having been the negotiation 
of the questionnaire structure and content, and the 
commitment of companies and other stakeholders – all 
of these being processes that actually happened in 
close relation with each other. The main obstacles were 
the scepticism of many actors, and for different reasons. 
For some, especially NGOs and labor organizations, 
the risk of greenwashing was far too big, and trust in 
the selection process wasn’t something that could be 
taken for granted. For others, such as less engaged or 
excessively pragmatic market and corporate players, 
the whole thing seemed to be a time-consuming and 
focus-dispersing adventure, that could even trigger 
unnecessary friction with stakeholders that would 
otherwise remain traditionally immobile. To solve such
deadlock, the credibility of FGV and of the team was 
able to gather and harness was essential. To share 
our lesson, we would say that credibility was indeed 
very important but that the real, crucial aspect for 
success was the transparency and adherence to a 
clear, open and well-intended process. It was only by 
this that it was possible to create the essential trust and 
dialogue required to build a common agenda and 
the collective deep-rooted process that supports ISE.

Playing in the big league

Regarding the impact of ISE, there is unfortunately no 
formal assessment to show but there is much evidence 
that it has relevant impact both to companies at 
individual level and to broader society and the market. 
This includes for instance, the fluctuations in companies’ 
share values that coincides with their presence or 
absence in the ISE portfolio, or the actions and words 
of high level executives and their staff regarding such 
situations as well as specific aspects of company 
performance. It is also telling evidence that ISE is 
frequently mentioned – by companies, practitioners, 
academia, media and governmental bodies – as a 
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reference for the business sustainability agenda. To 
date, more than 170 companies have participated 
in the selection process of the ISE, and only about 70 
of those have been in its portfolio for at least a year. 
Moreover, besides the possibility to be part of the ISE’s 
portfolio, participating in the selection process is in 
itself an extraordinary opportunity for self-assessment, 
diagnosis and planning for the overwhelming majority 
of these companies. Based on the structure of the 
ISE questionnaire that attempts to evaluate the 
existence of policies, processes, practices and metrics, 
participating companies can identify strengths and 
weakness that help them to design and implement 
a sustainability strategy and an action plan.

Aiming for the brighter future

Although “ethical investment” may be a term 
used by many, we believe it is not the best term 
to describe what ISE and other similar indexes 
are about. “Ethical” conveys the idea of a moral 
judgement of certain sectors and types of business, 
and while this can be the case of investors such 
pension funds of religions institutions – indeed, there 
is nothing wrong with that – the term cannot apply 
to many others and, as we see, might constitute a 
lower potential for mainstreaming and scaling up.

This being said, it would be good news if people were 
able to bring an ethical dimension into their decision-
making processes and daily lives. However, there are 
stronger and less controversial arguments to voice 
if we look to the terms “sustainable investment” or 
“responsible”, or “green”, or even “social investment”. 
The argument here is essentially based on the idea 
that we are in the throes of a rapid transition to an 
entirely different business environment triggered by a 
combination of technological, environmental, cultural 
and demographic transformations. Companies that 
have succeeded in the not-so-distant past may not 
survive in the coming – and somehow already present 
– environment. This is the emerging profile of sustainable 
investment: not just looking at companies that do good, 
but rather trying to sort out those who are catching up 
with the transition – and thus contributing to a fairer 
and more sustainable world – and those who are 
lagging behind, unable or unwilling to update their 
businesses; or those who are too attached to their past 
and current assets and advantages, regardless how 
incompatible with the new environment they might be.

Divestment from carbon-intensive portfolios, getting 
read of stranded assets and searching for innovative 
positive-impacting emerging businesses are clear 
signs of how investors are reacting to this situation. 
That’s why, far from a passing fashion, we trust we 
are talking about a near and brighter future.
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KEY TAKEAWAYS
•  Brazil has been a pioneer in sustainability indexing 

in South America and among developing 
countries and the first ISE portfolio (Corporate 
Sustainability Index of the Brazilian stock exchange) 
was launched on December 1st, 2005.

•  The ISE has deep roots in participatory, democratic 
and sustainability values which still today make 
its methodology and agenda truly unique in 
global terms. It has a modern and motivating 
vision of the future combined with an effective 
focus on business strategies and practices.

•  ISE is not a measure of a single company’s 
sustainability performance: it is the indicator of the 
evolution of the value of a portfolio composed 
by shares of companies selected and based 
on how well they incorporate sustainability 
in their strategies, policies and practices.

•  ISE’s approach includes: an algorithm to calculate 
performance; a qualitative documental check on 
companies to check their credibility; transparency; 
public scrutiny and tracking of a company’s 
performance in seven different sustainability 
dimensions; adjudication thorough debate at the 
ISE’s Deliberative Board which includes members 
from 11 institutions/organizations firmly rooted 
in different sectors related to ISE’s agenda.

•  The impact of ISE includes the fluctuations in 
companies’ share values that coincides with 
their presence or absence in the ISE portfolio, or 
the actions and words of high level executives 
and their staff regarding such situations as well 
as specific aspects of company performance.

•  ISE is frequently mentioned – by companies, 
practitioners, academia, media and 
governmental bodies – as a reference for 
the business sustainability agenda.

FOOD FOR THOUGHT
•  To what extent should it 

be mandatory for every 
company, whatever their 
size, to be included in a 
sustainability index?

•  What benefits and 
disadvantages would this bring 
the various stakeholders?

•  What does your company or 
organisation bring to sustainability, 
ethical activity both internally 
and externally, and benefit for the 
local or national community?

PAULO  
BRANCO

ARON 
BELINKY
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SHAREHOLDER ACTIVISM:  
DRIVING SUSTAINABILITY 

INTO PROFITABILITY
By Jessica Pham, Warwick Business School

The green consumers, the impulse shoppers, the bargain 
hunters, the customers in search of the best

quality…

As customers, we often have multiple criteria when looking 
to buy a product. We want good products at a good 
price. Functional, convenient, reliable, efficient. And the 
list goes on.

More recently, with the growth in consumer activism, we 
are demanding products to be more
sustainable – taking into account environmental and 
social considerations (Brochado et al., 2017).
If this wasn’t already difficult enough for companies to 
navigate, sometimes as well as being
customers, we’re the investors. It may be customers 
investing because they’re just enthusiastic
followers of a company, or simply (and most often times) 
people invest for the prime reason of
expectations of high returns.

So it’s safe to say we have a lot of demands from 
companies. From the customer perspective, we
want good, sustainable products; from the investor 

perspective, we want profitable investments. This
balance between embedding both sustainability and 
profitability in organisations has previously been thought 
of as unachievable, the so-called profit-planet trade 
off (Bansal et al., 2016). However, sustainability and 
profitability can co-exist. Starting from us, the citizens.  
We drive the businesses, so businesses have to listen to  
us, right?

The Disconnect: Sustainability v Shareholder Returns

Corporate sustainability has become an expectation in 
companies over the last 20 years (Bonini and
Swartz, 2014). Statements of social purposes, reporting 
progress against environmental, social and governance 
(ESG) metrics, and joining collaborative efforts, such as 
the Sustainable Development Goals (SDGs), are to name 
a few of how organisations are responding to the urgency 
of tackling environmental and social issues. And it all 
sounds great – companies are seemingly doing a lot to act 
responsibly. But when it comes to addressing sustainability 
and societal challenges, it’s often seen as separate from 
core business operations (Young and Reeves, 2020).

Business is 
no longer a 
case of ma-
naging short-
term risks. It’s 
about leading 
a better com-
pany for better 
shareholder 
returns, a better 
society and a 
better planet.
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The global trend over the last decade has been 
focused on the money: optimisation of processes,
greater efficiency, reaching financial targets (Young 
and Reeves, 2020). All with the aim of maximising
shareholder returns in the short term, but this works 
against maximising a long term sustainable
economic advantage (Ayres, 2017). In a sampling 
of leading public companies’ annual and
sustainability reports by the Boston Consulting Group, 
only 3 out of the 15 companies explained how
their goals in sustainability could positively impact 
the financial performance of their business.
So the current connection (or lack thereof) between 
sustainability and investor returns in many
businesses is clear. The pressure of short term 
earnings performance clashes with sustainability
initiatives (Bonini and Swartz, 2014). This puts us, 
the citizens, in a difficult situation. Deciding
between investing in “good” companies producing 
sustainably or the non-sustainable and unethical
companies that we don’t want to support but 
are motivated to invest in because they show
prospects of short term profitable returns. But what 
if we don’t have to compromise? Sustainability
can be used as an economic driver of 
value creation (Evans et al., 2017).

Reimagining Business

To optimise for both sustainability and business 
value, organisations need to stop taking a
fragmented, reactive approach (Bonini and 
Görner, 2011). It’s not just about complying with
regulations or “reusing and recycling”. Instead, 
companies need to reimagine and rethink business
models for sustainability (Gurnani, 2020).

Creating environmental and societal value, in turn, 
creates business value in three key areas: returns
on capital, growth, and risk management (Bonini 
and Görner, 2011). Cost efficiencies, leading to
improved returns on capital, can be found from 
more sustainable operations. Like for Bayer, the
German pharmaceutical and nutrition/life sciences 
company, the development of a resource-efficiency 
check that uses by-products and reduces wastewater, 
was estimated to save more than $10 million a year 
(Bonini and Swartz, 2014). There are also advantages of 
extending sustainability efforts to customers; the process 
of building unique business models and new innovations 
that are difficult for competitors to copy can strengthen 
growth. Take the example of the energy industry: new 
products like commercialising investments in smart grids 
can generate more opportunities to create value and
reach new customers and markets (Bonini and 
Görner, 2011). These are just two examples and two
benefits out of the many that businesses can seek 
to gain from adopting greater ESG practices.

Many bodies of research also cite this direct correlation 
between sustainable practices, share prices
and business performance. For instance, recent 
research by Harvard Business School economists,
Serafeim and colleagues, found that companies who 
adopted ESG policies in the early 1990s, termed
as ‘High Sustainability companies’, outperformed 
their carefully matched control groups over the
following 18 years. The Bank of America Corporation 
(2018) findings also support this correlation.
Their evidence showed firms with a better ESG record 
than their peers produced higher three-year
returns, were more likely to become high-quality 
stocks, were less likely to have large price declines,
or go bankrupt.

This suggests sustainable initiatives are not key to 
only creating net positives to stakeholders on
environmental and societal dimensions, but 
they also play a role in increasing returns to
shareholders. As Young and Reeves (2020) put it: 
“Without collective value creation there can be no
sustainable value extraction”. Therefore, investors 
don’t have to compromise and choose between
companies embedding sustainable practices or 
choosing to make profitable investments –
implementing ESG can have a direct positive impact 
on business results. What investors do have to
ensure, is that companies are adopting sustainable 
practices in the first place in order to even begin
reaping the returns from a strong ESG 
proposition (Henisz et al., 2019).

We, Citizens, Hold the Power

A barrier lies within many corporate managers that 
believe pursuing a sustainability agenda runs
counter to the wishes of their shareholders. In a 
recent survey by The Bank of America, U.S.
executives underestimated the percentage of 
their company’s shares held by firms employing
sustainable investing strategies by 20% (average 
estimate of 5%; the actual percentage is around
25%) (Eccles and Klimenko, 2019).

Contrary to managers’ beliefs, evidence already 
shows there is a growing appetite among investors to
engage with companies on ESG matters (Gordan, 
2020). Rising shareholder and consumer activism is
also a significant trend predicted to shape the societal 
context in the next decade of business (Young
and Reeves, 2020). Therefore, if this is the supposed 
“new reality”, what actions can investors take to
shape a sustainable, profitable world?

Investors can use their powers to address climate, 
energy and sustainability issues that affect long
term performance. Gordan (2020) explains that in 
the US, more confrontational techniques are often



The Council on Business & Society - CoBS Publishing    48

KEY TAKEAWAYS
•  Businesses and their investors shouldn’t compromise 

between sustainability and profitability.

•  Instead, businesses will win for their shareholders 
by creating environmental and societal value.

•  ESG principles in company strategies can 
be used to create secondary value and 
ultimately drive profitable growth. This is 
backed by considerable evidence showing 
the correlation between sustainability 
agendas and increased business value.

•  Shareholder activism is on the rise and 
investors may soon play an even greater role 
in convincing businesses to adopt sustainable 
practices through the use of their powers.

JESSICA  
PHAM

used with activists seeking board representation 
or even instituting proceedings against the
company. In Europe, activists adopt a milder strategy 
with two main focuses: establishing a dialogue
with the board behind the scenes and applying public 
pressure. European activists use tactics such as
social media campaigns, instructing proxy advisors 
to encourage shareholders to vote in line with the
activist’s campaign and utilising their shareholder 
rights. Finally, in the UK, companies receiving
significant annual general meeting (AGM) dissent, 
appear on the Investment Association’s public
register and the UK Corporate Governance Code 
requires companies to publicly address these
shareholders’ concerns within six months.

Therefore, shifting the power dynamics to shareholders, 
influencers, and activists injects a new risk
into a company’s ecosystem and companies have 
no choice but to respond. Or at the very least, take
investor concerns to the negotiating table in order 
to mitigate this risk. So investors are able, and
should, use their rights and power to get companies 
to make beneficial changes. In this way,
sustainability versus profits will no longer have 
to be nor a debate or a compromise.

Taking Action

Society has changed, and the context for business 
has changed alongside it. Models of business for
solely maximising shareholder value are fading 
out (Denning, 2019). Companies now need to
co-optimize business with social value in order to 
deliver competitive total shareholder returns in the
medium and long terms (Young and Reeves, 2020). 
With this change, businesses are likely to see a
new breed of activism bringing new challenges. 
But what’s clear is that the best way forward for
companies is to be proactive, pre-empt and work 
together in fulfilling the ever-louder calls from
investors for more disclosure and higher-quality, 
reliable ESG data and reporting. Business is no
longer a case of managing short-term risks. Instead, 
it’s about leading a better company for better
shareholder returns, a better society and a better planet.

FOOD FOR THOUGHT
•  A survey in the USA found that 

corporate managers underestimated 
by 20% the percentage of their 
company’s shares held by 
firms employing sustainable 
investing strategies.

•  How can firms make their employees 
and managers aware of the 
importance of sustainability goals? 
And, aware of their shareholder actions?

•  Research has shown that companies 
need to reimagine and rethink 
business models for sustainability. To 
what extent can companies pursue 
both profit and ‘good’ at the same 
time? Are they incompatible?

•  With the growth in consumer activism, 
people are demanding products to be more 
sustainable – taking into account environmental 
and social considerations. To what extent are 

you a ‘consumer activist’? In what way?
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Once the poor 
can unleash 
their energy 
and creativity, 
poverty will 
disappear 
very quickly.

HOW MICROFINANCE CAN 
HELP ENTREPRENEURS 

BEAT THE POVERTY TRAP
By Professor Giorgia Barboni, Warwick Business School

In 1976, Muhammad Yunus, a young economics professor, 
lent $27 to a group of 42 women living in a forgotten 

Bangladeshi village named Jobra. He couldn’t have 
known at the time, but with this small act of goodwill, 
Mr Yunus had sown the seeds of what would blossom 
into a global microfinance industry. Billions of dollars 
have since been disbursed to impoverished borrowers, 
financing small entrepreneurial ventures around the 
world. However, as the aspirations of these micro-loan 
recipients have evolved, the microfinance industry has 
not always evolved along with them. Today, highly rigid 
repayment structures can often inhibit the growth and 
even sustainability of borrowers’ businesses. Through a 
partnership with a microfinance institution in India, Professor 
Giorgia Barboni of Warwick Business School tests the viability 
of affording entrepreneurs more flexible micro-loans.

From humble beginnings

Following his first $27 loan, Mr Yunus founded Grameen Bank 
in 1983 and pioneered the microfinance industry—earning 
a Nobel Prize in the process. The organization has since 
disbursed more than $29 billion to impoverished borrowers 
while its microfinancing methods have spread around the 

globe. As one early recipient of a Grameen micro-loan 
once noted: “My parents gave me birth, but Grameen 
Bank gave me a life”. At the time, Mr Yunus’ intention was 
to provide immediate relief for the hunger and poverty 
he saw around him in Bangladesh. He sought to help 
people “get through another day with a little more ease». 
In doing so, he empowered women, entrusting them with 
loans that, until then, had only been obtainable through 
informal moneylenders, along with the responsibilities that 
accompanied formal financing arrangements. However, 
what borrowers initially saw as assistance to survive, 
often sparked a desire to create economic prosperity 
for themselves through entrepreneurial ventures.

In many developing countries, the economic 
transformation from agriculture to industry has created new 
business opportunities. However, many small entrepreneurs 
need flexible funding options to bring their ideas to life 
but often lack sufficient collateral to obtain it. At present, 
microfinance institutions allow them to borrow small sums 
of money on a highly rigid repayment structure which 
entails frequent repayments starting immediately after 
the loan is disbursed. But these types of contracts do 
not offer these micro-entrepreneurs enough liquidity to 
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grow and sustain their businesses. According to Professor 
Barboni, one of the reasons for this is because lenders 
are worried that providing a suitably flexible contract to 
micro-entrepreneurs will lead to greater default rates. 
Moreover, it is often difficult for lenders to gauge a 
borrower’s suitability for riskier, more flexible loans. What 
little research has been conducted on the issue seems to 
validate these concerns. A study that put forth a standard 
loan contract with a flexible one found that, although 
the flexible contract increased the borrowers’ revenues, 
it also raised default rates. This contributes to explain 
why no microfinance institution in India incorporated 
any sort of flexibility into their microfinance contracts.

A flexible solution

However, theory predicts that it is possible to devise a 
flexible contract structure that attracts “good” borrowers. 
These contracts would have to be given to micro-
entrepreneurs that were no more likely to default with 
a flexible loan than with a standard contract. Professor 
Barboni argues that offering a more flexible contract at a 
higher rate of interest than the standard contract would 
trigger a positive self-selection mechanism that would 
filter out risky borrowers. Indeed, the flexible element and 
additional cost of the loans would discourage borrowers 
that needed to be tied to a rigid repayment schedule 
while attracting micro-entrepreneurs with the potential to 
create greater expected returns on capital to compensate 
for the additional costs. Therefore, the additional interest 
rate would allow to disclose borrower’s characteristics and 
create a sustainable product for microfinance institutions.

To test this theory in the field, Professor Barboni and her 
research team partnered with Sonata Microfinance, 
a micro-loan provider based in India. They designed 
their flexible contract with an interest rate priced two 
percentage points higher than the regular loans. The 
new contract allowed borrowers to take a three-month 
payment break, whenever needed, adjusting the 
repayment amount upwards accordingly once payments 
resumed. A randomised contract trial was organized 
in Uttar Pradesh, India, involving 28 of Sonata’s bank 
branches. Half of the branches offered customers a 
choice between the flexible and standard contracts while 
customers at the other branches were only offered the 
standard contract. Nearly 800 borrowers were included in 
the study. They had all previously borrowed from Sonata 
and had successfully repaid at least one loan. This made 
them eligible for slightly larger individual loans worth an 
average of approximately $500. According to Professor 
Barboni, as previous customers, the existing element of 
trust between borrower and bank may have helped 
overcome any reluctance to enter into a flexible contract.

Returns on investment

Professor Barboni’s study provides encouraging findings for 
micro-entrepreneurs, microfinance institutions, as well as 
for policymakers interested in promoting entrepreneurship 
and economic growth. The data across the 24-month 
loan cycle showed that the repayment rates were not 
statistically different across the flexible and standard 
contracts. This indicates that microfinance institutions can 
offer a flexible type of micro-loan and increase revenues 
without incurring higher debt default rates. Furthermore—
and of particular interest to policymakers—based on 
self-reported sales figures, borrowers under the flexible 
contract reported on average approximately 20 per 
cent higher sales. They also reported that they incurred 
smaller losses than their standard loan counterparts and 
were less likely to request a “loan top-up” from Sonata. 
This suggests that the additional liquidity provided to 
micro-entrepreneurs by the flexible contracts benefits 
their business with no additional cost to the lenders.

Moreover, interviews Professor Barboni conducted with 
some of the micro-entrepreneurs in question revealed 
the opportunities provided by the repayment holidays. 
The borrowers reported using the repayment holiday 
in anticipation of periods where there is a downturn 
in business and below-average revenues. Borrowers 
added that they used the repayment holiday also to 
capitalise on opportunities to earn above-average 
revenues during periods of high demand such as during 
India’s festival season. Having demonstrated a proof 
of concept, Professor Barboni argues microfinance 
institutions and policymakers should promote flexible 
micro-loans, if only due to competitive forces.

Unleashing energy and creativity

The new micro-loans Professor Barboni and her team 
offered in their pilot study provided the cash-flow flexibility 
for only a few hundred micro-entrepreneurs. But if scaled, 
flexible micro-loans have the potential to give millions 
of micro-entrepreneurs the freedom they need to grow 
their businesses sustainably and, in doing so, benefit 
developing economies around the world. As Mr Yunus 
noted in his 2006 Nobel Lecture, “all [the world] needs 
to get the poor people out of poverty is for us to create 
an enabling environment for them. Once the poor can 
unleash their energy and creativity, poverty will disappear 
very quickly.” According to Professor Barboni, flexible 
micro-loans can help create that enabling environment.
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GIORGIA 
BARBONI

KEY TAKEAWAYS

•  The emergence of microfinance has enabled 
countless people to beat the poverty trap 
through small, entrepreneurial ventures.

•  As the aspirations of micro-loan recipients 
have evolved, the microfinance industry has 
not always evolved along with them.

•  Highly rigid repayment structures which entail 
frequent repayments starting immediately 
after the loan is disbursed do not offer 
micro-entrepreneurs the liquidity needed 
to grow and sustain their businesses.

•  By offering more flexible micro-loan contracts 
with higher interest rates, microfinance institutions 
can empower the right borrowers while avoiding 
the risk of increased loan default rates.

FOOD FOR THOUGHT
•  Governments should offer 

microfinance to all their citizens 
living under the poverty line – 
what do you think of the idea? 
What would the pros and 
cons be of such a scheme?

•  What other financial mechanisms 
can you think of or propose that 
would help sole traders or micro-
companies grow and flourish?

•  Should large companies directly 
finance social enterprise in 
the communities in which 
they are located?

•  If financial bodies are so rich, why 
should they show such low levels of trust 
in financing entrepreneurial projects?
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Catering to 
the financing 
needs of missing 
middle firms has 
great potential 
to invigorate 
South Asian 
economies – 
making them 
more inclusive 
and dynamic.’

THE MISSING MIDDLE 
IN MICROFINANCE

By Professor Savita Shankar, Keio Business School

The missing middle

Anika, Babar, and Saba met during a festival 
organised by their village community hall and hit 

it off straight away. All three had a dream to start their 
own business selling local snacks and specialties to the 
business people and merchants of the area. They had 
no capital, only their passion and expertise in cooking, 
and the motivation to offer their snacks to people in 
the village and beyond. Luckily, they had heard of 
a micro-finance bank in the nearest big town some 
seventy miles away and, after convincing the lender 
that their business idea was worth it, they became 
the happy beneficiaries of an initial Rs25,000 ($384) 
loan – enough to set them up in a stall near the market 
place and pay for the ingredients for their first snacks. 
Business boomed and Anika, Babar and Saba, naturally 
encouraged by the signs, wanted to grow and add an 
area in front of their stall where customers could sit and 
eat their snacks and engage in conversation. So they 
returned to the micro-financer and obtained another 
loan – this time for Rs50,000 ($768). The stall grew, and 
the quality of their snacks and passion for service spread 
by word-of-mouth further and further afield until they 
realised that the opportunity for yet another venture was 
there to be explored – a food truck. So once again they 
returned to the micro-finance banker who, very pleased 

with the regular repayments and slight margin he gained 
from the youngsters’ business success, announced that 
he was ready to accord them a grand Rs100,000 loan, 
equivalent to $1,536. Now this might have been enough 
to purchase a very old van, but certainly not a reliable 
and newer van as well as all the outlay required for 
ingredients, petrol and wages for the two people they 
wished to hire as driver-sellers of their famous snacks. But 
when they mentioned this, the lender sadly shook his 
head – he could no longer help them because his type 
of bank could not lend over the limit of Rs100,000. It was 
the law. Thanking the lender for the help already given, 
undeterred and believing in their dream, Anika, Babar, 
and Saba decided to go and see a commercial bank 
in the city for a bigger loan. The commercial banker 
listened with interest to their story and congratulated 
them on their success and entrepreneurial spirit. But 
then, when they had finished explaining their case 
and fell silent for the banker to make them an offer, 
all she did was sadly shake her head – she could not, 
unfortunately, grant them a loan. No – the smallest 
amount she was allowed to grant was Rs1 million – and 
that was for targeting small-to-medium enterprises, not 
informal start-ups. Anika, Babar, and Saba looked at 
each other in disbelief. Little did they know, but they 
had just become victims of what might be called the 
microfinance graduate syndrome or missing middle.
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The context and issues

Savita Shankar, Professor at Keio Business School, Japan, 
decided to research the phenomenon of the missing 
middle in three key countries for micro-finance – India, 
Bangladesh, and Pakistan. The term missing middle is 
generally used to describe the disproportionately small 
number of SMEs in relation to the number of micro 
or large enterprises in developing countries. In her 
research, Prof. Shankar uses the term more specifically 
to refer to the lack of financing options for enterprises 
whose needs fall in between the typical loan sizes 
offered by micro-finance institutions and commercial 
banks – exactly the case of our young heroes Anika, 
Babar, and Saba. They were successful ‘graduates’ 
in their entrepreneurial venture but capped on the 
amount of micro-financing required to grow further, 
and too small to benefit from the size of loans offered 
to SMEs by the commercial banks: almost like striding 
across a series of stepping stones only to find, mid-
river, several of them missing and the other side of the 
river heart-achingly out of reach. This problem creates 
something of a conundrum for millions of fledgling 
entrepreneurs in developing countries. But there is hope.

Financial exclusion and the growth of micro-finance

‘In recent times, financial inclusion has been on the 
policy agenda of many developing countries,’ states 
Prof. Savita Shankar. This implies availability of a 
continuum of financial services for all income groups, the 
idea of an inclusive financial system being to ‘provide 
credit to all bankable individuals and firms, insurance 
to all insurable individuals and firms, and savings and 
payment services for everyone,’ she continues, quoting 
the United Nations definition of financial inclusion.

The figures speak for themselves. In India, Bangladesh 
and Pakistan – the three countries analysed in Prof. 
Shankar’s research – financial exclusion is widespread. 
According to the World Bank’s Global Findex database 
(2014), only 56.3%, 35% and 13% respectively of 
individuals in those countries above the age of 25 years 
possessed a bank account while only 8.8%, 13% and 
2% respectively had a formal borrowing account.

However, spurred by the UN, the willingness to promote 
financial inclusion helped pioneers such as the 
Grameen Bank in Bangladesh and hundreds of others 
who followed to grow. The result today, is that the 
microfinance sector, having reached maturity, sees 
the need for successful micro-financed entrepreneurs 
to aim for higher loans that don’t actually exist. Hence, 
the ‘missing middle’ – those whose needs are neither 
met by microfinance institutions nor commercial 
banks. Indeed, India, Bangladesh and Pakistan have 
sizable missing middle segments with considerable 
employment potential. ‘And as employment generation 
is an important goal for all three countries,’ she 

asserts, ‘catering to the missing middle is a priority. 
This means that it is firmly on the policy agenda.’

Microfinance and the challenges

Prof. Shankar based her research on interviews with key 
personnel from the microfinance and banking sectors in 
each of the three countries. Thirty-two interviews were 
conducted in all, with at least ten interviews conducted 
in each country, mostly with chief executive officers 
of microfinance institutions and banks including stars 
such as BRAC, Grameen Bank and the Basix Group.
She found that the biggest challenge faced in lending to 
the ‘missing middle’ firms in the three countries is the high 
degree of informality of their operations. In India, a large 
urban-based NBFC-MFI, Janalakshmi Financial Services, 
surveyed 13,177 potential missing middle customers 
with surprising results: 90% of them had never filed an 
income tax return, 67% had not maintained a book of 
accounts, and 65% had no enterprise registration of any 
form. ‘This informality,’ states Savita Shankar, ‘is a primary 
reason for their financial exclusion, as banks typically ask 
for various documents and records before lending.’ 

These entrepreneurs also miss out on finance for 
another reason: they are unable to offer collateral 
– security pledged for the payment of a loan – to 
lending institutions. ‘And even if they do have property,’ 
explains Prof. Shankar, ‘often the accompanying 
papers and documents may not be complete, making 
it hard for lenders to create a title and mortgage 
it.’ As a result, lending to them has to be based on 
an assessment of their cash flows. But this isn’t easy. 
Try gaining a clear picture of a small company’s 
accounts and transactions when most of their 
business is cash-based. It makes it tough for financial 
institutions to obtain a clear picture of their volumes.

High-touch and hand-holding: Where the solutions lie

So how can these challenges be overcome? The 
top ingredients for success are highlighted in Prof. 
Shankar’s research results, successful models in all 
three countries having two features in common. First, 
credit appraisal of potential borrowers must involve 
a specially designated lending officer who spends 
considerable time observing the business, interviewing 
the owners, cross-checking the records, analyzing the 
business model and assessing suppliers and customers. 
Altogether, it is a very high-touch and hand-holding 
experience and it is often the case that these officers 
themselves draw up cash flow statements for the 
potential borrowers. The second essential feature often 
involves training the potential borrowers in financial 
accounting practices – either formally or informally.

In addition, other in-the-field factors have an 
important impact. The issue of collateral can be 
circumnavigated by banks accepting notional 
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security such as original land documents or identity 
cards. Pragmatically, microfinance banks can also 
develop in-house model cash flow statements for 
specific sectors that are commonly financed. And on 
another level – that of eliminating bias – banks can 
offer a more objective treatment of potential missing 
middle companies by separating the credit function 
from the sales function within their organisation.

‘The problem is that these strategies call for upfront 
investment in employee time before obtaining any 
financial returns from the enterprise,’ states Prof. Shankar. 
‘But if microfinance institutions manage to build a robust 
lending model, in the long term the benefits of this 
strategy can pay off by way of potential repeat business 
as well as savings in recovery and loan write-off costs.’

Stepping up a level

On a more macro level, Prof. Shankar’s interviews 
and analysis pinpointed other measures that 
could help increase the availability of funds to 
missing middle enterprises. For example, in India, 
Bangladesh and Pakistan it has now become easier 
for microenterprises to open and operate bank 
accounts due to the availability of mobile-based 
digital finance and debit cards. ‘So it should be 
possible for them’, argues Prof. Shankar, ‘to switch 
to account-based transactions.’ However, this will 
take time – their entire ecosystem, including suppliers 
and customers, needs to change. And this is where 
Intervention from NGOs and government may be 
required to nudge things forward through policy, 
technical help, funding and training initiatives.

Other recommendations include developing new, 
customized financial products to address entrepreneurs’ 
specific needs and constraints – one criticism being 
that microfinance banks tend to offer a one-size-
fits-all model. Another way is what is termed value 
chain financing: microfinance providers can analyse 
the value chains of small enterprises and finance 
the various participants with a view to improving the 
overall efficiency of the chain. ‘This would involve 
assessing the enterprise’s suppliers and customers,’ 
explains Savita Shankar, ‘and financing all of them as 
a cluster so as to reduce overall risk for the lender.’
  
And finally, other areas for hope include the role of 
credit bureaus. In India and Pakistan at least, most 
large microfinance providers now report to them. This 
means that if individuals have borrowed from these 
institutions in the past, their credit histories will now be 
available – a way to both check a small enterprise’s 
legitimacy for a bigger loan and also reduce risk 
for the bank. Moreover, the payment history for 
utility and telephone bills of potential borrowers can 
also be scrutinized to check creditworthiness. Not 
to mention the fact that specialized credit rating 

agencies focusing on small firms may soon develop.

Steps at the micro level

‘In India, the infrastructure to cater to this segment 
is being put in place,’ says Prof. Shankar, something 
that can be seen in the launch of a public sector 
financial institution, the Micro Units Development and 
Refinance Agency, known as MUDRA. Its job is to assist 
micro-finance banks – which report to credit bureaus 
– with a hefty Rs200 billion available for onlending 
and Rs30 billion for provision of credit guarantees.

‘Bangladesh, the earliest microfinance market, has 
also been the first to observe and address the needs 
of microfinance graduates,’ states Shankar. Larger 
MFIs dominate the segment as smaller ones are 
constrained by availability of funds. ‘However,’ she 
continues, ‘the lack of a credit bureau increases risk 
levels considerably and is a significant drawback in the 
Bangladesh microfinance sector.’ This high risk reduces 
the incentive for lenders to provide larger-value loans 
and Prof. Shankar stresses the importance for regulatory 
action to address this lacuna. The prevailing uncertain 
political climate in Bangladesh also increases the 
riskiness of microenterprise loans, as small businesses are 
often adversely affected by shutdowns and at times 
even sustain damage during political disturbances.

In Pakistan, microfinance banks providing 
microenterprise loans have met with success and two 
banks are in the process of scaling up the product 
to cater for the missing middle. ‘As the loan sizes and 
number of loans increases,’ asserts Prof. Shankar, ‘the 
availability of a credit bureau in the country should 
help lenders. An area for concern,’ she adds, ‘is that 
the overall penetration of the microfinance sector 
in the country is low, though the recent efforts being 
made to increase funding for MFIs may be helpful in 
this regard.’ Prof. Shankar points to the fact, however, 
that the political disturbances in the country and 
prevailing shortage of electricity are risk factors that 
could affect the performance of microenterprise loans.

‘In all three countries, governments need to support 
lenders with funding options, make reporting to 
credit bureaus compulsory, fund financial literacy 
campaigns targeted at microenterprises, introduce 
measures to reduce use of cash-based transactions, 
and make registration of enterprises easy and 
universal,’ concludes Prof. Savita Shankar. ‘Catering 
to the financing needs of missing middle firms has 
great potential to invigorate South Asian economies 
– making them more inclusive and dynamic.’
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KEY TAKEAWAYS

•  In emerging Asian economies, entrepreneurial 
ventures are capped on the amount of 
micro-financing required to grow further, and 
too small to benefit from the size of loans 
offered to SMEs by the commercial banks.

•  The microfinance sector, having reached 
maturity, sees the need for successful 
micro-financed entrepreneurs to aim for 
higher loans that don’t actually exist.

•  Credit appraisal of potential borrowers 
must involve a specially designated lending 
officer to observe, discuss, cross-check 
and analyse the business model.

•  Microfinance providers can analyse the value 
chains of small enterprises and finance the 
various participants with a view to improving 
the overall efficiency of the chain.

•  If individuals have borrowed from credit 
bureaus in the past, their credit histories will 
now be available – a way to both check 
a small enterprise’s legitimacy for a bigger 
loan and also reduce risk for the bank.

•  Governments need to support lenders with 
funding options, make reporting to credit bureaus 
compulsory, fund financial literacy campaigns 
targeted at microenterprises, introduce measures 
to reduce use of cash-based transactions, and 
make registration of enterprises easy and universal.

FOOD FOR THOUGHT
•  Many researchers point towards 

the state playing an important 
role in helping entrepreneurs 
learn skills and grow their 
businesses. To what extent do 
you agree with this? And what 
alternatives can you think of?

•  If you yourself have started 
your own business or are 
thinking of doing that, what skills 
do you possess and what skills 
would you like to learn to improve 
your chances of success?

•  Should banks be the only institutions to 
offer loans to finance entrepreneurs? 
What other financial bodies could 

offer such services? And how?

SAVITA 
SHANKAR
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Particularly 
in the field 
of finance, 
‘financial fraud’ 
has become 
a household 
term these 
days owing 
to several 
‘popular’ 
scandals.

HIDING IN  
BROAD DAYLIGHT

By Professors Bernard Leca, ESSEC Business School, and Aziza Laguecir, EDHEC

Stakeholders are at stake

E The art of deception
Magicians are notorious for employing distraction and 
deception to trick the audiences, often making them 
focus somewhere while the magic takes place elsewhere. 
But this art is not limited only to these enchanters. 
History has long talked of wars which have been often 
won through excellent use of such a strategy – the 
Trojan horse is an excellent attestation to this fact.

Even in today’s world, deception is an integral part of the 
society. Husbands buy expensive jewellery for their wives 
to solve arguments, culprits falsify alibis to get away with 
murder and executives and politicians bring up other issues 
to take the spotlight away from their fraudulent activities.

Particularly in the field of finance, ‘financial fraud’ 
has become a household term these days owing to 
several ‘popular’ scandals such as the Lehman brothers, 
AIG and Enron cases. These cases were a result of 
malpractices which remained undetected for years, 
ultimately leading to the companies’ collapse.

Surprisingly, all these frauds were committed while 
under the scrutiny of dedicated departments for 
surveillance. One can argue that the surveillance 

systems then were primitive and under-developed 
and thus unable to detect the frauds in time.
Surveillance in a contemporary setting

The technological advancements that followed over the 
years has led to vast improvements in the surveillance 
systems in terms of increased speed and volume of data 
collection. Managers in companies can now detect such 
frauds using complex algorithms and reports instead of 
depending upon accountants as was the earlier practice. 
Furthermore, the growth of organisations has led to the 
development of multiple avenues or departments of 
surveillance at these companies which have helped 
create a sense of transparency like never before.

With the advent of such developments, it is easy to 
believe that committing fraud would become harder 
and its detection, easier and swifter. But is it really so?

Profs. Bernard Leca and Aziza Laguecir have 
thoroughly analysed the 2008 SocGen securities 
fraud to help us understand the downside of these 
advancements and how an individual was able 
to exploit it for personal gains and in the process, 
costing the company nearly €5 billion in losses.



The Council on Business & Society - CoBS Publishing    58

Putting things into perspective

Société Générale, founded in 1864, is one of the oldest 
banks in France. With over 150,000 employees and 
revenues of €24 billion today, it could very well be one of 
Europe’s largest financial services organisations. A loss of 
€5 billion would be nothing short of devastating for such an 
organisation.

The shortfall can be traced back to the trading activities of 
one employee, Jerome Kerviel, who executed numerous 
high-risk trades over several years. He knew his trade well 
and worked in close quarters with his fellow colleagues. 
At all times, he was under the scrutiny of three entities – his 
immediate supervisor and colleagues, the Risk department 
and the compliance department.

Strategies of Visibility: The three acts of deception

Through their research, Profs. Leca and Laguecir have 
found that Kerviel utilized, what can be termed as strategies 
of visibility to carefully deceive all the three avenues of 
surveillance. Building on the research of Erving Goffman, 
a notable sociologist, the researchers suggest that Kerviel 
performed activities to appear in a positive light to the 
respective monitoring parties to conceal the fraudulent 
activities he carried on in the backend.
The strategy of visibility involves three components – 
identifying the expectations of the audience, putting up 
an image of oneself that complies with these expectations, 
and at the same time concealing what one does not want 
revealed.

For instance, a magician essentially identifies whether 
his audience is composed of oblivious and unsuspecting 
children, usually at birthday parties, or of rational adults with 
an eye for detail. This helps him vary his tricks according 
to the group, allowing him to subsequently get that ‘wow’ 
reaction from each of them.

With regards to the Société Générale fraud, the research 
points to evidence that Kerviel strategically put up 
convincing fronts for all three of his audiences to portray a 
positive image while he went about his misconducts.

●  As a trader, his supervisor and fellow traders expected 
him to be a gambler, to take high risks in exchange for 
high returns. Kerviel accordingly portrayed himself as 
a high performer, engaging in malpractices whenever 
necessary. His image as an excellent trader, his 
supervisor’s lack of trade knowledge and the fact that 
the team benefitted from Kerviel’s actions, helped in 
covering up his little secret.

●  The Risk department’s expectations of him were that of a 
low risk trader who did not put the company at too much 
risk of loss. To put up a façade of a low risk, he balanced 
out his high-risk trades through various underhand tricks 
like post-dating his transactions, generating false low risk 
trades and masking trades as internal activities of the firm.

●  Lastly, the compliance department’s role was to monitor 
and ensure that the employees followed internal 
procedures and complied with the law. Kerviel engaged 
them in a friendly manner while at the same time 
portraying superiority over them by using technical trade 
jargons – terms which the department members were 
unfamiliar with. This ensured a general leniency of the 
department towards Kerviel’s overall conduct, which 
helped him mask his illicit actions.

Jerome Kerviel was eventually found guilty of thousands of 
fraudulent transactions which remained unreported to the 
authorities until it was too late.

Serving Half-Cooked Answers

It is evident that despite the multiple monitor entities, 
Kerviel managed to deceive all of them by employing 
these strategies of visibility. Researchers believe that the 
very factors that would prevent misconduct in fact played 
key roles in the success of his deception.

Firstly, even though multiple surveillance systems meant 
increased visibility of the traders, they lacked coordination 
in between them. This lack was emphasised through the 
various strategies that Kerviel used to satisfy the various 
expectations. As a result, each of the entities only had 
a partial view of what he was doing. As such, not only 
existence, but the coordination between surveillance 
entities is necessary if one wants to prevent misconduct.

Secondly, although technical advancement of 
surveillance systems would ideally favour the monitors, 
in this case it empowered Kerviel. He used his technical 
trade knowledge to skilfully outmanoeuvre all the 
departments who themselves were not very technically 
sound. Although the surveillance systems were empowered 
enough to provide all the necessary information towards 
the detection of this fraud, the employees simply lacked 
the literacy to utilize it. This underlines the fact that it’s not 
enough to only have advanced surveillance systems. 
One must also have the technical literacy to utilize these 
resources.

Finally, the researchers highlight the various aspects of 
strategies of visibility and how they could be potentially 
used to deceive the surveillance systems in order to stay 
wary of them.
Yet, authors also show that competent direct supervision 
can reduce the changes of deception. Overall 
the study suggests that even in a high-surveillance 
setting misconduct and unethical behaviours are 
possible and need to be addressed not only through 
controlled systems but also in a human and managerial 
perspective with competent supervisors paying 
attention to what employees do and not only ‘checking 
the boxes’ for mandatory procedures of control.
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KEY TAKEAWAYS

•  Technological advancements have led to vast 
improvements in the surveillance systems in terms 
of increased speed and volume of data collection.

•  Managers in companies can now detect 
such frauds using complex algorithms 
and reports instead of depending upon 
accountants as was the earlier practice.

•  Using the Société Générale and Jerome 
Kerviel fraud example, Profs. Leca and 
Laguecir have found that Kerviel utilized what 
can be termed as strategies of visibility to 
carefully deceive avenues of surveillance.

•  The strategy of visibility involves three components 
– identifying the expectations of the audience, 
putting up an image of oneself that complies 
with these expectations, and at the same time 
concealing what one does not want revealed.

•  Typical malfunctions in surveillance systems 
include: lack of coordination between bodies 
entrusted with surveillance, lack of technical 
skills in using the surveillance tools, lack of human 
supervision and monitoring “in the office”.

FOOD FOR THOUGHT
•   Why do people revert to fraud?
•   To what extent could and should 

employers have access to data 
and surveillance techniques 
on their employees? Is there 
an ethical limit to this or should 
we accept for the wider good?

•   Every two years or so, a 
major case of financial fraud is 
revealed in banking institutions. 
To what extent do you think this 
just the tip of the iceberg?

•   Can we trust banks with our money? 
How could they reassure us?

BERNARD  
LECA

AZIZA  
LAGUECIR
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Leveraging 
our economic 
power 
requires 
renouncement 
to 
consumption.

THE TASK OF OUR GENERATION: 
HOW BUSINESS LEADERS CAN 

LEAD A GLOBAL APPROACH TO 
COMBAT CLIMATE CHANGE

By Prof. Anja Kern, Baden-Württemberg Cooperative State University, ESG expert 
Philipp Jung, and Peter Jung, entrepreneur and business consultant.

A change in consumer behaviour can save the climate 

The latest UN climate report was called a “code red for 
humanity” (UN, 2021). Indeed, the recent flooding of 

regions in Belgium and Germany dramatically underline 
that we are in a race against time. The Paris agreement 
has been a milestone. But our efforts towards a carbon-
free world are not sufficient. State-led investment 
programmes and incentives to channel funds into 
green investment can accelerate the transformation 
towards a carbon-free world but on their own are not 
effective, at least not fast enough. In the same vein, 
Green Finance on its own cannot stop climate change. 
There is even a risk that such regulation results in a 
green-washing machine entailing heavy bureaucracy 
without reducing GHG-emissions at a global scale.
To reduce GHG emissions substantially, we must 
come up with a bolder solution. Global consumer 
behaviour needs to change. It is time that not only 
governments, but firms contribute to a global solution 

by developing a firm-led pragmatic approach 
focusing on changing consumer behaviour.
In the following article we elaborate six non-
exclusive criteria to judge the effectiveness of 
any approach to reduce GHG-emissions and 
the role of firms and business-leaders in this. 

1. Only a global approach can solve 
the climate change problem

Looking at the global share of GHG-emissions, China 
causes about 27%, followed by the USA with 11%, 
India accounting for 6.6% and the EU for 6.4% (RHG, 
2019). Reducing GHG-emissions at regional, national, 
or supranational levels is not going to save the planet. 
Indeed, as some jurisdictions regulate in favour of green 
industries, brown industries may relocate to other parts 
of the world. As the EU-government plans to pull out 
of coal, the G-20 countries increase their overall coal-
fired generating capacities by a quarter of the current 
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global capacity (BloombergNEF, 2021). In Africa there 
are more than 950 coal power plants under construction 
or planned for construction (Handelsblatt, 2019). 
If the recent Shell judgement was celebrated as victory 
for climate change advocates, it is not certain that 
it is a victory in the battle against climate change. 
In a global context, firms based in jurisdictions 
without climate regulation can continue to invest 
and exploit brown industries. As such, only a global 
solution can solve the climate change problem.

2. A firm-driven approach increases the 
prospects of global adoption

Governments face global challenges but can only act 
effectively within their jurisdiction. In contrast, international 
corporations are actors on the global scene. Globalization 
has led firms to develop regulations such as IFRS facilitating 
global transactions and enhancing transparency. It 
logically follows that corporate managers should have 
a longstanding experience in initiating global regulation 
and developing and implementing it across countries 
and organizations, far more than governments have. 

In recent years, business leadership has evolved 
towards an understanding of firms as corporate citizens 
having responsibility towards future generations. 
Both the planet and society need those leaders to 
bundle their power, experience, and competence 
to develop a global solution to climate change. 

A firm-driven approach has the advantage of 
considering the realities of global value chains, not 
being linked to national interests and being less subject 
to ideological debates. As such, an approach that 
unites a critical mass of firms, such as leading consumer 
brands, industrial firms, retailers, and software suppliers 
has a greater chance of getting adopted on a 
global level than solely government led initiatives.

3. Climate focus can enhance swift global 
acceptance and implementation

The tipping point of no return in the climate system 
is close. However, global emissions are still rising. 
Being far from a consensus on how to decrease 
global GHG-emissions, it is crucial at this stage 
to focus all efforts on this pressing problem. 

Whilst other environmental and social issues such as, for 
example, the protection of biodiversity and human rights 
are also important, mixing those issues with the central 
problem of climate change will make it even more difficult 
to establish an alliance between different cultures around 
the globe. Separate solutions should be found for these 
other environmental and social issues. Consequently, firms, 
together with societies and governments, should work for a 
pragmatic solution focusing on reducing GHG-emissions.

4. The approach should be effective in 
changing the behaviour of end-consumers

For leading experts such as the economist Partha 
Dasgupta (2021), the pricing of environmental costs 
such as climate change is the only way to transform our 
economies. According to Dasgupta, the key problem is 
that we failed to set a price on the capital of nature. The 
true value of various goods and services is not reflected in 
market prices, because we can access these resources at 
little or no monetary charge. These price distortions have 
led human beings to invest relatively more in produced 
capital and underinvest in natural assets. Dasgupta 
calls for the global financial system to take into account 
the price of natural capital, which is the condition for 
humanity and nature being able to live in a balance. 

One solution to pricing natural capital is a carbon 
tax or GHG-fee. The design of a carbon tax involves 
decisions about the tax rate, the point of taxation in 
the supply chain and the border adjustment to address 
international trade. We propose that products and 
services are charged with a GHG-fee for the end-
consumer only (Kern, Jung, Jung, 2021). Such a fee can 
be implemented by global firms having an immediate 
impact on end-consumers. A standard fee could be 
fixed per product-group. Retailers could collect the 
fee and pass it on to the state. And consequently, 
states can use the funds for the transformation of the 
economy, e.g., to invest in research and development 
of carbon-free technologies. Further states can use the 
funds for compensation of low-income populations. 
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However, firms would need time to adjust to the GHG-
fee. They should also be given the option of adding 
less than the standard fee, if they can prove that their 
products emit fewer climate-damaging emissions along 
the value chain than the standard. No carbon border 
adjustment is needed in case of a global approach. 
To alleviate a sudden sharp price increase we propose 
a step-by step approach based, for example, on a 
product/GHG-materiality map. The products and 
services, with the highest GHG-emission rates, could be 
targeted first by a price-increase. Such a consumer-
focused approach could lead to transforming global 
consumption patterns towards a green economy.
 
Whilst this model has considerably more points of taxation 
than when taxing, for example, only the energy providers, 
it has the advantage that there is a direct impact on 
consumers, thus changing consumption patterns. If the 
point of taxation is early in the value chain, e.g., at the 
energy provider, national or regional governments could 
compensate the price increase via subsidies or tax relief 
for certain sectors, which could prevent a change of 
consumption patterns. Also, this solution engages firms 
around the globe to work out a pragmatic approach 
and commit to it before proposing it to governments.

Whether this or another approach, the point is that 
corporate leaders having knowledge of global 
markets and consumer behaviour could contribute to 
develop a solution that targets a shift of consumption 
patterns. A market and price driven approach could 
be more effective than current approaches based on 

regulatory partitioning with bans for various services 
and products, risking entailing heavy bureaucracy. 

5. The approach should be leveraging current 
purchasing power to transform the global economy

We believe that the most industrialized economies 
with highest purchasing power can finance the 
transformation of the global economy by changing 
consumption patterns and lowering consumption levels. 
A reduction of consumption for a transition period is 
a way to considerably reduce GHG-emissions. Such 
a renouncement of consumption is the task of our 
generation. Later generations will be able to again 
enjoy similar levels of consumption within a circular 
economy and relying on carbon-free technologies.

As the global economic order shifts, time is running out. 
If economies with higher purchasing power want to 
transform the global economy, they need to do so while 
they are still in the position of relative power – because 
after the shift it will be difficult to ask the now emerging 
countries to renounce consumption when it is their turn 
to enjoy prosperity. It is even more difficult as the wealth 
of today’s industrialized economies is partly built on 
the exploitation of resources in other parts of the world 
without paying the true price including external costs.
In this context, it is important to conceive the allocation 
of funds to low-income populations. The latter are 
particularly vulnerable to suffering from economic 
hardship, when prices rise to such high levels that well-
being related to housing, nutrition, and health is affected. 
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Yet, governments have so far not addressed the urgency 
to reduce consumption and change consumption 
patterns. The risk is that current efforts focus more on 
looking green rather than becoming green. Indeed, 
people are made to believe that it is possible to become 
carbon-neutral without having to renounce something. For 
example, carbon offset markets may create the idea that 
becoming net-neutral is like a papal indulgence: GHG-
emissions can be compensated by buying shares of green 
projects bearing the risk of focusing on becoming green 
on paper without significantly reducing GHG-emissions. 
Governments facing election cycles may also be afraid 
to tell the inevitable facts. As such, business-leaders 
accountable to shareholders and other stakeholders are 
more inclined to address the facts and take decisions 
accordingly for the survival of their firm and the planet, 
especially when having a long-term perspective.

6. A shared vision and a coherent 
strategy to save the planet

There are multiple projects underway to combat climate 
change resembling a patchwork of initiatives and actions 
without coordination. In the field of Green Finance, we 
find competing sustainability accounting standards, 
i.e., the EU develops a taxonomy and a non-financial 
reporting regulation, while the IFRS Foundation is planning 
a climate amendment, and we find other initiatives such 
as projects to create carbon offset markets, central 
banks developing approaches to handle climate risk 
and the EU carbon border tax. However, coordination 
between institutions and jurisdictions seems limited.

As a result, this situation could lead to regulatory chaos 
with GHG-emissions further rising. Before designing, 
passing, and implementing regulations across various 
jurisdictions therefore, we first need to think about 
where we want to go and how to get there. We need 
to develop a shared vision and coherent strategy. 
Regulation can then be derived from such a strategy. 
For us, corporate business-leaders could have core 
competences for developing such a shared vision 
and a strategy and implementing it globally.

A strategic approach could draw on the idea of the 
2018 Nobel prize winner William Nordhaus (2019) to 
create an institution responsible for developing a 
vision and strategy to deal with environmental costs of 
climate change. Indeed, a global institution could bring 
together a critical mass of multinational firms, civil society 
organizations, governments, and scientists. Moreover, 
it could develop a vision and strategy for the transition 
towards a green carbon-free economy, including 
establishing a framework for a global carbon tax and 
guidelines for the allocation of funds to low-income 
populations risking being exposed to economic hardship. 
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The task of our generation

We are calling for a strategic approach to save the 
planet. We contend that firms, civil society organisations, 
governments and scientists could create a global 
institute to develop a climate strategy. The strategy 
should focus on changing consumer-behaviour. 
Regulation should be derived from such a strategy.
Time is running out – as we approach the tipping 
point of no return and as the global economic 
balance of power shifts. Leveraging our economic 
power requires renouncement to consumption. This 
renouncement is the task of our generation.
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KEY TAKEAWAYS

•  State-led investment programmes and 
incentives to channel funds into green 
investment can accelerate the transformation 
towards a carbon-free world but on their 
own are not effective or fast enough.

•  To reduce GHG emissions substantially, 
global consumer behaviour needs to 
change. Governments and firms must 
contribute to a global solution by developing 
a firm-led pragmatic approach focusing 
on changing consumer behaviour.

•  Globalization has led firms to develop regulations 
such as IFRS which facilitates global transactions 
and transparency and managers therefore have 
wide experience in initiating global regulation. 

•  Business leadership has also evolved towards 
an understanding of firms as corporate citizens 
having responsibility towards future generations. 

•  A firm-driven approach has the advantage of 
considering the realities of global value chains, 
not being linked to national interests and 
being less subject to ideological debates. 

•  For leading experts such as the economist Partha 
Dasgupta (2021), the pricing of environmental 
costs such as climate change is the only way to 
transform our economies. One solution to pricing 
natural capital is a carbon tax or GHG-fee.

•  The most industrialized economies with highest 
purchasing power can finance the transformation 
of the global economy by changing consumption 
patterns and lowering consumption levels. A 
reduction of consumption for a transition period 
is a way to considerably reduce GHG-emissions.

•  Corporate business-leaders could have core 
competences for developing a shared vision 
and a strategy to implement it globally.

FOOD FOR THOUGHT
•  Isn’t a reduction in consumption at 

odds with the system of capitalism 
on which we depend? What 
are your thoughts on this? 

•  As a consumer, would you 
be willing to reduce your 
consumption of goods and 
services to help in the fight 
against climate change? Which 
goods or services could you 
most easily give up or reduce? •

•  If you were to carry out an audit 
of your consumption and carbon 
footprint, how would you fare? To 
what extent is your carbon footprint 
justified? How can you reduce it? 
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There is a 
need to be 
aware of 
what social 
accounting 
can and 
cannot do.

SOCIAL ACCOUNTING: 
MEASURING SUSTAINABILITY

By Professor Adrian Zicari, ESSEC Business School.

What the numbers can’t – and don’t – say

Sustainability has become one of the most 
pressing issues of the day, with the entire 

world becoming more aware of problems such 
as environmental degradation, inequality, and 
climate change. As such, sustainability involves 
maintaining ‘a social and environmental balance’ 
that reduces negative impact in the future.

In light of this, it is important that a form of 
measurement—or accounting—be developed. This 
measurement has been given the name ‘social 
accounting’, and can also be replaced by terms such as 
‘sustainable accounting’ and ‘nonfinancial accounting’, 
says Prof Zicari. Yet, what it actually measures is not very 
clear, for there are various parameters that represent 
the complex nature of social and environmental impact.

The growing volume of information contained in 
reports on sustainability published by corporate 
houses is proof of this problem, for there is a distinction 
between ‘comprehensiveness’ and ‘comprehension’—
as the reports become larger, the more difficult 
it is to understand them. To top it all, social and 
environmental indicators are not always accounted 
for using currency units, which are widely understood.

Moreover, conventional accounting dates from 
around the 15th century, and has well established 
practices and conventions. By contrast, social 
accounting took its first steps in the 1970s and gained 
traction in the 1990s, mainly in Europe, with the idea 
that accounting should encompass more than just 
economic impact. This means that the field, while 
more developed today, still has some ground to cover 
before being as uniform as its financial counterpart.

Report to impress

One issue that needs to be addressed is that of 
reporting. Until now, social reporting has generally 
been voluntary, although some regulation does 
exist, mostly in Europe. Yet, given the freedom 
to report, many companies choose to report 
essentially to gain legitimacy, for companies 
need to address societal expectations.

In addition, a study of corporate reports in the USA 
reveals that companies with not-so-stellar environmental 
performance tend to use more optimistic language, 
which suggests that some environmental disclosure 
is strategic. Even if one assumes that companies 
do not provide misleading information, companies 
can’t be expected to provide open-access to 
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all their social and environmental information.

This brings us to the question of whether regulation will 
help—for even though CSR actions may be voluntary, 
and thus out of the scope of a firm’s duties, there 
is some consensus that some form of compulsory 
reporting will increase the information available 
and also comparability among various reports.

Spare the rod

Soft-law deals with existing reporting frameworks—such 
as the Global Reporting Initiative (GRI), Sustainability 
Accounting Standards Boards (SASB), and Integrated 
Reporting (IR)—and even though compliance to these 
frameworks is voluntary, compliant companies have 
to conform to a certain structure when publishing 
data. Despite this standardization, ‘comparability 
among companies using the same reporting standard 
can still be difficult’, according to Prof Zicari. But 
it is not a lost cause, for voluntary social reporting 
can still be used to engage with stakeholders.

Hard-law, on the other hand, requires mandatory social 
disclosures and while it increases social reporting, as 
evidenced in some studies in both Spain and Italy, 
quantity does not mean quality. Further, social reporting 
is merely a means to an end—sustainability—not 
an end in itself. Achieving sustainability will perhaps 
require more—an active civil society that will use 
social reporting tools to drive the change needed.

To this end, previous research suggests that regulations 
should foster involvement of civil society, promote 
easy access to sustainability data, and presentation 
of the said data in a comparable manner.

An insider’s account

But reporting only takes into account half the story, for 
it doesn’t really capture what goes on inside the firm. 
For instance, a case study focused on a small industrial 
company in New Zealand, with a CEO genuinely 
committed to CSR, facing no internal resistance, and 
with initiatives such as inclusive hiring—shows that 
implementing social accounting is not a piece of 
cake, no matter how favourable conditions may be.

This is perhaps because of the level of integration 
between a firm’s internal indicators, also known as the 
‘management control system’ (MCS) and the firm’s 
CSR indicators. The ideal case is one where the firm’s 
CSR indicators are a part of the MCS, allowing the 
firm to pursue a developed sustainability strategy.

Given how managers acting in good faith and 
little internal resistance in their companies can 
also fail at achieving sustainability, a need for an 
integrated approach is felt. This integration may 
come from a clearer definition of CSR together 
with corporate performance, as opposed to an 
approach where CSR is the responsibility only of 
a certain team within the overall organisation.

Intertwined

The next step is to consider how social reporting 
relates to its traditional counterpart—the financial 
result. And while one may assume these to be 
isolated from one another, the reality is a little more 
nuanced. This is because there is an overlap of 
audiences—an expense by a company to say, buy 
a new equipment to reduce pollution has an impact 
on the bottom line, as well as on the environment.

Similarly, an investor could like to look at the finances to 
see the where the company is headed and also at the 
social report to better understand the risks involved.

And while several frameworks have attempted to 
identify a cause and consequence relation between 
social and conventional accounting, a clear link is 
yet to be found. As such, managers may implement 
sustainability strategies when deemed appropriate, 
even if a business argument for one cannot be made.

Managers may also want to choose their framework 
carefully, for each one of them has different 
indicators. For example, the GRI includes a large set 
of varied indicators, targeting multiple stakeholders, 
while the SASB’s indicators differ by industry.

The big picture

One should also not lose sight of the fact that social 
accounting is not the end goal. Sustainability is. This 
brings the debate to a crucial argument—whether 
social accounting will help achieve that objective. 
And while some research suggests that is indeed 
the case, the big picture tells a different story.

This is because studies suggest that social accounting 
can lead to ‘institutional appropriation’—marginal 
improvements without significant change. This is not 
to say that the entire exercise has been in vain—
large companies across the globe now release social 
reports and social reporting is now a mainstream 
academic discipline rather than being a niche field.

One problem is that improvements in large corporations 
do not compensate for business-as-usual trends in 
small and medium companies that form the bulk of 
the production and employment bandwagon.
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Furthermore, social accounting increases disclosure that 
may lead to token improvements without challenging 
the status quo. This is akin to treating the symptom but 
not the cause. For example, transportation-related 
accounting may lead to improvements in numbers 
such as fuel efficiency and tonnes of emissions. Yet, it 
does nothing to answer more fundamental questions 
such as the need to travel so much. The COVID-19 crisis 
is a good example of how it took a global pandemic, 
not social accounting, to make real change possible—
business meetings only now started to be increasingly 
held online despite this being possible before.

As such, there is a need to be aware of what social 
accounting can and cannot do. For it is not a magic 
wand that when waved will simply replace problems 
with sustainable solutions. To that end, a concerted 
effort from an active citizenry and the use of tools 
from other areas such as design thinking can also go 
a long way to save us and our future, from ourselves.

KEY TAKEAWAYS

•  Sustainability involves maintaining ‘a social 
and environmental balance’ that reduces the 
negative impact in the future. In light of this, 
it is important that a form of measurement—
or accounting—be developed.

•  There is some consensus that some 
form of compulsory reporting will 
increase information available and also 
comparability among various reports.

•  Regulations should foster involvement 
of civil society, promote easy access to 
sustainability data, and presentation of 
said data in a comparable manner.

•  Implementing social accounting is 
not a piece of cake, no matter how 
favourable conditions may be.

•  Social accounting is not the end goal, 
sustainability is, and social accounting has led 
largely to ‘institutional appropriation’—marginal 
improvements without significant change.

•  There is a need to be aware of what 
social accounting can and cannot do. A 
concerted effort from an active citizenry 
and the use of tools from other areas such 
as design thinking is required as well.

FOOD FOR THOUGHT
•  Ultimately, why should companies 

choose or not choose 
to carry out social and 
environmental reporting?

•  How high in priority would you set 
your company or organisation’s 
social accounting? Do you 
have an impact? And who 
and what do you impact 
negatively or positively?

 •  How could your organisation 
make good the negative?
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It is therefore 
not a question, 
but rather 
a matter of 
time before 
accountants 
become 
synonymous 
with 
changemakers.

FROM BEAN COUNTERS 
TO CHANGEMAKERS: HOW 

ACCOUNTING CAN SAVE THE WORLD
By Sofia Tziortzi, Warwick Business School

It has been widely argued that if one were to solve 
the grand challenges in the world, accounting 

would not be the way forward (Gray, 2010: 50). 
However, insights from academics, business 
practice and even His Royal Highness the Prince 
of Wales, suggest otherwise. In addition, applying 
accounting rationale to analyse businesses’ responses 
to the current coronavirus pandemic can also 
reveal how accounting can save the world.

Businesses from the alcohol, cosmetics and even 
automotive industries are increasingly utilising their 
resources and expertise to provide much-needed 
hand sanitizers and antivirus gear. Consider the classic 
exercise of the firm faced with the short-term decision 
of accepting an order from a new customer at a 
lower price, that is featured in virtually all accounting 
textbooks. Solving the exercise requires a calculation of 
the contribution yielded by the order and a consideration 
of additional factors like spare capacity. Equally, in this 
case, firms from the aforementioned industries have 
the required inputs for hand sanitizers and antivirus 
gear, the spare capacity, and possibly workers they 
wish to retain after the pandemic is over. Additionally, 

being a good Samaritan pays off. While corporate 
social responsibility is partly motivated by altruism, it 
is also motivated by improved reputation and brand 
image (Ditlev-Simonsen & Midttun, 2011; Graafland & 
Mazereeuw-Van der Duijin Schouten, 2012). In this case, 
there is another motivator: the sooner the pandemic 
is over, the sooner business as usual will resume. What 
these translate to is higher profit, the single accounting 
figure that businesses take pride in the most. While this 
interpretation of companies’ response to the coronavirus 
may simply be my accounting knowledge playing tricks 
with me, accountants have devised more formal tools to 
respond to the world’s problems, which do not stop here.

People and the planet – Humanity’s 
grandest challenges in 2020

Health issues, like the Zika virus and Ebola, hunger, 
modern slavery, human trafficking, conflict and 
displacement, unemployment, poverty, corruption and 
income inequalities are a mere example of the wicked 
problems faced by the world today that are hidden 
under the shadow of COVID-19. Admittedly, accounting 
is complicit in some of these problems. By quantifying 

©
 X

iX
in

Xi
ng



The Council on Business & Society - CoBS Publishing    69

financial results and making profit emblematic of success 
and survival, accounting may often direct unethical or 
unsustainable behaviour, if it results in higher profitability. 
It is therefore no wonder that the ILO reported a figure 
of 152m children aged 5-17 years old in child labour 
in 2017, as it translates to a small cost on companies’ 
statements of profit or loss. Equally, accounting is behind 
many large corporate collapses, such as Enron and 
more recently, Carillion, which have caused massive 
social consequences, like unemployment. Although the 
term “bean counters” portrays accountants as being 
devoid of any creativity, as the IASB has suggested, 
accounting is “as much of an art as a science” (IFRS 
Foundation, 2015: 5), perhaps the most creative art of all.

Lastly, research conducted by the Global Footprint 
Network suggests that never have we been closest to 
our planetary boundaries than now. Carbon Dioxide 
emissions have risen by 60% between 1990 and 2016, 
according to data by the Global Footprint Network 
and research conducted at the Climate Accountability 
Institute suggests that one third of carbon emissions are 
directly related to the activities of just 20 fossil fuel firms.

In 2015 the United Nations set 17 Sustainable 
Development Goals, as part of the 2030 Agenda 
for Sustainable Development, that aim to tackle 
the grand challenges outlined above. As the UN 
2030 Agenda suggests, sustainability is an urgent 
need if we are to preserve our planet for future 
generations and no one else plays a more pivotal role 
in achieving it than governments and corporations.

Accounting – the missing piece of the puzzle?

In the 1990s, media and policy discussions revolved 
around environmental protection and sustainability as 
well as the role of accountants in these pursuits (Gray, 
1990; Cooper, 1992). In 2004, His Royal Highness the Prince 
of Wales launched the Accounting for Sustainability 
project (A4S), recognising the key role that accountants 
play in achieving sustainability. Why accountants though?

Achieving sustainability requires a realisation that 
corporations do not operate in a vacuum, but are 
part of a dynamic ecosystem whereby their actions 
directly affect the planet and people, while also 
shaping the future of both. As A4S and the ICAEW 
(2004) explain, in order to be aware of their impact on 
the wider ecosystem and devise plans in response to 
it, corporations need the vital input of accountants. 
Moreover, as investors and other stakeholders are 
becoming increasingly interested in issues of sustainability 
(Hartzmark & Sussman, 2019), accountants’ expertise 
is required to report on the company’s performance 
in this area. With professional judgement as its primary 
asset (Wagner, 1965), the accounting profession 
trains agile practitioners who can quickly respond 
to changing trends and challenges, without the 

quest towards sustainability being an exception.

Saving the world one step at a time: 
measurement, reporting and assurance

According to the ICAEW (2004), accountants have 
3 critical roles in promoting sustainability: measuring 
related items, reporting them and providing assurance 
to stakeholders as regards these metrics. These 
duties generally fall under the terms “social and 
environmental reporting” and “sustainability reporting”. 
In essence, both terms convey an integration of the 
financial or economic sustainability of a company, 
with its social and environmental sustainability.

Sustainability reporting is voluntary and there is a plethora 
of practices for companies to choose from. Despite being 
voluntary, however, it is completed by the majority of 
multinationals and SMEs, to meet the information needs 
of their stakeholders. The proliferation of sustainability 
reporting among companies has also led to new types 
of accountants being born – environmental and social 
accountants – working alongside financial accountants.

Sustainability reporting encompasses a range of methods 
that utilise financial accounting techniques to provide 
a quantitative measure of an entity’s sustainability 
(Gray, 2010). An example is the “sustainable cost” 
calculation (Gray, 2010; Deegan & Unerman, 2011), 
the calculation being derived from the financial 
accounting concept of capital maintenance. This 
concept suggests that profit is the excess income after 
the company’s capital has been maintained. Similarly, 
a sustainable organisation is one which maintains man-
made, renewable and critical natural capital over an 
accounting period (Gray, 2010). The sustainable cost is 
then the amount that would need to be spent, based 
on the company’s operations, to be sustainable (ibid.). 
This amount should be deducted from the company’s 
profit to give a measure of “real profit” that takes into 
account the externalities produced by the company.

Another tool that has recently attracted corporate 
attention is the Environmental Profit and Loss (EP&L) 
account. This is a distinct document complementing 
the Statement of Profit or Loss. It subtracts figurative 
costs from revenues that reflect the company’s 
effect on the environment, alongside financial costs 
and revenues, to arrive either at an environmental 
profit or loss (Arena, Conte & Melacini, 2014). A profit 
would suggest that environmental revenues, such 
as cost savings from implementing environmentally 
friendly processes exceed negative externalities to the 
environment by the company (ibid.). In 2011 Puma 
published its first EP&L alongside its annual report and 
has subsequently been followed by other companies, 
such as Kering Group, the parent company of 
several luxury fashion brands, like Gucci and YSL.
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Apart from being used as a reporting tool, an EP&L 
can also serve management accounting functions, 
by providing information to measure environmental 
performance and inform decision-making to control a 
firm’s impact on the environment. Arena, Conte and 
Melacini (2014) consider how the EP&L can be used as a 
metric for managerial performance and compensation, 
encouraging managers to make environmental-friendly 
decisions. Alternatively, a balanced scorecard is a 
management accounting tool that can be used to align 
sustainability with a company’s overarching strategy and 
measure managerial performance (Figge et al., 2002).

Furthermore, Ratnatunga (2014) argues that 
management accounting can prove invaluable to both 
organisations but also governments, by “costing life” – 
meaning attaching quantitative costs to air pollution, 
water and food. For instance, in an organisational, or 
even governmental context, management accountants 
can calculate the cost of carbon emissions from current 
practices, in order to inform investment decisions in 
response to these costs. In addition, clean air and 
supply of water are both essential for companies to 
continue operating, at least in the foreseeable future, 
which is the assumption underpinning the going 
concern concept. Management accountants can 
calculate costs associated with the depletion of these 
natural supplies, such as loss of productivity. By doing 
such calculations, management accountants will not 
only provide information to steer corporate, but also 
government policy to promote sustainable development.

Moreover, as corporations are becoming increasingly 
engaged with the 17 UN SDGs, the accounting profession 
has united to help organisations integrate the SDGs in 
their strategies, measure their impact towards them 
and report their performance. Accounting researchers 
have engaged in SDG-related accounting research, 
while the Big Four are assisting companies to navigate 
the SDGs (PwC, 2016; Bebbington & Unerman, 2018).

Lastly, professional accountants can provide assurance 
on the sustainability reports prepared by companies 
by verifying them and issuing an independent report 
(ICAEW, 2004). For instance, the report on sustainability 
performance and metrics issued by Tiffany & Co, 
which operates in an industry with a controversial 
supply chain, in 2018, was audited by PwC.

Real Improvements or simply greenwashing?

A key limitation of any effort at sustainability reporting 
is that it is voluntary and as such, it is not regulated, 
unlike financial reporting (Deegan & Unerman, 2011). 
Several organisations and institutions like A4S and 
the Global Reporting Initiative (GRI), have sought to 
offer a solution to this by developing sets of guidelines 
for sustainability reporting. Nevertheless, with several 
alternatives from which to choose from, there is little 
consistency and hence comparability in the way firms 
report their performance in terms of sustainability. 
Added to this, the numbers included in the EP&L, as 
well as the sustainable cost rely heavily on judgement 
and are often arbitrary. It is therefore difficult for 
stakeholders to compare companies in terms of how 
sustainable they are and make their relevant decisions.

Additionally, many of the tools outlined above, such 
as the EP&L and the computation of sustainable costs 
convey an environmentally-centred view of sustainability. 
Nevertheless, as the UN SDGs and Gray (2010) suggest, 
sustainability and sustainable development encompass 
much more than that. Furthermore, Gray and Milne (2002) 
have suggested that sustainability reporting follows the 
entity concept, since it considers sustainability through 
the lens of the reporting entity. But, as they point out, 
sustainability requires an aggregate consideration of 
economic activity and thus an individual company’s 
efforts at becoming more sustainable are not particularly 
meaningful. This is already changing though as concepts 
like the circular economy and systems thinking are 
increasingly gaining popularity with companies, 
encouraging them to consider their footprints in both the 
upstream and downstream parts of their value chain.

In the end accounting for sustainability is not perfect, 
but it is a step in the right direction if the world is to 
be preserved for future generations. Accounting is all 
about accountability and accountability is not fully 
possible without accounting. Accountants provide 
the metrics that make organisations accountable for 
their environmental and social footprints and hence 
drive decision-making both by organisations and their 
stakeholders. What these formal mechanisms often 
overshadow, however, is the immense inherent power 
of accounting to stimulate corporate action, which has 
been extensively studied by critical accounting theorists. 
While this action may not always involve producing hand 
sanitizers to help stop the spread of a pandemic, it is 
in the hands of the profession to minimise the negative 
effects associated with accounting. The accounting 
profession has evolved, is evolving and will continue to 
evolve in the future. It is therefore not a question, but 
rather a matter of time before accountants become 
synonymous with changemakers and are widely 
recognised as the hidden forces behind the functioning 
not only of the capital markets, but also the whole world.
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KEY TAKEAWAYS

•  It has been widely argued that if one were 
to solve the grand challenges in the world, 
accounting would not be the way forward (Gray, 
2010: 50). However, insights from academics, 
business practice and His Royal Highness the 
Prince of Wales, may suggest otherwise.

•  Achieving sustainability requires a realisation 
that corporations do not operate in a vacuum, 
but are part of a dynamic ecosystem, whereby 
their actions directly affect the planet and the 
people, while also shaping the future of both.

•  With professional judgement as its primary asset 
(Wagner, 1965), the accounting profession trains 
agile practitioners who can quickly respond to 
changing trends and challenges, without the 
quest towards sustainability being an exception.

•  Accounting for sustainability is not perfect, 
but it is a step in the right direction if the world 
is to be preserved for future generations.

•  Accounting is all about accountability 
and accountability is not fully 
possible without accounting.

•  What these formal mechanisms often overshadow 
however, is the immense inherent power of 
accounting to stimulate corporate action, 
which has been extensively studied by critical 
accounting theorists. While this action may 
not always involve producing hand sanitizers 
to help stop the spread of a pandemic, it is 
in the hands of the profession to minimise the 
negative effects associated with accounting.

FOOD FOR THOUGHT
•  What are the stereotypes of 

accountants in your country? To 
what extent can we consider 
them as super heroes?

•  It takes specific qualities to 
be an accountant. What are 
these? What would you consider 
the top three qualities and values 
an accountant should possess?

•  How can accountancy 
help the planet?
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Traditional 
accounting, 
and more 
specifically 
the value-
added 
statement 
(VAS), can 
indeed be 
used as a 
tool, and a 
complement 
to, CSR 
measurement.

THE FOURTH FINANCIAL 
STATEMENT: WHEN FINANCE 

TURNS INNOVATIVELY GREEN
By Professor Adrian Zicari, ESSEC Business School.

Related research: Value-added reporting as a tool 
for sustainability: a Latin American experience, by Luis 
Perera Aldama and Adrián Zicari, Emerald Insight.

Why a CSR report?

People in all walks of professional life are aware of, and 
most probably concerned by, social and environmental 

issues. But it is only recently that the idea that firms should 
have a social responsibility has been generally accepted. 
Indeed, when CSR is mentioned, reactions may still 
vacillate between the wary, the ironic, the convinced and 
the unaware of just what CSR means. This might in part be 
due to the fact that CSR – as with many concepts – has 
variants, if not different schools of thought, according, 
not least, to where you live in the world. But as a general 
definition, it could be said that CSR is the commitment 
of businesses to contribute to sustainable economic 
development (i.e. generate profit and employment) 
while balancing the interests of everyone – employees, 
local community, society at large and even the planet.

Firms have an interest in showing what their positive 
impact is on all these stakeholders. Because they 

might be convinced that they have an ethical duty 
to. They might also believe that they can contribute to 
improving the world through their activity or product. 
And they certainly believe that positive communication 
is good for their organisation and that, in the end run, 
investors will prefer to commit money to a company 
that does good for people, planet and profit rather 
than one oriented only and entirely towards profit.

The problem is that CSR is a complex notion and hard 
to measure. As such, advocates for CSR reporting have 
tended to use new and extended models of reporting 
rather than traditional accounting methods which 
are seen as unable to cater for this complexity.

A fourth financial statement

However, Adrian Zicari and Luis Perera Aldama think 
differently. They contend that traditional accounting, 
and more specifically the value-added statement (VAS), 
can indeed be used as a tool, and a complement to, 
CSR measurement. More specifically, Luis Perera Aldama 
in his role at PricewaterhouseCoopers, tailored a VAS 
which he termed The Fourth Financial Statement, and 
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which is now used by over 15 firms in South America to 
show how companies create value and how that value 
is distributed among each category of stakeholder – 
employees, shareholders, community, taxes, suppliers and 
reinvestment. Interestingly, this innovation is particularly 
suited to the continent and its emerging economies.
Moreover, it is a tool that can quite relevantly be used by 
emerging countries on other continents. This is because 
the concerns of emerging countries are weighted 
differently from those of already advanced economies: 
wealth has to be first created in order to close the gap 
with the developed world, and then that wealth has to 
be distributed in order to improve usually unequal income 
distribution. Intentionally and provocatively named, 
the Fourth Financial Statement implies that it should be 
used as an integral part of the firm’s annual accounts, 
accompanying and complementing the traditional 
other three statements: balance, P&L and cash flow.

Back to the future

As a value-added report, the Fourth Financial Statement 
model finds its precursor in the UK of the late 1970s and 
early 1980s and the sudden increase in VAS reporting 
sparked by a discussion paper presented by the Institute 
of Chartered Accountants in England and Wales 
(ICAEW). The paper revolutionized the landscape by 
identifying that not only shareholders but seven different 
groups of stakeholders had ‘the right to information 
and whose information needs should be recognised by 
corporate reports’. In the years following the paper, four 
accounting bodies and a number of UK firms published 
VAS reports though the phenomenon rapidly began to 
disappear with the coming to power of the Thatcher 
government in 1979, an occurrence – mirrored in 
Spain – which led to the conclusion that VAS reporting 
seems to emerge with underperforming or emerging 
economies rather than established and vibrant ones. 
Indeed, the financial crises of 2009 and 2011 once 
again saw a resurgence of the VAS with both the Inter-
American Accountants Conference and the Global 
Reporting Initiative calling for this kind of reporting. One 
conclusion was that the VAS both reflects aspects of CSR 
performance – particularly value creation – and helps 
create improved development of CSR within firms.

The fourth dimension

Developed by Luis Perera Aldama, the Fourth Financial 
Statement builds on existing VAS models and promotes 
a simple yet very perspicacious dimension: the breaking 
down of the profit and loss (P&L) statement into how 
much value a company creates and how it distributes 
that value. To obtain the value creation, sales revenue 
minus direct costs linked to creating the product or 
service is calculated. The distribution of this value is then 
displayed in the various sums paid to different company 
stakeholders: employees, shareholders, taxes, banks and 
financial suppliers, and the community and environment. 

In this way, the distribution pattern clearly shows the 
economic impact of the firm on society by making explicit 
the proportion of value received by each stakeholder.
The Fourth Financial Statement is unique, too, in that it is 
accompanied by a comprehensive set of sustainability/
CSR-related notes presenting information and 
performance indicators aligned with other, predominant 
reporting standards and guidelines. It is also flexible 
enough to be transferred to other standards that could 
appear in the future. And beautifully simple in that data 
for the statement comes from conventional accounting.

CSR VAS in action

Among the increasing number of companies using 
the Fourth Financial Statement model is the British-
Australian mining company BHP Bilton for a division 
based in Chile – in this case for the last six years. The 
experience showed that producing the statement first 
time round calls for enormous effort due to the need 
to analyze great amounts of information and for the 
financial team to become familiarized with the model. 
However, once over the first experience, managers from 
the company praise the model for the way it makes 
understanding the numbers easy and facilitates the 
communication of CSR-related performance to both 
internal and external stakeholders. Another company 
using the model in Colombia highlighted the fact that 
managers from accounts and the CSR departments 
worked together to implement the model – in sharp 
contrast to the classic case of sustainability reporting 
being seen by employees as the ‘toy’ of CSR managers 
only. Kimberly Clark, the manufacturer of personal and 
healthcare products and a recognised leader in CSR, 
uses the Fourth Financial Statement model as a tool 
for ongoing dialogue with internal stakeholders, thus 
encouraging CSR to be the concern of departments 
as diverse as sales (which proposed using the CSR 
results as a selling argument) and HR. Last but not least, 
ANTEL, the state-run telecom company of Uruguay, is 
now considering using the model as an aid for target 
setting, strategy implementation and monitoring.

Towards a fifth dimension?

Zicari and Perera Aldama’s research and assessment of 
the Fourth Financial Statement in action focuses mainly on 
large firms, though they state that the model can also be 
used in SMEs. It may also be of especially relevant use for 
emerging economies given the argument that CSR adapts 
to, and evolves differently in, different parts of the world. 
Moreover, as CSR has its origins in developed countries, it 
tends to be focused on its own roots while ignoring or de-
emphasizing priorities in emerging countries. As such, the 
future might well see VAS being used in Africa and various 
parts of Asia and adapted to local practices and specifics.

The beauty of the model lies in its applicability, not only 
as a CSR reporting tool but as a way of defining how 
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to manage the firm’s business and pursuing different 
distribution strategies. For example, one company might 
choose to pay higher average wages to a smaller 
workforce, while another might consider its duty to recruit 
more people. It also makes things crystal clear. Making 
financial donations to the community from generated 
profits is fine but it is not the be-all and end-all of good CSR 
practice. The amount of taxes paid to local and national 
government, or the costs related to paying for the services 
of suppliers, is also an indicator of how the company makes 
its ecosystem and satellites benefit from its business activity.

Despite the initial workload involved in implementing the 
Fourth Financial Statement, despite the hurdles of getting 
people to work together across departments; and despite 
the still common temptation to outsource the process of 
CSR reporting, the model makes a difference. It becomes 
the report of all those working in the firm – a far cry from 
the common situation in which a sustainability report 
remains the isolated action of a well-intentioned CSR 
office, with few readers inside the company and even 
fewer readers outside. It provides an innovative answer to 
the challenge of wealth distribution in South America and 
a way in which to ‘walk the talk’ by voluntarily disclosing 
extremely relevant information. All in all, VAS and the 
Fourth Financial Statement model add a new, innovative, 
practical and motivating dimension to CSR in firms.

KEY TAKEAWAYS

•  Traditional accounting, and more specifically 
the value-added statement (VAS), can indeed 
be used as a tool, and a complement to, CSR 
measurement instead of expensive, extended 
models of reporting used by top-tier auditing firms.

•  The VAS, or Fourth Financial Statement shows 
how companies create value and how that 
value is distributed among each category 
of stakeholder – employees, shareholders, 
community, taxes, suppliers and reinvestment.

•  The Fourth Financial Statement implies that 
it should be used as an integral part of the 
firm’s annual accounts, accompanying and 
complementing the traditional other three 
statements: balance, P&L and cash flow.

•  It breaks down of the profit and loss (P&L) 
statement into how much value a company 
creates and how it distributes that value.

•  To obtain the value creation, sales revenue 
minus direct costs linked to creating the 
product or service is calculated.

•  The distribution of this value is then displayed 
in the various sums paid to different company 
stakeholders: employees, shareholders, 
taxes, banks and financial suppliers, and 
the community and environment.

•  In this way, the distribution pattern clearly 
shows the economic impact of the firm on 
society by making explicit the proportion 
of value received by each stakeholder.

•  The Fourth Financial Statement is cost-friendly 
for firms, although producing the statement 
first time round calls for time and effort due 
to the need to analyze large amounts of 
information and for the financial team to 
become familiarized with the model.

•  The beauty of the model lies in its applicability, 
not only as a CSR reporting tool but as a way 
of defining how to manage the firm’s business 
and pursuing different distribution strategies.

•  Because all the firm’s financial dimensions 
are included, it is a model that all the firm’s 
employees can relate to and identify with.

FOOD FOR THOUGHT
•  Why should your firm or 

organisation wish to draw up 
a Fourth Financial Statement? 
What would be the possible 
gains from doing this?

•  The Fourth Financial Statement 
might be a way of encouraging 
employees to become interested 
in their firm’s impact. To what 
extent do you agree with this?

•  How could you involve 
employees more in CSR-related 
activities and issues?

ADRIAN 
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Sometimes, 
the manual 
doesn’t work; 
the blueprint 
doesn’t 
include every 
factor.

UNDERSTANDING TRIPLE 
CAPITAL ACCOUNTING

By Farid Baddache, CEO Ksapa

The case for expanding accounting schemes

The world has faced an unprecedented health crisis in 
all probability linked to Man’s environmental impact. 

Climate change and our relationship to nature resultingly 
appear as critical issues for our 21st century, particularly 
for the current decade. Consider the recurrence of 
economic and financial crises. Ever-increasing wealth 
inequalities. Our growing awareness of environmental 
risks (such as climate change and biodiversity loss). 
So many considerations have come to challenge the 
sustainability of our economic and financial models.

The Stockholm Resilience Center indeed stresses how 
the smooth operation of our Earth system we depend 
on hinges on various regulatory processes. These 
include the atmospheric concentration of greenhouse 
gases, the oceanic power of hydrogen and the 
integrity of the biosphere. Through the pressures and 
disturbances human activities exert on these processes, 
the resilience of the Earth system is now at risk. This 
ultimately threatens our planet’s capacity to sustain 
desirable living conditions for the human species.

Issues of social equity are likewise coming to the 
fore. Meanwhile, the current pandemic shock 
enshrines the decoupling of economic activities 

with the evolution of financial markets.

As a result, the last few decades have seen the 
emergence of tools intended to reposition the 
role of companies in society (such as the impact 
business status). Others seek to rebalance activities 
through a better considering of their socio-
economic and environmental impacts, both 
positive and negative. That is, for instance, how 
environmental taxes and environmental quotas 
markets came into being. Most measures nevertheless 
remain driven by economic considerations (from 
taxes to markets and labor costs, etc.).

While non-financial reporting is rapidly evolving, 
accounting standards reforms still have a way to go 
before they fully account for socio-environmental 
issues. It remains that accounting offers a reading 
and therefore a prime comprehension tool for key 
economic players. As such, its fundamentals and core 
methods guide corporate and investment policies. 
For that same reason, these methods are grounded 
in a highly capitalistic vision (in the financial sense) 
of the company. It indeed echoes an economic 
outlook fairly foreign to valuing socio-environmental 
externalities. Among often overlooked considerations, 
the intangible capital that lies in socio-environmentally 
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responsible management or positive contributions.

With the rebalancing of our priorities in view of our 
current climate and social emergency, there has 
been a growing collective will to direct private 
resources toward achieving the UN Sustainable 
Development Goals by 2030. Given how it acts as 
their primary compass, it is crucial that accounting 
fully integrates human and natural assets. That is 
precisely the goal of triple capital accounting.

In other words, triple capital accounting is designed to 
reflect corporate activities’ impacts, not just in terms of 
financial capital but also on natural and human assets 
(such as the environmental and psychological impacts 
of work, accidents, etc.). At its core, triple capital 
accounting is based on a strong sustainability principle 
across all environmental and societal matters. If its 
activities damage the environment, then a company 
must account for the maintenance expenditure entailed 
by the corresponding environmental restoration efforts.

In that regard, triple capital accounting mimics a key 
principle of traditional accounting, namely capital 
preservation (for example, through the depreciation or 
provision for risks and expenses in general accounting). 
From a sustainable development perspective, the 
firm must preserve not only the financial capital but 
also the natural and human capital upon which its 
production system depends. Including natural and 
human capital in liabilities indeed guarantees the 
conservation of such assets with the same scrutiny 
as with financial capital. Because it so essential to 
maintain the integrity of this capital as well, all capital 
is considered independent and non-substitutable.

As a result of its accounting, a business is thus driven by 
three sources of capital: financial as well as social and 
environmental. Bearing in mind key nuances depending 
on the chosen models and methodologies, triple capital 
accounting expands a company’s understanding of its 
own assets. It effectively allows firms to present itself in a 
new light, or perhaps highlight an aspect of their business 
model investors or stakeholders previously undervalued.

A direct application in the care-tdl model

The French CARE-TDL model – Adapting Accounting 
for the Environmental Renewal based on a Triple 
Depreciation Line. Developed by Professor Jacques 
Richard, the model is subject to growing interest 
from various public and private organizations.

The CARE-TDL model explores the operational 
modalities of capital conservation by applying a 
principle of depreciation across all three sources of 
capital (hence the Triple Depreciation Line). In so 
doing, the model is design to fully integrate the costs 
(or expense) of maintaining human, financial and 

environmental capitals in corporate accounting. 
The liabilities linked to natural and share capital debt 
thereby include a loan to be repaid to financial 
backers. In essence, the model addresses profit 
generation without incurring damages to corporate 
human, environmental and financial capital.

Given its goal is to account for capital maintenance 
costs, CARE takes up Hicks’ definition of profit and 
extends it to socio-environmental issues. Profit 
therefore corresponds to “the maximum amount 
that can be spent over a period of time while 
maintaining capital in the same timeframe”.

The CARE model is grounded in a capital 
conservation principle, which raises the question of 
defining capital in terms of what precisely should 
be preserved. The CARE-TDL model therefore 
operates around the following 6 axioms:

•  Social Axiom 1 (SA1) = At least three capitals 
deserve to be preserved, which are of a 
natural, human and financial nature.

•  SA2 = Preserving these assets requires a precise 
investigation dovetailing the specificities of the 
structure in question (soil analysis, employee 
well-being, etc.). Key indicators must thus be 
identified for each asset and lead to the definition 
of appropriate conservation thresholds.

•  Accounting Axiom 1 (AA1) = For the sake of 
preservation, all three capital assets are recorded as 
liabilities on the balance sheet. Their use implies an 
obligation for the company to safeguard them as well.

•  AA2 = Their use necessarily implies deterioration. 
All three capital sources are therefore included as 
resources but are systematically depreciated.

•  AA3 = Asset use and preservation must be 
reflected in financial statements, particularly 
balance sheets and income statements.

•  AA4 = CARE’s guiding principle is that the 
measurement of any capital is determined 
by the cost of its preservation.
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In the example of the left-hand side balance sheet, human capital corresponds to the debt owed to the 
employee over the considered period (for instance 10 each year for 10 years), effectively outlining a budget. 
Natural capital is likewise listed as a debt owing to the cost of its maintenance (100) over the course of 10 
years (1,000). It is however different from the price of purchasing land. Bearing in mind the annual depreciation 
of 100 across all three sources of capital and a sale of 400, the resulting profit would stand at 100.

With regards to the conservation of capital (see second balance sheet example), we assume profits (100) 
are fully distributed. The remaining cash (300) will therefore be allocated to the renewal (reinvestment) of 
each type of capital as a direct of the principle of strong sustainability. Should the firm “forget” to reinvest 
accordingly, its managerial fault is immediately visible. Conversely, conventional accounting would see to it 
that profits be higher, despite the fact this surplus occurs at the detriment of the natural or human capital.

These examples demonstrate that the purpose of the CARE-TDL model is not to attribute value to 
nature or to damages caused, but to finance the preservation of both ecosystems and people. 
Methodologically speaking, CARE-TDL follows 4 successive steps, as detailed below (Novethic):
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In the example of the left-hand side balance sheet, human capital corresponds to the debt owed to the 
employee over the considered period (for instance 10 each year for 10 years), effectively outlining a budget. 
Natural capital is likewise listed as a debt owing to the cost of its maintenance (100) over the course of 10 
years (1000). It is however different from the price of purchasing land. Bearing in mind the annual 
depreciation of 100 across all three sources of capital and a sale of 400, the resulting profit would stand at 
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fully distributed. The remaining cash (300) will therefore be allocated to the renewal (reinvestment) of each 
type of capital as a direct of the principle of strong sustainability. Should the firm "forget" to reinvest 

Financial Assets 1000 Financial Capital 1000

Depreciat ion -100

Human Assets 1000 Human Capital 1000

Depreciat ion -100

Natural Assets 1000 Natural Capital 1000

Depreciat ion -100

Cash at bank 400 Prof it 100

Balance Sheet 1
Financial Assets 900 Financial Capital 1000

Depreciat ion -100

Reinvestment 100

Human Capital 900 Human Capital 1000

Depreciat ion -100

Reinvestment 100

Natural Capital 900 Natural Capital 1000

Depreciat ion -100

Reinvestment 100

Cash at bank 100 Prof it 100

Balance Sheet 2

Examples of balance sheets following the CARE accounting guidelines
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The CARE-TDL operational roll-out starts with the definition of human and natural capital. This initial step, 
along with the following, requires extensive stakeholder engagement, raising the question of updating 
corporate governance schemes.  
 
External stakeholders must indeed be involved in the governance processes in order to aptly define assets 
under consideration, representative indicators as well as safeguarding scenarios. Stakeholder dialog also 
allows teams to design and verify their approach to developing a triple-capital balance sheet. Target 
stakeholders typically include employees, non-profits, water and soil treatment agencies and scientists, 
among others. This process is what CARE refers to as its Theory of Extended Capital Holders. By making 
employees partners in the management of their company, it ultimately redistributes the relative weight of 
each capital holder.  
 
Before any effective accounting can take place, a company must acquire a sound understanding of the socio-
environmental issues linked to its activities. This depends on nurturing a strong ecosystem of stakeholders. 
Bearing in mind the lengthy processes of accounting and change management associated with the CARE 
method, such a transition can only happen in phases. It indeed starts a pilot project (as a proof-of-concept), 
which can later be extended to the entire organization once the implementation methodology is sufficiently 
refined.  
 
Though the CARE-TDL model guides long-awaited structural changes (expanded vision, impact measurement, 
new governance systems, etc.), it comes with its own limitations. Because it so clearly depends on 
preservation costs to account for natural and human capitals, the CARE-TDL method fails to encompass the 
positive externalities of the regenerative economy. In effect, should the land upon which an investor sets up 
their operation is degraded from the get go, focusing on maintenances cost no longer makes sense. That 
investor would in fact have to finance land regeneration to exploit it. While this would eventually result in 
positive externalities, it cannot be not translated into the CARE-TDL framework.  
 
Additionally, CARE-TDL operates on the basis of capital budgeting. Its vision is inherently ex-ante. Meanwhile, 

The CARE-TDL 4-step Operational Process

The CARE-TDL operational roll-out starts with the definition of human and natural capital. 
This initial step, along with the following, requires extensive stakeholder engagement, 
raising the question of updating corporate governance schemes.

External stakeholders must indeed be involved in the governance processes in order to aptly define assets under 
consideration, representative indicators as well as safeguarding scenarios. Stakeholder dialog also allows teams 
to design and verify their approach to developing a triple-capital balance sheet. Target stakeholders typically 
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include employees, non-profits, water and soil treatment 
agencies and scientists, among others. This process 
is what CARE refers to as its Theory of Extended 
Capital Holders. By making employees partners in 
the management of their company, it ultimately 
redistributes the relative weight of each capital holder.

Before any effective accounting can take place, a 
company must acquire a sound understanding of 
the socio-environmental issues linked to its activities. 
This depends on nurturing a strong ecosystem 
of stakeholders. Bearing in mind the lengthy 
processes of accounting and change management 
associated with the CARE method, such a transition 
can only happen in phases. It indeed starts a pilot 
project (as a proof-of-concept), which can later 
be extended to the entire organization once the 
implementation methodology is sufficiently refined.

Though the CARE-TDL model guides long-awaited 
structural changes (expanded vision, impact 
measurement, new governance systems, etc.), it 
comes with its own limitations. Because it so clearly 
depends on preservation costs to account for natural 
and human capitals, the CARE-TDL method fails to 
encompass the positive externalities of the regenerative 
economy. In effect, should the land upon which 
an investor sets up their operation be degraded 
from the get go, focusing on maintenance costs 
no longer makes sense. That investor would in fact 
have to finance land regeneration to exploit it. While 
this would eventually result in positive externalities, it 
cannot be translated into the CARE-TDL framework.

Additionally, CARE-TDL operates on the basis of capital 
budgeting. Its vision is inherently ex-ante. Meanwhile, 
many of the ecological and human impacts of 
economic activities are only identified after the fact. 
The CARE-TDL could not convey a retroactive vision of 
the impacts of economic activity without fundamentally 
challenging its maintenance costs principle.

Other methodologies – sample examples

• The Triple Bottom Line (Elkington)

Unlike the CARE method (based on a strong 
sustainability principle and a triple depreciation 
line), John Elkington’s method is based on weak 
sustainability principle, complete with a triple revenue 
line. Much in the same way as with CARE, this method 
investigates people and environmental dimensions 
on top of conventional profit. In so doing, its goal is to 
measure the total cost of corporate business models.
In practice, it proves difficult to measure profits linked to 
corporate socio-environmental policies. This could take 
the form of an oil spill clean-up or an inclusivity program, 
for example. As a result, Elkington recently renamed 
his concept “People, Planet, Prosperity” to adopt a 

broader vision of companies’ economic impact. As 
such, they do not only exist to generate profits: by 
developing these activities, they positively impact 
the economic development of local communities.

• Universal Accounting (Saint-Front)

Universal Accounting seeks to measure the value 
created for players in any given territory, effectively 
making stakeholder engagement an integral 
component of its development. This entails stakeholders 
being clearly identified and their priorities listed. 
A process of co-construction is thereby initiated 
to design relevant indicators for each key issue as 
well as the corresponding measurement processes. 
The data is then translated into monetary figures 
and aggregated into income statements for each 
stakeholder. An overall profit and loss statement 
ultimately includes all proposed indicators.

At its core, the Universal Accounting model is primarily 
intended to monetize the impact of corporate 
responsibility programs. As such, selected indicators 
and strategies are divided into four accounting areas 
of governance: social rights, the environment and 
society. None can mutually compensate another, 
thus abiding by a strong sustainability principle.

• Environmental Profit & Losses (Puma, Kering)

The EP&L is an income statement designed to measure 
the environmental impact of supply chain activities to 
translate them into monetary values. This environmental 
footprint notably takes into account water consumption, 
carbon emissions, water pollution, land use, air 
pollution and waste production. The resulting data is 
then converted into monetary values to convey an 
overview of the costs of all corporate activities.

This method internalizes negative externalities and 
monetizes the cost borne by the environment for 
each activity. This is achieved by accounting for the 
ecosystem services on which a company depends 
on to function, in addition to the cost of direct and 
indirect negative impacts on the environment. This 
supports a comprehensive understanding of the 
magnitude of these impacts and their location 
along the value chain. On the other hand, the 
EP&L method singles out financial drivers and does 
not account for any societal considerations.

• Natural Capital Protocol (Natural Capital Coalition)

The Natural Capital Protocol was designed as a 
decision-making framework for organizations to 
identify, measure and evaluate their direct and 
indirect impacts as well as dependencies on natural 
capital. Until recently, natural capital was mostly 
overlooked in corporate decision-making processes. 
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When it was taken into account, it was on an 
inconsistent basis and operating on an incomplete 
understanding of companies’ links to natural capital.

The Natural Capital Coalition addressed these 
challenges by providing a framework for businesses 
to identify, measure and evaluate their impacts 
and interdependencies with nature. Organizations 
are encouraged to optimize their decision-making 
processes accordingly. This tool indeed helps 
companies measure and embed natural capital 
considerations in existing processes, including 
those pertaining to their risk management, supply 
chain management or product design.

A path to progress

A consensus was reached around the notion 
that managing is measuring. The importance of 
measuring the socio-environmental impact of 
economic activities cannot be overstated, pushing 
businesses to seek a sounder appreciation and 
valuation approach on their positive impacts.

Triple capital accounting has been activated through 
various promising approaches, though most remain 
relatively exploratory. They also call for the development 
of a multi-step approach (POC, scaling test based 
on a team or share of activity, etc.). Implementing 
such accounting systems could however become 
a powerful lever for change, provided companies 
aptly address key challenges in managing complex 
and seldom comparable financial statements.

Progress therefore lies in identifying the 
shortest path to proven impact.
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KEY TAKEAWAYS

•  While non-financial reporting is rapidly 
evolving, accounting standards reforms 
still have a way to go before they fully 
account for socio-environmental issues.

•  But accounting offers a reading and therefore 
a prime comprehension tool for key economic 
players, its fundamentals and core methods 
guiding corporate and investment policies.

•  The UN Sustainable Development Goals 
act as a primary compass for companies 
who have to integrate human and 
natural assets n their accounting.

•  Triple capital accounting (TCA) is designed to 
reflect the impact of corporate activities and 
is based on a strong sustainability principle 
across all environmental and societal matters.

•  If a firm’s activities damage the environment, 
then it must account for the maintenance 
expenditure entailed by the corresponding 
environmental restoration efforts.

•  The French CARE-TDL model – Adapting 
Accounting for the Environmental Renewal 
based on a Triple Depreciation Line. 
Developed by Professor Jacques Richard, 
the model is subject to growing interest from 
various public and private organizations.

•  The CARE-TDL model explores the operational 
modalities of capital conservation by applying a 
principle of depreciation across all three sources 
of capital (hence the Triple Depreciation Line).

•  The model is design to fully integrate the costs (or 
expense) of maintaining human, financial and 
environmental capitals in corporate accounting.

•  In essence, the model addresses profit generation 
without incurring damages to corporate 
human, environmental and financial capital.

•  External stakeholders must be involved in the 
governance processes in order to aptly define 
assets under consideration, representative 
indicators as well as safeguarding scenarios.

•  Stakeholder dialog also allows teams 
to design and verify their approach to 
developing a triple-capital balance sheet.

•  Other accounting methodologies include 
Elkington’s Triple Bottom Line (People, 
Planet, Profit); Universal Accounting (Saint-
Front); Environmental Profit & Losses 
(Puma, Kering); and Natural Capital 
Protocol (Natural Capital Coalition).

FOOD FOR THOUGHT
•  Given the insights into the 

various sustainable accounting 
methodologies, which do 
you think would most suit your 
company or organisation?

•  To what end would such a 
financial statement be of use 
to your organisation? How would 
it help your organisation in terms 
of strategy and development?

•  To what extent should such 
accounting become mandatory 
in addition to traditional 
accounting obligations?
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Supply chains 
bear a heavy 
weight in 
determining a 
firm’s carbon 
footprint, 
amounting to 
as much as 
four times the 
organisation’s 
own 
operational 
emissions.

THE ACHILLES HEEL OF 
ENVIRONMENTAL ACCOUNTING: 

SUPPLY CHAINS
By Professor Frederik Dahlmann, Warwick Business School

Forget Something?

Climate change may have little impact on Donald 
Trump – a staunch believer of climate change 

being a hoax – but it seems like several firms and 
organisations have begun cleaning up the carbon 
trails they leave behind. Although this may seem 
like a ray of hope in an otherwise seemingly bleak 
future, Professor Dahlmann claims that it may not 
necessarily be the case. While firms get busy reducing 
their carbon emissions, what many are ignoring is the 
inclusion of their supply chains – something that Prof. 
Dahlmann considers a key factor. Take for example, the 
popularity of electric scooters. Users and propagators 
of the electric scooter claimed for a long time that 
the electric scooter was an eco-friendly way to cover 
short distances. However, most manufacturers of these 
scooters are Chinese firms, the majority of which do not 
maintain records of their carbon emissions. Moreover, 
most electric scooters have never lived an efficient 
life-cycle because of their non-durable build. The 
electric scooter has ridden a wave of popularity thanks 
to only a single segment of its lifecycle that is easy on 
emissions – riding it. Research has revealed that after 

taking into account the emissions from manufacturing, 
transportation, maintenance, and upkeep, electric 
dockless scooters do not rank as high on the green-o-
meter as companies would have liked us to believe.

Heavy is the head that wears green

Overlooking supply chains is bad news for the 
environment. Supply chains bear a heavy weight in 
determining a firm’s carbon footprint, amounting to as 
much as four times the organisation’s own operational 
emissions. And it seems few organisations are aware 
of their own. The Carbon Disclosure Project (CDP) – a 
charity running the global disclosure system on carbon 
emissions for investors and other interested parties 
– revealed that a mere 36 per cent of companies 
that responded to its annual survey are actually 
engaging with their suppliers. Professor Dahlmann 
explains why this is disturbing on two fronts. Firstly, 
regulation. Increasingly, regulators around the world 
are demanding publicly listed companies to cough 
up their greenhouse gas (GHG) emission numbers 
and disclose them in their annual reports. One among 
these countries is the UK, which has gone as far as to 
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introduce the Streamlined Energy & Carbon Reporting 
(SECR) scheme in 2019, which brings under purview, 
the entire supply chain. Secondly, with the subject of 
climate change an increasingly politicised arena thanks 
to Greta Thunberg’s worldwide movement, pressure is 
building on firms to not just use their carbon-reduction
actions as good PR, but more importantly to lead 
society in the move towards a sustainable future. It is 
increasingly important firms engage with their supply 
chain to work collectively to reduce carbon emissions.

The 3 levels of handling supply chains

By analysing the CDP annual survey from 2014 to 2017, 
Professors Dahlmann from WBS and Roehrich from the 
University of Bath examined 1,686 listed companies 
from all over the world that are actively collecting 
environmental data and engaging with their supply 
chain i.e. customers on one end and suppliers on the 
other. Indeed, of those 28 per cent only engage with 
their customers while 21 per cent only with their suppliers, 
while the rest talk to both ends of the chain. Although 
two thirds of firms are doing neither, the number of 
firms engaging with some or all of their supply chain 
has seen an increase of 57 per cent between 2014 
and 2017. From this data, Professor Dahlmann was 
able to place firms into three different categories, 
based on their level of involvement with the supply 
chain – basic, transactional and collaborative. “It is 
at the collaborative stage where we see the most 
comprehensive approach to managing supply chain 
partners and customers”, Professor Dahlmann points out.

The basic level involves an elementary level of 
interaction, where companies typically send their 
suppliers a survey to fill in on their emissions data. US 
software firm Symantec produces an annual report on 
its suppliers’ GHG emissions, while Bank of America has 
been conducting a CDP supply chain survey since 2009. 
Firms at the basic level will usually only measure and 
collate data, engaging only in the first step necessary 
for the conception of a more comprehensive carbon 
reduction plan. “Perhaps tellingly”, Professor Dahlmann 
observes, “survey responses from firms engaging in only 
basic engagement were relatively shorter in length and 
qualitatively less detailed”. On the other hand, more 
advanced firms – at the transactional and collaborative 
levels – use this data for more productive means. At 
the transactional level firms calculate their carbon 
footprint and identify opportunities for improvements. 
The more experienced firms of this lot, then, use the 
data to provide their supply chain with targets and 
incentives. Virgin Atlantic Airways, for example, aims 
for reductions in emissions from its supply chain each 
year, while nuclear power firm Exelon sets goals for its 
suppliers to reduce energy usage and GHG emissions. 
What is more is that this data is also being used for 
the development of key performance indicators 
(KPIs) which can facilitate supplier selection and the 

assessment of their performance. Warnings are sent 
to firms not hitting requisite performance levels and 
improvements demanded. As a result, the emissions 
data becomes an integral part of the selection criteria 
for suppliers making them more accountable. For 
instance, pharma giant Pfizer reported that the aim 
of its data collection is “to provide benchmarking 
to suppliers regarding their GHG emission reduction 
and water conservation programmes, in order to 
identify sustainability improvement opportunities”.

Going all the way

At the collaborative level, on one end firms and 
suppliers work together to develop shared goals 
and values around sustainability: collaboration is 
more tightly knit. Professor Dahlmann maintains that 
in order to build mutually beneficial and greener 
relationships, a deeper involvement and commitment 
is necessary from firms and suppliers. This means 
more meetings, seminars on best practice, more 
personal interactions in the form of phone calls 
and emails including the establishment of online 
discussion groups for a mutually beneficial relationship 
aimed at reducing their overall carbon footprint.

Eventually, some firms offer supportive supplier training 
and development courses, briefings, summits and award 
ceremonies to identify joint development and innovation 
projects. On the other end of the chain, firms at the 
collaborative level also seek to engage customers and 
consumers, persuading them through marketing and PR 
of the benefits of new, greener products and how to use 
them in a way that is less harmful on the environment. 
Companies bring the collaborative relationship to 
life in a variety of different ways. Food multinational 
Kellogg’s has created a ‘Sustainability Consortium’ with 
its supply chain to “drive scientific research and the 
development of standards and information technology 
tools to enhance the ability to understand and address 
the environmental, social and economic implications 
of products”, while The InterContinental Hotels Group 
is working with the International Tourism Partnership to 
reduce the environmental impact of the cotton used in 
its bed linen. In the B2B sphere, companies employ two-
way engagement with customers with a more proactive 
and strategic approach on show. Partnerships with 
industry associations and university research teams is the 
way the French hospitality firm Sodexo has gone. Sodexo 
is funding the position of the Professor of Sustainable 
Sourcing at the Euromed School of Management in 
Marseille. In other instances, Professor Dahlmann’s 
team also discovered firms which are able to employ 
transactional and collaborative modes of engagement 
simultaneously with different suppliers and customers.

All said and done, to calculate the carbon emissions 
across the lifecycle of a product – which could mean 
from sourcing raw materials to the final product 
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ending up in a landfill – is no easy task, which is why a 
collaborative approach is increasingly important. The 
requirement for companies to report their emissions 
makes them more accountable in a system where 
what one does affects the rest. Companies must 
understand that they are part of a single system that 
must work together, rather than employ emissions 
monitoring as another supply chain management tool.

Those who tech, can

Let’s not forget data. Tracking emissions can be 
incredibly complex especially for the likes of firms like 
Walmart. The amount of data that would involve is 
probably why tech companies are leading the way 
in the reduction of their carbon footprints. Their data 
analytics skills mean it is natural for them to not only 
collate data but also to put it to effective use, both 
up and down the supply chain. Aside from being 
ahead in the game, tech companies are likely to 
be in an optimal position and poised to develop 
emission management platforms and tech that is 
much in demand given the increasing requirement for 
emissions accounting. If tech companies can resolve 
this complex puzzle and produce a comprehensive 
software package that does it all – track, record and 
manage carbon emission across the entire chain 
effectively – they could see a new market opening 
to them. Verizon, for example, now sees its Internet of 
Things products, designed to reduce carbon emissions, 
as “providing significant revenue opportunities”.
It’s clear, with the youth of today engaged as never 
before in the climate change political battle, that 
sustainability will be the issue of this generation. 
If businesses are to prosper in this climate they 
need to include their whole supply chain to claim 
they are truly on the planet’s side and not be 
accused of creative carbon accounting.

FREDERIK 
DAHLMANN

KEY TAKEAWAYS

•  Firms and organisations often forget to 
take into account their supply chains in the 
reduction of their carbon emissions.

•  Regulators and customers are increasing the 
pressure on businesses to cough up emission 
numbers and lead the way to a sustainable future.

•  Based on the level of involvement with suppliers 
to reduce emissions there are three different level 
of relationships: Basic, where there is only collating 
and measuring of data; transactional, where 
firms use to data to suggest improvements and 
generate insights; finally, there is the collaborative 
level where firms have a deeper level of 
involvement with suppliers and work with them to 
collective reduce their overall carbon footprint.

•  Collaborative approach is the way to go 
since data is complex to gather and because 
it makes firms more accountable; one’s 
actions affects the others in the chain.

•  Tech companies, because of their analytical 
abilities are ahead of the game in using data to 
reduce their carbon footprint. This also makes 
them poised to take on the market for carbon 
accounting software and technologies.

FOOD FOR THOUGHT
•  What products or services does 

your firm or organisation offer? To 
what extent do these involve a 
distribution channel or network? 
Could you do without these?

•  What could your organisation 
do to reduce its carbon footprint 
– think of 3 very easy and 
practical ways to achieve this?

•  How do you see your company’s 
future supply chain? Localised, 
outsourced, rendered electric, using 
rail or waterways infrastructure?

•  How could IoT (Internet of Things) 
and AI be used to reduce the carbon 
footprint of a firm’s supply chain?
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Put the social 
back into the 
social housing 
sector.

INITIATING SOCIAL 
ACCOUNTABILITY: EASIER 

SAID THAN DONE
By Professor Aziza Laguecir, EDHEC

Related research: Management accounting 
systems in institutional complexity: Hysteresis and 
boundaries of practices in social housing by 
Aziza Laguecir, Anja Kern, Cécile Kharoubi.

Of late, private companies and public service 
organisations alike have taken up a spree of bringing 

about positive social – introducing inclusivity and diversity 
policies, advocating equal pay for women, introducing 
paternity leaves, actively participating in CSR activities, 
or having an eco-friendly workplace. How do these 
changes that originate in the higher management 
manifest when they trickle down to the other members in 
the corporate hierarchy? Is initiating social accountability 
policies enough, or must companies do more to 
ensure their implementation? And do employees face 
underlying problems integrating the newly introduced 
social responsibilities with legacy financial goals?

Management Accounting System 
(MAS) – A tough nut to crack

Public service organisations were run by reforms 
that imposed a stubborn set of principles, driven by 

management accounting principles. MAS forced 
organisations to chase financial goals, even at the cost 
of compromising on their goals and values. Even today, 
companies continue to pollute oceans and destroy 
ecosystems in order to drive their profit margins upward. 
This sole mission of placing financial profitability as the 
primary objective of an organisation influences its many 
different actors. They begin to align their responsibilities 
towards the institutional pressure of financial aspects.

French Social Housing – A deep dive

Laguecir, Kern and Kharoubi make use of French 
public sector social housing to study how actors 
make sense of changes in the institution’s vision 
and balance social and financial pressures.

Back in 1920, a French public sector social housing 
entity was formed to provide cost-effective housing 
solutions for the economically and socially weaker 
population. As time elapsed, the housing market 
became competitive. It forced public sector housing 
to make organisational changes to meet the standards 
in the market. Effectively, private-sector principles 
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were adopted – the public housing sector was now 
governed by reforms that were mainly driven by 
financial goals. Everyone in the organisational hierarchy 
– from top management to middle managers to 
on-the-ground employees – were now focused on 
KPIs that made them financially accountable to the 
organisation. For example, collection of rent, the quick 
selling of vacant houses, and managing maintenance 
expenses. As a direct consequence of this change, 
the public housing sector witnessed a “mission-
transformation” from one that sought to make housing 
affordable to the vulnerable sections of society to that 
which was powered by mostly financial motives.

A bend in the road

In the early 2000s, the social housing sector garnered 
eyeballs owing to multiple scandals, mismanagement 
of funds and its deviation from its root purpose. To 
that end, a new rule was now established: social 
housing organisations now had to explicitly specify 
the social utility of their organisation and talk about 
the quality of services provided to their tenants to get 
funding for their projects. On the grounds of this policy 
change, funding responsibilities were transferred to the 
regions’ local councils thereby making the monitoring 
of the implementation of this change easier.

To sum up, senior management and the local 
authorities now demanded public social housing 
organisations to be more socially accountable, as 
well as manage their financial goals. This expectation 
had to be integrated into the operational activities 
of the organisation – that is, the middle managers 
and the operational employees also had to balance 
social accountability with financial responsibility.

A tug of war between ideologies

In order to eschew a strong shaping toward financial 
goals, a less financially loaded MAS was chosen. ABC/
Ms – Activity Based Costing and Management systems 
– were employed to ensure that the newly introduced 
social aspect was not superficially integrated into the 
organisation. Various activities included in processes 
were mapped. For example, in selling a house these 
activities could be the identification of houses to be 
sold, a feasibility study, and identification of potential 
owners. However, different organisational actors had 
different opinions and suggestions about incorporating 
socially oriented changes in each activity. For 
example, the priority for a manager responsible for 
selling houses was to make a profit and sell as many 
houses as possible to reach her targets. On the other 
hand, an agency manager’s goal was to sell houses 
to low-income tenants. Likewise, the legal team and 
management accountants wanted to keep a steady 
flow of cash, whereas a janitor wanted social well-being.
That being the case, compromises had to be made 

as to which suggestion to be considered. To facilitate 
the decision making process, a cost-value analysis 
was proposed in order to make trade-offs. Each 
suggestion was ranked according to the value it held 
for a stakeholder and the approximate cost for its 
implementation. Further, activities also had “practice 
boundaries” where actors decided whether or not 
an activity fell under their radar of responsibilities.

Change Inertia

Interestingly, the strategies aimed at incorporating 
social accountability that were selected had a high 
value associated with the local authorities (who 
were in charge of funding) and low cost to the 
housing organisation. On the flip side, a suggestion 
to introduce “buyer follow-up” was rejected even 
when it had low cost to the housing organisation and 
high value to the buyers. The buyer follow-up idea 
involved running a personalised financial simulation 
to warn the buyer of possible financial issues in the 
future. It was rejected on the basis that employees 
did not want to be perceived as “social workers”. 
Moreover, this recommendation had little impact 
on the funding decisions by the local authority.

Eventually, suggestions were finalised based on what 
the actors perceived to be important in order to get 
their funding approved by local authorities. That is, 
even when higher management introduced a factor of 
social accountability, middle and lower management 
only wanted to address social concerns superficially 
with the aim to obtain funding. The general view 
was that the social aspect was present only to satisfy 
the local authorities and not to bring about any real 
change. Moreover, the team under observation 
experienced inertia to change in the move away 
from focusing exclusively on financial concerns to 
now striving to inculcate a new social dimension.

Chained to the past

Actors in an organisation are greatly influenced by 
what they have been doing for decades together 
– chase financial profitability. By introducing the 
social accountability dimension, an organisation 
cannot expect all of its employees to truly integrate 
a newer responsibility into the existing: when it comes 
to making decision trade-offs, employees tend to 
choose practices that are financially oriented.

Laguecir, Kern and Kharoubi make a plea to “put 
the social back into the social housing sector” by 
placing socially vulnerable people at the centre 
of all the discussions. Nevertheless, leading a stiff-
necked horse to water is not sufficient. Organisations 
must ensure that the horse is sufficiently healthy and 
flexible enough to be able bend down and drink it.
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AZIZA  
LAGUECIR

FOOD FOR THOUGHT
•  Is there a feasible alternative to 

chasing financial profitability 
in today’s world? Or to what 
extent do you think this an 
unavoidable objective?

•  To what extent is the notion 
of social housing present or 
absent in your country? Why?

•  What would be/are the benefits 
and drawbacks of social housing?

•  To what extent should social 
accountability be mandatory 
for all public and private sector 
organisations? What would the 
consequences be if this were the case?

KEY TAKEAWAYS

•  Management Accounting Systems have forced 
organisations to chase financial goals, even at the 
cost of compromising on their goals and values.

•  Societal pressures have forced upper 
managements of organisations to rethink their 
policies – now they had to integrate social 
accountability along with financial goals.

•  New suggestions were finalised to 
accommodate the social aspect based on 
what the organisational actors perceived to 
be important, to reach their financial targets.

•  Actors in an organisation are greatly influenced 
by what they have been doing for decades 
together – chase financial profitability.

•  Socially vulnerable sections must be put 
at the centre of these discussions to truly 
bring about a radical shift of integrating 
social and financial accountabilities.
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The need of 
the hour is 
to provoke 
values such 
as empathy, 
kindness, and 
compassion.

THE SILENCING OF THE LAMBS 
V2.0/2020

By Professors Mark Christensen, ESSEC Business School Asia-Pacific and Geoffrey Lamberton, Southern 
Cross University. With kind acknowledgements to Jacqui Sansonetti of Animals Australia

Needing a fresh perspective

Any organisation, and by extension, industry needs to 
be profitable if it wants to survive. As such, economic 

benefit is the first benchmark against which success 
can be quantifiably measured. Milton Friedman—
the famous 20th century economist who advanced 
Shareholder Theory—would most certainly agree 
and as long as such profits were accrued legally, this 
benchmark would be the only one worth considering.

While that may be good for Friedman, it is certainly not 
in line with another important approach—Stakeholder 
Theory—that puts forth the notion that in addition to 
legal economic pursuits, a firm also has to consider 
its ethical and philanthropic responsibilities. As such, 
ethical responsibility is what Prof. Christensen and 
co-researcher Dr Geoffrey Lamberton consider as 
the basis for taking into account when considering 
the Australian live sheep export (LSE) industry.

Packed like sheep

On the west coast of the land Down Under, it is common 
to spot more than 70,000 sheep being crammed into 
specifically designed ships—that have only half of a 
score of decks—bound for the Middle East. The ocean 

journey takes about a little under a month and is nothing 
short of what would be considered hell had there been 
people on-board instead of the sheep—poor lighting, 
loud mechanical noise, constant engine vibrations 
and ship movement, high temperatures and stocking 
densities. And as a result, outbreaks of disease.

The fact that live animal export trade is crucial to the 
livelihood of thousands of Australian families is the 
only reason that the Australian government allows the 
LSE industry to operate in the way it does – despite 
what is acceptable by today’s social standards.

By stark contrast, Australia’s neighbour—New Zealand—
ended live export more than a decade ago. And it 
was because New Zealand felt that such trade put 
their reputation on the line. And because such a risk 
could result in major economic losses for them.

Cycle of apathy

By the time the ships reach their destination, thousands 
of sheep meet their end in painful ways. This scandal 
sparks public outcry, to which the government reacts 
by condemning the event. But the government does 
not apportion blame and instead marks an enquiry. 

https://www.animalsaustralia.org/
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After the public outcry dies out, it’s business as usual.

As a large industry, LSE research has produced data 
that suits its profitable goals. Since these goals can 
only be people-oriented, they fail to account animal 
welfare considerations. And these considerations are 
justification enough to put an end to the trade.

The buck stops with the shepherd

While putting animal welfare at par with that of the 
people is taking things too far, there is concurrence on 
putting an end to unnecessary suffering. And it is the 
public who decides this. To this end, customers have 
a right to know what happens behind the scenes. 
And as such, they should be made aware of the pain 
inflicted just to please their stomachs and palettes.

This is further supported by the argument that as the 
dominant species of the planet, humans have a moral 
responsibility to protect the planet’s flora and fauna, 
with some calling for a complete ban on commercial 
animal agriculture. Other views contrast this position. 
One of these is that animals are a renewable resource 
owned by humans, and it is this notion of animals being 
property that accounts for animal suffering. As such, 
it is necessary to balance these disparate schools 
of thought. And it is ultimately people who need to 
take charge of the flocks and reduce the suffering.

Shaken not stirred

These people come from different sections of 
society and will have a different impact on the LSE 
industry. As such, it is necessary that in order for the 
LSE industry to undergo a pro-ethical shift, a large 
majority of society has to be catalysed into action. 
To ensure that, a concrete action plan will replace 
the usual rhetoric—the apathetic scandal-response-
obduracy cycle—that leads back to square one.

Subsequently, an end to this rut requires more 
innovative and compelling arguments—for protests 
against LSE, petitions to Parliament, extensive 
media coverage of scandals, and private 
members’ bills have failed to make a dent.

One such compelling argument can be made by the 
on-board veterinarian. Such professionals are capable 
of performing their duties for the entire 70,000-strong 
flock of sheep. Yet, they can’t. The physical environment 
is built to maximise economic profit, not provide 
access to each animal. As such, cost accounting 
fails to allow the veterinarian to accomplish their 
moral duty of relieving the animals of their pain.

Scholarly activism

The introduction of ethical accounting would 
catalyse social and political pressure – without 
being biased towards LSE. In turn, this pressure would 
shift the LSE industry towards better practices – for 
financial returns that the industry would otherwise 
gain could be eroded by regulatory change.

Change in such an unsustainable industry will take a 
lot of effort and mobilisation and consequently there is 
a great need for sheep welfare activists. However, the 
current activists—who have spent so much energy to 
oppose LSE—will need to make peace with the notion 
of ethical LSE. This is where accounting scholars pitch in 
with solid research—providing a constructive channel 
to the activists. And reaching a middle ground.

The road to deliverance

It is indeed possible to turn the presently harsh Australian 
LSE industry into one that is ethical and sustainable. 
To this end, the traditional view of accounting would 
prove to be an ineffective tool and the need of the hour 
is to provoke values such as empathy, kindness, and 
compassion to motivate people to rise up and put an 
end to unnecessary animal suffering. Knowing how much 
an animal suffers is essential to reduce this. Consequently, 
companies looking to implement ethical accounting 
could include management practices that eliminate 
suffering in transit—for example, an increased number of 
on-board veterinarians, performance indicators relevant 
to animal welfare such as ambient temperature and 
humidity, photographic and video evidence of real-
world conditions, narratives from expert witnesses, and 
improved record-keeping. In this way, both shareholders 
and stakeholders would have a voice – and a human 
one at that to redeem the silence of the lambs.
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FOOD FOR THOUGHT
•  To what extent should humankind 

consider animals to be 
their sentient equivalents? 
How would our behaviour 
towards the animal kingdom 
change as a result?

•  Should business and ethics 
be concerned with animal 
welfare? Why? Why not?

•  How can accounting help? And to 
what extent should those companies 
working in the agrifood sector be 
obligated to produce end-of-year 
social and environmental reporting?

KEY TAKEAWAYS

•  The current accounting system for the LSE 
industry is limited to economic goals alone.

•  The need of the hour to widen the perspective 
and include ethical responsibility.

•  Current exporting on-board conditions are 
unacceptable to today’s social standards.

•  We must eliminate unnecessary suffering 
of animals on board ships and build an 
environment conducive to moral objectives.

•  The ship’s vet’s opinions must be taken 
into account and alternate management 
practices should be implemented.

•  A holistic performance indicator-based 
measurement system can be developed.

•  Above all, we must behave naturally—
emotionally—like human beings and show 
empathy for our fellow living creatures.

GEOFFREY 
LAMBERTON

MARK 
CHRISTENSEN
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BLAMELESS AND POWERLESS:
HOW THE BIG FOUR REACT 
UNDER PUBLIC SCRUTINY

By Neil J. Dunne, Trinity Business School, Niamh M. Brennan, University College Dublin, 
and Collette E. Kirwan, Waterford Institute of Technology.

Threatened 

The collapse of Irish banks in 2008 and a bail-out of 
Ireland by the International Monetary Fund and the 
European Union in 2010 brought Big Four auditors to 
the center of public attention. How could these ‘bright 
young professionals’, as they describe themselves, not 
have seen the warning signs? How could bank auditors 
have issued the banks with clean audit reports? And 
why did Big Four auditors not anticipate what was later 
called ‘the world’s worst crisis since the 1930s (1)?

The Irish parliament established a banking inquiry to 
investigate these and other issues, the Banking Inquiry 
summonsing eight Big Four partners and former partners 
to appear and answer questions from Inquiry members. 
This presented a big threat to these four firms, which 
have an oligopoly, dominating the highly lucrative audit 
and allied financial advisory market. The Big Four audit 
almost all publicly listed companies worldwide. The 
threat was real – that parliamentarians could introduce 
legislation adverse to the Big Four’s commercial interests.

As such, it is vital to examine how the Big Four approach 
and respond to public inquiries such as this, to better 
understand their beliefs, ambitions and concerns.

Big Four performance

We analyzed how the eight Big Four partners/former 
partners performed at the Irish Banking Inquiry (2). 
When put under the spotlight, the Big Four had to 
engage in a ‘performance’ aimed at convincing 
their ‘audience’ that they were not to blame for the 
banking crisis. This phenomenon is called impression 
management. In our case, the ‘impression managers’, 
i.e., the “performers”, are the eight partners/
former partners, supported by their four firms. 

Given the sizeable audit and advisory market at risk, 
the performers and their firms had real economic 
incentives to stage a convincing performance, and 
to use effective impression management strategies 
so as not to lose their reputation and clients. As the 
proceedings were streamed online, the performance 
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took place before an audience comprised not only 
of inquiry members, but also society at large.

Performing the show

Many factors may impact the impressions portrayed 
during a performance and how an audience 
perceives the performance and the performers – 
words spoken, intonation, gestures, the surroundings 
and props. The words spoken – the script – may have 
a particularly long-term influence. What is said can 
be cited, written down and re-posted on Twitter.

Like other performers, the Big Four had a wide range 
of impression management strategies at their disposal. 
Impression management strategies can be classified 
as defensive (used to minimize damage) or assertive 
(used proactively to enhance image). Our evidence 
suggests that the Big Four prefer defensive strategies to 
assertive ones when under scrutiny. They used defensive 
strategies to explain why they did not or could not 
prevent the banking crisis. In almost 75% of cases, they 
tried to justify their actions. Justifications included:

•  Restrictive accounting standards limited the Big 
Four’s power to prevent the banking crisis 

•  Auditing is a backwards-looking, rules-governed activity, 
an activity so limited that it tied the Big Four’s hands

•  That Irish banks, i.e., their clients, played 
a role in the banking crisis

•  The purpose of audit is not to advise financial institutions 
on lending risks (i.e., denial of responsibility). 

The Big Four created the impression of auditors as 
blameless and powerless victims – narrow, mechanical, 
well-meaning, but helpless. Our findings indicate 
that the Big Four conveyed four impressions: 

(1) their hands are clean (i.e., they are 
not to blame for the banking crisis) 
(2) their hands were tied (i.e., they were 
powerless to prevent the banking crisis) 
(3) their work was good, and 
(4) their intentions are good.

The Big Four never apologized. All four firms denied any 
responsibility for the banking crisis. Rather, they explained 
why the banking crisis, even though it occurred, 
must be attributed to someone or something else. 

Boring beancounter persona

The Big Four often promote themselves as 
independent ‘bright young professionals’. But 
faced with public scrutiny, we discovered that they 
adopt another persona – a passive, circumstances-
driven and short-sighted beancounter.

Their performances were arguably successful in that 
their evidence attracted little attention in the national 
press. Their evidence often relied on technical jargon, 
lacking juicy soundbites for the media. It was also striking 
that, although the Big Four often present themselves 
as unique and different from each other, their inquiry 
‘performance’ deployed similar impression management 
strategies, frequently to the same extent. Moreover’, the 
Big Four’s homogeneity may be influenced by context. 
For example, in the context of ‘defending themselves’ at 
the public Inquiry, the Big Four’s behavior converged. In 
more competitive contexts, their behavior might diverge.

1.  Donovan, D., & Murphy, A. E. (2013). The fall 
of the Celtic Tiger: Ireland and the euro debt 
crisis. Oxford: Oxford University Press.

2.  Dunne, N. J et al., Impression management 
and Big Four auditors: Scrutiny at a public 
inquiry, Accounting, Organizations and Society, 
https://doi.org/10.1016/j.aos.2020.101170
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FOOD FOR THOUGHT
•  To what extent do you think 

the auditors and their firms 
were justified in adopting a 
strategy to influence people’s 
impression of them? 

•  What other firms or professions 
do you think do the same? Have 
you yourself adopted a strategy 
of impression management?

•  Should the Big Four and their 
auditors have been sanctioned? 
Why and in what way?

KEY TAKEAWAYS

•  The Big Four had to engage in a ‘performance’ 
aimed at convincing their ‘audience’ that they 
were not to blame for the 2008 banking crisis.

•  The performers (auditors) and their firms 
had economic incentives to stage a 
convincing performance, and to use effective 
impression management strategies so as 
not to lose their reputation and clients.

•  Many factors impact the impressions 
portrayed during a performance and how an 
audience perceives the performance and 
the performers – words spoken, intonation, 
gestures, the surroundings and props. 

•  The words spoken – the script – may 
have a particularly long-term influence, 
especially if used on social media.

•  The Big Four created the impression of auditors 
as blameless and powerless victims: Their hands 
are clean; their hands were tied; their work 
was good; and their intentions are good.

•  The auditors’ performances were 
successful: their evidence attracted 
little attention in the national press.

•  Although the Big Four present themselves 
as unique and different from each other, 
their inquiry ‘performance’ deployed similar 
impression management strategies.

•  In the context of ‘defending themselves’ at 
the public Inquiry, the Big Four’s behavior 
converged. In more competitive contexts, 

their behavior might diverge.

NEIL  
J. DUNNE

COLLETTE E.  
KIRWAN

NIAMH M. 
BRENNAN
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An “Ethics as 
Compliance 
tools” 
approach 
is limited, 
and possible 
contrary to 
the long-term 
success of a 
company.

ETHICS IN CONTROL  
SYSTEMS: LET’S  

GO BEYOND SIMPLE 
COMPLIANCE!

By Professors Veronica Casarin, Bernard Leca, Stefan Linder and Adrian Zicari, ESSEC Business School

Related research: Designing Ethical Management 
Control: Overcoming the Harmful Effect of 
Management Control Systems on Job-Related Stress 
published in the Journal of Business Ethics, Springer.

When we think about Ethics in the context of 
performance indicators and control systems, 

we tend to think about fraud. How to make sure that 
employees do not commit fraud. To be sure, fraud has 
been a longtime concern for company owners. Going 
back to biblical times, we have the story of a manager 
who frauds his master by undercharging clients (fifty 
measures of oil instead of one hundred). More recently, 
we may remember high profile fraud schemes like those 
of Enron, Parmalat, or Wirecard. In many of these cases, 
the concerned companies collapsed because of fraud.

Compliance: Tools and regulations

Small wonder that Ethics in control has frequently 
been considered mainly or exclusively as an issue of 

fraud prevention. In the last decades, and particularly 
after the subprime crisis in the U.S. (and its regulatory 
response, the Dodd-Frank act), we have seen a 
consistent increase in regulations, in many sectors, both 
in the U.S. and in Europe. Consequently, Compliance 
emerged as a promising, growing professional field, well 
protected from crisis. Nowadays, no large company 
can afford not having a reliable Compliance office.

Some may even dream of a highly advanced 
compliance mechanism that would bring the “perfect” 
company, by diminishing, nay, obliterating the very 
possibility of fraud. In this new world of outmost 
compliance, all employees would necessarily do the 
right thing, and Ethics would be an issue of the past.

However, this “Ethics as Compliance tools” approach is 
limited, and possible contrary to the long-term success 
of a company. Don’t get us wrong, of course we 
need to play by the rules. And certainly, management 
and company owners need to be sure that the 
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company abides to the law. But an identification of 
Ethics with Compliance is a too narrow perspective. 
We need to go beyond simple compliance.

Control and employee well-being

In our research, we take a different path. We believe 
that some compliance tools are certainly necessary 
as long as they do not end up in excessive box-ticking 
and much welcome to spot and discourage unethical 
behaviors. But Ethics cannot be limited to that. We 
go a step further by asking how a Control system can 
be designed to be ethical. We particularly focus on 
how a Control system can help to develop the full 
potential of human beings, without damaging them.

To do so, our group has conducted several studies, 
using different and complementary research methods. 
For instance, in a study with more than four hundred 
managers in the UK and the U.S., we explore how a 
Control system can be more ethical. Among other 
results, our studies suggest that tight standards (e.g. 
a slashed budget) increase harmful job-related 
stress and the risk of burnout in employees.

In contrast, combining different financial and non-
financial indicators, as it happens in the Balanced 
Scorecard (with its lesser emphasis on financial 
performance) rather than relying on financial metrics 
only seems to lower both, harmful threat-related 
stress and the risk of burnout. And our data suggest 
that pay-for-performance increases employees’ 
perceived challenge (a form of motivation) 
without increasing the danger of burnout.

Much to gain from ethics

Thus, Ethics in Control is not just about reducing 
people’s leeway. This “policing” mindset has already 
reached its limits. We claim instead that an ethical 
reflection about Control tools, their use and their 
potential for bringing the best out of people and avoid 
harming them is a much-needed endeavor. And that 
companies, employees, and society in general have 
much to win if we follow this less trodden path!
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FOOD FOR THOUGHT
•  Does your company or organisation 

have an ethics & compliance 
policy or management system 
in place? Why? Why not?

•  To what extent do you 
agree that tight standards 
add to harmful job-related 
stress and burnout?

•  And to what extent do you 
think that such standards are 
necessary in order to contain the 
risk of unethical behaviour and 
keep employees aware of the 
perils of a breach of conduct?

•  If you are a more senior employee, 
how do you compare things today 
with the conduct of organisations 
and employees when you first 
started out on your career?

•  Is ethics necessary or the privilege 
of a developed few?

KEY TAKEAWAYS

•  Ethics in control has frequently been 
considered mainly or exclusively as 
an issue of fraud prevention.

•  In the last decades, there has been a consistent 
increase in regulations in many sectors both in the 
U.S. and in Europe. Consequently, Compliance 
emerged as a promising, growing professional field.

•  Although management and company owners 
need to be sure that the company abides 
with the law, an “Ethics as Compliance tools” 
approach is limited, and possible contrary 
to the long-term success of a company.

•  Some compliance tools are certainly necessary 
to spot and discourage unethical behaviors as 
long as they do not end up in excessive box-
ticking. Studies suggest that tight standards (e.g. 
a slashed budget) increase harmful job-related 
stress and the risk of burnout in employees.

•  In contrast, combining different financial and 
non-financial indicators, as it happens in the 
Balanced Scorecard (with its lesser emphasis on 
financial performance) rather than relying on 
financial metrics only seems to lower both, harmful 
threat-related stress and the risk of burnout.

•  Research suggests that pay-for-performance 
increases employees’ perceived 
challenge (a form of motivation) without 
increasing the danger of burnout.

•  An ethical reflection about Control tools, their 
use and their potential for bringing the best out 
of people and avoid harming them is a much-
needed endeavor – companies, employees, 
and society in general having much to win.
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 Accounting 
firms 
especially can 
be considered 
as “important 
others” for 
their clients.

CHINA: THE INFLUENCE OF 
ACCOUNTING FIRMS ON 

THEIR CLIENTS’ CONDUCT
By Professors Qinqin Zheng, School of Management Fudan University and Zhiqiang Li, China Executive Leadership Academy Pudong

Related research: The Influence of Accounting Firms 
on Clients’ Immoral Behaviors in China, Qinqin Zheng & 
Zhiqiang Li, Journal of Business Ethics (2010) 91:137–149 
_ Springer 2010 DOI 10.1007/s10551-010-0572-4

In 2020, three years after its spectacular rise 
from Chinese unicorn to billion-dollar financed 

competitor to Starbucks, Luckin Coffee stepped up 
to join a queue that counts Enron, Lehman Brothers, 
Under Armour, Steinhoff, and Wirecard to name 
but a few of the big names convicted of large-
scale accounting fraud in the past decade. 

Investigators discovered that in order to impress 
external investors and hike up its share price, Luckin 
Coffee had been vastly inflating its sales figures in its 
accounts, faking some $300m in revenue. Needless 
to say, this has left customers and investors, as well as 
the US and Chinese regulators, with a bitter taste in 
their mouths, with sanctions yet to be determined. 

A new perspective

Misconduct and immoral behaviour are part of 
the imperfections of this world. And businesses, like 
people, are known to indulge in it. Many studies 
on corporate misconduct have focused either on 
individual factors – an employee’s weak or immoral 
character or greed – or situational factors – tough 
markets, pressure to survive, high tax rates – that push 
firms to cook the books or cheat on their products. 

Professors Zheng and Li offer another, original look 
at the question. They combine psychology and the 
notion of “important others”, moral virtues and an 
analysis of 8 years’ worth of fraudulent accounting 
events, 1,042 companies’ financial statements 
and 8,336 observations made by the CICPA – the 
Chinese Institute of Certified Public Accountants. 

Their goal: To explore the extent to which accounting 
firms influence either their clients’ ethical or immoral 
behaviour. And to test whether two traditional 
business beliefs linked to accounting firms’ 
capacities and responsibility in China hold true.  
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Accounting firms and their clients: How they tick

For Zheng and Li, companies, like individuals, have 
what is called “important others” who may influence 
behaviour. Think of a colleague who strayed from 
the path, for example – did a family member 
plant the seed of misconduct? A co-worker? Or a 
friend who saw an opportunity to extract personal 
benefit from your colleague’s professional context? 
Likewise, companies operate in ecosystems where 
some clients, suppliers, even politicians are special 
partners that affect corporate decisions.    

It is here that accounting firms especially can be 
considered as “important others” for their clients, 
with access to sensitive internal business information 
and activities. Moreover, the opinions and advice 
provided by accounting firms are usually highly 
customised to particular clients’ needs and requests. 

As such, many companies prefer reliable professional 
accounting service providers and build long-term 
relationships with them. On the other side of the coin, 
it is in the interests of an accounting firm to want to 
maintain good relationships over the long term – for 
business, but also because the specific customised 
approach and service cannot be applied to other firms. 

This win-win relationship, rich with mutual benefit, 
tends to transform the normal provider-client 
link into a form of business partnership. 

What keeps this relationship away from temptation? 

In many ways, this unique partnership constitutes 
a “joint-venture”, with the spectre of immoral 
activities serving as a safeguard against putting both 
parties at risk. As shown in the recent Luckin Coffee 
scandal, though, things can and do go askew. 

In any breach of conduct or misunderstanding, 
clients are generally considered as “the first mover”, 
intentionally or unintentionally providing incorrect 
or biased information to pursue self-interest. In some 
situations, accounting firms may even get involved 
in the clients’ immoral conduct – for example, when 
auditors are encouraged to issue unqualified opinion 
on financial results and sometimes against their will. 

An accounting firm therefore has the tricky balancing 
act of sticking to the rules and ensuring ethical and 
professional services while at the same time meeting the 
requirements, expectations and desires of their clients.   

Accounting firms: Adopting a stance

Studies undertaken on the approach of accounting 
firms in an audit context shows that they can assume 
three attitudes or approaches to their client assignment: 

tough, business as usual, and accommodating. 

It follows that from the perspective of business ethics, 
accounting firms should take the right disposition 
and be tough or at least employ a business-as-
usual attitude to maintain professionalism.

But playing tough and refusing to provide client-
preferred solutions carries a risk – it might mean the 
end of the beneficial relationship. We can logically 
think that accounting firms would shy away from 
toughness and consider it as the least desired 
approach. Surprisingly though, research has shown 
the contrary. Although a tough approach might be 
a cause for conflict, there is no great effect on the 
longevity of the provider-customer relationship.  

The rational argument for this is that both parties 
consider the cost-benefit of it all, with self-interest 
and mutual welfare tipping the balance towards 
acceptance of necessarily rigid rules. Moreover, for the 
accounting firm, offering tip-top professional service is 
an important and influential factor in ensuring reputation 
and a solid client base, so it tends to opt for economic 
rationale and ethical standards of behaviour. 

Generally speaking, accounting firms and their clients 
are in a constant moral dialogue over what causes 
the greatest welfare and benefit to the client and 
the limits of what is right and what is wrong in the 
search for this. Hero, upholder, or villain? There are 
some who would be wise to reconsider their opinion 
that accountants and accounting are boring!

But is that enough to ensure good conduct? No, it 
seems. Opportunisms or collusions still occur, most 
probably when accounting firms choose to keep 
silent or advocate clients’ immoral behaviors. So 
the rational argument doesn’t always sway – after 
all, people (and companies) are imperfect. 

The rise of the code of conduct – 
and the question of ethics 

Because the rational economic assumption 
does not always ensure that ethical behaviour 
is followed, the industry has turned towards 
developing codes of conduct and ethics, usually 
grounded in guiding principles on independence, 
integrity, and objectivity such as the GAAP 
(Generally Accepted Accounting Principles.) 

These codes place the onus on the accounting 
firm, regulating their behaviour to avoid unethical 
breach of conduct. And they can also positively 
influence others including their clients and suppliers. 

The weak point in many codes is that doing the 
proper thing is not the same as doing the good thing. 



The Council on Business & Society - CoBS Publishing    98

Codes are by nature rule and duty-based, but rarely 
cover virtues or moral character. Absent is the notion 
of leading “a good life” and that undertaking such 
or such an action is charitable or benevolent. 

Profs Qinqin Zheng and Zhiqiang Li contend that in 
addition to self-discipline, accounting firms should have 
more codes of virtues in their actions so as to ethically 
influence others. Because when one acts through 
obligation and rule, such is human imperfection that 
rules are to be broken and duties to be discarded.  

A special flavour from China

Accounting firms can influence their clients in three 
ways: positive influence, no influence, and negative 
influence. Prior research, coupled with Profs Zheng 
and Li’s, points to two aspects of accounting firms 
that affect which way the influence sways the 
client. These are capabilities and relationships. 

Full of highly qualified professionals, supported by codes 
of conduct and rigorously professional through well-
oiled processes, tools and work values, accounting 
firms’ capabilities should indicate that they possess the 
“wisdom” to make right decisions and qualification to 
detect any corporate incidences of immoral behaviour.    

Accounting firms in China, however, come up 
against a tradition of contradictory notions about 
these capabilities. One is that accounting firms are 
irrelevant or incapable in terms of being aware of 
clients’ immoral conduct. It is generally thought 
that because clients hold much more information 
than the auditor, this hinders accounting firms 
from verifying the true conduct of their clients. 

It follows that in China, accounting firms are often 
forgiven or punished gently in corporate scandals by 
using the excuse of incapability of awareness. Back in 
the early 2000s, both KPMG and Deloitte were examples 
of this – the former getting off with only an investigation 
and no sanction while its client Jinzhou Port Co., Ltd 
was fined; with Deloitte Touche Tohmatsu in a similar 
incident also receiving no substantial punishment. 

Profs Zheng and Li disagree with these presumed 
perceptions and their research tends to prove 
their doubt in this “responsibility loophole”. The 
nature of the intimate interaction and relationship, 
in addition to accounting firms’ requirement of 
professionalism through their expertise, makes 
it hard to believe that their capabilities are not 
sufficient to enable awareness of cases of corporate 
immoral accounting information disclosure.

A second widespread belief is that that accounting 
firms with stronger capabilities and higher qualifications 
are better at reducing the accounting immoral 
behaviors of clients. As a result, some banks and 
governments have required clients to provide 
certifications issued by international accounting firms. 

In 2001, for example, in order to reduce the occurrence 
of business scandals, the China Securities Regulatory 
Commission (CSRC) issued the infamous Rule Sixteen on 
the compulsory recruitment of international accounting 
firms in the special audit demand of listed companies. 
However, in 2007, the CSRC abolished the rule. 

The reasons partially relate to the inefficacy of 
the rule and partly to the fact that no significant 
results of accounting firms positively influencing 
their clients’ behaviours had been recorded. The 
U.S. Sarbanes-Oxley Act, as well as the CSRC, also 
introduced the notion of maximum audit tenure 
and the mandatory rotation of auditing firms in 
an attempt to reduce the risk of misconduct. 

Here again, Zheng and Li’s research has led them to 
question the effectiveness of limiting the time a client 
works with an accounting firm. For them, an accounting 
firm will do its job regardless, displaying the necessary 
expertise and approach as a question of professional 
values. Rather, given the customised and intimate 
working partnership that sets in between provider and 
client, it is long-term relationships that may indeed be 
helpful in the reduction of clients’ immoral behaviors. 

Sugar turns the bitter into sweet

For Zheng and Li, every company has the motivation 
to be a good one. It is not the relationship itself 
between a firm and its accounting provider that 
might deteriorate the corporate moral level. 
Long-term working relationships therefore have 
a positive effect on shaping good conduct. 

Although expertise alone is not enough, accounting 
firms also have the muscle in terms of professionalism 
and behavioural guidelines – in the form of codes 
of conduct – to enable them to detect immoral 
behaviour. However, it is not the sole responsibility of 
the accounting firm to ensure their clients’ moral and 
ethical conduct. Firms should also play the game. 

And if ever, as in the Luckin Coffee case, the chase 
for fast, maximum profit brews a bitter recipe for 
cheating on its stakeholders, it would be wise for 
companies to step back and sweeten things with a 
little ethics for good and moral decisions to be taken. 
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QINQIN  
ZHENG

FOOD FOR THOUGHT
•  How do you view accounts and 

the accounting trade? Heroes 
or villains, necessary evils or 
bastions of business ethics? 

•  Does your company or 
organisation have a code 
of conduct? If so, to what 
extent is it effective? How 
could it be improved? 

•  Why do you think accounting 
scandals still exist despite the 
increasingly strict laws and rules of the 
client-accounting firm relationship?

KEY TAKEAWAYS

•  Accounting firms especially can be considered as 
“important others” for their clients, with access to 
sensitive internal business information and activities.

•  An accounting firm must stick to the rules and 
ensure ethical and professional services while 
at the same time meeting the requirements, 
expectations and desires of their clients.  

•  Accounting firms can influence their 
clients in three ways: positive influence, 
no influence, and negative influence.

•  A traditional view in China is that accounting 
firms are irrelevant or incapable in terms of 
being aware of clients’ immoral conduct. 

•  A second widespread belief is that that 
accounting firms with stronger capabilities and 
higher qualifications are better at reducing the 
accounting immoral behaviors of clients.

•  Given the customised and intimate working 
partnership that sets in between provider and 
client, it is not so much the expertise but long-
term relationships that may indeed be helpful 
in the reduction of clients’ immoral behaviors. 
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In recent 
years, 
donations 
from the BIG 
4 auditors’ 
political 
action 
committees 
have risen 
significantly 
in number 
and amount.

DO POLITICAL LINKS 
INFLUENCE BIG FOUR 

ACCOUNTING PRACTICE? 
By Professors Anastasios Elemenes, ESSEC Business School, and Jeff Zeyun Chen, Neeley School of Business. 

Related research: Anastasios Elemes & Jeff Zeyun Chen (2020): Big 4 Office Political Connections and 
Client Restatements, European Accounting Review, DOI: 10.1080/09638180.2020.1856163

Does the political connection of an audit firm 
or the client firm influence the professional 

relationship between them? To the layperson the 
answer might sound obvious. But does it really 
matter? The answer to this one is a categorical yes if 
we take into account the critical role of accounting 
firms in the world of business and finance and the 
possible implications that might arise as a result. 

Profs. Anastasios Elemes & Jeff Zeyun Chen of ESSEC 
Business School and Neeley school of Business decided 
to do just that. They explore the political connections 
of the BIG 4 audit firms – EY, Deloitte, KPMG, and 
PwC – and by studying their data from 2003 and 2012 
identify the impact of these connections on both the 
auditors’ practice and their clients’ behaviours.  

The nature…

An audit firm provides independent assurance of 
the credibility of financial reports and reviews the 
profit and loss statements to discover any potential 
theft or misdemeanor. The keyword here is the 

word independent – because that is ultimately the 
determining factor if the audit firm is creditworthy or not.   

However, existing research on auditing firms suggests 
that they establish political connections at the 
national level to lobby regulators and legislators. 
Indeed, auditors use political connections to lobby 
for their own interests – for example, lobbying to 
influence accounting and auditing standard – as 
well as for the interests of their clients. Does that 
suggest that their independence is compromised? 

Elemes and Chen’s findings indicate that in recent 
years, donations from the BIG 4 auditors’ political action 
committees (PACs) have risen significantly in number 
and amount. Not only. In addition to contributions made 
by these top-level committees, auditors’ employees are 
also targeting campaign money directly to members 
of the congressional committees who oversee the 
audit industry that include the Senate Committee on 
Banking, Housing, and Urban Affairs and the House of 
Representatives Committee on Financial Services.  
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…Of the game

Indeed, more than half of Big 4 companies’ 
offices were, at some point or another, politically 
connected in the considered five-year period. And 
it was found that political connections at the office 
level overlapped with the national level – 57% of 
politicians targeted (supported with donations) in 
a given year at the office level were also targeted 
at the national level via corporate headquarters.

While accounting firms’ political strategies vary across 
audit offices, these contributions and the overlap 
both peak in the years where there were intense 
regulatory activities that significantly affected the 
audit industry. For example, in the years 2005 and 
2006 when the PCAOB (Public Company Accounting 
Oversight Board) imposed restrictions on auditors’ tax 
services and was deciding whether these restrictions 
should be expanded to include other non-audit 
services. Contributions from connected offices also 
spiked when Chris Todd – then Chairman of the 
Senate Committee on Banking, Housing, and Urban 
Affairs Committee – ran for president in 2007. 

The effects of political connections on auditing quality

The fact that Big 4 audit firms have repeatedly 
and significantly contributed to the congressional 
members who oversee the audit industry is clear. 
But do these audit-client political connections have 
an influence on the quality of service and provided 
by the auditors and the independence required 
by an auditing firm to do its job correctly? 

In order to explore these questions, Professors Elemes 
and Chen used earnings restatements – changing 
financial reports after a mistake has been discovered – 
to measure the audit quality offered by the audit firm. 
Traditional logic tends to point to a non-drop in quality, 
the argument being that because the creditworthiness 
of an audit firm is a key factor in forging long-term 

relationships and lobbying objectives, the quality of 
the auditing must be upheld. A certain logic holds for 
the following too: Since politically connected auditors 
are more sensitive to litigation risk and reputation 
concerns, they will exert more effort to avoid errors for 
their politically connected clients. However, connected 
clients enjoy strong governmental support and are less 
likely to fail. Therefore, when connected clients decide 
to have less audit quality or contract for any reason, 
the politically connected auditors are willing to cater 
to the preference for flexibility. But when audit firms 
do allow managerial discretion in financial reporting, 
the incidence of errors may increase. So do these hold 
their own in the light of Elemes and Chen’s research? 

Elbow grease or silver coins

The researchers find that auditors’ involvement in 
the political process indeed has implications for their 
audit quality, with clients of politically connected 
auditors being less likely to restate earnings. It turns 
out, however, that the findings reveal this negative 
relation to be weaker for politically connected clients. 
Trawling through the data covering the restated years, 
Profs Elemes and Chen found that the audit firm is 
paid a much lower audit fee during the years that 
are subsequently restated when both auditors and 
clients are politically connected. The notion of flexibility 
too, became apparent – politically connected audit 
firms allowing a certain managerial discretion for 
connected clients, especially when the client desired 
a certain degree of leeway in reporting earnings. 

The overall conclusion is that while auditors with 
political ties need to maintain high-quality audits to 
be reputed lobbying agents, this creditworthiness 
criterion is not applied for connected clients. It could 
also be said that connected auditors compromise 
their independence for their connected clients. 

It seems that – to quote from the hit American 
drama series Billions – Elbow grease alone won’t 
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solve what elbow grease and a few silver coins will. 
Will it continue to be the case for the audit industry? 
Profs Elemes and Chen’s research data ends in 
2012 – due in part to the fact that due to the fact 
that there is a considerable time lag between the 
original financial statement release and a subsequent 
restatement. Though they doubt that auditors’ lobbying 
incentives and political activities are systematically 
different thereafter. Future research will tell.

ANASTASIOS 
ELEMENES

JEFF ZEYUN 
CHEN

FOOD FOR THOUGHT
•  To what extent do you think it 

normal for auditing firms, or 
companies in other fields of 
business, to offer financial 
contributions to political parties? 

•  Should lobbying be banned? 
What would possibly happen if 
governments did ban lobbying? 

•  To reduce the risk of conflict of 
interest due to financial contributions, 
what ground rules could be applied 
across all industries and sectors? 

•  Think of your own case. If you offer 
donations or additional contributions to 
membership fees of a club or association, to 
what extent do you have more influence on 

the decisions that are made? Is it normal?

KEY TAKEAWAYS

•  An audit firm provides independent assurance 
of the credibility of financial reports and reviews 
the profit and loss statements to discover 
any potential theft or misdemeanor.

•  In recent years, donations from the BIG 4 
auditors’ political action committees (PACs) 
have risen significantly in number and amount. 

•  Auditors’ employees are also targeting campaign 
money directly to members of the congressional 
committees who oversee the audit industry.

•  Auditors use political connections to lobby for 
their own interests – for example, lobbying to 
influence accounting and auditing standard 
– as well as for the interests of their clients.

•  While accounting firms’ political strategies 
vary across audit offices, these contributions 
and the overlap both peak in the years where 
there were intense regulatory activities that 
significantly affected the audit industry.

•  Clients of politically connected auditors being 
less likely to restate earnings. But this negative 
relation is weaker for politically connected clients. 

•  The audit firm is paid a much lower audit fee during 
the years that are subsequently restated when 
both auditors and clients are politically connected. 

•  Politically connected audit firms allow a certain 
managerial discretion for connected clients, 
especially when the client desires a certain degree 
of leeway in reporting earnings.
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FOR MANAGERS, ENTREPRENEURS, LEADERS, INSTRUCTORS
AND THOSE WITH AN INTEREST IN RESEARCH WITH AN IMPACT.

DOWNLOAD OUR COBS RESEARCH PODS AND BOOKLETS!

Ramp up your knowledge, improve your teams, gain in leadership, reshape your 
business or give your teaching, training or coaching a new dynamic.

https://www.council-business-society.org/downloads
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