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Foreword by Doug Baillie

This book provides an excellent framework for managers to pursue sustainable busi-
ness in a strategic way. At the same time, it is a learning model, starting with the
foundations of risk management and stakeholder management and moving on to the
more complex challenges of strategic differentiation and business model innova-
tion. The most challenging part however is the organizational change management
and talent development which needs to follow or go hand in hand with the strategic
processes.

The wealth of case studies and supporting texts is derived from the legacy of
ABIS — The Academy of Business in Society where business schools and compa-
nies are working together to enhance the knowledge base for sustainable business.
The book follows the rationale of the business manager in a very practical manner,
and I hope it will be widely used in executive education and become a core part of
learning and talent development.

ABIS — The Academy of Business in Society Doug Baillie
Brussels, Belgium



Foreword by Daniel Janssen

Before I joined Solvay S.A., I was the CEO of a pharmaceutical company, the chair-
man of the Belgian Employers Association and one of the hundred founders of the
Club of Rome in 1968. T was convinced of the necessity of sustainability whether
environmental, social or ethical.

During my stay at the helm of Solvay S.A. (1984-2006), our global company
became even more global and even more conscious of the rising global sustainabil-
ity challenges. As a 150-year-old family-controlled company, we understood very
well what sustainability meant. My management colleagues and I, with the support
of my family shareholders, decided increasingly to take strategic decisions and
operational execution only when we could grow profitably in a sustainable way,
with due respect for environmental, social and ethical issues. With these principles
in mind, we have reorganized some businesses, we have sold businesses where we
could no longer see profitable growth with sustainability, and we have acquired
businesses where we could see growth with sustainable profitability.

This book offers managers a systematic approach for pursuing sustainable profit-
ability by integrating economic, social, environmental and ethical dimensions in
business strategy and decision-making. As a member of the INSEAD Advisory
Council, I have argued for a long time that the future of capitalism is in peril if —
despite its global and remarkable successes — business cannot control and minimize
its failures and excesses (greed, inequality, corruption, climate change, social injus-
tice, etc.). The solution must be a more sustainable market economy. I am convinced
that businesses, when profitable, sustainable and innovative, are a force for good,
for a better world. I think therefore that the business schools curriculum should
address the sustainability challenges in serious ways. I am very happy to see that
this book offers a down-to-earth framework for making this happen. I congratulate
the editors and the authors for their unique contribution to business education.

Solvay S. A. Daniel Janssen
Brussels, Belgium
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Managing Sustainable Business in a Global
Context

Gilbert G. Lenssen and Joris-Johann Lenssen

In this chapter, we are presenting an outline of the conceptual framework for this
book. This framework is also a step-by-step model for managers to identify risks
and opportunities for sustainable business and therefore also a managerial frame-
work for decision making, as well as a supervisory framework for the board.

As set out in the introductory chapter, the key to sustainable business is in achiev-
ing the right balance between managing competitiveness and profitability for attrac-
tive returns to shareholders with managing the political, social and ecological
context of the business which in turn can enhance competitiveness and profitability.
Managing the context of the business is focused on both protecting value against
sustainability risks and creating new value from sustainability opportunities. In
managing context, the business is perceived as generating benefits for all stakehold-
ers (including its shareholders) and as a credible and trustworthy player for these
stakeholders.

Sustainable business is achieved by integrating context issues into the business
model and competitive strategy, laying the foundations for long-term profitable
growth. The model we propose is designed in six steps which are the six modules of
the book:

1. Risk Management focusses on the “accountabilities” of the business and consists
of knowledge management of “inside-out” impacts of the business model and
the business strategy. Risk management is about managing accountabilities for
impacts (externalities) in shifting social contract environments. Oil companies
like Shell and BP are held accountable for all environmental impacts, even if
they operate within the law and governmental regulation (Shell) or if the impacts
have been caused by a subcontractor (BP).

2. Issues Management focusses on the more vague “responsibilities” of the busi-
ness and consists of knowledge management of “outside-in” impacts of new
issues from the business environment on the business. Issues management is
about adopting appropriate organisational responses for latent, emerging and
maturing issues of responsibility. In the face of controversy on child labour, Nike
had to shift from a defensive and compliance approach to a strategic approach by
changing its business model and seeking industry sector agreements as the child
labour issue matured over the years.

xiii
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3. Stakeholder Management for Competitiveness and Trust is about identifying,
weighing the importance and prioritisation of key stakeholders within the busi-
ness model and managing relationships with stakeholders as key resources for
comparative strategic advantage. Companies like Johnson & Johnson invest con-
tinuously in relations with key stakeholders such as hospital managers and health
care staff.

4. Strategic Differentiation: Strategic Bets for Sustainable Business Development
is about developing sustainability value propositions to markets and stakehold-
ers, including reconceiving products and services, redefining productivity in the
value chain and developing partnerships. GE Healthcare high efficiency CT sys-
tems are designed to reduce electricity consumption for operation and ambient
cooling by optimising energy use based on a customer’s usage profile. Illycaffe
redefined productivity in the value chain by engaging directly with farmers to
ensure high-quality supplies combined with a better income for farmers. GSK
formed partnerships with NGOs to ensure that medicines would find their way to
patients instead of disappearing into corrupt reselling channels.

5. Business Model Innovations and Transformations: Taking Great Leaps Forward
is about identifying and entering market spaces with high sustainable value and
transforming business models and capabilities to capitalise on emerging market
value. Umicore reinvented itself from a polluting steel giant into a specialty met-
als and materials producer and technology solutions for sustainable develop-
ment. IBM radically changed its business model from a hardware producer of
PCs and servers to a provider of IT-driven solutions for sustainable development
in, for example, electricity grid efficiency and traffic management.

6. Managing Change for Sustainable Business: Developing Dynamic Capabilities
is about developing organisational capabilities and managerial talent for sustain-
able business and leadership for organisational change. All the above cited exam-
ples of innovative companies display a dynamic capability for turning
sustainability threats into opportunities. Unilever does so in an exemplary way
with its Sustainable Living Plan and is completely redesigning HR and talent
development processes to support its strategic ambition of doubling sales and
halving environmental impact.

We will now elaborate on this model by providing the conceptual background
and analysis for each of these six dimensons of managing sustainable business.

Partl Risk Management: Managing the Accountabilities
of the Business

This first level of analysis deals with the accountabilities for inside-out impacts (or
“externalities”) of the company on its ecological, social and governance/political
environment (ESG). Most companies have considerable positive impacts in terms
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of technological development, quality products and services, employment, tax con-
tributions, training of the workforce (which contributes to its employability), com-
munity support, philanthropic activities and more. However, within the context of
managing the company’s accountabilities, it is important to manage the risks asso-
ciated with negative impacts, i.e. costs which are externalised and from which the
company profits but the price to be paid in extreme cases might be prohibitive.

Negative impacts may be oil spills, air and water pollution (environment), poor
and unsafe working conditions, human rights violations (social), corruption, entan-
glements in civil wars and complicity with governments which do not respect
human rights or free speech (governance). However, a business will always have
externalities, some with acceptable costs for society. How much costs are accept-
able to society is very much dependent on the normative context of the company
often described as the “social contract” a company operates with.

A “social contract” in this context of sustainable business refers to the normative
framework the business operates with, which is determined by the expectations of
society and government on the role and purpose of business'. These expectations go
well beyond fulfilling legal and regulatory obligations by business.

The normative framework consists of both explicit and implicit expectations of
governments and societies (often voiced via non-governmental organisations).

In our model, risk management deals with management of impacts within the
context of the social contract of explicit expectations.

The informal, implicit and frontier expectations of the social contract are the
subject of issues management. These so-called norms consist of the explicit and
implicit expectations of governments and societies (often voiced via non-
governmental organisations). In our model, risk management deals with manage-
ment of impacts within the context of the social contract of explicit expectations.
The informal, implicit and frontier expectations of the social contract are the subject
of issues management.

Explicit expectations in relation to impact management can be legal or extrale-
gal. Legal standards on social, environmental and financial accountabilities are pro-
vided by legislations of governments, directives of supranational bodies like the EU
or supranational institutions like the WTO. Extralegal explicit expectations are
shaped by guidelines from organisations like OECD, ILO, UNEP and UN Global
Compact, covenants with governments or even strong demands from credible NGOs
supported by public opinion.

Explicit expectations might vary from country to country and between conti-
nents, but with the emergence of the “global village”, corporate activities which are
in line with explicit expectations in one part of the world may be judged by the court
of global public opinion and media from another more stringent set of criteria.

'Donaldson, T., and Dunfee, T.W. (1994). Toward a unified conception of business ethics: integra-
tive social contracts theory. The Academy of Management Review, 19(2).
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Risks are mostly inherent in the externalities of the business model and the busi-
ness strategy and thus are at the heart of the company’s existence. These exposures
of the business model and business strategy can be life-threatening to any
business.

Risk management is implemented by:

— Identifying negative impacts against the background of explicit expectations

— Understanding the liabilities and possible consequences (financial and
reputational)

— Setting and continuously updating standards

— Managing compliance, assurance and control processes

— Crisis and response management (despite all of the above, something can/will go
wrong)

— Communications management, transparency and media management

Business models consist of different parts and each part can carry specific risks.
Typically, a business model defines the way the business creates, delivers and cap-
tures value. It consists of different parts (Al-Debei and Avison, 2010):

— The value proposition, i.e. the value created for customers (price, quality,
service)

— The market segment and types of customers (sensitivity, political)

— The structure and span of the value chain from suppliers to customers

— The revenue-generating processes and systems (pricing, margin setting, exploita-
tion of quasi-monopolistic positions)

— The position of the business in the value network or the “ecosystem” it forms part
of, i.e. the vertically and horizontally extended value chain and relevant
stakeholders

Consequently business models with different foci have different risks. For exam-
ple, business models based on low cost and price leadership (e.g. Walmart,
McDonald’s and FedEx) are vulnerable in different ways compared to business
models based on product leadership (e.g. Apple, Fidelity Investments, BMW and
Pfizer), where the brand value is more at stake. Also different strategies have spe-
cific risks: Geographical expansion and new market development, for example,
maybe risky, since companies start operating in new territories with unknown com-
plexities in the social contract fabric and the political context, e.g. BP in Columbia,
Google in China, Walmart in Mexico, Shell in Russia and GSK in South Africa.

Manifest risks can be analysed in terms of their type (like environmental,
social, governance/political risks) and the degree which can be evaluated in a
matrix of control and repercussions. The areas of risks are defined by the spans of
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vertical and horizontal integration in the value chains and may be located in the sup-
ply chain, in the distribution chain (including product liabilities), in production
facilities, in joint ventures, in mergers and acquisitions (hence importance of ESG
due diligence) and in geographic and associated cultural risks in new markets.

Negative effects may be a combination of financial losses through costs, fines,
litigation, share price erosion, market share losses, damage to reputation which
increases transaction costs, diminished brand value which depresses margins and
thus profitability, valuable management time spent on managing crises and the
aftermaths instead of growing the business.

Underlying risks may be:

e Managerial risks like a too narrow short-term focus, ignorance of context of
business, underestimating inherent risks in the business model and business
strategies, legalism and defensiveness (or lack of proactive attitude) of
management

e Organisational risks in organisational culture and structure, processes, systems
and skills, top management driving challenging targets “whatever the costs” and
middle management taking unsustainable pathways (e.g. Volkswagen emissions
scandal)

e Corporate governance risks caused by boards not sufficiently overseeing a
broad spectrum of risks in the business and the context of business and boards
not questioning basic assumptions in business models and strategies and not
critically questioning risk/return imbalances

Boards should be closely involved in overseeing risk management beyond the
traditional concerns of financial and technical risks. This is not in the least because
regulatory risks (governments imposing new legislation with costs of administra-
tion for companies and which might, in addition, not be effective) need to be miti-
gated by substantial voluntary industry sector-wide standards and practices. In order
to achieve this, companies may want to assume industry sector leadership and/or
establish market entry barriers for low-quality unsustainable operators. This may be
tricky.

A newly emerging dimension of risk management is the growing integration of
sustainability risks into equity research by asset managers and fund managers
and the potential of future share value being risk adjusted accordingly. Boards
should be alert to this new trend. (See the introduction in Chap. 2).

Boards should also seek assurances that risk management and crisis manage-
ment capabilities are adequately provided for since total risk control at all times is
not possible.
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Example for risk management
VIGEO CSR Risk Management Framework

Business model risk Standards against which impacts | Origins of explicit expectations
areas should be measured

Human rights 4

Human resources 5 OECD

Environment 6 UN

Business behaviour 3 ILO

Community relations |3 UNEP

Corporate governance |2 Global Compact

Source: VIGEO homepage http://www.vigeo.com/csr-rating-agency/en/methodologie

Human rights risks: prevention of violations, freedom of association, non-
discrimination and child labour/forced labour

Human resources risks: labour relations, employee participation, restructurings,
career management and employability, remuneration systems, safety and respect
for working hours

Environmental risks: ecodesign, pollution, green products, biodiversity, water
resources, impacts of energy use, atmospheric emissions, waste management,
environmental nuisances, impacts of transport and product disposals

Risks related to business behaviour: product safety, customer info, contractual
agreements, environmental and social factors in supply chains, corruption and
anticompetitive practices

Community relations risks: socio-economic development, social impacts of prod-
ucts and contribution to good causes

Corporate governance risks: board performance, audits/internal controls, share-
holder rights and executive remuneration

Part Il Issues Management: Managing the “Responsibilities”
of the Business

The second element of the model is an outside-in investigation of major trends in
the immediate and wider business environment which may affect the business in the
medium to long term. These trends produce issues that exacerbate risks in the
business model and the business strategy or create new risks, thereby affecting
the sustainability of the business model and strategy.

Issues management is concerned with the less formal, more implicit or even
frontier expectations within social contracts. Issues management is therefore
more fluid, much less predictable and more a matter of connectedness and feeling
for context, judgement and opportunity assessment than straightforward analysis,
standard setting and compliance management.


http://www.vigeo.com/csr-rating-agency/en/methodologie

Managing Sustainable Business in a Global Context XiX

Major current issues such as a culture of systematic corruption, inequality, pov-
erty, privacy, obesity, offshoring, access to medicines, resource depletion, forest
destruction and climate change were not long ago widely considered to be part of
the responsibilities of governments and regulators and not the responsibility of
business. As these issues over time emerged, matured and became publicly associ-
ated with corporate responsibility, they have shifted an industry’s ground rules and
pose serious threats to the sustainability of the business.

However, these issues can create new market opportunities that nimble compa-
nies can identify and exploit for comparative advantage. Of course, there are first-
mover business risks involved in incorporating emerging issues very early on in
business models and strategies ahead of the competition, such as cost disadvan-
tages. Thus, companies with a business model based on cost leadership and stan-
dardisation will be less keen. However, agile companies will nevertheless consider
simultaneously the risks associated with lagging behind and becoming an icon of
corporate irresponsibility and greed. Industry leaders are especially prone to becom-
ing these icons.

Issues management deals with the continuously shifting grounds of what is
perceived as the responsibilities of business by public opinion at large and spe-
cific stakeholders in particular. Issues management deals with the informal,
implicit and frontier expectations of the social contract.

If issues are latent, like obesity or water depletion 15 years ago, a defensive atti-
tude (“business cannot solve these problems, governments should”) may not be
damaging but alertness to the shifting grounds of perception may be necessary nev-
ertheless. As issues emerge, positions need to be taken deliberately and managerial
action is often required. At this stage, CSR departments are often tasked with com-
pliance management, but this may not be sufficient. As Zadek describes in the
Nike case, the issue of child labour was a type of collateral damage, an indirect
effect of the business model, based on just in time supply policies and the remunera-
tion policies for procurement staff. Imposing standards on suppliers by compliance
officers sent by the CSR department was to no avail at first. Instead, the business
model needed to be adapted. Corruption was long considered an unavoidable part of
doing business, especially in developing markets. Corruption remains a challenging
issue for companies and requires more than compliance management. Companies
like Siemens learned the hard way that corrupt practices can be implicitly part of the
business culture and business strategy and a significant overhaul of both is often
required.

Issues might be linked to industry structures or even global trade conditions
and again require much more exhaustive analysis and deliberate strategic action
than compliance management by CSR departments. They require immediate and
strong involvement of senior management and the board. In Nike’s case, a global
trade agreement within the WTO provided for supply quota per country in the global
apparel industry. This well-intended policy (equal access to world markets) had
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however unintended side effects which indirectly allowed child labour to persist.
Companies like Nike had thousands of suppliers from many countries and found it
impossible to control standards in the supply chain and concentrate on quality rela-
tions with fewer suppliers. Cooperation between the industry sector and the WTO
was required to adapt trade agreements and avoid unintended consequences. Nike
assumed industry leadership to help significantly in making this happen.

Companies like Walmart, McDonald’s and Lidl enjoy low-cost supply conditions
but have low margins in sales and distribution. Apparel brands such as Nike have of
course a much more profitable business model, which is based on low cost in the
supply chain and high margins in the sales and distribution chain. Returns, certainly
without any investment in manufacturing and other assets, can be extraordinary.
However, the rule often holds that considerably higher returns bear significant risks.

Many more companies, such as Apple, source from low-cost countries and sell at
high brand premiums in developed markets. But such business models become
threatened over time from both ends by emerging issues: the cost basis on the sup-
ply end and the brand damage which may erode margins at the distribution and
marketing end.

The emerging and maturing issues of today are without a doubt climate change
(especially since the COP21 Summit in December 2015) and environmental foot-
prints in general, along with related issues such as erosion of water reserves, emis-
sions testing and performance of automobiles. But other issues are also seemingly
maturing, like inequality in general, access to medicines, corporate tax avoidance
and tax competition between countries from which companies benefit, fugitives and
migration and programmed obsolescence of electrical and electronic products.
Executives might be tempted to be dismissive of corporate responsibility in these or
only accept a small part of responsibility, but the bets are out on how long this
defensive attitude can last and when it results in a “too little, too late” blame in the
medium term or even short term.

Simon Zadek proposes an excellent model for use in the executive education
classroom, which links issue maturity to the appropriate organisational response
(see Zadek’s chapter on Organisational Learning). Using the case of Nike in the
1990s, Zadek describes how companies go through an individual learning process
and others can learn from its experience. He states that “Companies don’t become
model citizens overnight. Nike’s metamorphosis from the poster child for irrespon-
sibility to a leader in progressive practices reveals the five stages of organisational
growth”. Nike’s business model of producing high-end consumer products in low-
cost countries and selling in high-price markets is similar to that of many other
companies. But under the pressure of activists, the company was forced to act.
Zadek introduces five discernible stages of how companies handle corporate respon-
sibility, relative to issue maturity. This is illustrated in the figure below and dis-
cussed in detail in the chapter.
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Part Ill Stakeholder Management: Managing Competitiveness
and Trust

Business stakeholders are affected by the business while they also have an effect on
it. The stakeholder view of the corporation allows for a clear view on all those
groups and organisations with which the business is interdependent and which
need to be closely monitored during management processes to provide checks and
balances. The stakeholder view we introduce here is not opposed to a “shareholder
view”. Shareholders, investors at large, are also stakeholders themselves, albeit that
they exert considerable powers via the financial markets and based on corporate law.
But the considerable powers of other stakeholders work in different ways, often
indirect and on different timescales. Moreover, stakeholders may be perceived as
pulling the business in different directions, maybe ultimately tearing it apart and
destroying it. The task of management is to counteract the competing forces
around common purpose and common interest. At times, trade-offs and compro-
mises need to be made, but more value can be created by finding new innovative
solutions, new creative approaches that can go beyond pedestrian compromise.

The resource-based approach to business strategy considers all stakeholders to
be sources of information and knowledge which can be key in gaining comparative
advantage (Post, Preston & Sachs 2004). The entire relational capital with stake-
holders can be leveraged for advantage. Furthermore, the capability to manage this
and achieve binding purpose with stakeholders is a key element of the set of
capabilities that constitute comparative advantage. This model distinguishes
three types of stakeholders:
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Resource base stakeholders such as investors, customers and employees.

Industry structure stakeholders such as suppliers, unions, joint venture partners and
regulatory bodies. Even competitors can be seen as part of this group of
stakeholders.

Social-institutional stakeholders such as governments, non-governmental organisa-
tions (NGOs), other civil society organisations and local communities.

Stakeholder View of the Corporation

Source: Redefining the Corporation

The media including the press, TV, radio, Internet and social networks are giving
voice to stakeholders but act sometimes as stakeholders in their own right. However,
stakeholders can be sources of both risk and opportunity. A stakeholder man-
agement model of the business should distinguish between risk and opportunities
with each stakeholder and manage these accordingly. Stakeholder management cre-
ates firm value by minimising risk and maximising opportunity in relationships with
stakeholders.

Risks and opportunities provided by stakeholders may vary, and accord-
ingly, different weightings of stakeholders should be undertaken. In knowledge-
based industries, human resources carry more risks and opportunities compared to
physical asset-based companies like oil companies, who in turn need to attach more
risks to environmental activists and regulators. All stakeholders are important, but
some more than others, depending on the industry sector and the specific business
model and business strategy of the company.

Stakeholders of particular high risk but also of potential high opportunity are
NGOs. Since the early 1990s, NGOs have been challenging companies more openly
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for taking on their responsibilities towards society. This is particularly risky for
companies with a home market in Europe and North America, with strong brand
equity, scale and standardisation and with industry leadership status. According to
Elkington and Fennel (1998), NGOs can have four roles in this regard (sharks,
orcas, sea lions and dolphins) and each requires different risk-minimising and
opportunity-enhancing strategies. Sharks and orcas tend to be confrontational and
tend to polarise and act more (sharks) or less (orcas) by instinct and in groups.
NGOs like Greenpeace, Friends of the Earth and Human Rights Watch would fall
into these categories. Sea lions and dolphins on the other side are much more
inclined towards co-operation. While sea lions would accept funding from compa-
nies and tend not to be very critical, dolphins see their independence as essential in
a co-operation. NGOs like Oxfam, Caritas, Médecins Sans Frontieres, Amnesty
International and Save the Children can be fit into these categories. Many NGOs
start out as sharks with confronting campaigns and as much distance from compa-
nies as possible. It is of high importance for companies to manage the different roles
of NGOs carefully to mitigate the risk but also find opportunities to collaborate.

Typology of NGOs
Polariser Integrator
DOLPHIN
Scrutinises relative
performance and selects
appropriate partners

Discriminator

SHARK SEA LION
Ignores relative performance|  Ignores relative performance
and attacks most targets and works with anyone

Non-discriminator

Source: John Elkington, unpublished

In sum, stakeholder management is a vital part of managing a sustainable busi-
ness. This is also recognised by sustainable asset managers and, increasingly, main-
stream asset and fund managers in the financial services industry, who evaluate each
company on risks and opportunities both in the business exposure to sustainability
trends and in stakeholder relationships. This is commercially sensitive information
which is not published. But the authors of this chapter have been deeply involved in
the development of such assessment models for asset management firms. In these
models, the quality of stakeholder relationships is an important part of the assess-
ment and makes up for 50% of the assessment rating.

Here is an example of such a model.
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Sustainable Business Analysis
Assessment of companies within industry sector

Macro: exposure to key sustainability challenges
and associated risk/opportunity management

Top
Performing
Group*

Micro: quality of stakeholder relationships

O *The top 15% are the most attractive group for investors in sustainable businesses.
The bottom 45% are considered as of considerable risk by main stream asset
managers. Their future financial performance outlook and asset valuation will likely
be risk adjusted downwards.

(Generic model drawn from work by ABIS in cooperation with Dexia Asset Management,
not published)

Stakeholder management provides the method and channels for encom-
passing Risk Management (Part I) and Issues Management (Part IT). Risks and
issues are better managed with a smart and credible stakeholder strategy and
implementation.

Leading companies like Johnson & Johnson, Novartis, Orange, IKEA, BMW
and many more have implemented stakeholder-based business principles. These
companies define risks and opportunities with each stakeholder and develop and
evaluate key performance indicators and expectations from relationships with each
stakeholder. They consistently build knowledge resources and social capital. They
are keenly aware of risks from impacts/externalities and of emerging issues and
proactively manage these with stakeholders. Stakeholder management becomes in
this way the management model of the business.

In the past, some companies bought into a very different narrative, the so-called
shareholder value model, which became fashionable in the mid-1990s. Today, the
consequences of this are still being felt, not least since the banking crisis of 2008.
The practices that were inspired by this model paradoxically but not surprisingly
destroyed shareholder value on a massive scale. Already in 2004, John Kay, then
dean of Oxford University’s Said Business School, predicted:

The financial pre-occupation of many companies have rather eroded, not enhanced com-
petitive advantage. It diverts management attention from sustainable value creation. The
Shareholder Model, solely focussed on profit maximisation and share performance, is typi-
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cally not successful, even on its own terms and has undermined the legitimacy and stability
of the market economy. It will end up destroying the very shareholder value it proclaims to
defend and grow.’

And so, unfortunately, it happened as predicted by John Kay with companies like
Daimler Benz, Marks & Spencer, Vodafone and others. Shareholders, customers,
staff, suppliers and other stakeholders paid dearly for the aberration Kay denounced
in a radical way as “unfit for wealth creation in free markets”. It took these compa-
nies often more than a decade to turn themselves around with new management,
renewed business purpose and renewed attention to value creation with stakeholders
and ultimately for shareholders.

Part IV Strategic Differentiation: Creating Comparative
Advantage

A seminal contribution in strategy was Michael E. Porter’s five forces model (1980)
which profoundly influenced the thinking of researchers and practitioners in busi-
ness strategy around the world since the 1980s. In essence, Porter argued from a
rather external, industry-based perspective that the goal of the strategist is to under-
stand and cope not only with competition but with customers, suppliers, potential
entrants and, inevitably, also substitute products. These five forces define an indus-
try’s structure and shape the nature of competitive interaction within any industry
sector.

Originally Porter was sceptical about social issues affecting business, but he
started to integrate the idea of sustainable business in his strategy model, recognis-
ing that ESG issues form part of the competitive context in the medium and long
term. His concept of shared value is the vehicle for this, which was first published
with Mark Kramer in the Harvard Business Review in 2006. In this book, we repub-
lished the subsequent publication in 2011, again with Mark Kramer, which expands
further on their core thesis of CSV (creating shared value): that businesses can
create economic value and value for society in mutually beneficial ways, that
this creates comparative advantage for the business and that the value for
stakeholders and society is more sustainable since it is underpinned with eco-
nomic fundamentals.

In an interview in 2013 with Gerard Baker, editor-in-chief of the Wall Street
Journal, Porter famously made a plea “to open our thinking for creating economic
value by addressing social issues”. He compared what companies like Nestlé and
Illycaffe are doing as examples of CSV with the fair trade approach, which is for
Porter an example of CSR. Fair trade asks for a contribution from consumers in
order for coffee farmers to be paid a fair price for their crops. This is aimed at the

2John Kay in keynote speech to EABIS colloquium 2004 at Vlerick Business School.

Shttp://unfold.tetrapak.com/research-and-reports/michael-porter-on-how-new-business-models-can-
create-shared-value
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ethical consumer segment which is limited in size and volatile when consumer
priorities change. Instead, Illy pioneered a restructuring of the supply chain by cut-
ting costs and investing in the skills and knowledge of farmers to produce higher-
quality coffee (see Illy case study in this book). As a result, the farmers’ income
went up considerably and this was based on economic fundamentals, whereas in the
case of fair trade, it was dependent on the goodwill of consumers. At the same time,
Ily strengthened its competitive advantage by ensuring access to high-quality sup-
plies in a sustainable way.

A growing number of noteworthy global companies (Nestle, Coca-Cola, Johnson
& Johnson, IBM, Umicore, General Electric, Unilever, GSK and others) have
already embraced the shared value concept through three sets of strategies:

1. Reconceiving products and services to better meet social and environmental
needs in a profitable way

2. Redefining productivity in the value chain to make more efficient and more
sustainable use of human and material resources, both in the supply and distribu-
tion chain

3. Local cluster development

They also strive for forming partnerships including NGOs who become partners
instead of adversaries. Local NGOs are often very well placed to take over certain
roles in the value chain, e.g. ensuring that medicines, provided by pharmaceutical
companies at discount prices, find their way to the patients instead of into the black
market.

Despite some irrefutable examples of companies, across many industries, bene-
fitting from implementing shared value strategies, there still remain some lingering
“yes, but” cautionary sentiments. Some fear that the consequences of shared value
practices have not been fully explored and all the implications might not have been
fully considered.

Furthermore, stakeholder pressure may force companies to become a more sus-
tainable business, but it does not necessarily follow that the company or its market-
place will actually become more sustainable. An example is Hydro Polymers
Limited, a division of Norsk Hydro ASA, which dramatically changed its strategy
due to outside pressure from Greenpeace activists. However, the rest of the industry
questioned Hydro Polymers’ motivation to commit to a more sustainable solution.
Moreover, China had become a major producer PVC often using environmentally
unfriendly technologies. Chinese PVC is, not surprisingly, much cheaper. If
European regulators do not prohibit the importation of “Made in China PVC”, the
question remains whether the end users will demand a shared value with a more
sustainable solution such as offered by Hydro Polymers or prefer to purchase the
Chinese PVC at the lower price.
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The Value of “Creating Shared Value” Contested

In their critique of Porter’s and Kramer’s concept of creating shared value (CSV),
Crane and co-authors acknowledge the popularity that the concept has gained in the
business and academic literature?, its role in advancing social goals to strategic lev-
els and its articulation of a clear government role in responsible behaviour and that
it adds rigour to ideas like “conscious capitalism”. At the same time, the authors
also state several shortcomings: (1) the concept is unoriginal, (2) it ignores the ten-
sions inherent to responsible business activity, (3) it is naive about business compli-
ance and (4) it is based on a shallow conception of the corporation’s role in society
(Crane et al 2014). We appreciate the criticisms (in italics) and provide counterargu-
ments for each, in defence of Porter, as follows:

1. Porter and Kramer claim that the CSV concept is a novelty while at the same
time it bears similarity to existing concepts of CSR, stakeholder management
and social innovation.

Porter and Kramer integrate some dimensions of these concepts indeed but
package them in a model and a language which is understood by managers. More
importantly, they do not start from societal issues and how companies should be
held “responsible”, which results in CSR programmes. Porter follows an entirely
different logic: he asks how corporate strategy can embrace ESG issues to make
the business more sustainable. He sees ESG issues as strategic opportunities for
the business and not as normative imperatives.

2. Many corporate decisions that are related to social and environmental problems
do not present themselves as potential win-wins but rather as dilemmas. When
faced with a dilemma, world views, identities, interests and values collide and
Porter doesn’t address the tensions between social and economic goals; instead,
he only sees “win-wins”.

But Porter never claimed that all solutions can be “win-wins”. However, he
suggests, similarly to Ed Freeman, the founder of stakeholder theory, that when
confronted with conflicts between economic and social goals, managers should
not complacently seek for compromises and trade-offs or pursue one at the
expense of the other. Instead, these conflicts should be seen as potential sources
of innovation, delivering solutions that may achieve both economic and social
goals. Sustainable business and sustainable economic and social development
will require substantial innovations.

3. Furthermore, the examples they provide might be pioneers in some aspects of
their operations while, at the same time, being criticised for harmful effects of
their products.

The reality is very simply that companies like Nestlé get it right in some areas
of their value chain while not in other parts (yet) and should be encouraged
indeed to practise continuous improvement. If Nestlé uses Porter (who is a

*Crane, Andrew, Palazzo Guido, Spence Laura, Matten, Dirk, Contesting the Value of Shared
Value, California Management Review, vol 56/2, Winter 2014.
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member of the board) and CSV to “greenwash” its more controversial parts of
the business, it should be criticised for this. But this does not diminish the value
of CSV itself.

4. According to critics, research shows that initiatives with the goal of promoting
sustainability for social and environmental gains only survive in economic terms,
ensuring longevity of quality supply for the purchasing company over social and
environmental needs of consumers or suppliers. There are indeed examples
where a CSV initiative proved not sustainable, but to generalise from this is short
sighted.

5. Despite the ambitious approach to reshape capitalism, CSV doesn’t address the
deep-rooted problems that are at the centre of capitalism’s legitimacy crisis.
Porter’s own model of competitive strategy would need to be overturned.

Reforming capitalism is a big subject indeed and the claim that CSV is the
panacea to this is indeed an exaggerated claim. The incomplete and unfinished
reform and governance of financial markets that induce notorious short-termism
seems more important. Business needs to pursue profitability and competitive-
ness within clear frameworks of fair play, transparency and the rule of law and
with a perspective of long-term value creation. CSV alone will not restore the
legitimacy of capitalism but it might be a major contribution to it.

Porter and Kramer’s main contribution is to have coined a concept which
managers can embrace and which connects with their mindset, more than any
other concept on sustainable business. It serves the purpose of advancing the
mainstreaming of sustainable business as a concept for business generally and
for silencing the diehards of the old school who refuse to accept any important
role business can or should play in sustainable development. But of course it is
not a panacea. We publish a response to Porter which gives a thoughtful com-
mentary on the importance of a normative motivation for managers to protect the
integrity of their actions in applying CSV. (See Chap. 17).

Part V Business Model Innovation and Transformation

Sustainable development with significantly reduced environmental and social
impacts is a formidable challenge for business of formidable magnitude, requiring
significant transformations in business models and industry structures, sooner for
some, later (but inevitable) for others. It will have revolutionising effects compara-
ble to the effects of the consumer revolution of the 1980s and the IT revolution
which started at the end of the last century, when all businesses and industry sectors
underwent deep transformations. Reports by the World Business Council for
Sustainable Development (WBCSD 2010), with membership of over 60 major
global firms, outline the challenges to come for the next 20 years. Clearly, as with
previous transformations, there will be winners and losers of these developments.

Sustainable business needs to adopt business models that can sustain this trans-
formation, capitalise on it and create competitive edges in the wake of it. This likely
requires deep business model innovations.
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Many managers consider the business model they are operating in as a given, the
best or even the only way to be profitable in a particular industry sector. However,
there are very different business models to choose from in a given industry. To begin
with, there are three generic value propositions:

Operational Excellence by cost leadership, e.g. in oil exploration (Shell, BP), food
chains (Mc Donald’s) and retail (Walmart, H&M)

Product-Service Leadership by product development, innovation and branding, e.g.
in footwear (Nike), pharmaceutical (Merck, GSK) and ITC (Google, Apple,
Microsoft)

Total Customer Solutions by delivering complete solutions by integrated projects,
e.g. IBM Smarter Planet, Energy Solutions Companies (EON) and Private Banks
(ING)

These different value propositions might exist in the same industry. In the solar
power industry, three value propositions and associated business models exist:

Operational Excellence by production and distribution of standard cost competitive
solar panels

Product-Service Leadership by development, installation and maintenance of tech-
nological advanced solar systems or hybrid systems branded for high perfor-
mance even under weak sunlight conditions

Total Customer Solutions by conceiving and realising customised and co-created
energy provisions where no electric grid is available, including extending provi-
sions for health care, schooling and agriculture, generally in partnerships with
NGOs

These business models are not necessarily competing with each other. These are
different ways of creating, delivering and capturing value in one industry. Similarly,
in the IT industry, there are different business models to be found. Apple, Google,
IBM, Microsoft and Lenovo not only have different value propositions to their cus-
tomers. The entire business models behind their propositions are very different.

In addition to innovations in products, services and processes, as discussed in the
previous chapter, business can create competitive advantage or avoid erosion of cur-
rent, often highly profitable market positions by exploring new business models.

IBM realised that its PC business would over time not be able to compete with
Chinese market entrants and sold the business to a Chinese newcomer Lenovo at a
time when the market value of the PC business was still high. IBM moved up the
value chain into a Total Customer Solution value proposition with the Smarter
Planet initiative and a business operating model behind it which is significantly dif-
ferent (see Chap. 25). IBM thus positions itself in the sustainability transformation
with an innovative business model.

BP Solarex was a market leader in the solar industry in 2000. It scaled back its
business model to a pure Operational Excellence proposition (manufacturing and
distributing solar panels), inspired by the idea of focusing on “core competences”,
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a fashion already on its way out. Experiments with Total Customer Solutions as
described above were halted and abolished. Ten years later, BP was forced to close
most manufacturing facilities at high cost in the face of stiff cost competition from
China. In 2000, BP would have been able to sell these facilities at considerable
market value and move up the value chain. In 2010, it was too late.

Particular interest should be paid to business model innovation for sustainability.
The Boston Consulting Group has developed the following generic model:

Sustainability in strategy and business model I

Business model innovation to integrate sustainability into
the core of the business

Framework

N Which customer .
AN segments do we target? .
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customers and how do for our offering?

we reach them? Product /

TS Target Revenue

offering segment(s) model

””””””””” Business model

What assets and
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Value chain Organization Cost model

What costs result

= N from our businesses?

How is our supply 7 S
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Business model innovation may be focused on the industry sector model, the
entrepreneurial model or the financial model. These three dimensions of the busi-
ness model are discrete, but they may be interdependent.

The industry sector model: Business model innovation changes the entire indus-
try: Google, IBM and Dell.

The entrepreneurial model: Business model innovation changes the value chain in
major ways: Umicore, Illy and IPOed Batteries. In this last case, a move to focus
on core competencies in materials development was complemented by creating
a network of partnerships and outsourced activities.

The financial model: Business model innovation creates entirely new pricing mod-
els: eBay and Apple’s iPod.
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There are seven key questions about business model innovation>:

1. Which current needs will the business model address—or which new needs will
it create?

2. Which innovative activities can create value by meeting these needs?

. How can these activities be linked in innovative ways?

4. Who will perform which activities and which innovative governance will be
needed?

. How will value be created and delivered for each stakeholder?

. How can value be co-created by engagement with the communities?

7. Which revenue models will make the business model sustainable?

(O8]

AN

Business model innovation is neither about minor changes to the business model
to capture easy gains in costs and efficiency nor about a compliance-driven adapta-
tion to gradually minimise negative impacts.

Business model transformations for sustainability have specific requirements in
terms of significantly enhanced social and environmental positive impacts.
SustainAbility’s 2014 report on business model transformation for sustainability
(see Chap. 22) describes 20 business model innovations for sustainability in five
categories:

Environmental impact
Social impact
Financial innovation
Base of the pyramid
Diverse impact

Nigel Roome, a major contributor to the theory and practice of business model
innovation for sustainability, and Céline Louche explain the key characteristics of a
business model for sustainability as describing, analysing, managing and
communicating:

(i) A company’s sustainable value proposition to its customers and all other
stakeholders
(ii) How it creates and delivers this value
(iii)) How it captures economic value while maintaining or regenerating natural,
social and economic capital beyond its organisational boundaries

Furthermore, they argue that sustainable value for customers and shareholders
can only be created by creating value to a broader range of stakeholders. A business
is embedded in a stakeholder network and—in spite of the fact that a business model
is a market-oriented approach—particularly a business that contributes to

SRaphael Amit and Christoph Zott, “Creating Value through Business Model Innovation” in MIT
Sloan Management Review March 2012.



XXXil Managing Sustainable Business in a Global Context

sustainable development needs to create value to the whole range of stakeholders
and the natural environment, beyond customers and shareholders.

Based on a study and analysis of companies undertaking business model innova-
tion, Roome and Louche developed the following model to describe the four con-
nected phases (identifying, translating, embedding and sharing) for business model
innovation for sustainability:

EMBEDDING SHARING

. Communlcatlon and

* Problemistic search * Adapting new * New knowledge and

triggered by event(s) concept(s) to concept start to be diffusion to external
» Recognition of internal organisation embedded in the actors

beliefs and need to * Development of new company resulting in * Participation

learn capacities and profound changes infcreation of new
* Questioning knowledge « Application in networks

assumptions business model (and
» Exploration through abandenment of the

external sources old BM)

Facilitating network: Loose network. Cross
organisation. Relational based. Contributing ideas to
that lead to a vision/concept for the company.

Developing the Vision & Concept within the
organisation through a network: Tight network of
communities within the company.

Implementing Structure — Network and platforms

giving way to collaborative structure of actors who

form the business model: Tight network of clusters
inside/outside the company.

COMMITMENT TO LEARN

Roome and Louche page 30 (Nigel Roome and Céline Louche, “Journeying Toward Business
Models for Sustainability: A Conceptual Model Found Inside the Black Box of Organisational
Transformation” in the journal Organization & Environment, Special Issue “Business models for
Sustainability: Entrepreneurship, Innovation and Transformation, volume 29 number1 March 2016
(guest editors: Stefan Schaltegger, Erik Hansen and Florian Liideke-Freund), Online: http://oae.
sagepub.com/content/29/1.toc)

Part VI Managing Change: Developing Dynamic Capabilities
and HR Talent

In response to Michael Porter’s external industry structure perspective on strategy,
Jay Barney (1991) developed a resource-based view focusing on internal resources.
This model criticised the basic assumption behind the industry-based view, i.e. that
firms have the same resources or the same access to resources to implement strate-
gies. This assumption ignores the company’s resources heterogeneity, and mobility,
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as possible sources of competitive advantage. He observed that businesses develop
strong competitive positions based on various resources including all assets, capa-
bilities, organisational processes, corporate attributes, information and knowledge
that enable the firm to develop and implement strategies which are designed improve
its competitiveness.

Porter’s five forces framework, which applied the structure-performance para-
digm of industrial organisation economics to strategy, focused on evaluating suppli-
ers, customers and the threat of new entrants and/or substitute products. This
framework is still valid to a certain extent, but it does not succeed in revealing the
dominant logic of value capture in newer industries and in newer fields like sustain-
ability. This dominant logic is now recognised to be the way businesses develop
core resources which are unique, rare and difficult to imitate and by definition take
a long time to grow and materialise.

Core resources include knowledge (including manifest and tacit understanding
of the dynamics of markets and social contracts), relationships (unique relation-
ships with all stakeholders in the value chain and in the economic, social and politi-
cal context of the business), capabilities (managerial, HR talent and organisational
resources) and purpose (encompasses the basic values and beliefs shared with
stakeholders and the distinctive contribution of the business to the wellbeing of
stakeholders).

An overarching resource for comparative advantage is called “dynamic
capability”. This is the capability of the organisation for purposefully creating,
extending and modifying the resource base of the business, by building, integrating
and reconfiguring internal and external competences to respond to rapidly changing
environments and contexts, not in the least the social, political and environmental
context.

Dynamic capabilities are distinct from operational capabilities (which are based
on current competencies), and it goes well beyond the popular concept of “core
competencies”. The demise of companies like Kodak and Nokia demonstrated the
limitations of the latter.

Success of today is the greatest enemy of tomorrow’s success, Peter Drucker is
supposed to have said (although the quote cannot be traced). So a key question fol-
lows from this: how can executives of currently successful companies change
their existing mental models and paradigms to adapt to radical and often dis-
ruptive change to come, not in the least in the face of the sustainability
transformation.

The main dilemma in the practice of management is to make the best of
existing resources yet at the same time grasp the ongoing depreciation of this
resource base.

The concept of dynamic capabilities, especially understood in terms of organisa-
tional knowledge processes and management culture, is a predominant concept to
explain the significant competitive advantages of firms across a wide range of indus-
tries like Apple, IBM, BMW and Johnson & Johnson.

Organisations and their staff need the capability and agility to learn quickly and
to build strategic knowledge assets and integrate these into business processes. This
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means effectively developing capacities to sense and shape opportunities and
threats, to seize opportunities and to maintain competitiveness through enhancing,
combining, protecting and, when necessary, reconfiguring the business intangible
and tangible asset base.

“Path dependency” is a term which refers to the natural reliance of organisations
and managers to continue thinking and acting in patterns that evolved over time in
the history of the business and the industry sector. Path dependency is a particular
impediment for managers and organisations in responding to discontinuous ongoing
change.

Dynamic capability is an extended paradigm explaining how competitive
advantage is gained and held. Firms resorting to resource-based strategy attempt
to accumulate valuable technology assets and employ an aggressive intellectual
property stance. However, winners in the global marketplace have been firms dem-
onstrating timely responsiveness and rapid and flexible product innovation, along
with the management capability to effectively coordinate and redeploy internal and
external competences. The sustainability transformation will require a formidable
range of dynamic capabilities sizing two aspects. First, it refers to the shifting char-
acter of the environment; second, it emphasises the key role of strategic manage-
ment in appropriately adapting, integrating and reconfiguring internal and external
organisational skills, resources and functional competences towards changing
environment.

It is often said that there is nothing more practical than a good theory. One
could even slightly exaggerate and claim that there is nothing but theory, since prac-
tice is effectively only theory-in-use. John Maynard Keynes shocked politicians and
business executives alike when he claimed:

Practical men who believe themselves to be quite exempt from any intellectual influence,
are usually the slaves of some defunct economist. Madmen in authority, who hear voices in
the air, are distilling their frenzy from some academic scribbler of a few years back.

Leaving exaggeration aside, the concept of dynamic capabilities challenges man-
agers to question their assumptions, theories, models and beliefs, in other words,
their theories in use which fashion and inform their actions. Some executives are
still complacent about the formidable challenge of managing sustainable business
and sustainable development. They find it difficult to grasp the full and complex
picture of business and its context. They are maybe likely to get away with it for
some time, but their businesses will inevitably not belong to the winners in the
global economy of tomorrow.

The sustainability revolution is unfolding as one of the great transformations in
global business and of a much bigger and deeper scale than the consumer revolution
or the IT revolution. Since the world has embraced in Paris the idea that a zero car-
bon emissions economy will be the inevitable goal to be reached sometime this
century, rather sooner than later, most certainties, business models, recipes for suc-
cess and other beaten paths will become redundant. Businesses with the greatest
reservoir of dynamic capability will be the winners in the global marketplace by
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disruptive innovation, radical self-invention and relentless development of new
talent.

One of the key questions ‘“what new talent is needed to enhance the dynamic
capability of the business for the sustainability transformation?” is still unre-
solved. Matthew Gitsham (in Chap. 31) explores this question through interviews
with global CEOs, leading academics and consultants. He has clustered these tal-
ents around three poles: talents required related to grasping context, complexity
and connectedness. These largely cognitive talents will need to be complemented
by some new character traits such as curiosity and ongoing questioning, systems
“feeling” and empathy, courageousness in trespassing boundaries and challenging
the status quo. This will require a major departure from a CEO culture of potent
self-assurance, unquestionable certainty bordering on arrogance, linear pursuit of
single-minded goals and defensiveness of extant assumptions.

Participants in EMBA programmes and in programmes of executive education at
large form the talent pool from which the leaders will emerge to steer businesses
through the sustainability transformation which is unfolding. Their deep immersion
into sustainability risk management, issues management, stakeholder management,
strategic differentiation with new sustainable value propositions, business model
innovation capitalising on sustainability opportunities and fostering dynamic capa-
bilities for sustainable business development is a must if one takes the future
seriously.
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Introduction, Justification and Outline’

Gilbert G. Lenssen

Justification and Objectives of This Book

Over the last 10 years or so, directors of executive education, EMBA and MBA
programmes have been seeking to integrate “something about business ethics, CSR
or sustainability” into their programmes. While these subjects are usually optional
courses in the MBA curriculum, Exec Ed and EMBA programmes increasingly fea-
ture mandatory modules in this field.

Clearly market pressures are pushing for a faster integration at the Exec Ed level.
We know of many companies exerting pressure in governing bodies of business
schools, such that the dean and faculty finally come to terms with the urgent neces-
sity of paying serious attention to the wider responsibilities of the firm, its impacts
on society and the environment, its role in countries with weak governance and
more.

Craig Smith as the lead editor and myself published Mainstreaming Corporate
Responsibility in 2009. It was primarily intended to support professors in strategy,
accounting, marketing, economics and operations management—all the core sub-
jects of the MBA curriculum—in integrating ESG (environmental, social, gover-
nance) issues into their courses with appropriate texts and cases.

This new book in front of you is addressed primarily at the EMBA level and Exec
Ed programmes, and, as such, it is not organised by the classical MBA subjects.
Instead, it follows the rationale of the business manager—how she/he gets con-
fronted with sustainability challenges and how he/she and his/her organisation
builds ways and means for addressing them in a practical way, yet also with meth-
odological rigour.

We are steering clear of the term “CSR” as much as we can in this book. The
term seems to be controversial with managers. CSR is often seen as the remit of the

'We want to acknowledge the editorial and academic support by Dr Ludwig Roger for his dedica-
tion and expertise and for keeping us, editors, on track through a process that lasted 3 years.

XXXiX
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CSR department (and not of line management) to deal with. It is seen as rather a
tactical or defensive activity or at worst a PR exercise, rightly or wrongly associated
with “doing good” or philanthropy. The reasons for the controversy are manifold
and often not entirely justified. However, we wish stay clear of these
misunderstandings.

The subject of sustainable business stretches, in the mind of the manager, far
beyond challenges of social responsibility and includes concerns about risk man-
agement in relation to externalities, strategic issues management as social trends
emerge, seeking competitive advantage and transforming business models with sus-
tainability issues, broad-based strategy generation and implementation through
stakeholder management.

All these concerns are instrumental in nature driven by the pressures of markets,
societies and governmental and non-governmental organisations or inspired by
long-term aspirations to claim industry leadership and seek first-mover advantages
or simply to be recognised among the globally most excellent companies. These
companies, it is assumed, attract more easily top talent and are more trusted by
regulators, partners and customers, which can substantially reduce transaction costs.

Michael Porter defined competitive advantage as dependent on the position of
the firm in the value chain and on how it deals with the five forces that define the
industry structure. However, it is now easily recognised by managers that no matter
how important the position of the company in the value chain and in the industry
structure, the long-lasting advantages of the firm are to be found in the intangible
resources which can be leveraged beyond the industry structure. These intangible
resources are embedded in knowledge, relationships, capabilities and binding
purpose, which can be leveraged for creating value with all stakeholders.

There is, of course, a whole body of research and a school of resource-based
strategic reasoning to support this, but managers come to this conclusion purely
based on their observation and experiential knowledge and find the ongoing aca-
demic divide on the best way to create competitive advantage rather irrelevant. An
industry sector view and a resource-based view are perceived to be complementary
by managers.

Many managers find also that opposing shareholder value to stakeholder value is
maybe of theoretical significance, but not of much practical significance and a mis-
leading way of painting managerial realities. Both pressures are continuously invad-
ing processes of managerial decision making, and opposing these from the outset
hinders a clear focus on long-term value creation. In other words, opposing stake-
holder value to shareholder value may provoke the unintended opposite effect.

The cliché that the pursuit of profit is most of the time opposed to “responsible
behaviour” does not resonate with the new generation of managers who are coming
to Exec Ed programmes. They have a more balanced outlook and consider these
oppositions as abstractions or even aberrations of the real-life world of
management.

Of course many (top) executives are driven by power, ego and financial gain, but
in my observation, most are driven by a strong nonfinancial performance aspiration.
This is key for understanding managerial behaviour.
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This performance aspiration is not primarily focused on financial performance
but rather shaped by the desire to achieve challenging goals, to rise above conflict-
ing agendas, to solve difficult problems and to be seen as smart by accomplishing
what others find impossible to achieve. It is easy to see how this perception of mana-
gerial motivation can be conducive for facilitating learning on sustainable business.
There is therefore no need for moral teaching and telling managers to be more
responsible. This is generally not effective anyway.

However, the desire to be seen as smart by doing the nearly impossible does have
flipsides, as the recent emissions scandal surrounding Volkswagen has clearly dem-
onstrated. Therefore, this book pleads for an approach of developing practical wis-
dom in the subject of sustainable business by:

Starting from practical real-life concerns instead of theoretical concerns and recog-
nising profit seeking as a natural and primordial drive for managers and
businesses

Subscribing to the position that the business of business is profitable business
indeed, but with the critical question of what makes business profitability
sustainable

Providing texts to provoke critical thinking and critical debate on how to achieve
sustainable profitability

Providing cases that are as close to the business reality and complexity as possible,
where the link between financial and nonfinancial performance issues is always
present

Building up a rationale for a step-by-step learning process in six different stages:
Risk management
Issues management
Stakeholder management
Creating competitive advantage
Fostering innovation and transformation
Building organisational capabilities

There is currently high interest from the corporate world in what makes a sus-
tainable business and the large majority of participants of Exec Ed programmes and
the EMBA see the subject as integral to their development and further learning. We
hope we have provided a book that can help to respond to these expectations.

Managing Sustainable Business: An Introduction

What is meant by the term “sustainable business”? If one asks managers what they
understand by the term—and this can be a good topic for an opening debate in an
EMBA class—one typically gets the following responses:

— A business that is well managed for the long term
— A business with a robust business model, a prudent financial model and highly
developed value propositions for customers and all other stakeholders



xlii Introduction, Justification and Outline

— A business that can anticipate or respond flexibly to sudden changes in the busi-
ness environment, including the social and political environment

— A business that is capable of transforming its business model in the face of irre-
versible deep changes in markets and in the expectations of society

— A business that commands respect and trust

— A business which is aware of the contexts it operates in and the shifting require-
ments of these contexts

One can identify a generic use of the word “sustainable” in the sense of lasting,
robust, long-term oriented, which encompasses the entire business. Most managers
sense that their business should stay clear of opportunistic, high risk, short-term-
driven motives determined by profit maximisation only. They have seen the spec-
tacular failures of this approach in the past with respected companies like Daimler
Benz, Marks & Spencer, Citigroup and others, whose managers abandoned pride
and purpose for power and stock options and in the end almost ruined their company
and destroyed shareholder value on a massive scale. These concerns are about cor-
porate sustainability.

At the same time, managers associate sustainable business with sustainability,
which is a term that can be traced to the Brundtland Report (Our Common Future,
1987) on sustainable development and refers to accountability of the company for
its impacts.

Managers recognise that managing impacts and issues (economic, social, ethical,
political, environmental) is often ignored in mainstream courses on strategy and
business environment in EMBA programmes. However, managing impacts and
issues is but a part of the entire challenge of sustainable business. Excelling in sus-
tainable HR and talent management, sustainable finance, sustainable marketing,
sustainable expansion into new markets, needs to be part of an overall approach
to sustainable business. Effective stakeholder management, innovation and
developing dynamic capabilities are key in this broad based approach. (See Parts III,
IV, V and VI).

Sustainable Business: An Outline

Given the above assumptions of managers and our reflections, we can attempt to
outline an agenda for sustainable business:

* A sustainable business is highly responsive to the demands and challenges of
both markets and societies.

e [t optimises competitiveness as well as legitimacy and mutually beneficial rela-
tionships with key stakeholders by constantly adapting and renewing its value
propositions through its portfolio of products, services, brand positioning and
communications.

e [talso pays attention to the long-term shifts in the political, social and ecological
environment on which it depends for its resources.
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e It is concerned about its reputational capital and the trust (social capital) it
needs to keep transaction costs low and to benefit from a favourable licence to
operate.

Managing sustainable business has become increasingly complex. There are sev-
eral causes:

Globalisation has heralded new opportunities for companies but also causes new
complexities in global supply chains, global competition, cross-cultural complexi-
ties and clashes of values and norms, weak governance environments, challenges to
the power and legitimacy of big business and anti-globalisation movements.

The ICT revolution has transformed the way business is done and managed, but
it has also made the global critical village possible. Global interconnectedness
makes news travel fast and endangers reputational capital by sound-bite-driven
media. Social, environmental and political issues can emerge and spread quickly
and pose risks as well as opportunities for nimble companies.

Macro trends such as climate change, resource depletion, environmental deple-
tion, demographic change, geopolitical change, talent shortages and increasing rich-
poor divides between and within societies affect business models in the medium to
long term and create new winners and losers.

This affects all business functions: procurement, marketing, finance, accounting,
human resource management, product development and R&D. It will also affect the
economics of the business models and the valuation of equities through risk assess-
ment and risk mitigation and will change the competitive context of entire industries
by the bets companies are likely to make to take advantage of changing
circumstances.

The challenges to the governance of the firm are thus formidable, not in the least
because investors are looking increasingly at the sustainability risks and opportuni-
ties underlying the business model and the long-term strategy of companies. Firms
are well advised to take a strategic approach to these challenges in order to identify
threats and opportunities as well as their strengths and weaknesses.

Resources need to be allocated, capabilities need to be developed and new
knowledge needs to be harnessed. This requires sound judgement beyond normative
rhetoric on leadership and corporate responsibility.

The normative rhetoric which is so pervasively used by activists within and out-
side the business schools is a serious impediment for mainstreaming the sustainable
business agenda in executive education and executive practice, since this does not
connect with the life world of executives and at best leads to tactical responses to
activists’ demands.

On the other side, some CEOs might be posturing and paying lip service to the
“urgent needs” of “concerted action” and the “transformational change required”
but fail to lead and manage change internally, not in the least because management
development for sustainable development is not adequate and because only a lim-
ited number of business schools seem capable of supporting this.
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A Managerial Framework for Sustainable Business

Fundamental in this framework is the understanding of business imbedded in its
context.

1. Risk Management: Managing the Accountabilities of Business
Knowledge management of inside-out impacts of the business model and the
business strategy and managing accountabilities for impacts (externalities) in
shifting social contract environments
2. Issues Management: Managing the “Responsibilities” of Business
Knowledge management of outside-in impacts of new issues from the business
environment on the business and adopting appropriate organisational responses for
latent, emerging and maturing issues of “corporate responsibility”
3. Stakeholder Management: Managing Competitiveness and Trust
Identifying, prioritising and weighing importance of key stakeholders and
managing relationships as key resources for comparative advantage
4. Strategic Differentiation: Creating Competitive Advantage
Developing sustainability value propositions to markets and stakeholders,
including reconceiving products and services, redefining productivity in the
value chain and developing partnerships
5. Innovation and Business Model Transformation: Taking Great Leaps Forward
Identifying and entering market spaces with high sustainable value and trans-
forming business models and capabilities to capitalise on emerging market value
6. Managing Change: Developing Dynamic Capabilities and Managerial Talents
Developing organisational capabilities and managerial knowledge, skills and
mindsets for sustainable business

Closing Reflection

A final reflection in this introduction concerns the instrumental/strategic versus the
moral/normative case for sustainable business. My co-author Craig Smith who is an
eminent professor of CSR and business ethics at INSEAD and I have had long
debates on this, and we come from different perspectives. However, in the end we
concluded that the opposition between both perspectives may be false and that they
are rather complementary.

A purely strategic approach without any moral compass may not be sustainable
since it may appear to stakeholders as not entirely sincere and trustworthy. A norma-
tive approach without strategic business underpinning may appear to shareholders
as naive, unrealistic and a moral luxury and fall victim to the next round of
cost-cutting.

But a normative framework like the UN Global Compact on Sustainable Business
seems the minimum indispensable requirement.
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We agreed that win-win solutions may not be possible all the time and that trade-
offs made by managers in favour of short-term profits will be difficult to resist or
avoid but should be criticised nevertheless.

In any case, the question whether sustainability is part of business ethics or rather
that addressing ethical issues is part of sustainable business in a very “academic”
question indeed.

I’d like to thank Craig for his enduring commitment to this book and his relent-
less production of new interesting case studies and for the enlightening debates we
had in the 3 years leading up to the publication of this book. He is a fine scholar and
an admired colleague in the field.

Further Reading on the Themes Touched on in This
Introduction

Pearlstein, Steven. 2013, September. How the cult of shareholder value wrecked
American business. The Washington Post Wonkblog.

Goedhart, Marc., Tim Kolter, and David Wessels. 2015, March. The real busi-
ness of business. McKinsey and Company.

Rancay, France Gilbert G. Lenssen
July 2016
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Introduction: Risk Management - Managing
the Accountabilities of the Firm

Gilbert G. Lenssen

Risk management is based on timely knowledge management of the inside-out
impacts of the business model and the business strategy on the social, environmen-
tal, economical and governance/political context (ESG context). It forms the basis,
the very first step of managing sustainable business.

These impacts are from a business economics perspective “cost externalities”
which enhance the cost advantages of the business but may sooner or later become
controversial if they touch on the formal and explicit social contract(s) the business
operates under. The informal social contract of implicit or emerging expectations is
the subject of the next chapter on issues management.

The formal social contract context(s) the business operates in determines explicit
expectations which require compliance with the letter and the spirit of legislation,
with international codes and standards, both hard law and soft law, from, for exam-
ple, the ILO, OECD, and the UN Global Compact.

Manifest risks include social risks, environmental risks, political risks, regula-
tory risks, even cultural risks, and may be located in the supply chain, the distribu-
tion chain, in product liabilities, in production facilities, in joint ventures, in mergers
and acquisitions (hence importance of ESG due diligence), and may be specific to
geographies like conflict zones and cultural risks in new markets.

Apart from manifest risks, there are always underlying risks such as managerial
risks related to competencies and management attitudes, risk/return balances,
organisational risks in organisational culture and structure, processes, systems and
skills as well as corporate governance risks in lack of oversight of Boards, and in not
critically questioning.

Risk management requires in the last instance proficient crisis management and
communications.

Key Questions to Ask (Applicable to All Part I Cases)

What is the business model of the company?

What are the ESG impacts of the business model and business strategy?

Which are the inherent risks (social, environmental, political, regulatory) in this
model?
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Apart from manifest risks, can one identify underlying risks?

Which risk prioritisation and risk mitigation processes are being applied?

Where could/did the risk management process derail?

What improvements can you suggest to risk mitigation management? To crisis and
communications management?

Chapter 1: The Scenario Approach to Possible Futures for Oil and Gas by
Jeremy Bentham and James Schofield

The externalities of the business models of oil exploration, transportation, refining
and distribution are considerable, hence the importance of risk management in this
industry. Scenario planning is a useful tool for charting possible future risks and to
prepare management for adequate responses to whatever scenario materialises. In
addition, Shell’s scenario planning charts geo-political and cultural risks and how
they play out in different parallel scripts. This forms the basis for strategic decision
making, but foremost for preparedness for different risks to the business model,
according to different scenarios. Shell’s scenario scripts include economic, social,
environmental, (geo-) political and even cultural factors that play into the futures of
the energy markets.

Chapter 2: Beyond BP: The Gulf of Mexico Deepwater Horizon Disaster 2010
by David Grayson

This BP case is illustrative of many of the troubling risks an oil company can be
exposed to. Deep water drilling enhances risks, especially so if involving joint-
ventures with other companies on the same platform. If the safety and environmen-
tal policies of the mother company (BP) are not wholly supported by merged or
acquired businesses (Amoco), risks are exacerbated. If continuous signals from the
acquired businesses (e.g., Alaska pipeline affair, Texas refinery incident) fail to be
addressed in a structural way, disaster is waiting to happen. If the crisis management
and crisis communication by senior management adds disaster to disaster, the very
existence of the company is put at risk. BP lost 52% of its share value, an equivalent
of $105 billion in the aftermath of the Gulf of Mexico disaster in 2010. In the mean-
time, the share price has recovered but it is still hovering at 35% below 2009
levels.

Chapter 3: Wal-Mart’s Sustainable Product Index by N. Craig Smith and
Robert Crawford

Walmart is a successful business offering every-day low prices and thereby conve-
niently serving urban and rural communities, including many poor people who oth-
erwise would not be able to afford the goods provided. Walmart also employs
hundreds of thousands of low-skilled people who find it otherwise difficult in the
labour market. Crucial to its success as a low price/low cost leader is the rigorous
elimination of costs in both the supply and the distribution chain, which can give
rise to negative environmental and social impacts. This has created serious chal-
lenges in the court of public opinion in the past and Walmart was forced to
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implement policies reducing these impacts, whilst keeping the business model
largely intact. In this case study, Walmart tries to mitigate the ongoing risks by ral-
lying consumers into a more sustainable way of consumption. Will it work? Is
Walmart trying to shift part of the blame on to consumers? Is this a credible and
sustainable risk mitigation strategy?

Chapter 4: Tetra Pak in China by Fu Jia, Zhaohui Wu and Jonathan Gosling
Tetra Pak in China is deeply integrated into the dairy supply chain and its main
customers are the biggest domestic milk (and other dairy) producers in China in a
market with exponential growth up to mid 2008, when the melamine milk contami-
nation scandal hit the domestic producers. The supply chain in China is highly frag-
mented beginning with millions of dairy farmers and an extensive network of milk
processing plants. Tetra Pak finds itself in a typical emerging market risk situation:
rapid (unsustainable) growth, local production (but of variable quality and safety
standards) preferred by the socio-political context, and an underdeveloped regula-
tory framework. Moreover, despite its track record of engaged stakeholder manage-
ment and a long-time commitment to a life cycle approach to packaging, Tetra Pak
could not straightforwardly capitalise on this track record in China as it could else-
where. Risk mitigation in emerging markets needs to be very much locally
tailored.

Chapter 5: INEOS ChlorVinyls (A): A Positive Vision for PVC by N. Craig
Smith and Dawn Jarisch

This risk management case is particularly interesting from a number of perspec-
tives. First come the risks associated with a product and a production process with
considerable alleged hazardous impacts. Responding to NGO pressures and miti-
gating EU regulatory risks was key in the first phase. External relations manage-
ment and internal change management were quite good. But getting the rest of the
industry to join in to mitigate the risks of looming cost disadvantages is key in a
second phase. However, embarking on a high quality sustainability journey creates
new global risks, especially if Chinese producers enter the global market without
adopting high standards, and global trade agreements prevent European regulators
from imposing tariffs on low quality market entrants.
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The Scenario Approach to Possible
Futures for Oil and Natural Gas

Jeremy Bentham

Introduction

From blackouts around the globe to the boiling tensions in the Middle East, recent
events have thrown up many uncertainties about how the world will meet its grow-
ing future energy needs. While these dramatic events have grabbed the headlines,
they come on top of several relentless trends that have been shaping our global
energy future.

The worldwide financial crisis ushered in an era of macro-economic volatility
and accelerated the shift in influence from West to East. As wealth levels rise in the
emerging economies, hundreds of millions of people are emerging from poverty.
And the global population, which is growing by more than 200,000 people every
day is projected to reach over nine billion by 2050.! That is like adding one more
China and India to the world, with basic needs for food, water, and energy that will
have to be met.

At the same time, many countries are making the journey from rural to urban
societies. According to one projection, the world will build the equivalent of one
new city of 1.3 million people every week for the next 40 years.?

The upshot of these trends? Surging energy demand and growing environmental
stress. If we continue to use energy in the same ways we do today, global energy
needs could triple in the first half of this century. At the same time, many scientists
agree that CO, emissions must be halved by mid-century if we are to avoid danger-
ous changes to the global climate.

Of course, over the coming decades we will surely find creative ways to improve
the energy efficiency of our cars, homes, and factories. And technology will help us

"Based on UN data.
2Based on UN data.
J. Bentham (D<)

Royal Dutch Shell, The Hague, The Netherlands
e-mail: j.b.bentham @shell.com

© Springer Science+Business Media B.V. 2019 5
G. G. Lenssen, N. C. Smith (eds.), Managing Sustainable Business,
https://doi.org/10.1007/978-94-024-1144-7_1


http://crossmark.crossref.org/dialog/?doi=10.1007/978-94-024-1144-7_1&domain=pdf
mailto:j.b.bentham@shell.com

6 J. Bentham

unlock additional sources of energy. But those gains still may not be enough to keep
up with the pace of underlying demand growth.

Closing this gap in energy supply and demand will require a dramatic ramp-up
in energy production or a drastic moderation in energy use — or, more likely, some
mix of both. But just how this might be achieved remains unclear, giving rise to a
‘zone of uncertainty’.® This could turn out to be a zone of extraordinary misery or
extraordinary opportunity, depending on how the world responds.

For over four decades, Shell has developed and applied scenarios as part of its
strategic thinking to help grapple with such uncertainties. Most companies monitor
changes in their business environment, but Shell is one of the few that routinely
employs alternative outlooks as a core strategic tool. Given the long lifetimes of
investments in the energy industry, decisions made today have consequences for
decades. Long-term scenario considerations are helpful in shaping those decisions.

The success of the scenarios is not just their ability to provide strategic insights,
but their approach to developing and sharing these insights. They enable the com-
pany’s decision-makers to think about the possible wider and longer-reaching
implications of unfolding trends and potential discontinuities. They stretch and
clarify thinking, helping to improve the company’s prospects, not only through
enriching the context for decision-making, but also by developing a leadership
cadre that is more sensitive to changes in the external environment.

Scenarios in Shell

From the outset of the practice in the company, scenario developers embraced intu-
ition, uncertainty, and engagement. They did not shy away from talking about what
could be considered ‘unimaginable’. Producing neither rigid predictions nor wild
fantasies, scenario building is a craft that holds real commercial value for Shell.

“While we can’t predict the future, science-based creative thinking can give us
some clues,” says Dr. Angela Wilkinson, from the Smith School of Enterprise and
the Environment at Oxford University.

Shell’s scenario analysis focuses on four main areas — economics, (geo)politics
and socio-cultural issues, energy, and the environment — to understand how consum-
ers, governments, oil energy producers, and regulators are likely to behave and
respond to change in the decades ahead.

Today’s scenario builders use complex econometric modeling and sophisticated
methodologies. The scenarios development process now includes a multitude of
short-, medium-, and long-term portraits of global energy developments, but also
individual country analyses and consideration of major trends in areas like public
health and urbanisation. Scenarios can take a global view or focus on specific issues
in specific countries, such as the future for the emerging democracies of Libya or
Iraq. They often look decades ahead, but can also have a shorter-term focus, such as
with the financial crisis in the Eurozone.

3Shell Scenarios Team, 2011. Signals & Signposts, page 10.
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The ultimate goal of scenarios for Shell is to encourage and equip business decision-
makers to consider the factors that shape their choices right now. That is important for
an industry investing billion-dollar sums in infrastructure which can operate for
decades. Today scenarios continue to influence thinking across the company, from the
Board and Executive Committee right across the operating businesses.

Many important strategic decisions taken over the last four decades have the
fingerprints of scenario activity on them. Of course, all major choices involve mul-
tiple inputs from many people, but scenarios have explicitly highlighted specific
threats and opportunities or, more frequently, implicitly informed the fundamental
mind-sets underpinning decisions.

Scenarios under discussion in 1973 first established Shell’s reputation for using
this hitherto academic approach to inform strategic business planning. When the
Yom Kippur War broke out in October of that year, the West’s support for Israel
angered oil-rich Arab states, triggering an oil embargo. Fuel shortages sparked a
global recession and a massive stock market crash. The world reeled. But Shell’s
decision makers were mentally prepared for the worst because they had already
imagined such a scenario. This helped the company weather the volatility of the
1970s, bringing financial gains running into the billions of dollars thanks to the re-
configuration or sale of refineries and installations, or decisions not to replace them.

Scenarios contribution to strategic thinking helped the company to anticipate,
adapt, and respond to another oil shock in 1979, as well as to the decline and even-
tual collapse of the Soviet Union in the 1980s. It also prepared the company for the
rise of environmental concerns linked to carbon dioxide in the 1990s and to explore
the dynamics of recession and recovery in the 2000s. In the past two decades, sce-
narios prepared the company for the impact of technology, terrorism, and globalisa-
tion in a rapidly changing world.

Long before the collapse of the Berlin wall in 1989, scenarios workshops had
imagined potential new opportunities in new markets opening up behind the old Iron
Curtain — not only in the Soviet Union, but also across Eastern Europe. Shell not only
opened refineries in Eastern Europe, it closed down or sold some in Western Europe.

In the 1990s, growing social and environmental stresses were highlighted, help-
ing Shell develop a constructive, pro-active attitude to the threat of climate change.

In 2005, scenarios also raised the probability of a looming gap between the
world’s surging demand for energy and global supplies and reinforced the signifi-
cance of natural gas in the company’s energy mix.

A few years later they highlighted a mix of circumstances that made sustainable
biofuels appear to be an attractive business opportunity. In 2011, Shell moved into
the production of low-carbon bio-ethanol from Brazilian sugar cane.

In Shell’s 2011 Signals & Signposts publication, one of the key factors raised was
the impact of heightened political tension in the developing world. In early 2011, the
Arab Spring took the world by surprise with popular revolts toppling rulers in Egypt
and Tunisia and sowing the seeds for reform throughout the Middle East.

While scenarios couldn’t, of course, predict the exact date of the uprising in the
Middle East and North Africa, they had highlighted conditions that would make the
rebellions increasingly likely: growing resentment, youthful populations with little
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opportunity for employment, economic volatility, and rising unemployment and
inflation.

Shell has shared at least half a dozen far-reaching global scenarios with the wider
world since the 1990s, probing the impact of profound developments like the fall of
the Iron Curtain and the war in Iraq, as well as the evolution of alternative energy
resources like biofuels, shale gas, and wind, solar, and other renewable energy
resources. In 2013, a summary of recent work entitled New Lens Scenarios was
published (www.shell.com/scenarios).

Scenarios and Executive Decision-Making

Drawing on the knowledge of a network of specialists — both within and outside the
company — is central to the process of building scenarios. But engaging the com-
pany’s own decision-executives throughout the development process is vital to sce-
narios’ impact.

Scenarios provide quantified insights and a language for executives to apply
when grappling with increasingly unfamiliar and challenging conditions. They aim
to be thought-provoking yet plausible, highlighting matters already in the fore-
ground and also, crucially, background developments that should be brought to the
fore. Used effectively, these alternative outlooks can help organisations address dif-
ficult issues that need to be explored collaboratively even though there may be
deeply divided opinions about them.

Such an approach also helps equip decision-makers with a deeper awareness of
the very different perspectives others may have, the need to engage with these per-
spectives effectively, and the significance to their own future of the choices made by
others. In that sense, scenarios are deeply relational as they focus on people and
their behaviour, and not only on seemingly impersonal economic, political, and
social forces.

The scenario alchemy as we experience it in Shell is a combination of a strategic
thinking process, a mode of analysis, a social process of engagement and influence,
and, at its most powerful, an enabler of individual and group exploration and
discovery.

At least one of the functions of scenario work is to bring people together to
explore areas in a way that may reveal ‘unknown unknowns,” in the words of former
US Secretary of Defense Donald Rumsfeld. This exploration is not primarily
intended to produce attractive booklets or reports, nice though those can be. It is
most importantly about helping people take a journey that guides them into better
choices based on richer considerations of the world around them.

This journey can be difficult. As the philosopher Schopenhauer pointed out, new
truths are first ignored or ridiculed, then vehemently opposed, and then, ultimately,
taken to be self evident — so at different points specific scenarios may be considered
irrelevant, foolish, irritating, or even unnecessary. Nevertheless, experience in Shell
has deepened our belief of the value to our company of taking this journey.
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The journey is never simple or linear. Fresh insights are rarely absorbed from a
single reading of a report or from attending a presentation — no matter how brilliant.
Understanding this fact helps to avoid the disappointing fate of scenario approaches
that are separate from the central strategic deliberations of an organization. While
such deliberations are generally embedded in a formal strategic process, much
reflection and influence also occurs through parallel channels. In Shell, scenario
activity is intrinsically bound up with ongoing assessment of economic, political,
and market signals, and the strategic conversations that take place around these.
Hundreds of conversations, often informal, with decision-executives over many
months prepare fertile ground for the crystallization of insights into scenarios, and
also shape the understanding of how scenarios can be best shaped to be impactful.

The Energy Outlook and the Zone of Uncertainty

As an energy company, developments affecting this industry will always be a cen-
tral concern of Shell scenarios. Our energy modeling looks at over 80 individual
countries, with regions to cover the smaller countries, and 14 different sectors of
energy demand within each country. Analysis suggests that underlying global
demand for energy by 2050 would triple from its 2000 level if emerging economies
follow historical patterns of development and if there were no supply constraints.

Natural innovation and competition could spur improvements in energy effi-
ciency to help moderate underlying demand by about 20% over this time. Ordinary
rates of supply growth — taking into account technological, geological, competitive,
financial, and political realities — could naturally boost energy production by about
50%. But this still leaves a gap between business-as-usual supply and business-as-
usual demand equal to approximately the size of the whole industry in 2000.

This gap — this Zone of Uncertainty — will have to be bridged by some combina-
tion of extraordinary demand moderation and extraordinary production acceleration.
So, we must ask: Is this a zone of extraordinary opportunity or extraordinary misery?
For example, smart urban development, sustained policy encouragement and com-
mercial and technological innovation can all result in some moderation. But so can
price-shocks, knee-jerk policies, and frustrated economic aspirations (Chart 1.1).

Timescales are a key factor. Buildings, infrastructure, and power stations last
several decades. The stock of vehicles can last a couple of decades. New energy
technologies must be demonstrated at commercial scale and require three decades
of sustained double-digit growth to build industrial capacity and grow sufficiently to
feature at even 1-2% of the energy system.

The policies and possibilities in place in the next 5 years will shape investment
for the next 10 years, which will largely shape the global energy picture out to 2050.
How fast will tensions rise? How fast can we make the right choices, and how
quickly can positive developments happen?

In considering these questions, previously published Shell scenario work has
highlighted our entry into an era of volatility and transition — economically, politi-
cally, socially, and within the energy and environmental systems:
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Energy drivers and the zone of uncertainty

SEasssnen

Zone of extraordinary

-
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Chart 1.1 Shell Scenarios Team (2011). Energy drivers and the zone of uncertainty, signals &
signposts, page 9. See more on www.shell.com/scenarios

* Intensified economic cycles as the conditions have changed that underpinned the
period from the mid 1980s to mid 2000s — referred to as ‘the great moderation’
in the advanced industrial economies.

* Heightened political and social instability, stimulated in part by economic
volatility.

» Tensions in the international order, as multilateral institutions struggle to adjust
to shifts in economic power, and other arrangements proliferate.

» Significant demographic transitions involving ageing populations in some places,
youth bulges in others, and relentless urbanisation in both fast-emerging and
less-developed economies.

* Surging energy demand driven by growing populations and prosperity, with new
energy supplies emerging while others struggle to keep pace, and greenhouse gas
emissions increasing, particularly from growth in coal consumption.

* The deployment of technological advances enabling rapid growth in resource
plays such as shale gas and liquid rich shales in, for example, North America,
with ripples across the globe, but uncertain prospects elsewhere. The technology
for using renewable resources, such as solar photovoltaic, also advances with
rapidly growing supply from a small but established base.

e Better defined and significantly challenged planetary ecological boundaries,
including pressures arising from the energy-water-food ‘Stress Nexus’, as each
component experiences supply/demand tightness. Because of their linkages,
these resources feed off each other and accelerate the combined growth in stress.
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New Lenses

Inevitably, given these developments, any plausible outlooks will be messy and
patchy. Nevertheless, we have found that a number of new lenses can help us view
familiar landscapes from fresh angles so that we can focus and clarify possible
futures.

The Paradox Lenses

Paradoxes embody tensions. Three paradoxes highlight key features of the emerg-
ing landscape.

The Prosperity Paradox — Economic development raises living standards, but
also imposes environmental, resource, financial, political, and social stresses that
can undermine the benefits of prosperity. Globalisation reduces income inequality
between nations while increasing inequalities within them.

The Leadership Paradox — Addressing global stresses requires coordination
among increasing numbers of constituencies, but the more groups involved, the
more vested interests block progress. Fresh forms of collaboration need to cut across
familiar national, public-private, and industry-sector boundaries, but there are no
strong models for such collaborations, and they are difficult to get off the ground as
different parties remain focussed on their individual responsibilities.

The Connectivity Paradox — Growing connectivity stimulates creativity but also
puts intellectual property at risk, threatening creativity. Connectivity facilitates indi-
vidual expression and empowerment, but also encourages herd behaviour and
amplifies swings in confidence and demand.

Two Archetypal Pathway Lenses

The tensions inherent in these paradoxes fuel an emerging era of transitions.
Through examining a range of historical transformations and various models of
transition, two archetypal ‘Pathway Lenses’ may help bring clarity and insights to
current circumstances.

For example, countries around the world face challenges to their current economic
models, political regimes, and social arrangements. The US is dealing with a long
term decline in relative global power, economic recession, and a deadlocked political
system. China and the other large emerging economies, which appeared resilient in
2008, are now grappling with a range of uncertainties in their search for stability and
continued growth. Europe appears to be postponing the challenge of fundamental
reform, “kicking the can down the road.” Countries face divergent paths. Will they
respond to the challenges they face through adaptation and reform, following a Room
to Manoeuvre pathway? Or will change be postponed and a Trapped Transition path-
way ensue, until there is either a fundamental reset or collapse?
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New Lens Scenarios for the Twenty-First Century

Of course, not all countries or actors will follow one single Trapped Transition or
Room to Manoeuvre pathway. Nevertheless, the pathway lenses highlight patterns
recurring throughout the broader panorama.

Of particular prominence is the crucial relationship between those who are more
or less privileged under current arrangements, and the influence this will have on
future developments. In fast-emerging nations, a growing middle class will make
increasing demands on governance and welfare entitlements. In developed coun-
tries, we see globalisation ‘hollowing out’ the middle class as average household
incomes stagnate while the top tier prospers. In global geopolitics, there are grow-
ing tensions between established and emerging powers, within an increasingly inad-
equate multilateral institutional structure.

Two vistas present themselves — high Mountains where the benefits of an ele-
vated position are exercised and protected, and wide Oceans with rising tides, strong
currents, and a churning of established perspectives for new ones. A detailed evalu-
ation of these scenarios has been published elsewhere (www.shell.com/scenarios)
and a summary of key features follows.

Mountains — an outlook in which current advantages and influence lock-in fur-
ther future influence, and concentrate prevailing power, benefiting the already
advantaged.

Latent opposition is minimised through a combination of ‘carrots and sticks’.
Supply-side investments are stimulated, and philanthropy flourishes. But growing
rigidities and a lack of structural adjustment begin to moderate economic develop-
ment and even limit international trade. Some fast-emerging economies fall into the
middle-income trap, ratcheting up social and political stresses.

The moderation of economic growth takes some pressure off energy demand,
and this looser supply/demand boundary can be pushed further if progress is made
with supply-side energy policies that unlock resources.

New shale and tight gas resources enjoy widespread success and grow to form a
new ‘gas backbone’ to the global energy system. Major oil resource holders fear
market loss, and some face severe political/social stresses in periods of modest
prices. Supply-side incentives, the abundance of gas, and policies that encourage
smarter compact city development open the route to transport electrification and
enable hydrogen infrastructure to be developed for storage and transport of energy
from intermittent or remote renewables. Oil prices remain elevated and volatile, but
grow only modestly, and global gas pricing emerges due to high levels of liquidity
and inter-regional transport.

Sluggish economic growth in the early period, the relative displacement of coal
growth by gas over the longer term, and the incentivisation of carbon capture and
storage (CCS), all contribute to a moderation in greenhouse gas emissions.
Nevertheless, these still remain consistent with a global average temperature rise in
excess of 2 °C aspirations over the longer term. By the end of the century, however,
there is the potential for net zero annual emissions from the energy sector, and even
net negative emissions as the result of the contribution of CCS with a proportion of
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Chart 1.2 Shell Scenarios Team (2013). New lens scenarios, ‘Mountains’ scenario total primary
energy by source, page 34

biomass feedstock. This opens the longer-term prospect that the cumulative build-
up of greenhouse gas emissions in the atmosphere may overshoot aspirations but
could then be repaired (Chart 1.2).

Oceans — an outlook in which there is greater accommodation of competing
interests and broader diffusion of influence.

At first, economic pressures strain social cohesion, forcing changes in economic
and political structures. A refreshed philosophical narrative of ‘accommodation’ or
‘social coherence’ arises, consistent with reforms to welfare and other social struc-
tures. Productivity is boosted, as is catch-up growth by developing countries. An
ethos of accommodation and compromise promotes growing aspirations and rising
confidence, reinforcing pressures for continuing reform and for further
accommodation.

Globalisation strengthens, and the key emerging economies move to more bal-
anced growth. But over time, the ‘newly advantaged’ eventually become more
defensive, even reactionary, when faced with new policy choices and the impact of
rapidly rising resource and social stresses further ahead.

With emerging economies continuing to surge and boost energy demand, this
tighter supply/demand boundary can be pushed further if energy policies lag on the
supply side — partly due to newly empowered populist sentiment — and some
resource developments ultimately disappoint.
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Scenarios and the ‘Stress Nexus’

Over the next couple of decades global demand for energy, water and
food is expected to increase by between 30% and 50%, placing growing
pressure on supplies of these vital resources and the environment. In
recent years, the Shell scenarios team, together with academics and other
organisations, has researched the complex relationships between these
interdependent systems. The work has yielded important insights and
influenced both the way Shell runs its own operations and how it works
and engages with others to address these issues.

Water is essential to the energy industry. It is used in various stages of oil
and gas extraction as well as to cool power plants. In 2009, the scenarios team
started to take a close look at the growing challenge of water scarcity in many
regions of the world and how it might affect operations and potential
investments.

Whilst identifying likely hotspots where limited water supplies and energy
demand might overlap, the team became increasingly interested in the com-
plex interactions water has with other dynamic systems: water is used to
extract energy and generate power, energy is used to purify, distribute and
treat water and wastewater; and both energy and water are essential to the
growth and processing of food. If there is stress on one of the three, it has an
effect on the other two — a relationship that Shell called the ‘Stress Nexus’.

This early work caught the attention of Shell’s then CEO Peter Voser, who
recognised its strategic significance and sponsored a dedicated group of spe-
cialists from the fields of energy, water, food and climate to conduct further
research. Working with Dr. Eric Berlow, an expert in complexity science at
the University of California, Berkeley, they mapped many thousands of inter-
actions and identified over 100 of the most significant factors, ranging from
how bio mass resources are used, to the price variability of food, to technol-
ogy innovation in water efficiency.

As a result of this work, water has become an increasingly important con-
sideration for Shell and the company has taken further steps to manage its
water footprint effectively. There are numerous illustrations of how this has
translated directly into the way Shell operates.

At Shell’s major facilities, water management plans are in place, helping
minimise water use where necessary. At Shell’s Groundbirch ‘tight gas’
development project in Canada, for example, Shell has worked with the com-
munity to find ways to reduce the amount of fresh water that is used from
local sources. The project recycles some 75% of water involved in the extrac-
tion process. Shell draws the remainder of the water required from a reclama-
tion facility which it funded and operates with the local council. The plant
treats the community’s waste water to a standard suitable for industrial and
municipal uses.

(continued)
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In 2011, Shell partnered with the University of Utrecht to develop a new
accounting methodology to improve the measurement of water use. Shell can
now estimate more accurately the amount of water needed to generate energy
from different sources — including oil, gas, coal, nuclear and biofuels — using
different technologies in different locations. The findings were published in
2012 in a peer reviewed Elsevier academic journal titled “Water accounting
for (agro) industrial operations and its application to energy pathways”.

Shell has used this data to extend its proprietary ‘World Energy Model’
that is used for scenario planning. This gives a better understanding of the
demands the global energy system will place on water resources in decades
ahead, and support strategic planning for operations. It also shared this data
with the wider business community through the World Business Council for
Sustainable Development and with the International Energy Agency (IEA).
The IEA used the data and findings in “The World Energy Outlook 2012”.

The work helped Shell recognise that strong cross — sector collaboration is
needed to achieve meaningful solutions to improving Shell’s own water use
and preparing for future water challenges. Shell is currently working with
Veolia — a leading multinational specialising in waste, water, and energy man-
agement operations — to explore new water management solutions and busi-
ness opportunities. For example, by combining expertise to extract and treat
water from sewage systems and use it to cool power plants, and taking the
waste steam from power plants and using it to heat nearby industrial zones.
And together they are further developing the water accounting methodology
by doing a comparative water risk assessment pilot at various Shell projects
including in Canada and China.

Of course, as a shared resource, effective national and international policy
is key to ensuring sustainable water resources are available for both the energy
and agricultural sector. With its greater understanding of the complexity of the
‘Stress Nexus’, Shell has been able to engage governments and local stake-
holders to encourage strategic water management plans are put in place. This
is essential for Shell’s business, and also the broader community. There is
great opportunity to create social and commercial value through the invest-
ments required to meet the ‘Stress Nexus’ challenges.

1. World Economic Forum, United Nations and International Energy Agency

Shale and tight gas performance outside North America disappoint as a result of
lower resource development than anticipated and policy delays, and growth in oil
production from some major resource holders is constrained in the early period as
leadership transitions take their toll. This is a particularly high oil-price world which
economically unlocks new high-cost resources and technological opportunities and
invokes a ‘long liquid fuels game’. Global gas volume growth is steady but more



16 J. Bentham

TOTAL PRIMARY ENERGY BY SOURCE

o -
s —
2 — -
g
~ &00
=]
. B BN .
200
0
2000 20010 2020 2030 2040 2050 2060
Year
moi Biomass Gosified M Biomass Troditional M Geothermal 8 Other R bl
Biofuels WCoal Muclear o Solar

WHNatral Gos B Biomass/Waste W Hydro-slectricity o Wind

Chart 1.3 ‘Oceans’ scenario total primary energy by source, Shell New Lens Scenarios (Shell
Scenarios Team, 2013), page 59. See www.shell.com/scenarios

modest than anticipated, and prices remain regionalized but strong where there is
relative scarcity.

As aresult of strong growth in coal consumption and the extension of the oil age,
resource stresses become severe, and prices plus crises eventually stimulate strong
demand-side investment to increase end-user efficiency. Stimulated by higher
energy prices, renewable energy also grows, and by the 2060s solar becomes the
world’s largest primary energy source. Nevertheless, greenhouse gas emissions fol-
low a pathway towards a high degree of climate change, ocean acidification, and the
need for significant adaptation. As the impact of delays in responding to resource
stresses becomes apparent, there are eventually late and urgent moves to deploy
CCS at scale. In combination with the growth in solar energy and biofuels, this
enables net zero CO, emissions from energy to be approached by the end of the
century (Chart 1.3).

Reflections

Each of these scenarios has different political, economic and social trajectories,
with different central patterns and counter-currents. Interestingly, overall energy
consumption is relatively similar, although there are significant differences in the
mix of resources, the price trajectories, sector-level specifics, and levels of resource
stress. Total global energy consumption by 2050 is some 80% higher than today,
with the underlying upward pressure on demand due to stronger economic growth
in Oceans offset to a large extent by higher prices.

Both scenarios exhibit extraordinary moderation of demand growth and extraor-
dinary acceleration of supply — both of which, as was previously noted, would be
necessary to bridge the Zone of Uncertainty. In Mountains, demand moderation
occurs through economic sluggishness and the development of efficient infrastruc-
tures such as compact cities, whereas in Oceans the main moderators are high prices


www.shell.com/scenarios

1 The Scenario Approach to Possible Futures for Oil and Natural Gas 17

The world’s number one energy source

Fig. 1.1 The world’s number one energy source, Shell Scenarios Team (2013)

and end-user efficiencies. On the energy production side, the main contribution to
acceleration in Mountains is the global extension of North America’s ongoing shale
and tight gas revolution, while in Oceans this occurs through growth in enhanced oil
recovery, biofuels, and other frontier developments, as well as solar eventually
growing to become the single largest primary energy source.

In fact, both scenarios witness a shift in the largest global primary energy source
in the decades ahead. In Mountains, natural gas becomes the largest source in the
2030s, ending a 70-year reign for oil. Before that, coal’s reign as the number one
global energy source had lasted around 50 years (circa 1910-1960), taking over
from traditional sources of biomass like wood, peat, dung, and agricultural waste. In
Oceans, solar becomes the largest source by the 2070s (Fig. 1.1).

Concluding Remarks

Shell’s New Lens Scenarios suggest that addressing the challenges of the twenty-
first century will be difficult and often uncomfortable. It may require many people
and organisations to reconsider their own vested interests, to forge innovative part-
nerships, and to move towards more effectively accommodating the interests of
others as a necessary component of their own flourishing.

The scenario approach encourages decision-makers to explore the features,
uncertainties, and boundaries of the future landscape, and engage with alternative
points of view. For example, it is becoming clearer that a prosperous and sustainable
global outlook must encompass both energy-efficient infrastructures like compact
cities as well as efficient end-use in vehicles and buildings. Similarly, a prosperous
and sustainable outlook requires both cleaner fossil fuels and also a revolution in
renewable energy as well. A ‘both/and’ rather than an ‘either/or’ attitude is required
in policy making.

Although, of course, there needs to be a sensible understanding of the pros and
cons of both approaches, the true battle is against time. Every year that passes sees,
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for example, strong growth in coal burning and the ratcheting upwards of cumula-
tive greenhouse gas concentrations in the atmosphere. The pace at which CCS tech-
nology is deployed at scale and at which natural gas substitutes for coal growth is
the main driver of difference between cumulative emissions in the Mountains and
Oceans scenarios. If it were possible to accelerate these developments even more
than described in the Mountains scenario, the cumulative emissions for the twenty-
first century would be closer to a level consistent with containing global average
temperature rise to 2 °C.

The scenarios highlight many opportunities, but they also underline the complex-
ity and urgency of resource stresses. Technology deployment is important, but polit-
ical and societal choices are as influential as resources and technology. Both
scenarios have positive and troubling features. The challenge is to see if it is some-
how possible to deliver the best of both worlds.

Achieving a greater balance of positive features in the future depends on the
capacity of business, government, and civil society to work more effectively together.
Beyond its value within individual organisations, working with scenarios can play a
constructive role in supporting the cross-sector dialogue necessary for this.

Royal Dutch Shell plc, Disclaimer

The companies in which Royal Dutch Shell plc directly and indirectly owns invest-
ments are separate entities. In this report “Shell”, “Shell group” and “Royal Dutch
Shell” are sometimes used for convenience where references are made to Royal
Dutch Shell plc and its subsidiaries in general. Likewise, the words “we”, “us” and
“our” are also used to refer to subsidiaries in general or to those who work for them.
These expressions are also used where no useful purpose is served by identifying
the particular company or companies. “Subsidiaries”, “Shell subsidiaries” and
“Shell companies” as used in this report refer to companies over which Royal Dutch
Shell plc either directly or indirectly has control. Companies over which Shell has
joint control are generally referred to “joint ventures” and companies over which
Shell has significant influence but neither control nor joint control are referred to as
“associates”. In this report, joint ventures and associates may also be referred to as
“equity-accounted investments”. The term “Shell interest” is used for convenience
to indicate the direct and/or indirect ownership interest held by Shell in a venture,
partnership or company, after exclusion of all third-party interest.

This report contains forward-looking statements concerning the financial condi-
tion, results of operations and businesses of Royal Dutch Shell. All statements other
than statements of historical fact are, or may be deemed to be, forward looking
statements. Forward-looking statements are statements of future expectations that
are based on management’s current expectations and assumptions and involve
known and unknown risks and uncertainties that could cause actual results, perfor-
mance or events to differ materially from those expressed or implied in these state-
ments. Forward-looking statements include, among other things, statements
concerning the potential exposure of Royal Dutch Shell to market risks and
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statements expressing management’s expectations, beliefs, estimates, forecasts,
projections and assumptions. These forward-looking statements are identified by

9

their use of terms and phrases such as “anticipate”, “believe”, “could”, “estimate”,

CEINT3 ELINT3 CLINTY EEINT3

“expect”, “goals”, “intend”, “may”, “objectives”, “outlook”, “plan”, “probably”,
“project”, “risks”, “schedule”, “seek”, “should”, “target”, “will” and similar terms
and phrases. There are a number of factors that could affect the future operations of
Royal Dutch Shell and could cause those results to differ materially from those
expressed in the forward-looking statements included in this report, including
(without limitation): (a) price fluctuations in crude oil and natural gas; (b) changes
in demand for Shell’s products; (c) currency fluctuations; (d) drilling and produc-
tion results; (e) reserves estimates; (f) loss of market share and industry competi-
tion; (g) environmental and physical risks; (h) risks associated with the identification
of suitable potential acquisition properties and targets, and successful negotiation
and completion of such transactions; (i) the risk of doing business in developing
countries and countries subject to international sanctions; (j) legislative, fiscal and
regulatory developments including regulatory measures addressing climate change;
(k) economic and financial market conditions in various countries and regions; (1)
political risks, including the risks of expropriation and renegotiation of the terms of
contracts with governmental entities, delays or advancements in the approval of
projects and delays in the reimbursement for shared costs; and (m) changes in trad-
ing conditions. All forward-looking statements contained in this report are expressly
qualified in their entirety by the cautionary statements contained or referred to in
this section. Readers should not place undue reliance on forward-looking state-
ments. Additional risk factors that may affect future results are contained in Royal
Dutch Shell’s 20-F for the year ended December 31, 2014 (available at www.shell.
com/investor and www.sec.gov). These risk factors also expressly qualify all for-
ward looking statements contained in this report and should be considered by the
reader. Each forward looking statement speaks only as of the date of this report,
September, 2015. Neither Royal Dutch Shell plc nor any of its subsidiaries under-
take any obligation to publicly update or revise any forward-looking statement as a
result of new information, future events or other information. In light of these risks,
results could differ materially from those stated, implied or inferred from the
forward-looking statements contained in this report.

We may have used certain terms, such as resources, in this report that United
States Securities and Exchange Commission (SEC) strictly prohibits us from includ-
ing in our filings with the SEC. US Investors are urged to consider closely the disclo-
sure in our Form 20-F, File No 1-32575, available on the SEC web site, www.sec.gov.
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Beyond BP: The Gulf of Mexico 2
Deepwater Horizon Disaster 2010

David Grayson

Introduction

On April 20th 2010, an explosion occurred on the Deepwater Horizon — an oil rig
operated on behalf of BP, in the Gulf of Mexico, 40 miles from the coastline of the
American state of Louisiana. The explosion killed 11 workers and oil started pour-
ing from the Macondo well-head, 5000 ft beneath the surface of the sea. It was to
become the worst oil spill the USA had experienced with the escape of oil being the
equivalent of an Exxon Valdez incident every 4 days. By June, President Obama
was describing it as “the worst environmental disaster in US history.” The BP CEO
Tony Hayward who had taken personal charge of BP’s efforts to contain the disaster
was vilified in Congress and the media as “the most hated man in America” and was
later to resign over the incident. At one stage, BP’s share price was halved from its
peak immediately before the explosion, and there was serious business media spec-
ulation about whether the company could survive without being taken over. The
situation was complicated because although BP owned a majority stake in the well,
and was the “responsible operator” for the US authorities, another company:
Transocean, operated the drilling rig; a third: Halliburton, cemented around the well
pipe; and a fourth: Cameron, made the blow-out preventer on the rig, which was
meant to shut off the well in an emergency, but failed to do so. President Obama was
later to say: “There’s enough responsibility to go around, and all parties should be
willing to accept it. That includes, by the way, the federal government.”

For BP, it was the latest in a series of significant incidents in BP’s North American
operations such as the fatal accident at BP’s Texas City Refinery in 2005' and a

'For a detailed analysis of Texas City and subsequent crises leading up to Deepwater Horizon, see
PBS FRONTLINE documentary, “The Spill,” produced in collaboration with ProPublica: www.
pbs.org/wgbh/pages/frontline/the-spill
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major leak in Prudhoe Bay Alaska (see extracts of a speech by the then CEO of BP
Tony Hayward at Stanford Business School in July 2009 — Appendix 1). The Gulf
of Mexico incident was quickly dubbed BP’s Brent Spar moment or a second Exxon
Valdez. Some commentators called it Obama’s Katrina (after Hurricane Katrina, the
mishandling of which caused massive damage to the standing of the previous, Bush
administration).

Context

The Deepwater Horizon drilling platform was one of more than 3500 in the Gulf of
Mexico alone — but as of 2008, only 36 were for deep-drilling below the sea-bed.
There were only three in 1992 and drilling in deepwater (depths greater than 1000 ft)
and ultra-deepwater (depths of 5000 ft or more) had only started becoming eco-
nomically profitable and technically feasible on a large scale in the previous decade,
in part due to significantly higher oil prices and a US push for “energy independence.”
BP has been the leader in deep-water drilling in the Gulf of Mexico and, therefore,
had the largest exposure. BP had grown into one of the world’s largest oil compa-
nies through a series of audacious corporate take-overs under John Browne (Lord
Browne of Maddingley who was CEO 1995-2007.

Browne transformed BP from a dying corporation in the early 1990s into the world’s sec-
ond largest oil behemoth. He refocused BP on ‘elephants’ — the big oil reservoirs — and
ruthlessly cut costs. He used BP’s rising share price to stage audacious takeovers of failing
oil companies, especially in America. His success earned worldwide plaudits.... Cutting
costs became BP’s obsession. The philosophy was ‘More for less” — 100 per cent of a task
would be completed at a cost of only 90 per cent of the previous resources. ... Browne’s
casualties included BP’s engineers. Hundreds were fired and replaced by subcontractors.
Just as ExxonMobil was hiring engineers because ‘drilling is the core of our business’,
Browne was ditching BP’s in house expertise, which could second-guess every technical
operation on land and under the sea...?

The Macondo situation was complicated, however, because although BP owned
a majority stake in the well (65%), and was the “responsible operator” for the US
authorities, the remaining ownership was divided between Anadarko (25%) and
Mitsui (10%). Another company: Transocean, the world’s largest oil drilling con-
tractor, owned and operated the rig; a third: Halliburton, cemented around the well
equipment; and a fourth: Cameron, made the blow-out preventer on the rig, which
was meant to be the fail-safe device to shut off the well in an emergency, if all else
failed — but which did not do so. In all, 12 different companies had employees on the
rig immediately prior to the explosion. Only a few of the 126 crew members on the
Deepwater Horizon worked directly for BP.

2(Council on Foreign Relations Backgrounder: U.S. Deepwater Drilling’s Future — Toni Johnson, 25th
May 2010). Indeed, only 3 weeks before the explosion, President Obama had significantly relaxed
regulations relating to offshore drilling, highlighting the need for greater US energy security.

3Tom Bower, The Spectator, 26th June 2010.
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Initial Reaction

In the immediate aftermath of the explosion, Tony Hayward initially sought to divert
responsibility, observing: “This was not our accident ... This was not our drilling rig
... This was Transocean’s rig. Their systems. Their people. Their equipment™
before modifying his position to say: “A number of companies are involved, includ-
ing BP, and it is simply too early — and not up to us — to say who is at fault.”” In
September 2010, BP released its own report into what had happened, conducted by
a team led by the BP head of operations and safety Mark Bly (see Appendix 2).
While BP’s investigation attempted to allocate accountability among the involved
companies, Transocean and Halliburton dismissed the Bly report as incorrect,
incomplete, and an attempt to divert attention away from BP’s alleged flawed well
design. President Obama was later to say: “There’s enough responsibility to go
around, and all parties should be willing to accept it. That includes, by the way, the
federal government.”® The Minerals Management Service (MMS), the federal
agency that regulated offshore drilling, had claimed that the chances of a blowout
were less than 1%, and that even if one did happen, it wouldn’t release much oil. In
2009 the MMS had been excoriated by the U.S. General Accounting Office for its
lax oversight of offshore leases.” A Presidential Commission appointed by President
Obama to investigate the disaster which reported in Jan 2011, produced an account
of events that led up to the blast which was similar to BP’s. This is unsurprising
since computer logs and survivor testimonies meant most of what happened was
undisputed. But the Presidential Commission’s assessment of who was to blame
was strikingly different to BP’s: of nine material decisions, the Commission said BP
was to blame for seven or even eight; and all nine were about saving time and there-
fore saving BP money. As the co-chair of the Presidential Commission William
Reilly noted: “most of the bad decisions were made by BP or with BP’s approval
and acceptance.” (See Appendix 3).

Days after the rig sank, Tony Hayward, flew to the US to take personal charge of
the incident, declaring that he would not leave until the problem was contained.
However, BP initially appeared slow to release information, was at first sparing with
media appearances; and some thought was projecting an arrogance for which many
had long condemned the oil industry. BP appeared slow to appreciate mounting
media and therefore, political interest and concern — perhaps because spillages from
off-shore oil platforms around the world are not uncommon. BP was not alone in

“BP vows to clean up Gulf of Mexico oil slick, BBC May 3rd 2010 news.bbc.co.uk/1/hi/world/
americas/8658081.stm.

Shttp://www.nytimes.com/2010/05/26/us/26rig.html ?src=me&ref=us

®Obama Criticizes ‘Spectacle’ of Blame at Oil Spill Hearings — May 15 2010 — Businessweek
http://www.businessweek.com/news/2010-05-15/obama-criticizes-spectacle-of-blame-at-oil-
spill-hearings.html

"TIs Another Deepwater Disaster Inevitable? Joel K. Bourne, Jr. National Geographic /
ngm.nationalgeographic.com/2010/10/gulf-oil-spill/bourne-text/2 In the wake of the accident,
MMS was reorganized and renamed the Bureau of Ocean Energy Management, Regulation, and
Enforcement.


http://www.nytimes.com/2010/05/26/us/26rig.html?src=me&ref=us
http://www.businessweek.com/news/2010-05-15/obama-criticizes-spectacle-of-blame-at-oil-spill-hearings.html
http://www.businessweek.com/news/2010-05-15/obama-criticizes-spectacle-of-blame-at-oil-spill-hearings.html
http://nationalgeographic.com/2010/10/gulf-oil-spill/bourne-text/2
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initially failing to appreciate the significance of the accident. The US authorities
similarly played down the incident and did not appreciate the scale of the leak.

A near contemporaneous spill off Australia, for example, had generated little
coverage. At this stage in the crisis, was it better to say little and let actions speak
for themselves (BP’s previous default communications strategy when under attack)
or try to satisfy the insatiable appetite for 24-h news media attention? Hayward
himself and his principal PR and media advisers had little direct experience of the
US media and few contacts in Washington. It was reported that former aides to John
Browne were amazed that 3 years after becoming CEO, Hayward had still not met
the US president. BP’s media advisers were more used to dealing with financial
media — not the relentless pressure of 24/7 TV news and tabloid media.?

“The Well from Hell”

It was later to emerge that the Macondo well was known amongst insiders as “the
well from hell!” In April, the operation was $58million over budget, 43 days behind
schedule and costing BP $500,000 each day.

By May 20th 2010 — 1 month after the accident — the oil spillage was still con-
tinuing. Attempts to cap the well-head had failed. US lawmakers and scientists were
accusing BP of trying to conceal what many already believed was the worst US oil
spill, eclipsing the 1989 Exxon Valdez accident in Alaska, and representing a poten-
tial environmental and economic catastrophe for the US Gulf coast.” BP was forced
by the US Congress to make available a live film-feed showing the oil spewing from
the wellhead. Congress immediately put this live film-feed on the Internet and TV
stations such as CNN started showing this feed every time they referred to the disas-
ter. Within hours of the live film-feed being put on the internet, independent experts
viewing the film, calculated the daily spillage to be far higher, than BP and the US
authorities had been suggesting — with some, uncorroborated estimates suggesting
figures 5 or 10 times higher than BP’s figure — with some saying it could be of the
order of 70,000 barrels per day rather than the circa 5000 barrels suggested by
BP. The larger estimate gained more credence when a BP spokesman announced
that measures they had successfully taken to siphon some of the leaking oil was
containing up to 5000 barrels per day — but despite this partial success, the volume
of the oil continuing to spew into the Gulf of Mexico seemed hardly to have been
reduced.!® CNN and other media by this time were excoriating BP and the Obama
Administration for the continuing pollution which was threatening the livelihoods
of Louisiana fishermen and tourism-dependent businesses around the Gulf of
Mexico; as well as major biodiversity loss. A subsequent study of media coverage
of the oil spill disaster by the Pew Research Center’s Project for Excellence in

8Spills and Spin, Tom Bergin, Random House 2011.
By June, President Obama was describing it as “the worst environmental disaster in US history.”

"By June 14, official figures had been revised upwards to 60,000 figures daily — the equivalent of
an Exxon Valdez spill every four days.
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Journalism found that in the mainstream news media in the 100-day period after the
explosion, the spill accounted for 22% of the US newshole — almost double the next
biggest story.!! This was particularly remarkable given competing stories such as
the US mid-term elections, Obama-care, the global financial crisis, Afghanistan
“surge” and immigration.

BP’S “Near-Death” Experience

By May 28th, the incident was being described as the largest oil spill in US history,
dwarfing the Exxon Valdez disaster. Attempts to cap the wellhead continued to be
thwarted as BP attempted solutions never tried before, a mile under water. Tony
Hayward admitted that BP lacked the tools to stop the leak from the well in the
aftermath of the explosion and that the company would have to look for new ways
to manage “low-probability, high impact” risks such as the Deepwater Horizon
accident.'? This was the first failure of a BOP in 50,000 wells drilled in the oceans
around the US coast.”* The clean-up effort was comprehensive and technically
extraordinary.' Several commentators drew analogies with the ill-fated Apollo 13
moon exploration which had to be dramatically rescued. Certainly, BP and the
industry innovated and developed new technologies in a fraction of the time that
these might have taken absent the crisis.

Tony Hayward told the BBC: “It is clear that this will be a transforming event in
the history of deep-water oil exploration.” The clean-up had already then cost BP
$1billion plus a commitment to a $500 m environmental fund to investigate future
solutions. Estimates of BP’s ultimate liabilities were then variously quoted to be
$8billion or even $12billion.

Less than 3 weeks later, some US legislators were calling for BP’s North American
operations to be put into receivership. President Obama, repeatedly referring to the
company by its old name “British Petroleum,” pledged to make BP pay for the clean-
up. The BP chairman and CEO were summonsed to the White House where on June
16th, they announced a new fund with an initial commitment of $20 billion to com-
pensate businesses and residents affected by the spill, for loss of livelihoods. It was
also announced that BP would not pay any further dividends for the rest of 2010. By
this stage, the market capitalisation of BP had been almost halved: see share price
chart — Appendix 4. One trillion BP shares were traded in a single week (w/c June 7);
and the ratings agencies had downgraded BP. In the words of industry insiders, the
company suffered a ‘near death experience’ as its credit default swap (CDS), the cost
a BP creditor would have to pay for insuring that credit, became prohibitive, effec-
tively assessing the likelihood of BP going bankrupt as 50%. As the BBC’s then

"' www.journalism.org/2010/08/25/100-days-gushing-oil/
12Financial Times 3rd June 2010.
3BP: Beyond the Horizon, BBC Radio 4, 25th July 2010.

'“see The Economist magazine —22nd May 2010 page 91-92: “The Gulf Oil Spill — what lies
beneath.”


http://www.journalism.org/2010/08/25/100-days-gushing-oil
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Economics Editor Robert Peston wrote in his blog: “sometimes these CDS prices are
utterly misleading, because the market in them is thin. But there is a substantial mar-
ket in BP credit default swaps. And the reason I’m boring on about all this is that a
number of senior BP people — including members of the board — have volunteered to
me that what worried them most was what was happening to the CDS price...the
Gulf of Mexico debacle has increased the cost of insuring BP’s shorter-term debt by
a factor of 50.'% Speaking 5 months after these events, Bob Dudley, who by then had
succeeded Tony Hayward as CEO, was to recall:

We couldn’t believe what was happening. We came very close to going on to the rocks. The
credit markets were indicating the company was potentially going into bankruptcy. Some
banks stopped trading crude oil with us. Some suppliers wanted to be paid in cash.'®

It was noticeable how little industry support appeared forthcoming in the media
and that industry associations appeared (at least publicly) inactive. Exxon Mobil
and other companies had made technical experts available (by mid June 150 employ-
ees from other oil majors were seconded to the BP Houston emergency command
centre) and joined a consortium of oil companies participating in the clean up, but
this had not received substantial publicity in contrast to Exxon Mobil’s warnings of
the threat to offshore exploration that the crisis was creating. Indeed, at televised
hearings on Capitol Hill on June 14th, representatives of Exxon Mobil, Shell and
Chevron criticised BP’s drilling of the well and claimed that BP had not followed
industry norms on the Deepwater Horizon rig/Macondo well. There were sugges-
tions that the CEOs’ criticisms were based partly on what their employees seconded
to the BP disaster command had been reporting back about the well design.

Macondo’s meltdown may well have been exacerbated by equipment failure in the case of
the BOP, or by human error on the part of the individuals who misread the negative pressure
test, but as far as the Big Oil bosses were concerned, BP’s drilling practices were primarily
to blame for the explosion."”

Hayward’s own performance before the Congressional committee, 2 days later,
was variously described as “stumbling” and “probably over-influenced by legal
advice to say little or nothing of substance.”

The media and social media were rife with criticisms of BP. Clips of Tony
Hayward’s gaffes were regularly posted to Facebook, You Tube etc.'® Slogans and
adverts parodying BP’s high visibility commitment to “Beyond Petroleum” first
launched in 2001 were widely circulated on the internet. (Appendix 5) Many sustain-
ability campaigners were particularly critical of BP, perhaps disillusioned by what
they perceived as the failure to follow through on the Beyond Petroleum commit-

SRobert Peston’s Blog 17 June 2010.
1 Sunday Times 7th Nov 2010: “Dudley: my plan to salvage BP.”
"Pages 2434, Spills and Spin, Tom Bergin, Random House 2011.

8For a summary of gaffes by Hayward and BP’s chairman Carl-Henric Svanberg see: www.the-
guardian.com/business/2010/jul/27/deepwater-horizon-oil-spill-bp-gaffes


http://www.theguardian.com/business/2010/jul/27/deepwater-horizon-oil-spill-bp-gaffes
http://www.theguardian.com/business/2010/jul/27/deepwater-horizon-oil-spill-bp-gaffes
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ment. Company leaders were subsequently to describe being taken completely by
surprise, by the extent of social media coverage of the Deepwater Horizon disaster.
The company had to build a social media team, presence and awareness pretty much
from scratch to respond to the saturation coverage on twitter, Facebook etc.!” BP’s
own website was getting 17,500 unique visitors per week immediately before the
Deepwater Horizon explosion. During the crisis, it was getting 4.5 million visitors.

Capping the Well and the Immediate Crisis

In July, after frenetic media speculation that the BP chairman and/or the CEO would
be forced out, Tony Hayward announced his resignation; and the American Robert
(Bob) Dudley was appointed as his successor. The wellhead was finally capped on
July 15th — 87 days after the explosion. A number of corporate and public investiga-
tions were under way to identify just what had happened. BP’s own report into the
immediate causes of the accident was published on 8 September 2010. The com-
pany also announced the sale of a number of assets around the world to help pay for
the disaster. Media interest declined and the share price started to recover.

The Aftermath

However, in Sept 2014, a US federal judge Carl J. Barbier ruled that BP was grossly
negligent in the disaster, and not merely negligent, thus opening “the possibility of
$18 billion in new civil penalties for BP, nearly quadruple the maximum Clean
Water Act penalty for simple negligence and far more than the $3.5 billion the com-
pany has set aside.”?® While Judge Barbier did find Transocean and Halliburton had
acted with negligence, he concluded that only BP, which leased the well and was in
charge of the operation, was grossly negligent. He apportioned 67% of the blame for
the spill to BP, 30% to Transocean and 3% to Halliburton. The New York Times
reported: “The ruling stands as a milestone in environmental law given that this was
the biggest offshore oil spill in American history, legal experts said, and serves as a
warning for the oil companies that continue to drill in the deep waters of the Gulf of
Mexico, where high pressures and temperatures in the wells test the most modern
drilling technologies.”?!

Ten months later, in July 2015, it was announced that BP had agreed to pay up to
$18.7 billion in penalties to the U.S. government and five states to resolve nearly all
claims. Under the agreement with the U.S. Department of Justice and the states, BP
will pay at least $12.8 billion for Clean Water Act fines and natural resource

BP speaker at Ethical Corporation Responsible Business Summit May 3rd 2011, author’s notes.
2BP May Be Fined Up to $18 Billion for Spill in Gulf, CAMPBELL ROBERTSON and
CLIFFORD KRAUSSS. New York Times Sept 4, 2014 www.nytimes.com/2014/09/05/business/
bp-negligent-in-2010-oil-spill-us-judge-rules.html?_r=0

2libid.


http://www.nytimes.com/2014/09/05/business/bp-negligent-in-2010-oil-spill-us-judge-rules.html?_r=0
http://www.nytimes.com/2014/09/05/business/bp-negligent-in-2010-oil-spill-us-judge-rules.html?_r=0
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damages, plus $4.9 billion to states. The payouts will be staggered over as many as
18 years. The settlement avoided a substantial amount of further litigation. It was
the largest corporate settlement in U.S. history.

The agreement added to the $43.8 billion that BP had previously set aside for crimi-
nal and civil penalties and cleanup costs. Reuters reported BP as saying, “its total pre-
tax charge for the spill now stands at $53.8 billion.” (link.reuters.com/duz94w). In
October 2015, the figure was reassessed upwards from $18.7 billion to $20.8 billion.?

Conclusion

Ultimately, Deepwater Horizon has been a disaster, not just for BP, but for many
other businesses; for the 11 men who lost their lives in the explosion and their fami-
lies and friends; but also inter alia for US tax-payers, British pensioners, many of
the residents of the five US states most affected, and marine life. Like other corpo-
rate cause celebres like Bhopal, the legacy of April 20th 2010 may rumble on for
years to come. The company itself has distilled its learning in five key areas includ-
ing spill-control and crisis-management; and is sharing this learning with govern-
ments, regulators and the industry around the world. Reviewing BP asset sales since
Deepwater Horizon, The Economist described BP as a “shrunken giant” and con-
cluded: “Repairing the balance-sheet and books is one thing. Repairing BP’s reputa-
tion for management excellence will take longer. The poor safety record of past
years reflected over-zealous cost-cutting. The more recent legal woes in America,
and previous troubles in Russia, suggested that BP has been ill-run.”?

Appendices

Appendix 1: Tony Hayward Speaking at Stanford Graduate School
of Management May 12th 2009

Speaking to an audience of graduate students, Hayward began by describing the
huge change that BP went through from 1999 onwards. ‘Until the later 1990s BP
was a relatively small oil and gas company. In an extraordinary period between
1999 and 2003, under the leadership of John Browne, we put together a whole series
of mergers and acquisitions — such that by 2003 we had created one of the largest
integrated oil and gas, energy companies in the world — equal second with Shell —
with operations everywhere.

Then catastrophe struck. In the space of several years we had a whole series of
real disasters actually.

2The Economist Oct 10th 2015 http://www.economist.com/news/world-week/21672374-
business-week

ZBP:A shrunken giant” The British oil company is safer, smaller, sadder and wiser since its disas-
ter in the Gulf of Mexico: Feb 8th 2014 | From the print edition, The economist.


http://link.reuters.com/duz94w
http://www.economist.com/news/world-week/21672374-business-week
http://www.economist.com/news/world-week/21672374-business-week
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We blew up a refinery in Texas City and killed 15 people.

Our flagship project, called Thunderhorse, almost ended upon the sea bed in
6000 ft of water in the Gulf of Mexico

We had a major, major oil spill in Alaska

We were found guilty by the Department of Justice for a trading manipulation in
the natural gas market of the US

And our financial performance in that period was appalling. We under-performed
our major competitors by 30-50%

And so it was with that that I was given the job of being the CEO of BP.
The only thing you can do is to confront it head on — we assembled a new team,

mainly internal but with some external people. We went through a critical self-
assessment with the following diagnosis:

1.

2.

BP was a company which was top down, too directive and not good at listening —
good stories travelled fast, bad ones travelled nowhere.

We had failed to recognise that we were an operating company — too many gen-
eralists, not enough skilled specialists.

. We had created an extraordinary amount of complexity when we put all those

companies together — consultants mapped 10,000 organisational interfaces- for a
company of 100,000 employees that’s impressive! — too much analysis and not
enough decision-making.

. Then we sat down as a team to decide what to do about it.

Firstly, we created something called ‘The Way Forward’
Safer, reliable operations
Having the right people in the right place

Performance: restoring revenues and reducing complexity

Secondly, we reinstated competitor benchmarking — looking at the performance

of our principal competitor, Shell — an $8billion gap in Q2 2007.

Thirdly, we addressed issues of leadership and culture change.
At that time it turned out we had 36 live and operating leadership models at vari-

ous parts of BP — not surprising; we had assembled all these companies from all
over the place and they all had their different bits of heritage.

So my team spent 3 or 4 months, without consultants, without any external help,

talking about the company that we wanted, the culture that we wanted and the lead-
ership framework which would begin to enable that sort of culture.

The new leadership framework would need to:

. Recognise skills and professional capability and competence
. Recognise how important it is to energise and motivate people
. Focus on decision-making — there had been too much introspection and not

enough taking of decisions and getting on with it
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4. Deliver results.
5. The culture of an organisation is shaped by what the leaders do....

We are early in that journey. It’s probably a 3—5 year journey for those who work
in the offices and probably a 5 plus year journey for the people who work out in the
facilities......

Is it working (2 years into the process)? Well, I would say we are making prog-
ress, we are not there yet. We’ve closed the performance gap, so $8billion in Q2
2007 has become no gap at all in Q2 2009. We beat the market in three out of the
last four quarters, and there is a lot of momentum in the company in terms of rising
revenues and falling costs. So, there’s a lot of momentum but it’s clear that to create
the sort of company that we want to create, which will be sustainable, we have more
work still to do.

Appendix 2: Bly Report Summary

On 8th September 2008, BP released its internal Accident Investigation Report on
Deepwater Horizon, compiled by Mark Bly, BP’s Head of Operations and Safety.
The report concluded that ‘the team did not identify any single action or inaction
that caused this accident. Rather, a complex and interlinked series of mechanical
failures, human judgments, engineering design, operational implementation and
team interfaces came together to allow the initiation and escalation of the accident.
Multiple companies, work teams and circumstances were involved over time.” The
main failures were a combination of engineering design and human judgment.

The main engineering design failure identified in the Bly Report concerns cement
for which Halliburton is accountable. Two quotes from the report highlight this:

‘The investigation team concluded that there were weaknesses in cement design
and testing, quality assurance and risk assessment.” ‘The investigation team has
identified potential failure modes that could explain how the shoe track cement and
the float collar allowed hydrocarbon ingress into the production casing.’

The cause of the critical failure of the blowout preventer (BOP), which should
have provided a last resort failsafe, is still being investigated.

A series of human judgment failures take most of the blame, for which the Bly
Report suggests that BP and Transocean are accountable, see quotes below:

The Transocean rig crew and BP well site leaders reached the incorrect view that the test
was successful and that well integrity had been established.

The rig crew did not recognize the influx and did not act to control the well until hydro-
carbons had passed through the BOP and into the riser.

Through a review of rig audit findings and maintenance records, the investigation team
found indications of potential weaknesses in the testing regime and maintenance manage-
ment system for the BOP (blowout prevention).

It has been suggested that at each point where a test result or reading showed
there might be a problem, the decision to ignore it was made because of reliance on
assumed built-in compensating fail-safe processes elsewhere, including the BOP.
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The main recommendations of the report, which highlight the main failings
found by the inquiry are:

1. Improved technical practices, requirements and operational guidance regarding
cementing, pressure testing and subsea blowout prevention (including strength-
ening BP’s minimum requirements for drilling contractor’s BOP maintenance
management systems).

2. Increased capability and competency at all levels, including advanced training,
competency assessment, embedding lessons learnt and shared learning through-
out oil industry.

3. Strengthen BP’s rig audit process to improve the closure and verification of audit
findings and actions across BP-owned and BP-contracted drilling rigs.

4. Require drilling contractors to implement an auditable integrity monitoring sys-
tem to continually assess and improve the integrity performance of well control
equipment against a set of established leading and lagging indicators.

Appendix 3: New York Times

January 5, 2011
Blunders Abounded Before Gulf Spill, Panel Says
A version of this article appeared in print on January 6, 2011, on page A14 of the
New York edition.
http://www.nytimes.com/2011/01/06/science/earth/06spill.html?_r=0

Appendix 4: BP Share Price Movement

How Oil Spill Incident Affected BP's Share Price
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Appendix 5

Bp
Brilliant
pollution

BP Spills Coffee: a PARODY by UCB Comedy
www.youtube.com/watch?v=2AAa0gd7CIM
For Additional Background Information on the Case
Timeline of disaster from April 20th to July 30th prepared by Thompson Reuters:
www.cnbe.com/id/37448876/Timeline_of_the_Gulf_of_Mexico_Oil_Spill


http://www.youtube.com/watch?v=2AAa0gd7ClM
http://www.cnbc.com/id/37448876/timeline_of_the_gulf_of_mexico_oil_spill
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The Financial Times, BBC, and CNN websites all contain detailed analysis and
contemporaneous reports:

www.ft.com

http://www.bbc.co.uk/search/bp_oil_spill

http://news.bbc.co.uk/1/hi/world/us_and_canada/

http://edition.cnn.com/2010/US/04/29/interactive.spill.tracker/index.
html?hpt=T1 — for an animation day by day of the surface area of the spill

For visuals and graphics:

http://google-latlong.blogspot.co.uk/2010/05/keeping-up-to-date-on-gulf-of-
mexico.html

For documentaries:

The Great Invisible (2014) directed by Margaret Brown

www.youtube.com/watch?v=LDw 1 budbZpQ

One particularly valuable resource is a US PBS-Frontline ProPublica documen-
tary. www.pbs.org/wgbh/pages/frontline/the-spill/. This was a meticulously
researched programme, also made available in “chapters” — segments covering the
evolution of BP through a series of mergers and acquisitions in the 1990s, previous
safety lapses, the accident and aftermath. PBS backed this up with substantial, addi-
tional supporting evidence and materials posted on-line.

This case was initially developed as a “live-case” taught as the crisis continued
Jfrom May to July 2010, written by David Grayson from contributions from members
of the Global Network for Corporate Citizenship: Michael Buersch, Derick de
Jongh, Bradley Googins, Susanne Lang, Phil Mirvis, Mario Molteni, Christopher
Pinney, Bill Valentino.

A subsequent version of the case was developed with fellow Cranfield School of
Management faculty: Dr Steve Carver, Prof David Denyer and Chris Marsden OBE
for the Pears Business School Partnership.
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Wal-Mart’s Sustainable Product Index

Robert J. Crawford and N. Craig Smith

As I look back at our progress over the past few years, I think
the most difficult challenge has been to measure the
sustainability of our products. It’s in this area that I believe we
can truly accelerate and broaden our efforts...with a more
elegant, research-driven approach.

Mike Duke, President and CEO, Wal-Mart (Remarks prepared
for Mike Duke at Wal-Mart’s Sustainability Milestone Meeting,
Bentonville, Arkansas, July 16, 2009, Walmartstores.com/9279)

On 16 July 2009, Wal-Mart CEO Mike Duke announced an ambitious plan to
develop a “Sustainable Product Index” that would enable customers to access reli-
able, standardised information on where its products came from, what resources
they required for manufacture and delivery, and how they should be disposed of
and/or re-cycled. He went on to explain —

[T]he human footprint, our use of natural resources for everything we grow, eat, drink,
make, package, buy, transport and throw away...all of that is outpacing the earth’s capacity
to sustain us...[Today,] we see only bits of information, but not the full picture across the
supply chain. We don’t know the patterns, hidden costs and impacts...Nor do we have a
single source...for evaluating the sustainability of our products."

'Ibid.
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For example, as the world’s largest jewellery retailer, Wal-Mart planned to work
with its suppliers to develop sustainable packaging and create a tracking system
regarding the diamonds, gold, and silver used in its jewellery, thereby ensuring that
its suppliers adhered to responsible mining criteria.?

Duke was speaking at a meeting of suppliers, Wal-Mart employees (or “associ-
ates”), and outside stakeholders. The initiative, he explained, would come in three
phases. First, the company would ask 100,000 suppliers to answer 15 questions regard-
ing the sustainability of their operations. Second, Wal-Mart would contribute to the
creation of a consortium of academics to collaborate with suppliers, non-governmental
organisations (NGOs) and governments to “develop a global database of information
on products’ lifecycles”. Third, this information would be translated into “a simple
rating system for consumers” as they made their purchasing decisions.?

In some quarters Duke’s announcement was seen as a signal that Wal-Mart was
fulfilling its 2005 promise to become a global leader in sustainability. With annual
revenues of over $430 billion, it had surpassed Exxon to become the world’s largest
company, wielded enormous power over its suppliers and served as a bellwether for the
direction global capitalism was taking. Building on a growing record of environmental
achievements and consultation with outside stakeholders, the Sustainability Index rep-
resented an entirely new departure, empowering consumers as well as embracing a
policy of enhanced transparency. It was an additional sign, supporters believed, that
Wal-Mart was placing sustainability at the heart of company strategy, initiating a win-
win-win cycle that would also increase profits and efficiency. To remain competitive,
they argued, other companies would have to adopt similar policies.*

However, many of Wal-Mart’s critics — from labour unions, social and environ-
mental activists, to a variety of media outlets — took a more skeptical view. They
argued that Wal-Mart’s methodology was riddled with conflicts of interest and was
merely a public relations ploy, in large part to deflect attention from its low wages
and harsh labour practices, labor rights issues in its supply chains, and destructive
impact on the communities it entered when opening new stores.

Background

Sam Walton, Wal-Mart’s founder, grew up during the Great Depression in the Ozarks,
the southern Midwest of the United States. It was a poverty-stricken region that was
“pre-industrial, pre-urban, pre-immigrant”, and strongly Evangelical Christian. The
economy was overwhelmingly agricultural, with independent families growing live-
stock, grain and fruit on small plots, in contrast to the large-scale mechanized farms
that grew commodity crops further to the east.’ In 1945, Walton purchased a failing

*Wal-Mart press release, Walmartstores.com/9137

¥Wal-Mart press release, Walmartstores.com/9292

*See Rosabeth Moss Kanter, “Wal-Mart’s Environmental Game-Changer,” blogs.hardvardbusiness.
org/kanter/2009/07

SBethany Moreton, To Serve God and Wal-Mart: The Making of Christian Free Enterprise, Harvard
University Press, 2009, pp. 11-13.
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Ben Franklin 5&10 Store as a franchisee. After 4 years of creative experimentation
and careful study of other retailers, he turned it into the most successful branch in
Arkansas.® Gradually expanding his Ben Franklin franchises to 16 branches, Walton
began to envision a new kind of retail strategy. “Here’s the simple lesson we learned,”
he wrote. “[S]ay I bought an item for 80 cents. I found that by pricing it at $1.00 I
could sell three times more of it than by pricing it at $1.20...the overall profit was
much greater.””” When the Ben Franklin supplier-owners refused to allow him to
develop this super-discount strategy, Walton decided to start his own chain. On 2 July
1962, he opened Wal-Mart Discount City in Rogers, Arkansas, offering the same
items as nearby stores at prices that were consistently 20% lower. By 1985, with over
1,000 stores, Walton was recognized as the richest man in America.®

Initial Achievements To implement his strategy of “everyday low prices”, Walton
and his successors pursued a two-pronged approach: a relentless search to cut costs
and the creation of a logistics and distribution system of unprecedented efficiency.
Walton’s timing was lucky. In the prosperous 1960s, the United States was develop-
ing a culture of mass consumption. Retailing was becoming standardised by huge
organisations that set a new standard for economies of scale, consumers were enticed
to purchase “status” brands by television advertising, and automobiles offered con-
sumers the option of shopping outside traditional downtown commercial centres.

Walton chose rural America as his market, a region his competitors were neglect-
ing.’ However, it was his bare-bones management style that enabled the company to
grow into the world’s largest corporation by 2002. “Now, when it comes to Wal-
Mart,” Walton wrote, “there’s no two ways about it: I’'m cheap....We exist to pro-
vide value to our customers.”!

Beyond pioneering direct purchase from manufacturers, Wal-Mart cut costs
through a number of stringently controlled labour practices. First, to keep wages
low and safeguard management flexibility in its employment practices, Wal-Mart
opposed organized labour to the point that it would close stores that unionized.
Second, the company deliberately understaffed its stores: since there were never
enough associates to accomplish their assigned tasks, they had to work very hard,
enhancing productivity but also — as many would later charge in class-action law-
suits — forcing them to skip rest breaks and meals, as well as working overtime
without compensation.!! Third, Wal-Mart tended to provide fewer benefits, such as
health insurance, than its competitors. This was due to the cost of health insurance,
which workers with low salaries could not support, an unusually high rate of

See Robert Slater, The Wal-Mart Triumph: Inside the World’s #1 Company, Portfolio, 2003, p. 25.
7Sam Walton with John Huey, Sam Walton: Made in America, Bantam Books, 1993, pp. 32-33.
$Slater, op. cit., pp. 28—41.

?Susan Strasser, “Woolworth to Wal-Mart: Mass Merchandising and the Changing Culture of

Consumption”, in Wal-Mart: The Face of Twentieth Century Capitalism, Nelson Lichtenstein
(ed.), pp. 52-53

0Walton, op. cit., p. 12.

"Ellen I. Rosen, “Wal-Mart: the New Retail Colossus”, in Wal-Mart World, Stanley D. Brunn
(ed.), p. 93.
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employee turnover (estimated at over 50% per year) combined with a year-long
waiting period for the right to obtain benefits, and (it was alleged) a systematic
policy to encourage employees to enter public assistance programmes, from
Medicaid to food stamps.!? Fourth, store managers and executives faced constant
pressure to keep costs low, from sharing rooms while on the road to bonuses based
on cost containment results and productivity enhancement.'?

Wal-Mart grew with a small town ‘“saturation” strategy, spreading out slowly,
“like molasses”, to nearby communities as distribution centres were established fur-
ther and further from its Bentonville, Arkansas headquarters. By the late 1960s,
Walton had recognized the need to develop an efficient logistics system, not only to
warehouse and deliver goods when needed on a massive scale, but as an entirely
new system of management control. With a team of information-technology spe-
cialists, Walton eventually established a monopsony-like power over its suppliers,
which enabled Wal-Mart to:

e Anticipate consumer demand with unparalleled precision, removing a key advan-
tage that producer/manufacturers had enjoyed over retailers;

e Establish a just-in-time delivery system that was far more cost-efficient than its
local rivals could achieve;

e Develop integrated solutions along the entire supply chain, in effect shifting much
of the risk (of over-production, late delivery, etc.) to its suppliers and middlemen.

While keeping costs low, Wal-Mart was also able to demand a greater variety of
goods with pinpoint accuracy in terms of consumer demand, from suppliers. The
retailer even began to scrutinize the books of its suppliers in order to impose cost
and efficiency “improvements” in their business practices as well as dictating pric-
ing and even marketing strategies to them. For their part, suppliers recognized that
they had little choice but to conform to Wal-Mart’s dictates; for example, by 2003
Wal-Mart accounted for 17% of Procter and Gamble’s global sales.'*

The Wal-Mart Way True to its roots in the rural Ozarks, Wal-Mart developed a
folksy culture that admirers believed was genuine. As Walton wrote: “We thrive on a
lot of the traditions of small-town America, especially parades with marching bands,
cheerleaders, drill teams, and floats.”'> The result was a brand of “pro-corporate pop-
ulism” of low prices and an oasis where the courtesy and friendliness of Wal-Mart
employees were supposed to offer a contrast with the outside world. While not an
Evangelical Christian company, many Wal-Mart executives claimed to operate in
accordance with “the values of Scripture”.'¢ Via intensive training and peer pressure,

2David Karjanen, “The Wal-Mart Effect and the New Face of Capitalism”, in Lichtenstein, op.
cit., pp. 154-155.
3Rosen, loc. cit.

14See Edna Bonacich and Jake B. Wilson, “Global Production and Distribution: Wal-Mart’s Global
Logistics Empire”, in Brunn, op. cit., pp. 229-237.

SWalton, op. cit., p. 207.
“Moreton, op. cit., pp. 4041, 89.
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Wal-Mart associates learned that they should appear happy and open, to view them-
selves as “servant leaders”, with reference to Christ’s work, and to expect “equality
and solidarity” from their colleagues.!” During its first few decades, Wal-Mart oper-
ated almost exclusively in the conservative rural setting later to be known as the “red
states”, where media scrutiny and labour laws were weak, trade unions and govern-
ment regulation were viewed with suspicion, and consumers were grateful for “low
prices”, while employees were described as “appreciating good jobs”. In this atmo-
sphere, outside critics were ignored as a matter of company policy.'®

For their part, Wal-Mart managers and executives faced a number of exacting
requirements, some of which were rigorously quantified, others a question of
touchy-feely leadership. First, the core of their job was to achieve — perhaps even
surpass — their revenue and profit goals, as well as make efficiency gains, all with an
eye to the company’s quarterly results. With their year-end bonuses closely tied to
meeting these goals, managers were under pressure to perform. Second, they were
supposed to act as the guardians of the company culture, which they should instill
in their associates. This included an order to ‘“Push responsibility — and authority —
down” to regional managers and associates, who were empowered to think on their
own. Third, they were mandated to pay attention to economic and social trends that
would affect the company, which they were expected to transmit to the top as well
as address on their own initiative.!”” Routinely working 60-80 h weeks, including
obligatory Saturday morning meetings at headquarters for regional managers, they

often suffered “early burn out”.?

The Critics As Wal-Mart grew, its reach and power attracted determined opposi-
tion. Critics began to mount protest campaigns against the company. Individual and
class action lawsuits from a huge variety of organisations made Wal-Mart the “most
sued” company in the world, severely undermining its reputation.?! They argued
that the company, which competitors felt compelled to imitate if they were to sur-
vive, was a principal mover in the “race to the bottom” in the new global economy.
They raised a wide range of issues, including the need to:

e Mitigate its impact on the communities it entered. At its worst, they charged,
Wal-Mart decimated local retailers who could not compete on price, closed down
once-vibrant downtown shopping areas that were also social centres, and gener-
ated secondary effects such as increased traffic, reduced demand for local busi-
nesses and increased infrastructure demands, while placing outlets beyond the
city limits, simultaneously raising costs and lowering tax revenues.?

'7A. Jane Dunnett and Stephen J. Arnold, “Falling Prices, Happy Faces: Organizational Culture at
Wal-Mart”, in Brunn, op. cit., pp. 82-84.

'8 Moreton, op. cit., pp. 1-5.

19See Walton, op. cit., pp. 282-294.
20Moreton, op. cit., p. 82.

2! Slater, op. cit., p. 202.

22See Bill Quinn, How Wal-Mart is Destroying America (and the World) and What You Can Do
About It, Ten Speed Press, 2005, pp. 1-26.
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e Ameliorate labour practices that they believed were brutal, often illegal, and
failed to provide a living wage. In their view, the company should allow associ-
ates to unionize, raise wages, offer better health insurance benefits, and treat
them more humanely.

e Provide both a more equitable and ethical management of its supply chain, from
the treatment of “sweatshop” workers in supplier countries such as China and
Bangladesh, to treatment of the company’s truckers.?

* Loosen its grip on supplier/manufacturers, many of whom bore the brunt of price
cuts and risk. For example, Wal-Mart’s pricing policies were alleged to have
caused the bankruptcy of the Vlasic pickle company. As it depended on Wal-Mart
for 30% of its gross sales, the company had felt compelled to accept the sales
price that Wal-Mart imposed, even though it was too low to re-coup expenses and
ruined the brand’s reputation for quality.?*

Increasingly, critics targeted Wal-Mart’s basic business model, which in their
view was the root cause of these issues. To transform itself into a more responsible
corporate citizen, some argued, Wal-Mart would have to attenuate its cost-cutting
policies and invest far more in the communities it entered and in environmental
initiatives. This meant that the company might have to charge its customers more,
and that its brand image for “every day low prices” would no longer be tenable as
originally implemented. Any other ethical measures, many opponents argued,
merely represented a public relations diversion from the real issues.?

The Greening of Wal-Mart

By the mid-1990s, Wal-Mart stores had more or less saturated rural markets in the
US To continue growing, the company would have to enter new markets both in
urban areas and abroad. However, these markets differed fundamentally from the
Ozarks: they were more cosmopolitan, had pockets of highly-educated consumers
who felt politically empowered, and had long operated under stricter regulatory
regimes; they tended to have large unions, living-wage controls, and zoning laws to
protect parks and other public spaces. When Wal-Mart executives entered these
areas, they were shocked to learn that the company was viewed less as a “consumer
advocate” promising jobs and lower prices, but rather as a damaging presence to be
resisted.”® Moreover, with notable exceptions in Mexico and Canada, Wal-Mart
stores proved far less successful in international markets, where they came up
against unionized workers with strong political ideologies as well as regulatory

23 See Liza Featherstone, “Wal-Mart’s P.R. War,” Salon.com, 2 August 2005.

2 Charles Fishman, “The Wal-Mart You Don’t Know: Why Low Prices Have a High Cost”, Fast
Company, December 2003, p. 73.

Michael Barbaro, “A New Weapon for Wal-Mart: A War Room,” The New York Times, 1
November, 2005.

26 Charles Fishman, The Wal-Mart Effect, Penguin Press, 2006, p. 62.
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restrictions that undermined the basic tenets of Wal-Mart’s traditional strategies, for
example in constructing big box stores in low-tax areas at the edge of towns.?’

From 2004, Wal-Mart faced a growing storm of protest in such vehicles as the
film “Wal-Mart: The High Price of Low Cost”, directed by Robert Greenwald, but
also in grassroots campaigns to legally bar the company from opening stores in
major urban areas. For example, a broad coalition of activists defeated a Wal-Mart-
sponsored referendum in Inglewood, California (in the Los Angeles area) that had
sought to turn public into commercial land. Wal-Mart lost a number of similar polit-
ical battles in other major US cities.?® To take the fight to a national level, union-
sponsored organisations such as ‘“Wal-Mart Watch’, devoted themselves to opposing
the company in what some saw as an ideological crusade.

Wal-Mart soon found itself the target of higher expectations of corporate social
responsibility, the “bad example” that warranted attack from the left. Critics of the
company, Wal-Mart’s top leadership came to recognize, were beginning to have a
serious impact on its long-term prospects. This prompted several Wal-Mart board
members to bring the issue up with CEO Lee Scott.”’

A New Way Behind-the-scenes developments had long been percolating at Wal-
Mart. After a trip to Africa in 2002, the founder’s eldest son, Robert Walton, began
to seek ways that the family foundation might preserve wilderness areas. This led to
a friendship with biologist Peter Seligman, co-founder and CEO of Conservation
International (CI), an environmental organization in Washington, DC. CI’s advisory
clients included Starbucks and McDonald’s. Over the next 2 years, Seligman took
Robert Walton and his sons on a series of exotic trips, including hikes in Madagascar
and scuba diving in the Galapagos. While Seligman was seeking donations for CI,
he was also building the case for Wal-Mart to fundamentally transform its business
practices in a way that could make the company “a driver of tremendous change”.
This would involve the “greening” of the company in the areas over which it had
control: in the US it was the largest private consumer of electricity and had the sec-
ond largest truck fleet; its suppliers would strive to meet its demands, whatever they
were; and it could influence the buying choices of its regular customers, who num-
bered some 180 million.*

With disappointing financial results — between 2000 and 2005 its stock price fell
nearly 20% — and a series of recent PR debacles in mind, then-CEO Lee Scott was
willing to listen to new ideas. Seligman and several CI colleagues came to
Bentonville in June, 2004. A greener policy, they argued, would offer a way for Wal-
Mart to enhance its efficiency, improve its image, and engage its employees in an
exciting mission — a “win-win-win”’ scenario. Soon thereafter, Scott hired CI and a

?7See Yukio Aoyama and Guido Schwarz, “The Myth of Wal-Martization: Retail Globalization and
Local Competition in Germany and Japan”, in Brunn, op. cit., pp. 280-286.

28 See Tracy Gray-Barkin, “Southern California’s Wal-Mart Wars”, Social Policy, Vol. 35, Number
1 (Fall 2004).

Marc Gunther, “The Green Machine”, Fortune, July 31, 2006.
301bid.
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consulting firm, Blu Skye, which would develop sustainability metrics. Over the
next year, they measured wasteful practices and put forward a number of “holistic”
suggestions for improvement, with the goal of creating a sustainability system
rather than a series of discrete actions. Wal-Mart stipulated that their compensation,
and that of other NGOs paid by the company, remain confidential.’!

Scott also hired the PR firm Edelman in early summer, 2005, which specialized
in corporate “reputation management”. Edelman created a rapid-response ‘“‘war
room” at Wal-Mart’s headquarters, which was designed to generate rapid responses
and “spin” to promote a positive take on stories about the company. The group
began to target “swing voters”, the 60% or so of shoppers who had not yet consid-
ered boycotting Wal-Mart for environmental and/or labour reasons.*? In addition,
Edelman recommended that Wal-Mart adopt a “co-option policy”, in effect bringing
critics into the company — they were variously viewed as an early warning system,
monitors of public opinion, and generators of innovative ideas at little or no cost.
The engagement of these stakeholders, which would expand the collaboration begun
with CI, was viewed as a way to legitimize the retailer, particularly if they secured
endorsements of their practices.*

The Katrina Epiphany The war room’s first major test was the company’s
response to Hurricane Katrina, which devastated the Louisiana coast on 29 August,
2005. Mobilizing its distribution network, Wal-Mart filled significant gaps in the
efforts by various government relief agencies. Its accomplishments — providing
food, water, medicine, and temporary shelter — were almost universally praised,
achieving a far more positive response from the public than did the governmental
authorities involved. Even the “Wake Up Wal-Mart’ campaign wrote in a letter to the
company that the Katrina measures “brought out the best in Wal-Mart and we
applaud your hurricane relief efforts.”** Beyond screening the media for critical
stories about the company, the war room played a crucial role coordinating Wal-
Mart’s communications efforts with the actors in the field.*

According to Scott, the Katrina experience represented ““a key personal moment”
regarding his commitment to environmental sustainability. It was then, he said, that
he overcame the “skepticism of the company’s environmental critics... We stepped
back...and asked one simple question: How can Wal-Mart be that company — the
one we were during Katrina — all the time?” Rather than roll out a toothless pro-
gramme that was more public relations than substance, he promised to create a truly
meaningful sustainability policy. Katrina relief, he said, “was only the beginning”

31 M

32Barbaro, loc. cit.

3 See Jeffrey Goldberg, “Selling Wal-Mart: Can the company co-opt liberals?”” New Yorker, April
2,2007.
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Report, October 2005.
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of Wal-Mart’s charm offensive.*® By October, 2005, Scott and his team had articu-
lated a set of three “aspirational” goals for Wal-Mart, including:

e To create zero waste, which promised to save money via a recycling
programme;

e To be 100% supplied by renewable energy;

* To sell products that sustain resources and the environment.*’

Scott also promised to reduce greenhouse gases produced by Wal-Mart stores by
20% over the next 7 years, his first acknowledgment of the importance of climate
change. In addition to engaging with other environmental groups, Scott indicated
that Wal-Mart would work with anti-sweatshop groups to improve monitoring of
overseas factories to guard against worker and human rights abuses. Measures to
improve the treatment of its associates, he said, were also underway: health care
coverage would be provided to Wal-Mart associates for $25 per month. He even
called on the US Congress to raise the minimum wage.*® However, just days after
Scott’s announcements, the New York Times reported on a leaked draft memo to
Wal-Mart’s board. In it, Executive Vice President for Benefits, Susan Chambers,
described how many Wal-Mart employees were uninsured or on public assistance
for health (and 46 percent of the children of Wal-Mart’s 1.33 million US employees
were uninsured or on Medicaid), and advocated a strategy to “dissuade unhealthy

people from coming to work at Wal-Mart”.¥

Steps to Implementation Wal-Mart immediately undertook steps to realize Scott’s
vision. An early hire was Adam Werback, a former Sierra Club President turned
consultant. In his first meeting with Wal-Mart executives, Werback was deeply
impressed with the interest they showed for his organizational expertise. According
to Werback:

The executives peppered me with questions about how to make sustainability attractive to
the broadest set of the American public, how to engage associates, how to measure success,
whom I respected, and whom they should be talking to. They spoke candidly about their
challenges and called on my expertise in facing them...the company opened its [as yet
unannounced] goals to me.*°

As part of the “sustainability network™ that Wal-Mart was building, Werback and
others refined, and sometimes helped to initiate, a number of organizational practices.

% As cited in Gunther, op. cit., July 31, 2006.

¥7See Erica L. Plambeck and Lyn Denend, “Wal-Mart, a Case Study,” Stanford Social Innovation
Review, spring 2008.

¥Pia Sarkar, “Wal-Mart’s World View: Giant Retailer Says It’s Ready to Tackle Hot-Button
Issues,” San Fransisco Chronicle, 26 October, 2005.

¥ Daniel McGinn, “Wal-Mart Hits the Wall,” Newsweek, 14 November, 2005.
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First, Werback praised Scott’s aspirational (or “North Star”) goals of October, 2005.
Designed to set the company in an entirely new direction, they should also be realistic,
employees should see a concrete way to work towards them, and they were connected
to the core business, i.e. the distribution network and product selection. Moreover, if
Wal-Mart failed to meet them, the company would have to accept the blame.*!

Second, Werback designed a “Personal Sustainability Project” to involve and
educate Wal-Mart associates through voluntary activities. It was part of a policy to
engage Wal-Mart employee creativity in new ways, to make them “part of the solu-
tion” in areas that concerned them. Starting with a personal sustainability project —
bicycling to work, skipping fast food meals, replacing incandescent bulbs with
fluorescent ones — they would attract the interest of their colleagues, many of whom
would learn about sustainability and perhaps develop their own projects. Voluntarism
combined with concrete projects, Werback stressed, worked far better than preach-
ing ideals. Eventually, they elected “‘sustainability captains” to transmit their goals
and explain their activities to others. Their numbers grew to half a million, or just
under one third of all Wal-Mart employees.*?

Third, Werback and others advised Wal-Mart to become “transparent” as a way
to advance the company’s sustainability goals. In Werback’s view, Wal-Mart needed
to recognize its environmental “blind spots”, which would encourage awareness
within the company; this should enhance compliance with norms and laws. Wal-
Mart would also release a series of reports on its progress toward the “North Star”
goals. This could lead, according to Werback, to complete transparency, which
included honest and comprehensive reporting, immediate and candid admission of
mistakes by Wal-Mart leaders, and the opening of the company to all constructive
outside stakeholders. This would result, Werback argued, in an influx of new ideas
for improvement as well as uncover business opportunities that Wal-Mart had not
yet considered.®

The Continuing Controversy Many in the activist community praised the steps
that Wal-Mart was beginning to take, which they viewed as the opportunity of a
lifetime. However, others questioned the motives and sincerity of the company,
maintaining the suspicion that it would only lead to “greenwashing”, that is, the
appearance of environmentally-friendly measures that ultimately had only a mar-
ginal impact. Journalists also remained skeptical. Jeffrey Goldberg of the New Yorker,
for example, observed in a visit to the war room that Wal-Mart managers appeared
“tightly scripted” and mistrustful rather than open and available; he was repeatedly
instructed “not to write down anything [he] saw”.** Perhaps more important, critics
feared that the co-option policy would create “corporate front groups” — by taking
money from private corporations, NGOs were less likely to pressure their sponsors
on issues of concern. Moreover, when NGOs endorsed the measures that these com-
panies were undertaking, it created the appearance of a conflict of interest, that is, a

“1bid. pp. 35-36. Werback.
“1bid. pp. 132-135. Werback.
“1bid. pp. 92-118. Werback.
#Goldberg, loc. cit.
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stamp of approval upon payment. It was insidiously corrupting, the critics argued.
Other NGOs that interacted with Wal-Mart, such as the Environmental Defense
Fund, refused contributions from the company as a matter of policy.*

Finally, critics raised the problem of what was enough. How could the standard
be balanced against the criticisms of Wal-Mart’s social impact? Moreover, what did
sustainability mean? Definitions varied significantly. For example, in the view of
Stuart Hart, “going green” was essentially reactive — an incremental effort to do the
minimum in order to avoid sanctions — and merely served to perpetuate the existing
industrial paradigm. To be truly sustainable, Hart argued, companies had to become
proactive, thinking about how they fit into the ecosystem. Eventually, he believed,
as stewards of sustainability at the cutting edge, companies would find or invent
entirely new industrial paradigms that would promote clean technologies, reduce
their impact on nonrenewable resources to zero, and address the needs of the poor
as well as the rich countries.* Wal-Mart, in his view, was beginning to place sustain-
ability at the core of its business strategy, for example with its promotion of a cloth-
ing line made from organic cotton.*’ John Elkington, the visionary author of the
‘triple bottom line’ concept, argued that corporations must transform themselves
from “locusts” — exploiting resources with little regard to their impact — into “honey
bees” that worked as architects of environmentalism.*® At a minimum, according to
Adam Werbach, sustainability must become part of the culture of a company rather
than a public relations effort run by a legal or corporate affairs department.*’

Wal-Mart’s Sustainability Initiatives

In 2006, Blu Skye, with the help of Conservation International, engaged in discus-
sions with Wal-Mart executives in an effort to set actionable priorities. By combin-
ing Wal-Mart’s sales data with environmental impact factors from the Union of
Concerned Scientists, they chose 14 areas on which to focus, including product
groups as well as functional areas (See Exhibit 3.1). In each of the 14 areas, Wal-
Mart assigned an executive vice president as sponsor, along with a “network cap-
tain”, who was usually a senior vice president charged to build a “Value Network”.
The captains contacted academics, NGOs, suppliers, and other stakeholders to join
discussions on sustainability measures that Wal-Mart might undertake.> The meet-
ings ended with “go-do’s”, i.e., requests that were directed principally at Wal-Mart’s
suppliers, who bore the principal responsibility to take action.

#Marc Gunther, “Corporate Ties Bedevil Green Groups”, Fortune, Nov. 14, 2008.

4See Stuart L. Hart, Capitalism at the Crossroads: Aligning Business, Earth, and Humanity,
Wharton School Publishing, 2007, pp. 7-21.

“1bid., pp. 102-103.

“See “Enter the Triple Bottom Line”, in The Triple Bottom Line: Does it all add up?, Adrian
Henriques and Julie Richardson (eds.), 2007, pp. 10-13.

“'Werbach, op. cit., p. 116.

30See Erica L. Plambeck, “The Greening of Wal-Mart’s Supply Chain”, Supply Chain Management
Review, 1 July, 2007.



46 R. J. Crawford and N. C. Smith

Exhibit 3.1 Wal-Mart Sustainable Value Networks

Greenhouse Gas
Sustainable Buildings
Alternative Fuels
Logistics

Waste

Packaging

Wood & Paper
Agriculture and Seafood
Textiles

Jewelry

Electronics

Chemical Intensive Products

Source: http://walmartstores.com/Sustainability/7672.aspx

The Value Networks at Work While wide-ranging discussions addressed how to
transform Wal-Mart’s supply chain, cut costs, and provide benefits to the consumer,
the activities of the Value Networks depended in large measure on the energy that
their captains devoted to them. The Wal-Mart employees involved still had to
accomplish their full-time jobs: with few exceptions, there were no new full-time
staff hired to run the Networks. Some of them, such as the packaging Network, had
500 members or more; others, such as that of jewellery, consisted of only 15 or so.
According to one Network member,” Wal-Mart strove to include relevant stake-
holders, regardless of their opinions of the company. In many cases, even deter-
mined critics participated.>?

By July 2006, Wal-Mart could point to some specific accomplishments. Examples
included:

* Savings of $75 million from a 25% increase in fuel efficiency that also reduced
carbon emissions by 400,000 tons. This in effect met one of CEO Scott’s original
promises.

* The adoption of a web-based sustainability scorecard to facilitate the evaluation
of packaging against precise metrics.

e The adoption of sustainability standards for the wild seafood industry, as set by
an independent third party, the Marine Stewardship Council (MSC). Wal-Mart
committed itself, in three to 5 years, to apply the MSC certification to 100% of
its store offerings of wild seafood. The company planned to adopt similar certifi-
cation standards for other products.>

St Author interview with Assheton Carter, then of CI.
2Ylan Q. Mui, “At Wal-Mart, ‘Green’ Has Various Shades”, Washington Post, Nov. 16, 2007.
53 Plambeck, loc. cit.
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While acknowledging the potential of these initiatives, Wal-Mart critics were
quick to point out that the principal burden appeared to fall on the suppliers — they
were the ones that would bear the cost of the “race to the top” (of new sustainability
standards) that Wal-Mart was attempting to initiate. Moreover, many activists con-
tinued to refuse to engage with Wal-Mart, which they criticized for failing to meet
their basic demands regarding community and other social issues.

Nonetheless, Wal-Mart was developing a number of new processes that were
under-reported in the popular press. Beyond the certification and scorecard require-
ments, members of the Value Networks were beginning to provide a wide range of
sustainability expertise to its suppliers. To some observers this represented a funda-
mental transformation of Wal-Mart’s engagement with suppliers: rather than merely
impose conditions on end-suppliers regardless of what others downstream had
done, Wal-Mart was systematically addressing issues in its entire supply chain. For
example, Value Network members were beginning to educate organic cotton farm-
ers on sustainable techniques. In addition, Wal-Mart was developing deeper, longer-
term relations with its suppliers, not only by cutting out the middleman as a way to
enhance traceability, but also by more carefully selecting suppliers that operated in
accordance with its sustainability standards. This entailed the re-training of Wal-
Mart buyers, in effect adding sustainability concerns into their job descriptions and
offering them the opportunity to specialize in it. However, critics argued, it might
require decades to evaluate the effectiveness of these processes.>*

The Reports Starting in 2007, Wal-Mart began to issue reports on its sustainability
accomplishments. For many this represented a step on the way to transparency,
further opening the company to outside scrutiny and input. Indeed, if Wal-Mart
failed to meet its goals — to reduce plastic shopping bag use by 30% in 5 years, for
example, or to double its truck fleet efficiency by 2015 — the results would be very
public. However, the reports’ deficiencies came in for criticism as well. “Despite
numerous programme descriptions, goals and statistics,” one critic wrote, “careful
reading reveals a surprising lack of context, undefined metrics, and goals that turn
out to be meaningless.” Moreover, she claimed, the reports failed to directly address
both the challenges ahead and the concerns of certain stakeholders. Finally, though
the report referenced the sustainability guidelines established by the Global
Reporting Initiative, Wal-Mart apparently did not use them in any consistent way.
“These missteps,” the writer concluded, “raise the question of whether Wal-Mart’s
systematic lack of clarity is intentional

Furthermore, some critics argued that the omissions from Wal-Mart’s
Sustainability Reports were far more significant than what it claimed to have accom-
plished. They implied that Wal-Mart had got its sustainability criteria wrong, that its
statistics were unreliable or misleading, and that Wal-Mart’s growth model by its

S4Plambeck, loc. cit
3 Kathee Rebernak, “What’s Wrong with Wal-Mart’s Sustainability Reporting”, www.sustaina-
bilelifemedia.com, 2 Sept., 2008.
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very nature was unsustainable. For example, one report stated that by calculating
energy use required for additional consumers —

Wal-Mart’s new stores will use more energy than its energy-saving measures will save.
Even if Wal-Mart meets its goal to cut 2.5 million metric tons of CO? emissions at existing
stores by 2013, new stores built in 2007 alone will consume enough energy to add approxi-
mately one million tons of CO? to the atmosphere [which would add] 28 metric tons of new
emissions within the same period.>®

The report then catalogued Wal-Mart’s environmental transgressions, from
destruction of wetlands and degradation of water supplies from construction-site
hazardous waste, to increased transportation needs. (See Exhibit 3.2 for an example
of criticisms.)

Exhibit 3.2 Is Wal-Mart Really A “Green” Company? (Press Release
from Wal-Mart Watch)

Over the past 40 years, Wal-Mart has contributed significantly to the degrada-
tion of the environment. Then, 2 years ago, McKinsey and Company advised
Wal-Mart to do the following:

“Take a proactive stance: shape the external debate by becoming a role model on a
significant societal issue.” [August 2004 McKinsey Memo]

Since then, Wal-Mart has taken some commendable steps to clean up its
impact on the environment, promising to reduce food product packaging, sell
more energy efficient light bulbs, and improve fuel efficiency in its trucking
fleet. However, as the following facts show, Wal-Mart’s massive size and its
voracious need for growth mean that the company’s current green efforts are
to the health of the planet what cleaning one store is to its global maintenance
operations.

Wal-Mart Supercenters Contribute to Sprawl and Pollution

Wal-Mart’s Growth Will Offset Its Planned Energy Savings Wal-Mart’s
new stores will use more energy that its energy-saving measures will save.
Wal-Mart hopes to cut 2.5 million metric tons of CO, emissions by 2013, by
making its existing stores 20% more efficient. New stores built in 2007 alone,
however, will consume enough electricity to add approximately one million
metric tons of CO, to the atmosphere. At that rate, (adding one million metric
tons of CO, per year because of new stores), by 2013 Wal-Mart will be

(continued)

It’s Not East Being Green: The Truth About Wal-Mart’s Environmental Makeover, Wal-Mart
Watch, Sept. 2007, p. 3.




3 Wal-Mart’s Sustainable Product Index 49

Exhibit 3.2 (continued)

offsetting its cut of 2.5 million metric tons of CO, by adding 28 million metric
tons of new emissions within the same time period. [Stacey Mitchell. “Keep
your eyes on the size: The impossibility of a green Wal-Mart.” www.grist.org,
March 28, 2007.]

Wal-Mart Has Over 2,300 Supercenters in the United States The average
Wal-Mart Supercenter is mammoth, averaging 200,000 square feet and occu-
pying 20-30 acres of land — about as large as a football stadium. There are
over 2,200 Supercenters in the United States, in addition to thousands of stan-
dard WalMarts, Neighborhood Markets, Sam’s Clubs, distribution centers and
warehouses. It is the largest commercial entity in the United States, both
physically and economically, and its stores require massive amounts of land,
energy and labor to function. [http://www.walmartfacts.com; San Diego
Union-Tribune, 5/21/07]

Wal-Mart Leaves Empty Buildings Behind It is estimated that Wal-Mart
alone has abandoned over 300 of its stores across the country in order to build
newer and larger Supercenters, all the while leaving empty concrete shells
behind resulting in over 500 million square feet of unused retail space, the
approximate amount of industrial space in the entire city of Atlanta,. [Erin
Zeiss, “Wal-Mart devastates the environment,” Eco-Mind, UVM Environmental
Council, 1/23/07;  http://www.southeastrebusiness.com/articles/JUNO5/
cover2.html]

Wal-Mart Parking Lots Contribute To Water Pollution A Wal-Mart
Supercenter may cover several acres, but its parking lot can be three times the
size of the store itself, placing its footprint at well over 18 acres. A 2005 report
by the Institute for Local Self-Reliance estimated at the time that Wal-Mart
stores and parking lots covered roughly 75,000 acres (or 117 square miles) in
the U.S., equal to the land size of Tampa, Florida, a figure that has continued
to rise as Wal-Mart continued to expand over the last 2 years. Parking lots
contribute directly to what is referred to as “non-point source water pollu-
tion,” the leading cause of water pollution in the United States. [http://www.
sierraclub.ore/sprawl/reports/big_box.asp; Institute for Local Self-Reliance,
7/21/05; St. Petersburg Times, 3/25/05]

Wal-Mart Is A Major Factor In The Dramatic Increase In Amount Of
Distance Americans Drive To Fill Their Shopping Needs Wal-Mart has
contributed to a jump of more than 40% in the amount of vehicle miles
American households travel for shopping purposes since 1990. The jump is
not attributable to consumers going to the store more often, however, but
instead that the average trip is two miles longer. Studies also have found that
the size of a store is directly related to the amount of traffic it generates.

(continued)



R. J. Crawford and N. C. Smith

Exhibit 3.2 (continued)

Larger stores pull customers from a larger geographic area which results in
increased traffic — a 200,000 square-foot Supercenter on average generates
over 10,000 car trips during a week, and even more on a weekend . [Institute
for Local Self Reliance; Stacey Mitchell. “Keep your eyes on the size: The
impossibility of a green Wal-Mart.” www.grist.org, 3/28/07; Big Box Toolkit
— Impact of Big Box Stores on Traffic — www.newrules.org]

Wal-Mart Supercenters Use An Enormous Amount Of Energy When
Compared To Other Retailers Even with a 15% reduction over the current
average energy use, a Wal-Mart Supercenter, open 24 h a , uses 96.5 MBTU
or 96,500 British thermal units of energy per or nearly three times the average
use by a residential home in the United States each year. This is almost double
the rate of energy of Wal-Mart’s nearest competitor’s “‘superstore,” which
opens 12-14 h daily. However, Wal-Mart’s nearest competitors only run a
handful of superstores. Wal-Mart’s energy use and carbon footprint, (the com-
pany estimates that its U.S. operations were responsible for 15.3 million met-
ric tons of CO2 emissions in 2005), is significantly more than its competitors
stores based on its 24-h operations and push for rapid expansion of the
Supercenter format. To put Wal-Mart’s 15.3 million metric tons of CO2 emis-
sions in perspective, this number represents the approximate emissions of
Chile and is larger than Rhode Island, Vermont, South Dakota, and Idaho.
[Aly Courtemanch and Lani Bensheimer, Conservation Biology, April 29th,
2005; F-E-S Associates, APD Engineering, Northern Ecological Associates,
“Draft Environmental Impact Statement for Wal-Mart Supercenter.” Submitted
to Town of Potsdam, NY, October 19, 2004; Target Developer Guide Edition
2.7; www.grist.org, 3/28/07; Carbon Dioxide Information Analysis Center,
5/31/06; www.eredux.com]

Wal-Mart Truck Fleet Adds Major Traffic to the Roads and Pollution to
the Air For example, a Wal-Mart Distribution Center in Merced, CA Is
Projected To Have 900 Daily Truck Trips. Using average emissions rates cal-
culated by the EPA, the 900 truck trip estimate works out to around 2.4 extra
tons of particulate matter and 83 extra tons of nitrogen oxides entering the
atmosphere each year because of Wal-Mart trucks. Since Merced is an area
with significant air pollution problems already, residents living closest to this
distribution center would be at an increased risk. Wal-Mart currently has 135
distribution centers in 38 states, which translates to approximately 120,000
daily truck trips or equal to the approximate number of vehicles that use the
Lincoln Tunnel on any given in New York City. [http://www.warnwalmart.
org/index.php?id= 126; http://www.mercedalliance.org; http://www.walmart-
facts.com; http://www.nycroads.com/crossings/lincoln/]

(continued)
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Exhibit 3.2 (continued)
Wal-Mart Violates Environmental Laws

Environmental Fines Across the Country In 2004, Wal-Mart faced fines
for violations of environmental laws in nine states: California, Colorado,
Delaware, Michigan, New Jersey, South Dakota, Tennessee, Texas and Utah.
[Associated Press, 5/12/04; New York Times, 4/13/05]

Air Pollution Claims in Eleven States In 2004, Wal-Mart agreed to pay
$400,000 to the government to settle claims that Sam’s Club had flouted fed-
eral air pollution regulations in eleven states. [The Business Journal, 1/30/04]

Widespread Water Pollution In 2001, the EPA and Justice Department for
the first time fined a company —Wal-Mart — for violating newly adopted stan-
dards for storm water runoff. Wal-Mart paid $5.5 million in fines for viola-
tions at construction sites in four states: Massachusetts, New Mexico,
Oklahoma and Texas. Four years later, however, Wal-Mart signed an agree-
ment with the Connecticut Department of Environmental Protection over
storm water violations occurring over 7 years at 20 stores, and agreed to pay
$1,550,000 in penalties. [Underground Construction, 8/1/01; Forbes, 8/15/05]

Contaminating Water in Georgia Georgia’s Environmental Protection
Division (EPD) fined Wal-Mart for letting polluted storm water run free into
state waters — resulting in $170,000 in penalties for pollution at two sites. Wal-
Mart failed to take basic steps to help clean storm runoff, such as maintaining
silt fencing around construction zones, installing ponds to catch storm water,
and failure to keep records. The fines ranked among the highest paid in Georgia
for violations of the Clean Water Act. [Atlanta Journal-Constitution, 2/10/05]

Oil Storage Problems in Florida Florida forced Wal-Mart to pay $765,000
in fines for operating outside safety restrictions on petroleum storage at its auto
service centers. The Florida Department of Environmental Protection flagged
the company for failing to register its fuel tanks with the state or install devices
that prevent gasoline overflows. According to the state, Wal-Mart also failed to
perform monthly safety checks, lacked current technologies to prevent over-
flows, blocked state inspectors from reviewing records and failed to show
proper insurance documentation. [Associated Press, 11/18/04]

Wal-Mart Under Investigation Regarding Hazardous Waste

Wal-Mart Is Under Investigation For Environmental Violations Related
To Hazardous Waste Wal-Mart, Inc., is currently the target of criminal, civil
and administrative investigations for environmental violations by the United
States Attorney’s Office for the Central and Northern District of California
(U.S. Department of Justice), Nevada Attorney General, California Attorney
General, the Los Angeles County States Attorney and The California

(continued)
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Exhibit 3.2 (continued)

Department of Toxic Substances Control. The company is accused of violat-
ing the Resource Conservation and Recovery Act (RCRA, 42 USC §6901),
The Clean Water Act (33 USC §1251), and the Hazardous Materials
Transportation Act (49 USC §5101). The company is also accused of violat-
ing state environmental and transportation laws in California and Nevada.
[Wal-Mart 2006 Annual Report, p 44]

What is Wal-Mart’s hazardous waste policy? Wal-Mart’s official policy is
to ship all unsold and returned products to “Return Centers” and sort out the
products for disposal there. Wal-Mart has used company vehicles to do this
task. [Las Vegas Review-Journal, 12/21/05]

What exactly did Wal-Mart do wrong? Wal-Mart is under investigation for
ignoring laws designed to protect the public from the dangers of hazardous
materials to human health and the environment, including:

* California Hazardous Waste Laws. California state law requires busi-
nesses to handle and dispose of hazardous waste in a specific way, includ-
ing paying fees for disposal and using designated hazardous materials
trucks for transport. Wal-Mart may have avoided paying disposal fees, and
is being investigated for using its own trucks to transport hazardous waste.

* Nevada State Law. Wal-Mart may have violated Nevada law by bringing
hazardous waste into the state and disposing of it in a facility permitted to
only accept waste that originated inside Nevada.

» Federal Law. Federal law prohibits transporting potential hazardous waste
across state lines without a permit. Wal-Mart may have violated these stat-
ues by bringing hazardous waste into Nevada from California.

» Federal Clean Water Act. Wal-Mart is also accused of violating the Federal
Clean Water Act, a law designed to preserve the integrity of lakes, rivers
and wild lands. The fact that Wal-Mart has been accused of violating this
Act points to questions of more serious environmental infringements.

In spite of these criticisms, many stakeholders defended Wal-Mart’s record as a
worthy exercise of its power. For example, in order to overcome consumer reluctance
to purchase concentrated laundry detergents, which would hugely cut transportation
costs without impacting their cost-effectiveness, Wal-Mart forced all of its suppliers
to convert to them; once the concentrated variety was all that appeared on the shelves,
consumers came to prefer them. According to A.G. Lafley, CEO of Proctor &
Gamble, “Lee [Scott] pushed me...we totally, totally changed the way we manufac-
ture liquid laundry detergents.” Wal-Mart also eliminated up to 50% of packaging on
such items as prescription drugs, again lowering resource requirements as well as
costs, savings that were passed on to consumers.*” (See Exhibit 3.3 for an example.)

57 Quotation cited in Stephanie Rosenbloom and Michael Barbaro, “Green-Light Specials, Now at
Wal-Mart”, The New York Times, Jan. 25, 20009.
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Exhibit 3.3 Wal-Mart Is Bringing More Sustainably-Sourced Food to
Customers. Retailer Is Working to Build a Better Future for
Agricultural and Fishing Industries. (Press Release from Walmart)

At Wal-Mart Stores, Inc., we believe that being a profitable and efficient busi-
ness goes hand-in-hand with being a good steward of the environment. One of
our goals is to sell products that sustain our natural resources and the environ-
ment. Our Food, Agriculture and Seafood Sustainable Value Network is
working with farmers, ranchers and fisheries to provide our customers with
access to fresh food at affordable prices. One way we are able to do this is by
purchasing more produce from local farmers and purchasing products that are
grown and produced by people who use sustainable practices in their
businesses.

Food, Agriculture and Seafood Sustainable Value Network Goals

* Create a long-term supply of reliable agricultural and seafood products
harvested in a sustainable way.

e Walmart plans to purchase all of its wild-caught fresh and frozen fish for
the U.S. market from Marine Stewardship Council (MSC)-certified fisher-
ies by 2011.

e Work with Global Aquaculture Alliance (GAA) and Aquaculture
Certification Council, Inc. (ACC) to certify that all foreign shrimp suppli-
ers adhere to Best Aquaculture Practices (BAP) standards in the U.S. by
2011.

Walmart is Working to Sustain the Future of Food, Agriculture and
Seafood We have taken on a number of projects and goals under our Food,
Agriculture and Seafood Network that will provide our customers with the
opportunity to purchase fresh and sustainably-produced food.

e In 2008, we launched even greater efforts to purchase locally grown pro-
duce in the U.S. With our locally grown initiative, we can provide high-
quality, low-priced fruits and vegetables while supporting farmers and
their local economies. By reducing the number of miles food travels
between the farm and our shelves, we can decrease greenhouse gas emis-
sions and conserve fuel, while providing our customers with the freshest
produce.

* We are working with suppliers to offer more socially-responsible products
on our shelves. As a part of Walmart’s first Earth Month in-store campaign
in April 2008, we launched the sale of six coffees carried under our exclu-
sive Sam’s Choice brand that are either certified organic, Fair Trade
Certified or Rainforest Alliance Certified. These coffees enable customers
to get gourmet coffee at a great value while providing benefits to farmers,
their communities and the environment.

53
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Exhibit 3.3 (continued)

e Sam’s Club was one of the first retailers to offer Fair Trade Certified wine.
Since November 2008, Sam’s Club members have been able to purchase
Fair Trade Certified Malbec wine from Argentina in more than 400 Sam’s
Club facilities. A portion of the sales are collected by Transfair USA and
used to build schools, medical facilities and other community projects.

*  We are committed to featuring more sustainably-harvested seafood in our
Walmart stores and at Sam’s Club. Our efforts have included collaboration
with the Marine Stewardship Council (MSC), Sustainable Fisheries
Partnership (SFP), the World Wildlife Fund (WWF), Environmental
Defense Fund (EDF) and the Alaskan salmon industry for wild caught sea-
food and with Global Aquaculture Alliance (GAA) for all farmed seafood.
Together, we are encouraging our seafood suppliers to implement plans
that strengthen fishery management practices, rebuild stocks, reduce envi-
ronmental impacts and encourage support for broader marine ecosystem
management and protection efforts.

* As of January 31, 2009, in aggregate, 49% of the total pounds of fresh or
frozen seafood sold at Walmart and Sam’s Club have the MSC or ACC
certification with many more fisheries currently progressing through the
certification process. We currently have 28 products in our stores carrying
the MSC certification with more selections underway. And 100% of the
farmed shrimp products we purchase meet factory processing criteria
established by the ACC, and we are in the process of having shrimp, cat-
fish, tilapia and salmon farms become ACC certified as well.

* In 2008, Walmart de Mexico sourced 99% of the fruit and vegetables sold
in its stores from Mexican suppliers.

» Together with the global relief and development organization Mercy Corps
and the United States Agency for International Development (USAID), we
launched the Inclusive Market Alliance for Rural Entrepreneurs in
Guatemala which is focused on improving the lives of small-scale farmers.
During a 3 year project, the Alliance will help small-scale farmers move
from traditional crops, such as corn and beans, to growing demand-driven
crops such as tomatoes, peppers, potatoes and onions that will be sold to
major retailers like Walmart.

e Our ASDA stores in the U.K. are working to put more locally grown and
locally produced items on their shelves as well. ASDA currently works
with approximately 500 local food producers in the U.K. who provide
more than 5,000 products to ASDA stores across the country.

e Walmart China is working to bring customers better quality and sustaina-
bly-harvested produce through its Direct Farm Program. This program
helps farmers in China place their sustainably-grown produce in local
Walmart stores and receive better financial returns on their products. They
aim to expand the Direct Farm Program to include as many as 1 million
farmers by 2011.

(continued)
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Exhibit 3.3 (continued)
What Others Are Saying

e “The impact of Walmart committing itself to a sustainable source of its
fish is profound in several different ways. It’s profound in that it ensures
that populations of fish survive—that they’re not mined but that they’re
harvested in a way that will survive over time.” (Peter Seligman, CEO,
Conservation International in Walmart’s 2008 “Sustainability 2.0” DVD)

* “Perhaps most importantly, because of the tremendous volume that Sam’s
and Walmart are moving on fair trade terms, they’re lifting tens of thou-
sands of farmers out of poverty. They’re having a huge impact on the
ecosystems, on the environment in those countries and in those communi-
ties where this product is grown. So, the impact of Walmart and Sam’s in
fair trade is proving to be tremendous.” (Paul Rice, President and CEO,
Transfair USA in Walmart’s 2008 “Sustainability 2.0” DVD)

* “Wal-Mart would not be the first” to buy local, said Rich Pirog, associate
director of the Leopold Center for Sustainable Agriculture at lowa State
University. “But they’re obviously, without question, the largest retailer to
go down this route.” (Wal-Mart branches out into locally grown pro-
duce, Associated Press, July 1, 2008)

e “All across South Carolina, you will be able to go into Wal-Mart and make
an easy buying decision — knowing you are doing something great for
yourself, great for your health and great for the economy.” (Hugh
Weathers, South Carolina Commissioner of Agriculture, WYFF-TV, June
25, 2008)

e “Wal-Mart’s new local sourcing effort benefits the company two-fold - it
reduces transportation costs and supports its sustainability goals to
sell products are earth-friendly and ethically sourced. It will also mean
customers will find produce that is fresh and ripe, and helping support
the local economy. (“Wal-Mart sourcing produce from local farmers,”
Kimberly Morrison, The Morning News, June 18, 2008)

* “Wal-Mart has been going green, but not entirely for the reasons you might
think. By sourcing more produce locally — it now sells Wisconsin-grown
yellow corn in 56 stores in or near Wisconsin — it is able to cut shipping
costs...Marc Turner, whose Bushwick Potato Co. supplies Wal-Mart stores
in the Northeast, says the cost of shipping one truck of spuds from his
farm in Maine to local WalMart stores costs less than $1,000, com-
pared with several thousand dollars for a big rig from Idaho. Last year
his shipments to Wal-Mart grew 13%.” (“Wal-Mart puts the squeeze on
food costs,” Fortune, May 29, 2008)

(continued)
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Exhibit 3.3 (continued)

* “The endorsement drew attention; Wal-Mart buys more shrimp than any
other U.S. company, importing 20,000 tons annually — about 3.4% of U.S.
shrimp imports. With Wal-Mart’s nod, ‘we went from trying to convince
individual facilities to become certified to having long waiting lines,” says
George Chamberlain, president of the Aquaculture Alliance.” (The New
Wal-Mart Effect: Cleaner Thai Shrimp Farms,” The Wall Street Journal,
July 24, 2007)

Walmart is working diligently toward achieving its sustainability goals.
For information about Walmart’s sustainability initiatives, please visit:

www.walmartstores.com/sustainability .

###

While the evidence was anecdotal, many saw it as proof that Wal-Mart was begin-
ning to place sustainability at the core of its business model. The company couldn’t,
in this view, accomplish Scott’s aspirational goals merely by incremental improve-
ments, by “greening”. Finally, because of the savings the company was realising, it
helped Wal-Mart’s bottom line — the company had proved it could do well while it
was doing good.*

The Future of the Approach Many in the environmental movement applauded the
company’s efforts. As Michelle Harvey, Programme Manager of Corporate
Partnerships at the Environmental Defense Fund, observed: “It’s hard to hate Wal-
Mart. The company is far from perfect and there’s a long way to go, but the effort is
genuine.” However, she acknowledged, a comprehensive methodology to evaluate
the results was not yet available. Furthermore, it was uncertain what the company
would do once the “low-hanging fruit” was picked and harder choices had to be
made. “Right now,” she said, Wal-Mart “was doing the things that could be justified
in terms of costs. [Moreover,] much of it remains the responsibility of the suppliers,
which Wal-Mart is pressuring to meet certain standards.”

In particular, Harvey noted, there were many areas where there was no clear busi-
ness case. There were also issues for which the data were more ambiguous or even
speculative, but where long-term impacts could be very high. For example, while it
was easy to target carbon emissions, the anti-bacterial agent triclosan was becoming
pervasive in the environment, appearing even in human breast milk. “[Its] effects are
not quite proven,” Harvey explained, “but many of us are concerned.” What about
alternative energy sources, she asked? What about products, such as bottled water,
that sold well yet were bad for the environment? “Solutions to those problems,” she
concluded, “could bring higher costs or higher prices for consumers.”

Ultimately, how Wal-Mart chose to wield its power could expose the company to
criticism. For example, Wal-Mart unilaterally decided to discontinue the sale of

*Hart, op. cit., pp. 102-103.
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BPA, a (legal) plastic liner in baby bottles, because of a potential cancer risk. Not
only did this cause problems for BPA suppliers, but the health implications were
uncertain at best. Moreover, critics pointed out, the company would continue to sell
cigarettes — the health risks of which were proven scientifically — because customers
wanted them.*

The Sustainability Index

During the economic recession that began in 2008, Wal-Mart sales rose 1.7%, while
those of most of its competitors fell, sometimes precipitously. Other news was
mixed. Contradicting its reputation for “never settling out of court”, Wal-Mart
agreed to pay $54.25 million to settle a class-action lawsuit with workers claiming
unpaid compensation for off-the-clock work.% In a precedent-setting agreement for
North America, eight Wal-Mart autoshop workers in Gaineau, Canada were allowed
to sign a union-sponsored contract with the company, ending a 3-year legal dis-
pute.! However, the company also continued to generate its own PR disasters. In
the Deborah Shank case, Wal-Mart dropped its claim to $US470,000 for reimburse-
ment of the employee’s medical expenses met under Wal-Mart’s medical insurance
plan — half the compensation she had won in court for a motor vehicle accident that
left her permanently disabled. Although Wal-Mart was legally entitled to claim it in
accordance with her insurance policy, the lawsuit became a viral-news sensation,
particularly after Wal-Mart beat Shank in a US Supreme Court judgment.®

Wal-Mart’s Sustainability Index represented the largest attempt by a retailer to
develop a green-labelling system for the products it offered. The entire process was
estimated to be completed in approximately 5 years. In step 1, Wal-Mart would col-
lect data from over 100,000 suppliers regarding the sustainability of their opera-
tions. The questions focused on: (1) energy and climate, (2) material efficiency, (3)
natural resources, and (4) people and community. While the survey results would
serve the stakeholder consortium in the next step, it was always designed as a tool
to get suppliers to investigate and understand practices more deeply. No other major
company, it was claimed, had attempted to reach so deeply into such a varied supply
chain. Top suppliers were instructed to deliver the surveys to Wal-Mart by 1 October
2009, with the others following soon thereafter. In step 2, Wal-Mart would help to
organise a consortium of stakeholders to develop a database on the entire life cycle
of products. Wal-Mart provided seed funding for this task, with the expectation that
the suppliers as well as other retailers would contribute — it would be an effort to
establish global, agreed-upon standards of sustainability. In Step 3, these standards
would be encapsulated into labels that consumers could consult before making the
purchase decision. (See Exhibits 3.4 and 3.5.)

¥ Marc Gunther, “Wal-Mart: the New FDA”, Fortune, July 16, 2008.

0 Julianne Pepitone, “Wal-Mart: $54 Million to Settle Workers” Suit,” Money.CNN.com, Dec. 9,
2008.

ol “Gatineau Wal-Mart workers awarded contract”, The Ottawa Citizen, Aug. 8, 2008. No byline.

2 Anthony Mirhaydari, “Wal-Mart’s public relations disaster”, blogs.moneycentral.msn.
com/2008/04/02
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Exhibit 3.4 Sustainable Product Index: Fact Sheet.

On July 16, 2009, Walmart announced plans to develop a worldwide sustain-
able product index, which is expected to lead to higher quality, lower costs
and measure the sustainability of products and help customers, live better in
the twenty-first century. One of the biggest challenges we all face is measur-
ing the sustainability of a product. Walmart believes a research-driven
approach involving universities, retailers, suppliers and non-government
organizations (NGOs) can accelerate and broaden this effort.

The Need for an Index
e The world’s population is increasing.

* Itis estimated that the global population will reach 9 billion by 2050.
e The world’s natural resources are decreasing.

* Natural resources for everything we grow, eat, drink, make, package,
buy, transport and throw away is outpacing the earth’s capacity to sus-
tain it.

* Customers want more efficient, longer lasting, better performing products.
They want to know:

 the materials in the product are safe
e that it is made well
 the product was produced in a responsible way

Index Step 1: Supplier Assessment Walmart will provide each of its 100,000
global suppliers with a survey of 15 simple, but powerful, questions to evaluate
their own company’s sustainability. The questions are divided into four areas:

e Energy and Climate

* Natural resources

e Material efficiency

* People and Community

Under these categories are some familiar questions on greenhouse gas
emissions and location of factories, but the list also includes some new areas,
such as water use and solid waste produced. For a complete list of the ques-
tions, visit walmartstores.com

Walmart will ask its top tier U.S. suppliers to complete the survey by Oct.1.
Outside the United States, the company will develop timelines on a country-
by-country basis for suppliers to complete the survey.

These are not complicated questions, but we have never systematically
asked for this kind of information before. This is an important first step in
assessing the sustainability of suppliers, but for true transparency, we also
need a tool for the sustainability of products.

(continued)
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Exhibit 3.4 (continued)
Index Step 2: Lifecycle Analysis Database As a second step, Walmart is
helping create a consortium of universities that will collaborate with suppli-
ers, retailers, NGOs and government to develop a global database of informa-
tion on the lifecycle of products — from raw materials to disposal. Walmart
will provide the initial funding for the consortium, but it is not our intention
to create or own this index.

The company will also partner with one or more leading technology com-
panies to create an open platform that will power the index.

Arizona State University and the University of Arkansas will jointly
administer the consortium. Talks are underway with additional universities to
join the newly formed consortium.

Index Step 3: A Simple Tool for Consumers The final step of the index is
to provide customers with product information in a simple, convenient, easy
to understand rating, so they can make choices and consume in a more sus-
tainable way. How that information is delivered to consumers is still undeter-
mined, but could take the form of a numeric score, color code or some other
type of label. The sustainability consortium will help determine the scoring
process in the coming months and years.

“The index will bring about a more transparent supply chain, drive prod-
uct innovation and, ultimately, provide consumers the information they
need to assess the sustainability of products. If we work together, we can
create a new retail standard for the 21st century.”

Mike Duke, President and Chief Executive Officer, Wal-Mart Stores,
Inc.

Walmart Sustainability Milestone Meeting, July 16, 2009

Exhibit 3.5 Sustainability Product Index: 15 Questions for Suppliers

Energy and Climate: Reducing Energy Costs and Greenhouse Gas
Emissions

1. Have you measured your corporate greenhouse gas emissions?

2. Have you opted to report your greenhouse gas emissions to the Carbon
Disclosure Project (CDP)?

3. What is your total annual greenhouse gas emissions reported in the most
recent year measured?

4. Have you set publicly available greenhouse gas reduction targets? If yes,
what are those targets?

(continued)
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Exhibit 3.5 (continued)
Material Efficiency: Reducing Waste and Enhancing Quality

1. If measured, please report the total amount of solid waste generated from
the facilities that produce your product(s) for Walmart for the most recent
year measured.

2. Have you set publicly available solid waste reduction targets? If yes, what
are those targets?

3. If measured, please report total water use from facilities that produce your
product(s) for Walmart for the most recent year measured.

4. Have you set publicly available water use reduction targets? If yes, what
are those targets?

Natural Resources: Producing High Quality, Responsibly Sourced Raw
Materials

1. Have you established publicly available sustainability purchasing guide-
lines for your direct suppliers that address issues such as environmental
compliance, employment practices and product/ingredient safety?

2. Have you obtained 3rd party certifications for any of the products that you
sell to Walmart?

People and Community: Ensuring Responsible and Ethical Production

1. Do you know the location of 100% of the facilities that produce your
product(s)?

2. Before beginning a business relationship with a manufacturing facility, do
you evaluate the quality of, and capacity for, production?

3. Do you have a process for managing social compliance at the manufactur-
ing level?

4. Do you work with your supply base to resolve issues found during social
compliance evaluations and also document specific corrections and
improvements?

5. Do you invest in community development activities in the markets you
source from and/or operate within?

Critics quickly stepped forward. According to blogger Philip Mattera, the pro-
posed index appeared “rather thin” — yet another PR attempt at “greenwashing”; at
the very best, its measures would merely tinker with a system that required far more
fundamental change. Moreover, he argued, it would do little to overcome Wal-
Mart’s “abysmal record with regard to labour relations, wage and hour regulations,
and employment discrimination laws. It also wants us to forget its scandalous tax
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avoidance policies and its disastrous effect on small competitors.”s® Others criti-
cized the consortium approach, which they viewed as riddled with potential con-
flicts of interest. Not only did it appear to call on manufacturers to create the
methodologies by which they would be rated, but — for an admission price between
$US50,000 and $250,000 per year — they might stand to gain an insider’s advantage
over non-participating manufacturers, regardless of whether or not the results were
made public.® At this early stage, however, these criticisms remained speculative.

Furthermore, there were the methodological difficulties inherent to any attempt
to evaluate — in a rigorously quantitative framework — the entire life cycle of a given
product or product group. They included:

e The quantification of all the relevant interactions of the product with its sur-
roundings. Not only would this entail an enormous amount of data to cover the
exchanges and transportation involved in the global economy, but it necessitated
assumptions to fill statistical gaps, lessening its accuracy.®

e Agreement or consensus would have to be achieved on methodological standards
for time horizons (i.e. what “cradle” and what “grave” would be measured),
impact assessments, etc. Without such agreement, data might well be incompat-
ible, hence impossible to aggregate.%

e The gaps in life cycle assessments must be addressed, including: (1) developing
more effective coverage of hazardous materials; (2) taking account of the com-
plexities involved in recycling issues, e.g. tracking materials, such as paper,
whose quality degrades with each recycle; (3) creating more dynamic measure-
ment tools, i.e. cumulative problems over the long term, in particular the interac-
tion of materials in waste dumps.®’

Other observers offered a more positive assessment of the index’s prospects.
First, Wal-Mart’s green labeling would offer consumers the opportunity to choose,
initiating a process of education for up to two-thirds of its customers. At present,
only 10% of shoppers actively cared about the sustainability of their purchases, up
to 25% would never care, but 65% were undecided. Second, while rarely imposing
its standards on particular products, Wal-Mart was signalling to suppliers that their
practices on sustainability must become more transparent. If they refused to do so,
it would impact their business prospects with Wal-Mart in the competition for shelf
space. Third, the suppliers themselves would learn about their own processes, intro-
ducing many of them to sustainability concerns that they would need to address
systematically. If viewed correctly, this would enable them to understand their own

o www.corpwatch.org/15416

%Joel Makower, “Inside Walmart’s Sustainability Consortium”, www.wakeupwalmart.com/new/
article/2343

9 See http://scp.eionet.europa.eu/themes/Ica
 See http://www.tececo.com/sustainability.life_cycle_analysis.php

“"Mark Rossi, “Reaching the Limits of Quantitative Life Cycle Assessment”, June 2004, http:/
www.healthybuilding.net/pvc/CPA_EC_LCA_Critique.html
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businesses better, offering them opportunities to innovate, save on costs, and find
“hidden value” in their business models.%

At any rate, some observers believed, the process itself would lead to the creation
of “innovative paths”. Wal-Mart had set some ambitious goals, was getting many
experts to cooperate in the formulation of new methods, and was promising to refine
the index in accordance with the views of its critics.*”

%See Daniel Goleman, “Wal-Mart Exposes the De-Value Chain”, blogs.hardvardbusiness.org/
goleman/2009/07

% Joel Makower, “Two Steps Forward: Wal-Mart’s Sustainability Index: the Hype and the Reality”,
17 Jul, 2009, http://www.tececo.com/sustainability.life_cycle_analysis.php
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Tetra Pak: Sustainable Initiatives 4
in China

Fu Jia, Zhaohui Wu, and Jonathan Gosling

Introduction

In January 2009, Hudson Lee, President of Tetra Pak China, was looking over a
cliff. The company had invested €65 million to expand its packaging plant on
Hohhot, the capital city of Inner Mongolia, China, on top of its initial 2004 invest-
ment of €50 m. The expansion plan was based on the inexorable rise in milk con-
sumption in China — growing from 16 to 23 million tons between 2005 and 2012.
This was a market with huge opportunities for growth, and powerful domestic
brands to reach out to China’s 1.4 billion consumers. The plant initially designed to
produce 20 billion cartons a year now had the capacity to process 60 billion
cartons.

Then the bottom fell out of the market. Powdered milk, contaminated with
melamine, poisoned hundreds of children, 8 died and many others were critically ill.
Confidence in the domestic brands Yili and Mengnui crashed. These were Tetra Pak
China’s main customers, the bedrock of the investment plan. And Tetra Pak aseptic
packaging clearly hadn’t prevented this contamination as it took place way before
the packaging process. As millions of consumers switched to imported brands, it
looked as if Tetra Pak’s business was evaporating along with the industry it sup-
plied. There could be no overnight solution: Hudson Lee and his executive team
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were forced to look beyond their own part in a supply chain, to see what they could
do to repair a broken food- production system.

Hudson sat in his office in Beijing, looking at a table of display of Tetra Pak milk
cartons printed in various languages. Behind these cartons are some photos of early
TP managers’ visits to China back in the 1970s. TP had a long history in China and
was there ever since the country stepped out of a disastrous cultural revolution and
began to open up to western countries. TP’s success had always been building on its
positive engagement with the economy and stakeholders in the host country. Hudson
began to reconsider the overall business models of TP in China and posed a ques-
tion: how could TP China handle the milk safety issue and what role should the
company play in the milk scandals of its customers?

Background

Since its entry into China in 1972, Tetra Pak has been an influential player in the
emerging Chinese dairy industry. Its business operations have expanded success-
fully together with the consumption of dairy products in China in the last two
decades. The company leverages its packaging technology to shape the entire sup-
ply chains of various dairy producers and the dairy industry development in China.
The company claims that social and environmental sustainability are integral to its
business strategy. The objective of this case is to illustrate this integration of Tetra
Pak’s sustainability strategy, its implementation in supply chain management, and
challenges the company faces in a maturing industry as local competitors become
ever more sophisticated in business operations, and in the face of health risks such
as that faced in 2008.

Chinese Dairy Industry Overview

Tetra Pak is located in two supply chains: packaging and dairy. The dairy producers
are the company’s biggest customers, with products including milk, yogurt, con-
densed milk, dried milk (milk powder), and icecream, using processes such as chill-
ing, pasterization, and homogenization. Typical by-products include buttermilk,
whey, and their derivatives. Consumer milk includes Ultra Heat Treatment (UHT)!
milk and pasteurized milk. Tetra Pak concentrates on UHT milk in the China mar-
ket. Currently, UHT milk accounts for 70% of the consumer milk market, while
pasteurized milk has 30% market share in the consumer milk market. Pasteurized

"UHT milk is the sterilization of milk by heating it for an extremely short period, around 1-2 s, at
a temperature exceeding 135 °C (275 °F), which is the temperature required to kill spores in milk,
giving it a long shelf life of around 9 months. Pasteurization is a process of heating a food, usually
liquid, to a specific temperature for a predefined length of time and then immediately cooling it.
This process slows spoilage due to microbial growth in the food. Unlike sterilization, pasteuriza-
tion is not intended to kill all micro-organisms in the food. Instead, it aims to reduce the number of
viable pathogens so they are unlikely to cause disease. It has a refrigerated shelf life of 2-3 weeks.
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milk products have distribution restrictions (e.g. short shelf life and refrigeration
requirements), so are produced and sold mostly by city dairies or at most regional
players.

Yili and Mengniu are the two biggest UHT milk producers; the key pasteurized
milk producers include Bright, New Hope, Sanyuan and Yantang. Mengniu, Yili,
Bright and Sanyuan are major milk processors nationwide. Mengniu is listed on the
Stock Exchange of Hong Kong Ltd., and the other 3 major milk processors are listed
in Shanghai Stock Exchange. These four companies accounts for 40-50% of the
national market share. Exhibit 4.1 shows the sales volume for these 4 major milk
processors. There are also about 1000 milk processors at the regional and city lev-
els, which only supply to the areas around their plants.

According to the Food and Agricultural Organization (FAO), over the past
decade, China’s dairy industry has grown at 20% annually, becoming the 4th largest
dairy producer globally with a small but growing export industry. This growth has
been fueled by a voracious domestic market which has seen urban consumption of
milk jump from just short of 5 kilos per capita per annum in 1990 to over 18 kilos
in 2006, with only around 3% of demand being met by imports. Touted by many as
China success strories, local brands such as Mengniu, Sanyuan, Yili and Bright
quickly became industry leaders, contributing to the over RMB 30 billion spent by
the dairy industry in advertising in 2008.

The rapid growth of dairy products consumption and the dairy industry in China
wouldn’t have been possible without the UHT technology introduced by Tetra Pak.
Before that, regional players (e.g. the 6th Plant of Shanghai Dairy Products) flour-
ished in the 1980s through to 1990s. The introduction of UHT technology in the late
1990s enabled the emergence of national players (e.g. Yili, Mengniu, Bright and
Sanyuan) and changed the landscape of the liquid dairy market completely. Growth
of city dairy producers was limited by the rapid expansion of the large national
brands, and as consumers turned from powder to liquid products, many small pow-
der players were squeezed out of the industry.

After a decade of strong growth, however, the future of China’s dairy industry
looked uncertain as the melamine® milk scandal hit newsstands in September 2008.
Dairy sales fell across China, most notably within the milk powder category at the
center of the scare. Although the drop in sales indicated that the response from the

>The scandal, also known as the ammonium hydrogen dimmer crisis, caused widespread distrust
of all domestic dairy brands including Mengniu and Yili. Facing rapidly growing demand for dairy
products in China, some dairy farmers and raw milk collection stations adulterated the raw milk
with melamine in order to boost protein levels, and hence the collection prices. Melamine contains
66% nitrogen but is toxic to humans. Like most other countries, the State and Provincial Food and
Drug Administration in China used the level of nitrogen as an indicator of the level of protein,
which is difficult to measure directly. This practice had apparently been widespread amongst dairy
farmers for some time due to their lack of knowledge about the toxic effects on humans, especially
when the milk was used in formula for infants. In autumn 2008 six infants died from kidney dam-
age, and more than 800 were hospitalized. It is estimated that adulterated milk products affected
over 300,000 people, and consumers switched to more expensive but trusted international brands.
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majority of shoppers was to stop purchasing dairy altogether, those that did continue
to shop within the category tended to favour foreign brands.

The industry now faces a number of challenges, such as loose links between the
dairy companies and farms, undeveloped market mechanisms and an ineffective
management system for raw milk quality. And at the “2009 China Dairy Development
Forum”, there was an appeal to maintain a sustainable development for China’s
dairy industry through three main strategies: (1) building a good social environment
for China’s dairy industry to achieve the healthy development of the industry; (2)
gradual development from a fragmented business to an integrated one; and (3)
establishing a sound regulatory framework.

In China, the dairy supply chain is highly fragmented, with millions of dairy
farmers supplying to big milk processors, a typical “Y” shape structure. The big
milk processors are normally the focal companies in the supply chain. Dairy farm-
ers and packaging suppliers are the upstream part of the supplier chain. The down-
stream part of the supply chain consists of various distributors, retailers (shopping
malls, retail shops and dairy shops, etc.) and consumers (See Exhibit 4.2).

Major Dairy Producers in China

Yili

Inner Mongolia Yili Industrial Group Co., Ltd. (Yili) is one of Tetra Pak’s largest
customers. It is also one of the largest dairy products manufacturers with the broad-
est product line in China. Yili started from a state owned dairy producer in 1982 and
was privatized in 1992. Yili was designated as the sole dairy products supplier to the
Beijing Olympic Games in 2008 and Shanghai Expo 2010, successfully expanding
its presence nationwide. Yili Group is made up of five business units: liquid milk,
ice cream, milk powder, yogurt and raw milk. Yili Group has more than 130 branches
and subsidiaries nationwide. There are more than 1000 series of Yili brand products,
such as popsicle, ice cream, milk powder, milk tea powder, UHT milk, yoghurt, and
cheese. The most popular products include classic organic milk, low-lactose nutri-
tion milk, Chang Qing yogurt, Jinlingguan milk powder for infants, and Chocliz ice
cream etc.

Mengniu

China Mengniu Dairy Company Limited (Mengniu henceforth), established by a
former executive of Yili in 1999, and its subsidiaries manufacture and distribute
quality dairy products in China. Its visionary leader, Niu Gengsheng positioned it as
No.2 dairy producer after Yili at the beginning of its establishment and had a series
of very successful marketing campaigns associated with China’s successful launch
of the Shenzhou manned spaceship in 2003. It is one of the leading dairy product
manufacturers in China, with ‘Mengniu’ as the core brand. The Group boasts a
diverse product range including liquid milk products, (such as UHT milk, milk bev-
erages and yogurt), ice cream, and other dairy products (such as milk powder). The
Group has held the top spot in the China dairy market in terms of overall sales
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volume and sales volume of liquid milk products since 2006. The main product of
Mengniu is UHT milk.

Bright

Bright Dairy & Food Co., Ltd. (Bright henceforth) is a listed joint-stock enterprise
specializing in the development, production and sales of milk and dairy products,
the rearing and fostering of milk cows and stud bulls, and the development, produc-
tion and sales of health and nutrition products. The top two stockholders of Bright
are Shanghai Dairy Group Co. Ltd. and Bright Group Co. Ltd. Danone, the France-
based food company, was one of Bright’s major stockholders, but sold its shares in
October 2007. Bright boasts a world-class dairy product research and development
center, dairy product processing facilities, and advanced processing techniques, and
has developed various product lines including pasteurized milk, yoghurt, UHT
milk, milk powder, butter and cheese, and fruit juices. It is one of the largest dairy
production and sales companies in China. The main product of Bright is pasteurized
milk.

Sanyuan
Sanyuan Group (Sanyuan henceforth) is a state-owned group of companies based
on agriculture and animal husbandry in China. It consists of 12 state farms, 20 pro-
fessional companies, 41 transnational joint ventures, 3 overseas subsidiaries and 1
public company as Beijing Sanyuan Foods, which is listed in Shanghai Stock
Exchange. Sanyuan was one of the few companies which were clean in the melamine
milk scandal in 2008.

All the above players apart from Sanyaun were involved in the 2008 Melamine
scandal in various degrees, and the national dairy industry as a whole suffered from
this.

More Milk Safety Incidents

In February 2009, Mengniu’s Telunsu (brand name) milk was reported for contain-
ing Osteoblast Milk Protein (OMP, Chinese: it “I* #1), In February 2009, the
safety of OMP was questioned by the General Administration of Quality Supervision,
Inspection and Quarantine (AQSIQ), the national quality supervision department in
China, when they were doing a general clean-up on the use of food additives after
the 2008 melamine scandal. Mengniu first stated that the major active ingredient in
OMP is Insulin-like growth factor 1 (IGF-1), but later denied adding IGF-1 and said
that OMP is the same as Milk Basic Protein (MBP). IGF-1 could possibly cause
cancer in extreme doses. Mengniu stopped adding OMP to its milk on February 2nd
2009, after a government order, but did not recall products already on the market.
On February 13th 2009, the Ministry of Health stated that OMP is “not harmful to
human health”, but the ban on its use stayed in place because the importer had not
submitted the necessary paperwork.
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In June 2012, Yili recalled mercury-tainted baby formula milk after an “unusual”
level of mercury was found by the country’s product quality watchdog. A spokes-
person from the local quality supervision bureau in Inner Mongolia said that two
samples from Yili were found with mercury concentration of 0.034 mg/Kg and
0.045 mg/kg (BBC news).

In the latest incident (June, 2012), the Bright Dairy & Food Co. posted a recall
notice on its website after consumers complained online of bad smelling and discol-
ored liquid in the company’s 950 ml cartons (about a quarter gallon) of Ubest milk.
A seconds-long mechanical delay during routine maintenance at one of its Shanghai
factories caused a “small amount” of alkaline cleaning solution to be flushed into
300 cartons of milk produced on Monday, the company’s notice said (Reuters).

Tetra Pak Global

Tetra Pak is a multinational food packaging and processing company of Swedish
origin with head offices in Lund, Sweden and Lausanne, Switzerland. The company
offers packaging solutions, filling machines and processing solutions for dairy, bev-
erages, cheese, ice-cream and prepared food, including distribution tools like accu-
mulators, cap applicators, conveyors, crate packers, film wrappers, line controllers
and straw applicators. Tetra Pak is currently the largest food packaging company in
the world by sales, operating in more than 170 countries and with over 22,000
employees. Tetra Pak produces carton packaging for both UHT and pasteurized
milk, but has a leading worldwide market share of over 70% in terms of number of
packs in the narrowly defined aseptic carton packaging segment for UHT milk. As
Tetra Pak’s ex CEO Nick Schreiber put it, Tetra Pak is a big fish in a small pond.
Tetra Pak was founded by Dr. Ruben Rausing in Lund, Sweden, in 1951 as a subsid-
iary to Akerlund & Rausing, a food carton company established in Malmé in 1929
by Ruben Rausing and Erik Akerlund. Tetra Pak was built on an innovation by Erik
Wallenberg, the tetrahedron package, from which the company name was derived.
The late 1960s and 1970s saw a global expansion of the company, much due to the
new Tetra Brik Aseptic package, launched in 1969, which opened up new markets
in the developing world and sparked off a virtual explosion in sales. In the Tetra
Laval annual report 2010/2011, Tetra Pak announced particularly strong growth in
China, Southeast Asia, Eastern Europe and Central and South America.

Mission, Strategy and Sustainability

Tetra Pak’s mission and vision reflects its view of sustainable development. Tetra
Pak’s mission is “... to making food safe and available, everywhere”. And their
vision is to ““...work for and with our customers to provide preferred processing and
packaging solutions for food. We apply our commitment to innovation, our under-
standing of consumer needs and our relationships with suppliers to deliver these
solutions, wherever and whenever food is consumed. We believe in responsible
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industry leadership, creating profitable growth in harmony with environmental sus-
tainability and good corporate citizenship.” The company defines its corporate strat-
egy as “to actively build and support partnerships for development; to employ the
knowledge, products and expertise of Tetra Pak in development projects; to build
local capacity and ensure sustainability by working actively with knowledge shar-
ing and training; to support the development of high nutrition and cost effective
products.”

Different milk products use different packaging. As of 2011, Tetra Pak has
around 70% market share in UHT white milk in the aseptic carton packaging. For
pasteurized milk, Evergreen Packaging, formerly known as International Paper, is
the key player, with about 60% market share.

Aseptic packaging technology is Tetra Pak’s key innovation and has to a large
extent paved the way for the Tetra Pak system’s success. In aseptic processing the
product and the package are sterilized separately and then combined and sealed in a
sterilized environment, as compared to canning, where product and package are
combined and then sterilized. When filled with ultra-heat treated (UHT) foodstuffs
(liquids like milk and juice or processed food like vegetables and preserved fruit
particulates), the aseptic packages can be preserved without chilling for up to 1 year,
with the result that distribution and storage costs, as well as the environmental
impact, is greatly reduced and product shelf life extended. Tetra Pak’s most popular
product is the Tetra Brik Aseptic, a best-seller since the 1970s. Exhibit 4.3 shows
the key aseptic packaging produced by Tetra Pak. Tetra Pak cartons also have the
advantage of consisting of 75% renewable resources, i.e., forest based fiber, making
it the package with lowest carbon footprint, compared to plastic or metal packages.
From a material perspective, Tetra Pak cartons are 100% recyclable and the carton
recycling technologies are mature in most developed markets.

Despite the overall environmental advantages, Tetra Pak cartons have been criti-
cized for being more difficult to recycle than tin cans and glass bottles, and recy-
cling tends to be the most visible environmental issue for the general public. The
difficulty lies in the fact that the process demands specific recycling plants that are
not available in some markets and that if not recycled, the cartons may end up in
landfills that are highly polluting and wasteful. The company has therefore put in
place measures to reduce its overall impact on the environment, among them a car-
bon management plan.

Tetra Pak China and Competition

Tetra Pak started its business in China in 1972, when for the first time, Tetra Pak
exhibited in China, at the Beijing Trade Fair. To date, Tetra Pak has 4 packaging
material conversion plants in Beijing, Foshan, Kunshan and Hohhot and 10 sales
offices in China. Its Chinese business accounts for over 10% of Tetra Pak’s global
sales. Exhibit 4.4 shows the milestones of Tetra Pak in China.
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Tetra Pak’s Competitors in China

GA Pack (ga-pack.com)

Greatview Aseptic Packaging Co., Ltd. (GA Pack) is the second largest supplier of
roll- fed aseptic packaging material globally. The company operates at multiple
locations across China, Europe, North and South America.

GA Pack traces its origins to late 2001 and the Tralin Paper Group in Shandong
province (HIZREAMRLI S [H]). State-of-the-art equipment was imported from
Germany and Italy and a division for aseptic packaging material production was
established. During the first couple of years the business expanded gradually with
only smaller local dairy and beverage manufacturers as customers.

In 2003 the potential of Tralin’s aseptic packaging business was identified by
entrepreneurs Jeff Bi and Hong Gang, who were former employees of Tetra Pak.
Drawing on their many years of aseptic packaging experience they could see that
the business was poised to expand rapidly. A new team of managers was recruited
and national sales teams started building customer relations across China. In 2005,
leading dairy companies across China began to use Tralin Pak aseptic packaging
material in their industry standard roll-fed filling machines. The company initiated
export sales to Russia, Europe and South America. In November 2010, Tralin Pak
changed its brand to GA Pack. GA Pack employs more than 800 people in 5 loca-
tions across China and in some European countries since 2010. On 9th December
2010, GA Pack successfully announced listing on the Main Board of Hong Kong
Stock Exchange.

To date GA Pack has gained the attention of foreign equity investors. CDH
Investments became the first major investor in Tralin Pak. In 2006, US Private
Equity investor Bain Capital joined as a major investor in GA Pack and the com-
pany’s capitalization reached US$ 60 million. GA Pack’s management remained
major shareholders, while the company had gained sufficient financial strength as it
enters the critical growth phase. The company ranks as the second largest roll-fed
supplier of aseptic packaging globally in 2009. The company’s accumulated experi-
ence in aseptic packaging material manufacturing has exceeded 12 billion packages.
It had about 9.6% of the aseptic packaging market share in 2011. Some of the Tetra
Pak customers use GA Pack as a leveraging tool when negotiating with Tetra Pak,
since GA Pack’s price is about 10—15% lower than that of the Tetra Pak depending
on volume.

Tetra Pak is not only facing the competition from other paper-aluminum packag-
ing suppliers, but is also facing the challenging from the suppliers for other milk
packaging, like glass bottles, plastics, metal containers, etc. While Tetra Pak takes a
leading position in UHT white milk, most of its customers market both UHT and
pasteurized dairy products. The popularity of either UHT milk or pasteurized milk
among consumers also shapes the future of the overall dairy market, and thus the
market situation of Tetra Pak.


http://ga-pack.com
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Evergreen

Evergreen, formerly known as International Paper (IP), is the world’s largest pro-
ducer of plastic lids and paper cups, manufacturing for the fast-food giants
McDonald’s, Wendy’s, Subway and coffee giant Starbucks. The Wood Products
division of International Paper was sold in 2007 to West Fraser Timberland Inc., a
company headquartered in Vancouver, Canada. The company currently produces
printer and copier paper, envelopes, corrugated packaging and shipping containers,
consumer packaging for cosmetics, home entertainment and other retail markets,
and food service packaging. It also owns XPEDX, a large North American distribu-
tion and logistics company.

The liquid food (beverage) packaging business of IP was sold to the Rank Group
and renamed Evergreen in 2007. The beverage packaging business includes wholly
owned subsidiaries in China, South Korea and Taiwan, and joint ventures in Latin
America, Israel, and Saudi Arabia.

In China, Evergreen controls 60% of the market share for pasteurized milk pack-
aging. Evergreen’s customers overlap with those of Tetra Pak, with key customers
such as Bright, New Hope, Sanyuan and Yantang. In 2011, two major customers of
Tetra Pak, Mengniu and Yili, also became its customers. Mr. Lin Pi, the marketing
director of Evergreen China said, “...the consumption for pure pasteurized milk
will definitely increase in China. Evergreen is the professional packaging supplier
for pure pasteurized milk, while Tetra Pak focuses on packaging for UHT milk. We
feel confident in gaining the market. If Tetra Pak produces in large scale the packag-
ing for pasteurized milk, there will be direct competition between us and TP.”

Tetra Pak’s future depends largely on sustained growth of the dairy industry in
China, especially on the two leading companies, Yili and Mengniu. Some dairy
experts believe that pasteurized milk will gain more market share in the near future.
Bright, the market leader in the pasteurized milk segment, lost its No. 1 position in
China’s dairy industry in 2003 and fell behind Yili and Mengniu. However, if Bright
can regain its leading position with the aid of pasteurized milk, its strategic partner,
Evergreen, will inevitably challenge Tetra Pak’s market position.

SIG Combibloc

SIG Combibloc Packaging is one of the world’s leading system suppliers of carton
packaging (No.2 in aseptic packaging after TP) and filling machines for beverages
and food. The company supplies complete systems including both the packaging
materials and the corresponding filling machines therefore is also a major competi-
tor of TP. The then Swiss based company was acquired in 2007 by the same Rank
group that bought Evergreen.

SIG Combibloc started its business in China in 1985 but developed slowly. It has
two offices in China and its first manufacturing facility was built in 2004 in Suzhou.
The company aims to expand its business significantly in China. Its customers
include Yili and Mengniu.
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Other Competitors

There are also indirect competitors who produce other forms of packaging for dairy
products, such as glass and plastic bottles, which normally contain pasteurized
milk. Because of a view that sterilization adversely affects the taste and quality of
the product, it is possible that the market share of UHT milk will drop in the future.
As aresult, although Tetra Pak currently dominates the aseptic packaging market, it
faces competition from both growing aseptic packaging suppliers and from other
suppliers of alternative packaging methods.

Environmental Challenge of TP’s Packaging

The brick-shaped Tetra Brik and the pillow-shaped Tetra Fino Aseptic are classic
packagings in China’s dairy market (pictures in Exhibit 4.5). In comparision to
alternatives such as plastic and glass bottles, Tetra Brick and Tetra Fino Aseptic
have lower carbon footprints due to the use of mainly renewable resources, and
advantageous environmental performance when taking a lifecycle point of view,
e.g., higher storage volume; ease for packing, transportation and storage, protection
of food over a long period of time, etc. Tetra Pak cartons are made of a 6-layer com-
posite, which contains paper, aluminium and polyethylene (see Exhibit 4.6). Hence
the Tetra packaging can effecitvely prevent air and light, so as to keep milk or bever-
age from deterioration.

However, according to the belief of many Chinese dairy experts, Tetra Pak car-
tons are less environmentally friendly compared to the cartons for pasterized prod-
ucts. They believe that as aseptic cartons are laminated with layers of paper,
aluminium and polyethylene, they are not bio-degradable when waste cartons are
sent to landfill, while cartons for chilled products made from paper and polyethe-
lene are supposedly bio- degradable. While the reasoning of such belief is debat-
able, it is widely spread and supported by people who have a nostalgic sympathy for
local brands selling pasterized products, who are suffering from the intesified com-
petition from national UHT players.

Service-Based Sustainability Strategy at Tetra Pak
KAM-the Way of Working with Customers

Tetra Pak has in-depth knowledge and experience of the whole dairy value chain-
from dairy cow to consumer. It considers itself a service provider and provides an
integrated business solution to customers as a way to shape the structure of the value
chain. Tetra Pak provides services spanning order processing, technical service and
marketing support. It also provides business consulting service to their customers.
Together with its sister company DeLaval, Tetra Pak define itself as “a full service
supplier to dairy farmers, and uniquely positioned to support the development of the
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entire dairy sector in any country.” Its value chain activities touch multiple tiers of
suppliers and customers.

By combining training of farmers and support for market development with con-
sumer education activities, Tetra Pak helps establish a starting point for sustainable
economic development. It promotes school milk programs to create demand for
local agricultural products. Meanwhile, Tetra Pak also provides technical support to
its customers.

Since entering the Chinese market, Tetra Pak realizes that its success depends
largely on the success of its customers; hence it collaborates closely with them. Key
Account Management (KAM) is the main link in its collaboration with customers.
Tetra Pak will send a KAM team to a new customer’s plant. Led by a key account
manager, the KAM team consists of members from several functions, such as stra-
tegic development, technology, quality development, sales and administration and
provide training on all aspects of customers’ business activities as required.

When TP began to work with Yili in 1996, Yili bought its first filling machine
from Tetra Pak and started producing UHT milk. The ability of UHT milk to survive
long distance transportation allowed the company to expand to new markets across
China. By 2000, the Chinese dairy market was no longer a patchwork of small pas-
teurized milk producers each dominant in its local market. With UHT milk, Yili
expanded its business from Inner Mongolia to a nation-wide market; and it exceeded
Bright in terms of sales volume in 2004. To date, Yili has purchased more than 200
filling machines from Tetra Pak and annually purchases more than 10 billion packs.
After 15 years, the cooperation between Yili and Tetra Pak has expanded from mere
equipment and packs to marketing, staff training, technical innovation, and product
development.

TP adopted a similar way to work with Mengniu, the major competitor of Yili
started in 1999 by a former Yili executive. At the beginning of its cooperation with
Mengniu, instead of just focusing on selling packaging products, Tetra Pak helped
Mengniu plan its plants, production lines, product development and marketing.
After analysing the market situation then with TP, Mengniu decided to focus on
UHT milk. This concentration differentiated Mengniu from Yili, who were more
diversified in UHT milk, milk powder, and milk-tea powder. By 2007, Mengniu
became No. 1 in China both in terms of liquid milk sales volume and total sales
volume.

Working with Stakeholders

Tetra Pak also works closely with the other stakeholders, who are not normally
involved in traditional dairy supply chains or have direct business relationships with
TP. They include NGOs (e.g. WWF China) and China Green Foundation (cgf.org.
cn), universities, government institutions, dairy farmers, forest owners, and even the
garbage collectors.


http://cgf.org.cn
http://cgf.org.cn
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FSC Certification

Tetra Pak promotes renewable resources as production inputs. One key component
of carton packages is wood-based paper. Tetra Pak instituted a Forestry Guideline to
ensure better forest management practices even though TP does not have direct
business relationship with forestry companies in China. Tetra Pak’s ultimate goal is
that the wood fibre it uses comes from responsibly managed forests certified by the
Forest Stewardship Council (FSC). Since 2006, Tetra Pak has been working with
WWF and the China Green Foundation (CGF) to provide support for China’s for-
ests to build local sustainable forest management systems and to gain FSC certifica-
tion. In July 2008 over 100,000 hectares of Yong An Forestry in Fujian province
obtained FSC certification, bringing the total area of FSC-certified forests in China
to over 700,000 hectares and making China a leader in this area in Asia. Yong An
was selected for several reasons: first, WWF and TP focused on these southern for-
ests because reform is particularly challenging as many of the forests are collec-
tively owned by villagers or contracted to families, all of whom have to be persuaded
to practice new forestry approaches. Second Yong An had an exemplary forest man-
agement record and was recommended by the State Forestry Administration. In this
case, TP funded the certification and expenses of the involvement of other stake-
holders (ministries, academics and the expert team from China).

In 2010, with an aim of replicating what was done with Yong An Forestry, Tetra
Pak provided support for responsible forest management and certification work in
the Tengchong forest in Yunnan Province. Tetra Pak introduced aseptic cartons
bearing the label of the Forest Stewardship Council (FSC) in China from July, 2010.

Pasture Land Management

Tetra Pak’s initiatives to support the Chinese dairy industry date back to 1985, when
DeLaval and Tetra Pak established the Sino-Sweden Dairy Industry Centre to pro-
vide instruction on aseptic filling lines and other related technologies. Through the
Sino- Sweden Dairy Industry Centre and other activities such as the “Green Leaves”
program and ““Stars of Dairy Industry,” Tetra Pak has developed thousands of tech-
nical experts and managers for the industry.

A bigger challenge lay in persuading Chinese consumers to drink more milk. The
National School Milk Program and the “World Milk Day” events are key educa-
tional initiatives supported by Tetra Pak. In 2000, the first conference of National
Student Milk Coordination Committee (known as milk office or Guo Jia Nai Ban)
launched a series of policies promoting the ‘Student Milk Programme’, and estab-
lished a committee to coordinate and represent 8 ministries and bureaus with an
interest in the dairy industry: Ministry of Agriculture, the Publicity Department of
the Communist Party of China (CPC) Central Committee, National Development
and Reform Commission (NDRC), Ministry of Education, Ministry of Health,
Ministry of Treasury, the State Bureau of Quality and Technical Supervision, and
State Bureau of Light Industry.
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In 2003, the ‘Upgrade plan for the student milk pasturelands’ was launched to
create a system of pastureland management integrating modern western manage-
ment systems adapted to the reality in China; develop exemplar pasturelands; and
thus to provide enough high quality milk for the ‘Student milk programme’ and
create positive influence on the dairy industry as a whole.

In order to support raw milk development in a more systematic way, in January
2008 at the 2008 China Dairy Development Forum’, Tetra Pak announced the
launch of the “Tetra Pak Raw Milk Support Program”. The intention was to call for
government and media attention to the critical issues in the dairy value chain by
demonstrating its own commitment and actions. The subsequent Raw Milk Support
Program includes four main areas:

First, the “Renda-Tetra Pak Dairy Research Centre” was jointly established by
Tetra Pak and the Renmin University of China (‘Renda’ for short). This is a strategic
partnership aiming to conduct a full-scale study across the country with dairy farms,
cooperatives, and dairy farming families in order to find the most appropriate way
of transition to modern farming. For instance, in total 10 R & D sites at cooperatives
have been established for follow-up studies.

Second, Tetra Pak trained government officials in charge of dairy farming at
grass roots level. During the past 3 years, 160 local officials from 30 raw milk-
producing counties have participated in the training.

Third, Tetra Pak launched the ‘Virtual Dairy Farmers School’ in collaboration
with the Dairy Association of China (dac.com.cn) and the China Central Television
Station with the purpose of helping farmers improve their technical knowledge. By
2012, the project had carried out on-site trainings in more than 10 provinces, and
over 6000 dairy farmers had attended the classes and received instructions from
dairy experts invited by Tetra Pak. Short film footage, specialised TV programmes
and DVDs is expected to have reached about 48 million people.

Building on the Phase I activities of the ‘Sino-Sweden Dairy Industry Centre’
established by Tetra Pak and its sister company DeLaval in 1985, Tetra Pak China
launched the Phase II activities, providing ‘Dairy Farming Proficiency training’,
including hands-on instruction to help managers and engineers of large-scale
ranches to increase the efficiency of breeding, feeding, calving, milking, veterinary
practices, and farm operations.

Fourth, by the end of 2011, with the support of Tetra Pak, 101 examplar pasture-
lands had passed the audit from the national milk office (Nai Ban). It is expected
that the number will reach 200 by 2014. These Examplars were developed with the
help of training workshops in each region and direct guidance from training experts
for a period of 3 months. Then a team of three experts (different from those provid-
ing training) audit the pasturelands and provide reports to the milk office on whether
they have reached the standards set by the steering committee. Tetra Pak initiated
provided financial support in the form of expert travel expenses, expert fees and the
writing of two handbooks etc. throughout the process. A designated team led by a
‘Student Milk Programme Manager’ within Tetra Pak China has been implementing
the programme.


http://dac.com.cn
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Creating a Recycling System

Tetra Pak refers to used but non-recycled cartons as “Misplaced Resources”, and
faces increasing criticism from environmental groups and the media. In the mean-
time, it has to confront competition from packaging alternatives such as glass and
plastic. While data shows carbon dioxide emission for a 1 liter Tetra carton is 60-90
grams and that of a same-volume plastic package is 115-199 gram, and 230-250
grams for a glass package, the sheer quantity of TP packages still pose a serious
environmental issue. Tetra Pak cartons have been criticized for being more difficult
to recycle than tin cans and glass bottles.

The difficulty lies in the fact that the recycling processes, infrastructure and
equipment are often not well established. Tetra Pak is currently working with vari-
ous stakeholders including municipalities and recyclers around the world to build
up this recycling infrastructure. They also seek ways to make recycling easier by:
(1) designing packages with recyclability in mind; (2) cooperating with customers,
municipalities, NGOs, industry groups and community associations to ensure Tetra
packages are recovered effectively; (3) recycling Tetra Pak’s own manufacturing
waste and supporting customers’ initiatives to recycle theirs; (4) working with sci-
entific institutions and recyclers to develop new recycling technologies; (5) sending
Tetra Pak’s engineers to paper mills worldwide, to help run tests and demonstrate
the value of recycling cartons; (6) incorporating recycling performance into the per-
formance evaluation of local managers.

In China, Tetra Pak works with recycling companies, schools, NGOs, waste col-
lectors, industry associations and central and local governments to help establish a
sustainable collection and recycling system. Recycling levels increased from almost
nothing in 2004 to about 20% in 2011, when approximately 90,144 tons of used
packages were recycled in China, which is equivalent to around 9 billion packs of
standard cartons.

Although the recycling rate increases quickly in China, in comparison to global
average recycling rate (30%) and the high recycling rate in some of the EU coun-
tries (70%), the recycling rate in China is still low. A ‘Circular economy’ law was
enacted in 2009, reinforcing the impetus for recycling. Tetra Pak is well aware that
a circular economy can only be achieved if there is a healthy ecosystem within
which the economy thrives; and that the success of recycling schemes depends on
the commitment and cooperation of all stakeholders. Furthermore, Tetra Pak needs
to (1) identify where its support can be most useful — in areas like technology devel-
opment, the growth of recycling infrastructure and increased consumer awareness;
(2) establish a carton collection system in China where there is currently a rather
vague waste classification system; (3) Collaborate with China Packaging Federation,
which represents the government, to monitor the packaging industry.

Tetra Pak takes three steps to promote the establishment of a carton recycling
industry in China. First, it works with recycling partners to establish recycling
capacity. Tetra Pak provides recyclers four types of recycling technologies (see
Exhibit 4.7) and sometimes also financial support for capacity expansion.
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Next, Tetra Pak provides technical support to encourage recycling partners to
improve technology and end product value so that the recyclers can offer higher
price for the used cartons in comparison to waste paper. Tetra Pak also provides
waste packages from its production process as an additional input.

Most of the recyclers working with Tetra Pak are not large in size, but they all
have potential to grow. For example Beijing Xin Hong Peng Paper Co. Ltd. pro-
cesses about 10,000 ton of waste packages every year, with annual output of about
6000 tons of recycled paper and 250 tons of aluminium powders. Moreover, by
using new thechnolgies to separate the PolyAl (plastic and aluminium)? materials in
cartons, the value of recycled materials has increased by nearly a third. As a conse-
quence Xin Hong Peng plans to expand its waste handling capacity to 30,000 tons
per year.

Thirdly, Tetra Pak helps establish the collection network by training waste col-
lectors and promoting public awareness of carton recyclability. Waste cartons are
usually gathered by scavengers, often migrants to the cities. In Beijing, Tetra Pak
provided collection training for these collectors, cleaners and dealers, in coopera-
tion with a waste management company. With the joint effort from the recycling
partners, the price of used Tetra Pak cartons increases to the same as or even exceed
the price of used cardboard box, which obviously increases the motivation of collec-
tors. When the financial crisis entered its second year in 2009, the price of the used
Tetra Pak carton surpassed the price of waste paper in China. The peak price of used
Tetra Pak containers reached RMB 1500 per ton in 2009; it dropped to around RMB
1000 since then while the ordinary waste paper price is around RMB 700-800.

To further enhance the economic sustainability of the recycling value chain,
Tetra Pak also introduced HB clad plate (“Caile plate” ¥ :5#%) technology* and
plastic-wood composites technology to its business partners. This has been widely
adopted and there are now many cities in China using garbage bins made from
plastic-wood, an ideal substitute for metal ones, which are often stolen. Plastic-
wood composite technology also provides construction materials for flooring, and
garden furniture that is popular in South-east Asian markets.

To date, there are more than 10 companies producing recycled materials from
used Tetra Pak cartons in China, and a recycling value chain is taking shape (see
Exhibit 4.7). Tetra Pak wants to double its recycling rate of cartons from 20% in
2010 to 40% by 2020 globally. Their experience in China proves it can be done,
even in a market lacking clear waste management legislation.

3When the paper pulp is removed from the waste, a mixture of plastic and aluminium remains. This
use to fetch a rice of around 1200/ton. In 2007, Tetra Pak cooperated with Shandong Tianyi Plastic
Co. Ltd. and Shangdong Liaocheng University to develop a Chinese version of PolyAl, the tech-
nology to separate the plastic and aluminium. In 2009, PolyAl separation technology was com-
mercialized in China. As a result, the aluminium and plastic components can be separated with a
purity of 99.5%. The separated plastic grains can be sold at a price of about RMB 2000/ton, and
the aluminium can be sold at about RMB 9000/ton.

“HB clad plate technology: HB clad plate is made by crushing used Tetra Pak cartons and process-
ing the material with thermo-compression. HB clad plate can be manufactured into various prod-
ucts, such as rubbish bins, said to be nice looking, endurable and low in cost.
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Appendices

Exhibit 4.1: Sales Volume of the Four Major Dairy Producers in China
(2001-2010)
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Exhibit 4.2: Dairy Supply Chain Structure in China
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Exhibit 4.3: Packaging Made by Tetra Pak
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Exhibit 4.4: Milestones for Tetra Pak in China

1979
1985
1987
1989

1991
1993
1994
1995
1996
1997

1998

2000
2003
2004
2005
2011

2012

The first Tetra Pak filling machine was put into use in Guangzhou.

Tetra Pak (China) Co., Ltd. was established in Hong Kong.

The Beijing Plant started production.

The China Sweden Training and Product Development Centre was
established

The Foshan Plant started production.

Two offices were established in Shanghai and Beijing.

Three offices were established in Guangzhou, Chengdu and Xiamen.

An office was established in Harerbin.

The Kunshan plant started production.

The Kunshan plant was opened formally. The Foshan plant got the ISO14001
certification. The Beijing plant got the ISO90021 certification.

Two offices opened in Nanjing and Xi’an. The Kunshan and the Beijing
plants got the ISO14001 certification.

Tetra Pak (China) Co. Ltd. was moved to Shanghai.

The Shanghai Pudong Processing Equipment centre was established.

The second plant in Beijing was opened formally.

The 1000th filling machine was put into use.

The Tetra Pak China beverage R&D centre was opened formally in
Shanghai.

Phase two of the Hohhot plant was accomplished and put in production.

Exhibit 4.5: Tetra Brik and Tetra Fino

The brick-shaped Tetra Brik The pillow-shaped Tetra Fino
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Exhibit 4.6: Structure of a Tetra Pak Carton

Six-layer structure
1. Polyethylene—preventing water

2. Paper board — stabilizing and
supporting

3. Polyethylene - bonding

4. Foil: blocking oxygen, light and
odour

5. Polyethylene - bonding

6. Polyethylene - sealing

Exhibit 4.7: Location of Tetra Pak China’s Recyclers
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Technology

Application of renewed materials
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INEOS ChlorVinyls: A Positive Vision 5
for PVC (A)

N. Craig Smith and Dawn Jarisch

Introduction

Following a Greenpeace campaign in the late 1990s to boycott PVC products
because of environmental concerns, Hydro Polymers Limited decided to embrace
the challenge and work with The Natural Step (TNS), an international non-profit
organisation promoting a scientific, whole-systems approach to sustainability
(Framework for Strategic Sustainable Development; FSSD).! TNS spurred and
assisted Hydro Polymers on its journey towards sustainability, a proactive approach
that produced pioneering innovations, incorporated sustainability into the overall
business, and generated major cost savings.

In 2007, Hydro Polymers was acquired by INEOS ChlorVinyls, Europe’s
largest PVC manufacturer. Aware that the rest of the European PVC producers
were taking a less radical approach, the new parent company insisted that any
drive to sustainability be part of a Europe-wide cross-company programme.
For Dr. Jason Leadbitter, Sustainability Manager at INEOS ChlorVinyls, a
passionate advocate of taking a more proactive sustainability approach since
2000, the challenge was to convince the new management, the customer and
the wider PVC community to embrace sustainability. Could the tangible prog-
ress to date persuade them that an industry-wide transition to sustainable PVC

'The Natural Step has developed its work around the world and has been key for the development
of a science-based methodology for strategic sustainable development for more than 20 years. This
methodology is available to all, continues to be developed in a scientific process, and is known as
the Framework for Strategic Sustainable Development (FSSD). See, for example, Robert K-H.,
Broman G., Waldron D., Ny H., Byggeth S., Cook D., Johansson L., Oldmark J., Basile G.,
Haraldsson H., MacDonald J., Moore B., Connell T. and Missimer M., Sustainability Handbook,
Studentlitteratur, Lund, Sweden, 2012.
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was realistic and that the above-mentioned approach was the best way to
accelerate the pace of change in the industry?

How It All Started

Polyvinyl chloride (PVC) was the material of choice for many consumer and indus-
trial purposes, as it was durable, light weight and economical. But for Greenpeace,
PVC was a highly toxic material to manufacture and dispose of. In August 1996,
shortly after Leadbitter took on the role of Environmental Manager at Hydro
Polymers, he was stunned to see a Greenpeace advertisement in the national press
entitled ‘Saving our skins’ criticising the PVC retail market (see Exhibit 5.1).
Demonstrations outside retail stores were staged to raise public awareness and gain
support for the idea of regulations to eliminate PVC, by being phased out in the
same way as chlorofluorocarbons (CFCs). In an effort to counter these claims, the
European PVC resin industry, which represented 25% of a global PVC resin market
worth €20 billion, was accused of deception and threatened with a boycott.

The PVC manufacturing process combined ethylene, derived from natural gas,
with chlorine, derived from the electrolysis of salt, to produce an intermediate prod-
uct known as ethylene dichloride (EDC). This was “cracked” via a chemical process
to produce vinyl chloride monomer (VCM), which was polymerised in water to
produce PVC resin. Resin was combined with additives (typically stabilisers, plas-
ticisers and fillers) in myriad combinations to form PVC compounds. These were
‘converted’ by processes such as extrusion and moulding into products tailored for
different applications.

Firms which converted PVC compounds into end products for sale or made com-
ponents for downstream companies were known as ‘converters’. The resin industry,
additive manufacturers and the compounding/converting sector were collectively
referred to as the PVC industry.

PVC resin production consumed over a third of global chlorine gas production.
The energy-intensive process consumed 1% of global electricity production (mostly
carbon-based). Older plants were based on mercury cell technology, which released
mercury into the environment. By attacking the PVC industry, Greenpeace threat-
ened the entire chlorine industry. As Pete Roche, a Greenpeace campaigner in the
UK, explained: “We held actions at various chlorine plants for a few years but got
nowhere, so we switched attention to PVC, at the other end of the production chain.”

Environmentalists argued that plasticisers and stabilisers (responsible for PVC’s
properties such as its flexibility and thermo stability) and the accumulation of by-
products from the manufacturing process (primarily dioxins) were unsustainable.
They were accused of damaging ecosystems and human health by disrupting the
endocrine, reproductive, nervous and immune systems, since they could be emitted
into the air, soil and water during production, waste incineration and via leakage
from landfill sites. Resistant to natural decomposition, they built up as global pollut-
ants, were absorbed by living organisms and accumulated in the food chain.

2Pete Roche, Greenpeace UK, Chemical Week, February 26 1997.
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Exhibit 5.1: ‘Saving Our Skins’

Briefing

August 1996

Saving our skins

Skincare products
Alternatives to PVC packaging

If you are buying skincare products, think about the packaging too. If you see that the container is

marked with: /\ then avoid it and choose an alternative instead.
3

v
If you shop at the Body Shop you can be sure of avoiding PVC packaging as they don't use it at all.
Don't, however, be fooled by other similar ‘natural’ ranges sold in other places. Our research showed

that some of those were packaged in PVC plastic.

The following lists show products that we found packaged in PVC and those that we found packaged

in alternative materials. Choose the alternatives.

It's a simple switch - go PVC free!

Skincare products which we found packaged in PVC plastic

Banana Boat skin care gel range
Boots Natural Collection sunflower
body lotion
royal jelly moisturising body spray
Carex antibacterial moisturising hand
wash
Galenco anti ial creme
peach creme handwash
Garnler Nutralia soap free hand wash
Marks & Spencers moisturising body
lation range
royal jelly & honey maoisture
replenishing body milk
Salnsburys moisturising handwash
Natures Compliments body mist
Natures Compliments eye make-up
remaover
Natures Compliments facial toner

Natures Compliments foot lotion
Natures Compliments gentle
cleansing milk
Natures Compliments light body
moisturisers
MNatures Compliments light
maoisturising lotion
Matures Compliments massage oil
Matures Compliments rich body
moisturiser
Shmphe meisturising hand wash
St. bves chamonmile face wash gel
Superdrug moisturising cream wash
range
maisturising hand & body lotion
Synergie eye make up remover
Ten-0-Six deop cleanser
medicated cleanser

Tescos Active Response revitalising

cleanser
Active Response refreshing toner
antibacterial moisturising
handwash
camallia moisturising cream wash
Mild & Gentle pure wash gel
rose molsturising eream wash

Tisserand face lotion
Waitrose Natural Extracts elderflower &

yarrow cleanser

Natural Extracts mallow & almond
moisturiser

Matural Extracts willow & mountain
clover toner
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Eliminating PVC would be disastrous for Hydro, whose main products were
PVC resin (representing 80% of turnover) and downstream PVC compounds (20%).
Moreover, in 1997, the year after the Greenpeace campaign, it had launched a
£30 million investment to expand and modernise its PVC resin manufacturing plant
at Newton Aycliffe in the UK.

PVC Coordination Group

In response to the campaign and other critics, a number of leading UK retailers,
including the Body Shop, Tesco, Asda and the Co-op, came together with Greenpeace
to form the UK PVC Retail Working Group. The group commissioned a study of
PVC by the National Centre for Business and Ecology (NCBE), a partnership
between the Co-operative Bank and four UK universities, to investigate the scientific
validity of the anti-PVC claims. When the report was published in September 1997,
Greenpeace was surprised by its conclusion: “The study team concludes on balance
that the careful manufacture, use, recycling and disposal of PVC products to the high-
est standards can control the risks associated with the material to acceptable levels.”

The working group was then enlarged to include two UK PVC resin producers,
Hydro and EVC, and representatives from the UK Environment Agency and Forum
for the Future, a leading environmental think-tank co-founded by Jonathan Porritt,
who was asked to chair the group. Forum for the Future had taken on the develop-
ment of the TNS organisation in the UK. Each time Greenpeace representatives
articulated arguments against PVC, Porritt asked them to explain how PVC as such
was problematic and why the alternatives were better.

Greenpeace: “There are heavy metals in PVC-production.” Porritt: “So, what would happen
if PVC was manufactured without heavy metals?”

Greenpeace: “PVC manufacture is an energy-intensive process requiring 1% of global elec-
tricity production.” Porritt: “How much energy is used in the manufacture of alternative
raw materials?”

As it became clear that the (now named) PVC Coordination Group didn’t have
the answers to these questions, Porritt pushed them to commission a ‘gap analysis’
using the FSSD and its principles for sustainability. While this was a risk for the
PVC industry (companies such as IKEA and the Co-op had used the same method-
ology arriving at a conclusion to phase out PVC), the principles were based on sci-
ence, the mistrust and suspicion surrounding PVC had to be dealt with, and Porritt
was at least trying to play fair. Hence the resin producers had little choice but to
participate in the gap analysis. TNS was engaged to undertake a detailed study of
PVC with the theme “Does PVC have a place in a sustainable society?” This
involved all the key stakeholders — the manufacturing chain, end-users, regulators
and NGOs.
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The Framework for Strategic Sustainable Development

The Framework for Strategic Sustainable Development (FSSD) has been developed
through, and continues to be refined in, a comprehensive scientific process. It was
continuously developed and scrutinized theoretically, used and tested in reality, and
then refined and scrutinized theoretically again. This process was initiated in
Sweden in 1989 by cancer scientist and cancer clinician Professor Karl-Henrik
Robert, who founded The Natural Step (TNS) — a non-profit NGO with the mission
of facilitating a learning dialogue between scientists and business. Frustrated by the
prevailing piecemeal approach to addressing environmental problems, Robert
brought leading scientists together to achieve consensus on the basic requirements
for a sustainable society. This scientific consensus process has led to basic princi-
ples for socio-ecological sustainability and a systems-based strategic planning and
management framework that is extensively used by business, municipalities and
other organizations around the world. In the PVC context, borrowing Robert’s
words: “There are no sustainable materials, just as there are no non-sustainable
materials. There are only sustainable and non-sustainable management practices.”

The Sustainability Principles are as follows:

In a sustainable society, nature is not subject to systematically increasing:

1. Concentrations of substances extracted from the Earth’s crust (such as fossil
carbon and metals);

2. Concentrations of substances produced by society (such as nitrogen compounds,
CFCs, and endocrine disrupters);

3. Degradation by physical means (such as deforestation and over-fishing);

and, in such a society,

4. People are not subject to conditions that systematically undermine their capacity
to meet their needs (such as from the abuse of political and economic power).

The FSSD includes a technique called ‘backcasting’ (see Exhibit 5.2), which
entails creating a vision of success (framed by the sustainability principles) in the
future, looking back from that vision to today’s situation, and figuring out how to
bridge the gap.? This differs from pure ‘forecasting’ — which extrapolates from pre-
vailing trends to the future and then attempts to fix any foreseen problems, an
approach that Robert claims is “bound to lead to more problems further ahead and
even more confusion”.

3See video: Sustainability plan: How might Einstein solve our problems? (backcasting)
https://www.youtube.com/watch?v=DeDm-HTFuiY &list=PLEXqjl Y'Y 5zi6hWCvm5idX YL
H2Qtv7fT-f&index=6


https://www.youtube.com/watch?v=DeDm-HTFuiY&list=PLEXqjIYY5zi6hWCvm5idXYLH2Qtv7fT-f&index=6
https://www.youtube.com/watch?v=DeDm-HTFuiY&list=PLEXqjIYY5zi6hWCvm5idXYLH2Qtv7fT-f&index=6
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Exhibit 5.2: Backcasting Approach to PVC

Using a ‘backcasting’ approach

1. A positive
vision for PVC

@l‘,}?&wg

y

4. |dentifying / / 3.ldeas for ;
priorities for /  bridging the gap ok i€
VinylPlus ’ |

2. Challenges that will
need to be overcome

© 2012 The Natural Step

Backcasting in the FSSD entails:

A (Awareness) — participants learn about the basic principles for human society to
be sustainable (using the FSSD), share and discuss the topic or planning endeavor
and agree on a vision of success.

B (Baseline mapping) — participants explore the current situation. They list the main
current challenges in relation to the sustainable vision as well as current assets to
deal with those challenges.

C (Creating possible solutions) — participants brainstorm possible solutions to the
challenges discovered in step B.

D (Down to action) — participants prioritise actions developed during step
C. Decisions and plans are evaluated for being flexible enough to handle change
without losing overall direction, likely to produce progress to the vision, and
adequate return on investments.

July 2000, Consensus-Building Report

TNS (UK) published its findings in a consensus-building report in July 2000. Having
tested PVC in relation to the sustainability principles, the report asked the question — “Is
there a place for PVC in a sustainable world?”” What would it mean for PVC and its man-
agement to comply with the principles and bridge the gap between the existing situation
and the future vision? Based upon in-depth research, and using consensus based work-
shops for all stakeholders including supporters and opponents, the final report concluded,
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with the backing of participants, that PVC has a role in a sustainable society provided five
specific and systemic challenges for the material and its use, were to be overcome*:

. To become carbon neutral;

. Closed-loop recycling;

. No accumulation of emissions in the environment;

. The industry to adopt sustainable additives;

. Challenging the value chain to collaborate to become more sustainable.

[ I SN I (SR

To the relief of the PVC resin producers, The Natural Step study concluded that
although PVC was currently unsustainably managed, none of the five challenges
was technologically insurmountable. But even if the potential existed, the industry
had to assess whether the challenges could be overcome in a commercially viable
way. Porritt averred that,

PVC may or may not have a place in a genuinely sustainable future (depending on whether
or not it can meet the challenges outlined in our evaluation), but exactly the same questions
must be asked of all materials, man-made or natural, before leaping to what are often ill-
judged and unscientific conclusions.

Greenpeace, however, insisted that the goals were unattainable and withdrew
from the PVC Co-ordination Group.

Vinyl 2010

In addition to the pressures from Greenpeace, the European Commission published
a green paper, urging the PVC industry to address environmental concerns.’ In
response to this, in March 2001, European resin producers and converters made a
voluntary 10-year commitment to minimise the environmental impact of produc-
tion, an industry initiative known as ‘Vinyl 2010°.°

Vinyl 2010 focused on recycling and substitution of heavy metals. With 17 mil-
lion tonnes of plastics entering the waste stream within Europe, and landfill con-
straints developing in many member states, further pressure to recycle PVC could
be expected. Consequently, Vinyl 2010 set a target to recycle 200,000 tonnes p.a. of
post-consumer PVC waste by 2010. Vinyl 2010 also set a voluntary target for the
industry to be lead-free by 2015 in the hope of avoiding anticipated European legis-
lation. Both the recycling and the heavy metal substitution targets set for 2010 were
exceeded.

#July 2000, “PVC: An Evaluation Using The Natural Step Framework”, The Natural Step.
3See: http://ec.europa.eu/environment/waste/pvc/green_paper_pvc.htm
See: http://www.bpf.co.uk/Members/Vinyl_2010_Voluntary_Commitment.aspx


http://ec.europa.eu/environment/waste/pvc/green_paper_pvc.htm
http://www.bpf.co.uk/Members/Vinyl_2010_Voluntary_Commitment.aspx
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Hydro Works with The Natural Step

Leadbitter was convinced that going beyond Vinyl 2010 and embracing the chal-
lenges of the consensus-building report would not only enable Hydro to pre-empt
future regulation but provide a competitive advantage on sustainability issues. It
was not an easy decision given the dilemma facing Hydro at the time:

We had to think whether to build the walls higher or engage with the environmentalists. Do
we invite them into the boardroom? Can we get them to sit round the table? This was what
we did and it was a changing point in the whole culture and mentality of Hydro.

Following publication of the consensus-building report, Hydro’s President,
Anders Hermansson, was keen to meet Robert. The two men hit it off immediately
and agreed to bring in a wider group of managers involved in the PVC resin produc-
tion process. Robert and his team at TNS were engaged to undertake a deeper analy-
sis of what it would take to create a sustainable PVC resin business, and to educate
the top 40 managers in The Natural Step approach (the FSSD) and the related five
challenges for PVC so that they understood the scale of the task.

Robert visited all of the Hydro sites, where he hosted workshops, coached and
presented to senior, middle and junior management. Mapping flows of raw materi-
als and energy, workshop participants were challenged to think about “What could
we do, in a step-by-step fashion, to make PVC fully sustainable and meet the five
key sustainability challenges for Hydro?”

In seeking to demonstrate that PVC could be safely manufactured and used, TNS
compared itself to a “critical friend” — one who could be trusted to ask provocative
questions, provide data to be examined through another lens, and to critique Hydro’s
efforts constructively.

Eager to inject a stimulus to get sustainability projects off the ground (notably
the energy reduction project and any ‘low-hanging fruit’ which Hydro decided to
tackle first) as well as convince the cynics in the company, Hermansson committed
to provide NOK25 million (approximately €3 million) per year for 3 years from
2002, mainly for longer term projects. This was in addition to normal capital expen-
diture. A board was set up to allocate funding to the best projects. Additionally,
Hermansson instigated an annual Sustainability Summit (that Robert attended),
which allowed dissenters to voice their opinions and concerns. Once won over, they
were often among the strongest advocates of the process.

Once employees got to grips with the framework as a means to achieve the end
goal of sustainability, they learnt to plan, act, and apply the approach to their every-
day work by undertaking manageable short projects. This generated a sense of pur-
pose and achievement, accelerating the implementation process. From 2001 to
2004, senior management gave high priority to sustainability and maintained a close
interest in it, inviting Robert and the TNS team back regularly to scrutinise invest-
ments, run workshops and education sessions, and give assurance on the steps taken.

Hydro employees identified and implemented numerous internal initiatives. The
five key sustainability challenges were addressed at both the local and Hydro-wide
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level. At any one time there could be four company-wide projects running for each
challenge, as well as smaller local projects and further suggestions in the pipeline.
Up to 120 people were involved in one or more projects (10% of the workforce).
Local teams had five to six people per site/challenge and competition occurred
among the scientists. Project leaders posted minutes from their meetings and spread-
sheets with their creative ideas in a database.

An annual meeting provided an opportunity for team leaders to pitch their ideas
to the board for potential capital investment. To quantify the value of each sustain-
ability project, they had to provide details such as benefits vs. cost and likelihood of
success. For example, for the Carbon Neutrality project (challenge No. 1), local
teams were asked to both create and measure ideas of how to reduce carbon emis-
sions from their plants, prompting a flood of potential project ideas. Employees had
apparently thought about this for some time but had never been given the opportu-
nity for creative thinking (or funding) until carbon neutrality became a strategic
priority. Projects were assessed on the basis of the highest CO, savings per
Norwegian Kroner invested. Funding was awarded to projects that provided the best
value in this respect in combination with their chances of success.

The decision to put the company on a path towards sustainability gave individu-
als the creative freedom to think outside the box. One experienced chemical engi-
neer came up with a speculative idea known as “adiabatic volume”, a breakthrough
innovation with the potential to increase yield from the VCM cracker without fur-
ther heat input. Despite the high investment required — with a payback period up to
3 years — estimated savings of 8800 tonnes of CO, per annum meant that the project
was executed at a cost of around £1 million. Ironically, immediately after installa-
tion, energy prices soared unexpectedly. Although the carbon savings were margin-
ally lower than predicted, the payback took less than a year. Within 3 years, all three
of Hydro’s VCM crackers had the new technology, yielding combined savings of
£3 million and 24,000 tonnes of CO, annually.

Other projects were less easy to quantify. For example, a project to reduce traces
of dioxin formation (Challenge No. 3) proved difficult to quantify, yet this did not
prevent significant investment. Some projects were more strategic. For example,
phasing out lead stabilisers with more expensive alternatives did not make eco-
nomic sense, but Hydro was keen to differentiate itself from competitors with lead-
based formulations. A couple of projects proved unsuccessful, such as the purchase
of two wind turbines for £140,000 which were never put into operation due to objec-
tions from the local electricity company and problems obtaining planning
permission.

Prior to starting the sustainability journey, every tonne of PVC resin produced by
Hydro emitted 1.8 tonnes of carbon dioxide. Investments in green energy achieved
a20% reduction in CO, emissions between 2001 and 2006, reaching Kyoto Protocol
targets for 2012 in the first 4 years.

Corporate newsletters highlighted the progress toward the five challenges and
employees took pride in what was achieved, in contrast to the frustration felt when
they had been under attack by Greenpeace. By 2004, when Jan-Sverre Rosstad
became Senior Vice-President of Hydro, a significant shift in internal culture had
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occurred. The annual employee survey (September 2004) reflected a 15% increase
in employee recognition of the company’s environmental commitment in response
to the question “Does Hydro put the environment first?”” Not only were employees
buying into the process as a result of actions witnessed first-hand (with visible sup-
port from top management), but the resulting innovations had reduced some of the
risks to which competitors were now exposed.

Hydro’s proactive approach had produced pioneering innovations to address the
challenges ahead of its competitors and the regulators. By 2005, sustainability was
no longer treated in isolation; targets were fully integrated into the business plan-
ning process and were generating cost savings. Hydro had demonstrated that the
sustainability challenge could be met: it could measure the gap between the current
position of PVC resin in relation to the end goal of sustainability, and spell out how
it was systematically being closed.

Nonetheless, Rosstad wondered how to keep capitalising on Hydro’s sustainabil-
ity initiatives as the early wins were realised. For PVC resin to be fully sustainable,
the entire value chain would need to align with the sustainability challenges over
time. Rosstad felt that Hydro was “well positioned for this next phase of the chal-
lenge, gaining momentum in the marketplace which will hopefully translate into a
snowball effect.” He decided to embark on the fifth challenge by hosting workshops
with suppliers in Hydro’s value chain “to extend the business benefits of addressing
sustainability implications of PVC to a wider range of stakeholders” as well as to
“demonstrate PVCs long-term ability in becoming a fully sustainable material”.
(Hydro Polymers’ Environmental Newsletter, October 2005).

The PVC Resin Market in 2005

In 2005, the global PVC resin market was worth over €36 billion, with annual con-
sumption exceeding 36 MT. Over 60% of PVC resin was used in the manufacture of
pipes and window frames for the construction sector. Although losing ground across
some product applications, global production capacity was expected to exceed
40 million tonnes by 2010, driven by accelerating demand from Asia. In 2005, Asia
accounted for 43% of PVC resin demand, with China increasingly making its influ-
ence felt. Between 1998 and 2005, China’s annual PVC resin consumption had
increased from one million to over seven million tonnes. On the supply side, China
was ramping up its domestic PVC resin manufacturing capacity with little concern
for environmental sustainability. It envisioned production increases of one million
tonnes year-on-year from 2006 to 2010, relying on its cheap labour, vast coal
reserves, and more energy-intensive and polluting acetylene process technology.
This technology had been phased out and replaced by ethylene-based production in
Europe in the 1960s.

It was a cyclical market. PVC resin prices varied from month to month, driven by
the price of raw materials and manufacturers seeking to keep capacity utilisation
high. Consequently, the value of the market changed each year even if production
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capacity and volumes remained static. In Europe, ethylene accounted for half of
production costs, with energy costs the next highest cost component.

Europe’s PVC resin market represented over 25% of global consumption in
2005, supplied by ten European producers. European production capacity was 9.1
million tonnes. The top 3 producers were INEOS (1.3 MT), Solvay (1.2 MT) and
Arkema (0.8 MT). Hydro in fourth place (0.7 MT) had the lowest costs in Europe,
benefiting from its integrated supply chain. Given the capital-intensive nature and
relatively low margins of the sector, this was a significant advantage. In 2005,
Hydro’s operating income was €8.6 million, while competitor EVC/INEOS’
reported losses of €13.2 million.

For decades, market growth in Western Europe had been driven by applications for
door and window frames and pipes, but as the market matured, growth was projected
to be only 0.5% per annum to 2008. Running on tight margins, many players wondered
how sustainability could be good for business when their only priority was survival.

Engaging Suppliers and Customers

Both Leadbitter and Rosstad believed key suppliers must understand Hydro’s
approach to sustainable PVC based on the FSSD if future partnerships to address
the sustainability challenges were to succeed. In April 2005, Hydro invited its ten
top strategic raw material suppliers to Stenungsund, Sweden, to explain the sustain-
ability challenges facing PVC and communicate Hydro’s strategy. The workshop
offered an opportunity for them to grapple with the sustainability implications for
their own product development set against the practical realities of creating sustain-
able products in a commercially viable timeframe.

Feedback from those attending was positive. Hydro’s commitment to sustain-
ability virtually guaranteed demand for suppliers’ sustainable product innovations —
their ideas would be taken seriously because of Hydro’s sustainability drive. One
company produced a new stabiliser system that offered an alternative to using lead
and a reduced environmental footprint. Suppliers also began to develop their own
sustainability initiatives. For example, The Natural Step worked extensively with
Rohm and Haas, one of Hydro’s top strategic suppliers, helping them at strategic
and operational levels to apply the FSSD including a new vision and ‘Six
Commitments for Sustainability’.

Hydro now had to convince its customers that sustainable PVC was a viable
long-term option over alternatives such as wood, plastic or aluminium. It had to
demonstrate the tangible added-value of its increasingly sustainable PVC resin
products, and position the brand accordingly. In March 2006, as Leadbitter and
Rosstad prepared for a crucial workshop with Hydro’s key UK customers (see
Exhibit 5.3). They felt it was time to talk openly about what Hydro had achieved and
create demand for further innovations by showcasing its strategy for sustainable
PVC and progress to date.

"EVC had been acquired by INEOS.
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Would customers understand the process the company had embarked on in 2001,
and appreciate the advantage of full sustainability as opposed to the issues-driven
approach of its competitors? How could Hydro enhance their perception of Hydro’s
brand without alienating them? If customers weighed up the implications of the sus-
tainability challenges for the industry, would they contemplate making the transition to
fully sustainable PVC or dispute its viability on commercial grounds? If PVC was seen
to be a losing battle, they might devise exit strategies to cut their losses. Given the avail-
ability of alternative materials (e.g., for products like window frames), would they
switch to substitutes and exit PVC-based manufacturing? (see Exhibit 5.4).

Exhibit 5.3: Background on Key Customers Attending the Sustainability
Workshop

The key customers attending the workshop included the following major
product areas.

Building and construction

The most significant group of workshop participants, in terms of volumes sold
by Hydro Polymers in the UK, was suppliers to the construction industry.
These customers purchased either PVC resin and/or PVC compounds to fab-
ricate extruded profile in applications such as pipes, window frames, facia and
soffit boards.

They were faced with increasing pressures to demonstrate the sustainabil-
ity of their products through increased regulation, especially in relation to
social housing, including new sustainability drivers being developed from the
Offices of the Deputy Prime Minister (ODPM), requirements from bodies
such as English Partnerships, and private finance initiatives. In addition, they
experienced pressure from many of their own customers, house builders and
architects increasingly being required to demonstrate that they were using
sustainable materials in construction.

Their expectations of the workshop were to learn how sustainability could be
implemented within their businesses — more especially whether it could help
towards the increasing requests for “‘sustainable materials”. They were also look-
ing towards collaboration with their suppliers and across the industry over recov-
ery of PVC for recycled applications. For most participants, the workshop was
seen as a new way of looking at their respective businesses and most were keen
to learn from the experience.

These customers were heavily dependent upon PVC, which remained the
only viable plastic for use in window frames and plastic profiles. On that basis
any loss of PVC markets would be a direct loss of business to them. Alternative
products for use in window frames (timber and/or aluminium) required vastly
different processes of fabrication from the invested infrastructure in their own
companies already dedicated to processing PVC.

(continued)
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Exhibit 5.3: (continued)

Pictures courtesy of ECVM (Plastics Europe)
Flooring

Other participants were manufacturers supplying vinyl-based systems to a
diverse range of customers in the flooring industry. They had many of the
same issues as participants in building and construction. However, unlike con-
struction, these manufacturers could offer alternatives such as linoleum and
wood laminate to their customers. Nevertheless, PVC (or vinyl as it is usually
referred to within the flooring industry) remained a hugely important material
in their portfolio, offering advantages over the alternative materials. These
participants were under increasing pressure to demonstrate the recycling
potential of their products. For them the workshop served as an opportunity to
highlight the need for supply chain engagement in order to address the recy-
cling challenge jointly.

Picture courtesy of Polyflor

(continued)
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Exhibit 5.3: (continued)
Medical

There were several participants from the medical industry, supplying PVC-
based devices for use in a wide range of disposable but critical healthcare appli-
cations, such as blood tubing and containers for blood and intravenous solutions.
Their main expectations were to gain a better insight into the sustainability
implications for PVC. In the main, the threats to their business came from one
of the additives used within the PVC rather than the PVC itself, i.e. the plasti-
ciser known as DEHP (di 2-ethylhexyl phthalate, the softening agent to make
PVC flexible). While there have been many attempts by other material produc-
ers to provide PVC alternatives based on other plastics, PVC still offered the
best overall combination of properties and was cost-competitive.

Pictures courtesy of ECVM (Plastics Europe)
Moulding products

Several participants supplied the industry with mouldings for a wide range of
applications. Unlike profile manufacturers, who extrude PVC in continuous
lengths, these manufacturers processed PVC for a diverse range of applica-
tions using injection moulding. They also used a range of other thermoplastic

(continued)
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Exhibit 5.3: (continued)

materials and were less dependent on PVC than profile producers. Like floor-
ing, PVC offered some advantages for certain applications compared to alter-
native thermoplastics. It cost less and, unlike other thermoplastics, did not
require the use of anti-flammables such as brominated fire retardants. These
participants saw the sustainability workshop as a mechanism to learn more
about the positive aspects of addressing sustainability. They planned to use
these in their promotional literature.

Pictures courtesy of ECVM (Plastics Europe)
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Exhibit 5.4: Sustainable PVC Versus Competing Materials

Hydro Polymers had recognised the need to accelerate the pace of change of
addressing sustainability within the PVC industry. One of the key drivers in
the UK had been the increasing pressure from the Building Research
Establishment (BRE) whose model, “The Green Guide on Construction
Materials,” was starting to appear widely. The guide, initially designed for the
Post Office to rate materials in specific applications, was based on a complex
set of environmental profiles, yet the outcome was a simple rating of either A,
B or C, where A was good and C poor from an environmental perspective.
Architects, construction companies and other specifiers turned off by the
complexities of life cycle analysis could see the benefit of using such a tool as
a simple means of materials selection.

At the time of the workshop, the generic rating for PVC for use in window
profiles was C, while timber windows had an A rating. For other applications
such as flooring, PVC scored favourably and so the BRE rating was not seen
as a threat. Hydro Polymers’ window customers had highlighted that the
threat of a poor rating was directly impacting their business, and the threat
itself was likely to increase. Other influential bodies such as English
Partnerships had already decided that they would not use C-rated materials for
new build applications. PVC was losing market share as a direct result of this
rating. There was clearly a pressing need to undertake a review on improving
the rating of PVC for use in windows and this was being addressed by a joint
effort across the industry. The main options to improve the rating were identi-
fied by Hydro Polymers as:

» Extend the life of PVC windows within the Green Guide from its current
estimated length of 25 years (an estimate the industry was confident was
wrong)

» Reduce the environmental footprint of PVC

 Introduce recycled PVC into new profiles

The first option was being tackled across the UK industry via demonstra-
tions to BRE that PVC windows lasted significantly longer than 25 years, i.e.,
at least 35 years. However, the second and third options were clearly depen-
dent on product sustainability initiatives and demonstrated the need to address
sustainability challenges from a real business perspective.

So while the BRE assessment was clearly a threat to the industry, Hydro
Polymers also saw it as an opportunity ultimately to improve PVC’s rating
versus competing materials such as timber. If the industry generic rating was
insufficient and PVC continued to lose ground to competing materials, there
was still the option of a specific rating for Hydro Polymers’ own PVC — not
its first choice but a potentially shrewd business differentiator if needs be.
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Even if customers accepted that an industry-wide transition to sustainable PVC
was possible, would they support Hydro’s strategy when other European PVC resin
producers were taking a less radical approach? Would they see a cost advantage to
the more incremental approach (despite Hydro’s experience to the contrary)? Would
they choose to ‘wait and see’ or perceive added value for their own customers and
embrace the drive for full sustainability?

As Leadbitter and Rosstad pondered these questions, they knew they must give
the meeting their best shot. Getting just one or two big customers to buy into the
sustainability initiative was critical if Hydro was to embark on the next stage.

At this point, Hydro’s sustainability programme (in conjunction with TNS) was
beginning to be recognised. Employees had embraced its values and goals enthusi-
astically and many felt that the programme had been beneficial. For example, it had
featured in a leading environmental journal, Environmental Data Services,® a publi-
cation traditionally hostile to PVC. The October 2005 edition of Hydro Polymers’
Environmental Newsletter summarised the company’s progress on the key sustain-
ability challenges as follows:

1. Carbon neutrality: “Significant progress has been made over the last 4 years to
reduce our CO, emissions from our manufacturing processes. To date this has led
to over 80 Kg of CO, reduction per tonne of PVC produced... [achieving] our
“Kyoto Protocol” target (12% reduction) in just 4 years... with the introduction
of our new chlorine plant at Rafnes... the predicted reduction by 2007 will be
28% lower than the CO, emissions in 2000.”

2. Closed-loop recycling: “Steady progress has been made on developing our
EcoVin product line. The compound is manufactured from post-industrial
scrap... to date we have had nearly 2500 tonnes of sales that could have other-
wise been destined to landfill.”

3. Elimination of persistent organic pollutants: “The reported dioxin levels across
the whole of our operations continue to reduce” (a graph included in the newslet-
ter indicated levels had halved in 4 years). “Levels are anticipated to be extremely
small on the basis that the new [chlorine] plant uses new materials that have less
propensity for catalysing dioxin formation.”

4. Sustainable additives: “Hydro Polymers... will be lead-free by the end of 2007”
(well in advance of the 2015 deadline under Vinyl 2010). “The main stabilisers
used to replace lead will be based either on Calcium/Zinc and/or OBS based
systems.”

5. Raising awareness across the industry: “Complementing the raw material sup-
plier event in April, invitations were also extended to our customers to attend a
Marketing/Sustainability workshop during the official opening of the new
chlorine plant at Rafnes in Oslo at the end of August.” A DVD of the key presen-
tations at the supplier event was also made available to those unable to attend.

SENDS, May 2005, “Hydro Polymers: Searching for a more sustainable PVC”, Environmental
Data Services, Report 354, p. 25-28.
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Nevertheless, some dissenters remained. Also in October 2005, Green Futures, a
Forum for the Future publication, interviewed Mark Strutt of Greenpeace UK, who
had left the PVC Co-ordination Group back in 2000. His stance remained unchanged:

Unless Hydro can show it can make PVC without chlorine, and without using toxic and
persistent additives, then we are not interested in small improvements. We still believe that
PVC is inherently unsustainable and completely unnecessary, as alternatives exist for virtu-
ally all its applications.

Hydro Polymers pressed on, all the same. At one of its FSSD workshops, it
decided to develop a distance-learning course with actors in its value chain, thereby
enabling a more cohesive approach to support each other’s sustainability approaches.
Hydro Polymers and TNS joined forces with Blekinge Institute of Technology,
Karlskrona, Sweden. A semi-distance course was developed and delivered and in
this way the key suppliers and customers were trained in the FSSD. Attendees also
received 7.5 university credits. Based on the shared mental model for systematic
planning incorporated in this training, a cascading effect of actions and business
developments occurred across the supply chain, eventually leading to a 10-year sec-
tor agreement. The companies agreed to embark on a joint venture to eventually
comply with the FSSD sustainability principles.

The INEOS Takeover

In 2006, Norsk Hydro, Hydro’s parent company, decided to dispose of the PVC
business. Chris Welton, Hydro’s European Head of Communications, felt that the
sustainability programme would be perceived by potential buyers of the company as
an attractive business proposition and should help to sell the business. Europe’s
largest European PVC resin producer and the UK’s largest private company, INEOS,
expressed an interest.

Culturally, INEOS was driven by business efficiency. Its main owner, Jim
Ratcliffe, had started INEOS in 1998 by purchasing an ethylene oxide chemical
plant in Antwerp, Belgium, previously owned by BP. Subsequently, INEOS had
acquired a number of other commodity chemical businesses from blue chip compa-
nies seeking to divest these assets. Ratcliffe believed that big chemical businesses
could be inefficient and aimed to double the earnings of the businesses INEOS
acquired over 5 years. He ran a lean operation and had a reputation for being a hard-
nosed businessman. According to the Financial Times,

The formula was simple: take on a lot of debt to fund the purchase, reduce it through cost
savings and other measures, and start all over again. Once in charge, INEOS would go in
hard, stopping spending overnight. Many of the companies would have excessively high
costs and the aim was to stop waste immediately.’

°Financial Times, February 7, 2014.


http://en.wikipedia.org/wiki/Antwerp
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At the time of discussions, INEOS was heavily involved in the industry’s Vinyl
2010 programme. Hydro was a member of Vinyl 2010 whilst also pursuing the five
key challenges from The Natural Step analysis. Both approaches were respected
because an outside party set the agenda with which the participants complied.'
Vinyl 2010 required PVC producers to pay a membership subsidy (the size of which
increased according to the volume they produced). As the largest producer in the
European PVC industry INEOS was therefore the largest financial contributor. As
such it had a political interest in Vinyl 2010 initiatives and wanted to ensure that its
hard-earned cash was invested wisely.

Hydro was the only company in the PVC industry following the FSSD approach
to sustainability and was way ahead of the rest of the European PVC industry,
whereas for INEOS the Vinyl 2010 programme was working well and had the added
advantage of industry backing and support from the European Commission. The
Commission had set criteria for product stewardship and the industry was comply-
ing. Indeed most of the companies involved in Vinyl 2010 were reluctant to adopt
the FSSD approach because it went so much further. Since Greenpeace and other
activists were no longer pressing the industry to reduce its carbon footprint, why
bother to invest in seemingly unnecessary reductions?!! Rather than seeing Hydro’s
efforts as complementary to the existing Vinyl 2010 voluntary commitment, it was
seen as ‘going off at a tangent’ or ‘in conflict’.

The potential merger required two rounds of negotiations with the European
Commission, so the acquisition process lasted many months, during which there
was considerable uncertainty within Hydro. Executives wondered whether the jour-
ney with TNS would be cut short. Leadbitter recalled:

The ‘bedding in’ process took a number of months. Whilst no one from INEOS said they
would throw out our sustainability approach, they took a cautious approach to it, preferring
to look at the best practices of each of the companies. The whole process took a lot longer
than anticipated, during which time we wondered how our jobs would be affected.

In May 2007, INEOS acquired Hydro for NOKS5.5 billion, (€670 million).
Leadbitter and the PVC resin business became part of INEOS ChlorVinyls, while
the PVC compound business became part of INEOS Compounds. Ex-Hydro execu-
tives wondered whether they would be able to persuade INEOS of the value of the
TNS approach. Would sustainability even have a role in the new organisation?

In some instances, sustainability was accommodated within areas of business
efficiency. For example, Ashley Reed, Business Director of INEOS ChlorVinyls
(and later CEO of INEOS Enterprises), though a tough operations guy, was willing
to listen if a good business case could be made. But overall INEOS felt that it was
not possible to make just one company out of a whole supply chain sustainable. For
a sustainability agenda to have an impact, it needed to be part of a broader European
Cross-company programme.

1%Tn the case of Vinyl 2010, the third party setting the agenda was the European Commission. For
Hydro Polymers it was The Natural Step.

' Greenpeace was pursuing other agendas.


http://www.linkedin.com/search?search=&title=Business+Director&sortCriteria=R&keepFacets=true&currentTitle=CP&trk=prof-exp-title
https://www.linkedin.com/search?search=&company=Ineos+Chlorvinyls&sortCriteria=R&keepFacets=true&trk=prof-exp-company-name
http://www.linkedin.com/search?search=&title=C.E.O&sortCriteria=R&keepFacets=true&currentTitle=CP&trk=prof-exp-title
http://www.linkedin.com/search?search=&company=Ineos+Enterprises&sortCriteria=R&keepFacets=true&trk=prof-exp-company-name
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Moreover, as INEOS was contributing so much to Vinyl 2010, any sustainabil-
ity ideas should be developed within the scope of that industry-wide initiative. At
the outset, Leadbitter didn’t see the benefits of this approach, but he gradually
came round to the idea:

Initially I felt torn. I selfishly didn’t want to hand over our sustainability approach to the rest
of the PVC industry, as I had seen how well the approach had worked to give a competitive
advantage to our own company. However, I also realised that it was the right thing to do, and
it would give us greater exposure and more credibility with customers. The more I thought
about it, the more attractive it became. We had reached a point where it would be a natural
progression for us to broaden the programme and involve the whole of the European indus-
try. I realised the benefit of capturing both approaches and demonstrating to the wider com-
munity how well it had worked for Hydro.

But the timing was bad. INEOS had taken on a vast amount of debt to fund its
many acquisitions and was badly hit by the 2008 financial crisis. Long-term deci-
sions would have to wait — cost-cutting was the first priority.
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Introduction: Issues Management - Managing
the “Responsibilities” of the Business

Gilbert G. Lenssen

This second level of management is based on an “outside-in” investigation of major
trends in the immediate and wider business environment. These trends produce
issues that exacerbate risks in the business model and the business strategy, or create
new risks thereby affecting the sustainability of the business.

Issues are related to the less formal, more implicit or even frontier expectations
within social contracts, that are vague when latent but can become more concrete as
they mature. These issues often serve as social symbols, channelling critique of
business and its perceived lack of responsibility or a lack of regulatory intervention
by public authorities in the face of global business dominance. Backlash over social
issues may appear disproportionate and helpless executives can be left bewildered
by accusations of a lack of corporate responsibility.

Issues may be mature like corruption, inequality, poverty, privacy, obesity, off-
shoring, access to medicines, resource depletion, forest destruction, climate change.
Issues may be emerging like tax avoidance and tax competition, fugitives and
migration, emissions testing and performance of cars, programmed obsolescence of
electrical and electronic products. Issues might be linked to industry structures or
even global trade conditions. (see WTO rules playing a major part in the Chap. 8
Nike case).

Adopting appropriate organisational responses to major trends in the business
environment and to the latent, emerging and maturing issues of “corporate respon-
sibility” and developing the organisational capability for timely responsiveness is
key. As a consequence, issues management should be on the agenda of top manage-
ment and boards.

Ethical issues, such as corruption are particular challenges. Corruption is a
mature issue. The past 15 years provide ample evidence of the risks of engaging in
corrupt practices. A list of the top 10 settlements (Merrill Goozner, The Fiscal
Times, December 13, 2011) reveals names (with DOJ settlements in brackets) such
as: Siemens ($1.6 billion), KBR/Halliburton ($579 million), BAE Systems ($448
million), Daimler Benz ($195 million), Alcatel Lucent ($137 million), and even
Johnson & Johnson ($70 million)
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With the anti-corruption stance of the Chinese government since 2013, compa-
nies take on significant risk in the Chinese market by not following strict anti-
corruption policies. Recent examples include GSK and Roche in 2014. The US
courts maintain vigilance in fighting corruption in America (e.g., United Continental
in 2015) as well as abroad on the basis of the FCPA (Foreign Corrupt Practices Act).
A recent example is HP, which settled out of court for alleged corruption in Poland,
Mexico and Russia in 2014.

Key Questions to Ask (Applicable to All Part IT Cases)

What are the current major trends in the business environment?

Which major issues — latent, emerging or maturing — are affecting the business
model and exacerbating the business model risks?

How is the company managing these issues: is it defensive, compliance, managerial,
strategic in approach?

How will the business model be affected in the long term by major macro trends like
climate change, resource depletion, demographic change, geo-political change,
and the way these interact and reinforce each other?

How should the company protect and enhance value in the face of these issues and
trends?

How is organisational capability and leadership developed to respond in a timely
and appropriate way?

Chapter 6: Expect the Unexpected by KPMG

Ten sustainability mega-forces will impact business over the next 20 years, requir-
ing strategic stances by businesses to cope in a timely and effective way. These
megaforces are systemically linked: climate change, volatile energy markets, mate-
rial resource scarcity, water scarcity, demographic growth, the emerging global
middle class, urbanisation, food security, declining ecosystems, deforestation.
Trend projections prepared without consideration of the entire system of mega-
forces are increasingly inadequate. The authors identify three nexuses which repre-
sent the challenges of sustainable growth which companies need to address: the
footprint nexus, the erosion nexus, the innovation nexus. A sector analysis of exter-
nal impacts and pressures to internalise costs for these is provided for the following
sectors: airlines, automobile, beverages, chemicals, electricity, food, industrial met-
als, marine transportation, mining, oil and gas, ITC.

Chapter 7: The Path to Corporate Responsibility by Simon Zadek

The key issue in this case is child labour. Child labour was rampant in Europe and
the US until the early twentieth century, merely 100 years ago. It still persisted in
small family businesses in France, Germany the UK and Italy till WWIL. It was
estimated by the ILO in 1999 that child labour still accounts for 1% of the work-
force in Europe, the US and Canada. But in Africa it accounts for 32%, in Asia 22%,
and in Latin America 17%. Nike’s suppliers used child labour which is an endemic
practice in many Asian societies. “Do not use child labour” is a simple policy
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statement which may be backed up by an ethical code for managers, but it is hard to
implement the policy. At Nike, installing a CSR department to implement compli-
ance policies was wholly ineffective. Nike went through 4 stages of organisational
learning over many years to come to a more or less positive outcome. It lost consid-
erable brand value and incurred considerable costs before it realised it had to change
its business model and rally the industry sector around a campaign to change an
international trade agreement. To its critics, Nike’s business model amounted to a
license to print money: the lowest possible cost in the supply chain, no capital
employed in production, nor in working capital thanks to just-in-time supplies, high
margins in sales and marketing with exclusively branded products. But the party did
not last forever. Impressively high profitability and returns mostly always hide high
risks in the business model which can be exacerbated by emerging issues and pose
serious threats to business sustainability .

Chapter 8: GSK: Profits, Patents and Patients by N. Craig Smith and Dawn
Jarisch

The key issue in this case is access to medicines. Access to medicines as a universal
human right is now a mature issue. Providing medicines to poorer countries at
affordable prices may make economic sense because it enhances economies of scale
in production and extends global brand reach. But it can undermine the very busi-
ness model of a pharmaceutical business which requires high margins to remunerate
extremely high investment levels in research and development before the patents
run out and the medicine becomes “generic”. High prices in developed markets can
be obtained, but practice showed how parallel trade from low margin developed
countries into the high margin Western countries undermined the integrity of the
business model. GSK needed to ensure that medicines which it provided in South
Africa at affordable prices would arrive in the clinics with the patients and not dis-
appear into parallel trade to Europe. Partnerships with NGO’s to extend its distribu-
tion chain to patients appeared to be the answer. The case also poses the question
how far a company needs to go to solve social issues. How to deal with the ever
extending demands of “corporate responsibility” is central to Issues Management.

Chapter 9: Revenue Flow and Human Rights: The Paradoxes of Shell in
Nigeria by Aileen M. Ionescu-Somers

Human rights is a key issue in this case, along with environmental harm, govern-
ment corruption and poverty. Oil companies often require 30-year payback periods
to fund the huge investments required in exploration and production. It is therefore
surprising that these companies do not take more account of the social, environmen-
tal and political issues likely to emerge over such a long timeframe. Is it the “can
do” engineering mindset? Ignorance of context issues while rolling out a business
model which was elsewhere successful? Complacency by refraining from getting
embroiled in thorny issues like civil wars? Lack of courage to stand up to corrupt
host governments? In Nigeria, Shell got almost everything wrong by ignoring the
social, environmental and political impacts of its business. In 2013, CEO Peter
Voser admitted that trouble in Nigeria continued to depress financial performance
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and announced that Shell would pull out from the Niger Delta oil production. Shell
did learn from this experience in three ways. First, it implemented a comprehensive
risk assessment model, charting all the potential costs required to mitigate these
risks, including social, environmental and political risks BEFORE a major invest-
ment decision would be taken. As a result, some highly promising projects from a
technical and (at first glance) financial perspective were abandoned. Second, envi-
ronmental and social impacts of running projects are continuously monitored and
are redressed by targeted programmes (also see chap. 15). Third, Shell became the
founding partner in EITI, Extractive Industries Transparency Initiative, an industry
wide initiative to curb corruption by governments.

Chapter 10: Ziqitza Health Care Limited: Responding to Corruption by

N. Craig Smith and Robert J. Crawford

The key issue here is clearly bribery and corruption. Are bribes to be considered as
a cost of doing business in emerging and developing countries, or is the social cost
of corruption so disruptive that it stands in the way of economic and social develop-
ment and therefore in conflict with the medium term interests of businesses? The
case illustrates the challenges of a social enterprise business in an emerging country
like India, where Ziqitza took a decisive stance to make anti-corruption part of its
brand, its value proposition and its legal policy.

The company found itself in a difficult balancing act with on the one hand a busi-
ness brand and mission to fight corruption and on the other hand a public sector
where corruption is rampant. Corruption is an ethical issue with destructive social
impacts and which is very much mature but many businesses fail to abstain from the
practice and can suffer heavy financial and reputation losses as a result.
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Introduction

For 20 years or more the world has recognized that the way we do business has seri-
ous impacts on the world around us. Now it is increasingly clear that the state of the
world around us affects the way we do business.

The resources on which business relies are becoming more difficult to access and
more costly. Increasing strain on infrastructure and natural systems is likely as pat-
terns of economic growth and wealth change. Physical assets and supply chains will
be affected by the unpredictable results of a changing climate. And businesses can
expect an ever more complex web of sustainability legislation and fiscal
instruments.

But this is not the whole story. The central challenge of our age — decoupling
human progress from resource use and environmental decline — can also be one of
the biggest sources of future success for business. More corporations are recogniz-
ing that there is value and opportunity in a broader sense of responsibility beyond
the next quarter’s results; that what is good for people and the planet can also be
good for the long term bottom line and shareholder value.

In this report, KPMG’s network of firms analyzes a system of ten sustainability
megaforces that will impact each and every business over the next 20 years. These
forces do not act alone in predictable ways. They are interconnected. They
interact.

It is important for business leaders to understand this system of forces; assess the
implications for their own organizations; and devise strategies for managing the

In this report, KPMG’s network of firms analyzes a system of ten sustainability megaforces that
will impact each and every business over the next 20 years.
These forces do not act alone in predictable ways. They are interconnected. They interact.
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risks and harnessing the opportunities. We can never know the future. But it is good
business sense to be prepared for the possibilities: to expect the unexpected.

This report cannot provide all the answers, and does not set out to, but it does
suggest approaches that we at KPMG believe will help to build business value in a
changing world.

Global Sustainability Megaforces Will Affect the Future
of Every Business

For this report dozens of forecasts have been analyzed to identify the changes that will have
the greatest effects on business

Over the next 20 years businesses will be exposed to hundreds of environmental
and social changes that will bring both risks and opportunities in the search for
sustainable growth.

For this report dozens of forecasts have been analyzed to identify the changes
that will have the greatest effects on business.

The result is a set of ten global sustainability megaforces that we believe will
impact every business over the next two decades. They are:

¢ Climate Change: the one global megaforce that directly impacts all others dis-
cussed in this report. Predictions of annual output losses from climate change
range between 1% per year, if strong and early action is taken, to at least 5% a
year if policymakers fail to act.

* Energy & Fuel: fossil fuel markets are likely to become more volatile and
unpredictable because of higher global energy demand; changes in the geograph-
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ical pattern of consumption; supply and production uncertainties; and increasing
regulatory interventions related to climate change.

e Material Resource Scarcity: as developing countries industrialize rapidly,
global demand for material resources is predicted to increase dramatically.
Business is likely to face increasing trade restrictions and intense global compe-
tition for a wide range of material resources that become less easily available.
Scarcity also creates opportunities to develop substitute materials or to recover
materials from waste.

e Water Scarcity: it is predicted that by 2030, the global demand for freshwater
will exceed supply by 40 per cent.! Businesses may be vulnerable to water short-
ages, declines in water quality, water price volatility, and to reputational chal-
lenges. Growth could be compromised and conflicts over water supplies may
create a security risk to business operations.

e Population Growth: global population is predicted to be 8.4 billion by 2032 in
amoderate growth scenario.? This growth will place intense pressures on ecosys-
tems and the supply of natural resources such as food, water, energy and materi-
als.? Businesses can expect supply challenges and price volatility as a result. This
is a threat, but there are also opportunities to grow commerce, create jobs, and to
innovate to address the needs of growing populations.

e Wealth: the global middle class (defined by the OECD as individuals with dis-
posable income of between US$10 and US$100 per capita per day)* is predicted
to grow 172% between 2010 and 2030.° The challenge for businesses is to serve
this new middle class market at a time when resources are likely to be scarcer and
more price-volatile. The advantages many companies experienced in the last two
decades from ““cheap labor” in developing nations are likely to be eroded by the
growth and power of the global middle class.

e Urbanization: in 2009, for the first time ever, more people lived in cities than in
the countryside.® By 2030 all developing regions including Asia and Africa are
expected to have the majority of their inhabitants living in urban areas’; virtually

"'United Nations Environment Programme. (2011). Towards a Green Economy: Pathways to
Sustainable Development and Poverty Eradication.

2United Nations, Department of Economic and Social Affairs, Population Division, (2011). World
Population Prospects: The 2010 Revision.

3Behrens, A. et al. (2007). The material basis of the global economy. Worldwide patterns in natural
resource extraction and their implications for sustainable resource use policies. Ecological
Economics 64.

4Kharas, Homi. (2010). OECD Development Centre Working Paper No. 285: The Emerging
Middle Class in Developing Countries. January 2010.

>Tbid.

¢UN Habitat. (2009). Global Report on Human Settlements 2009: Planning Sustainable Cities.
London, UK and Sterling, VA, USA: United Nations Human Settlements Programme (UN-Habitat).
7UN Habitat. (2010). State of the World’s Cities 2010/2011 — Cities for All: Bridging the Urban
Divide.
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all Population Growth over the next 30 years will be in cities. These cities will
require extensive improvements in infrastructure including construction, water
and sanitation, electricity, waste, transport, health, public safety and internet and
cell phone connectivity.

e Food Security: in the next two decades the global food production system will
come under increasing pressure from megaforces including Population Growth,
Water Scarcity and Deforestation. Global food prices are predicted to rise
70-90% by 2030.® In water-scarce regions, agricultural producers are likely to
have to compete for supplies with other water-intensive industries such as elec-
tric utilities and mining, and with consumers.

* Ecosystem Decline: historically, the main business risk of declining biodiversity
and ecosystem services has been to corporate reputations. However, as global
ecosystems show increasing signs of breakdown and stress, more companies are
realizing how dependent their operations are on the critical services these eco-
systems provide. The decline in ecosystems is making natural resources scarcer,
more expensive and less diverse; increasing the costs of water and escalating the
damage caused by invasive species to sectors including agriculture, fishing, food
and beverages, pharmaceuticals and tourism.

* Deforestation: Forests are big business. Wood products contributed $100 bil-
lion per year to the global economy from 2003 to 2007 and the value of non-
wood forest products (mostly food) was estimated at US$18.5 billion in 2005.
Yet forest areas are predicted to decline by 13% from 2005 to 2030, mostly in
South Asia and Africa.® The timber industry and downstream sectors such
as pulp and paper are vulnerable to potential regulation to slow or reverse
deforestation. Companies may also find themselves under increasing pressure
from customers to prove that their products are sustainable. Opportunities may
arise through market mechanisms and incentives to reduce the rate of
deforestation.

These cities will require extensive improvements in infrastructure including construction,
water and sanitation, electricity, waste, transport, health, public safety and internet and cell
phone connectivity.

$Oxfam International. (2011). Growing a Better Future: Food justice in a resource-constrained
world.

?OECD. (2008). OECD Environmental Outlook to 2030.
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The Systems Approach to Sustainability: Planning for Change

Existing projections provide some insights about a possible future, but should not
be relied upon to provide the whole story. Many predictions extrapolate current
rates of change without taking full account of the fact that sustainability megaforces
reinforce, compete with, or balance the effects of others.

For example, increasing wealth and the growth of the global middle class will
accelerate demand for consumer goods and services, putting further pressure on the
natural and material resources needed to produce them. Regional freshwater avail-
ability could struggle to keep pace with the agricultural production necessary to
feed the growing population. Urbanization predictions generally do not account for
the potential impacts of climate change refugees migrating from areas where water
and food scarcity hit hardest. Food production projections rarely factor in deterio-
rating soil quality and the competing demands for agricultural land.

Trend projections prepared without consideration of the entire system of sustain-
ability megaforces no longer provide an adequate basis for strategic business
decisions.

Systems thinking around sustainability embraces the entire structure of mega-
forces rather than its individual constituents. It is an important way to assess and
manage new risks and uncover risks that were previously unidentified. For example,
acompany may understand its direct dependency on water, but may not have thought
about how the supply of its material resources could be impacted by increasing
water scarcity.

Companies may already be using systems thinking, for example in strategic
planning, revenue management or supply chain planning but in KPMG’s view it
should be applied as part of a proactive sustainability strategy.
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Trend projections prepared without consideration of the entire system of megaforces no
longer provide an adequate basis for strategic business decisions.

The Nexus Approach

The nexus approach has been widely used by the World Economic Forum and oth-
ers to explore the driving forces behind the challenge of water security.

For the purposes of this report we have developed three nexuses which together
represent the challenges of sustainable growth. KPMG believes companies will
benefit from exploring these nexuses in their own organizational context.

The Footprint Nexus

The forces behind mankind’s escalating “footprint” on the planet are interlinked
through a complex network of relationships. The Footprint Nexus is a useful plan-
ning tool to help business leaders envision the future world and market conditions
they will be operating in and to develop appropriate strategies (Fig. 6.1).

For the purposes of this report we have developed three nexuses which together represent
the challenges of sustainable growth.

The Erosion Nexus

The Erosion Nexus helps executives to explore in greater detail the many challenges
and opportunities their businesses could face as a result of the interactions between
sustainability megaforces. By considering the full system of megaforces, executives
are more likely to avoid sustainability “quick fixes” that can result in unforeseen
problems and greater risks later on (Fig. 6.2).

The Innovation Nexus

The Innovation Nexus is an example of how executives can use the systems approach
to develop business opportunities by innovating solutions to sustainability prob-
lems. This example suggests that sustainable lifestyles, ecological restoration,
renewable energy, resource productivity, and the use of ICT to create “smart” cities,
are among the key innovations required to avoid dangerous levels of climate change
(Fig. 6.3).
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o mmm = Opposite Direction
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Fig. 6.1 The Footprint Nexus (Source: KPMG (2012). Expect the Unexpected: Building business
value in a changing world)
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S mmm = Same Direction
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Fig. 6.3 The Innovation Nexus (Source: KPMG (2012).Expect the Unexpected: Building busi-
ness value in a changing world)
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Global Sustainability Megaforces: A Sectoral View

It is prudent for companies to expect to pay in the future a rising proportion of their external
environmental costs.

Over the next 20 years there is likely to be increasing pressure for the price of
resources, products and services to reflect the full cost of their production including
the cost of environmental impacts. Such pressure is likely to grow as governments
address the effects of sustainability megaforces.

Possible futures include the removal of subsidies on input commodities (such as
fossil fuels and water) and the wider introduction of mechanisms to increase the
cost of environmentally damaging outputs.

It is therefore prudent for companies to expect to pay in the future a rising pro-
portion of their external environmental costs which today are often not shown on
financial statements.

Costs of Environmental Impacts Are Doubling Every 14 years
e Data provided by Trucostand analyzed for this report suggests that the external

environmental costs of 11 key industry sectors (including upstream supply chain)
rose by 50% between 2002 and 2010, from US$566 billion to US$854 billion.'°

9For the purposes of this report, Trucost, an independent environmental research agency, has
provided a data set based on the operations of over 800 companies between 2002 and 2010 (2010
being the most recent available data) and representing 11 sectors. In this analysis Trucost converts
22 environmental impactsinto financial value, drawing upon current environmental-economic
research. They include greenhouse gases, water abstraction and waste generation. Together these
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e The sectors analyzed were: Airlines; Automobiles; Beverages; Chemicals;
Electricity; Food Producers; Industrial Metals & Mining; Mining; Marine
Transportation; Oil & Gas; Telecommunications & Internet (defined in line with
the Industry Classification Benchmark system).!!

e The data suggests that the external environmental costs of business operations
are doubling every 14 years: a rate that is unlikely to be sustainable even in the
medium-term.

Value at Stake: Sectors Could See Profits Lost

e External environmental costs could account for a considerable proportion of
earnings (EBITDA) and thus represent significant business value potentially at
stake: across the 11 sectors, the average external environmental costs per dollar
of earnings would have been approximately 41 cents in 2010 (Fig. 6.4).

e According to the data, Food Producers had the largest external environmental
cost footprint of the 11 sectors in 2010 at US$200 billion, followed by Electricity
at US$195 billion and Oil & Gas at US$152 billion.

e External environmental costs of the Food Producers could outweigh the sector’s
entire earnings. For five other sectors (Electricity, Industrial Metals, Mining,
MarineTransportation and Airlines) environmental costs could account for more
than half of earnings.

Exposure Reduced But Driven Mostly by Rise in Earnings

e For most sectors covered in this report, earnings rose far more steeply than exter-
nal environmental costs over the period 2002-2010, thereby reducing the propor-
tion of EBITDA at risk (average external environmental costs across the 11
sectors would have accounted for 91 cents for every US dollar of earnings in
2002 vs 41 cents in 2010) (Fig. 6.5).

22 indicators represent the bulk of the environmental footprint for most companies. The physical
totals of these inputs and outputs are converted into financial values and aggregated to achieve a
total environmental cost value. These costs, which for the most part do not appear on corporate
financial statements, are known as external environmental costs.

EBITDA data come from independent financial data providers and are checked by Trucost
analysts against company financial statements.

The conversion of environmental impacts into dollar sums of external environmental cost is a
relatively new practice but one that is gaining momentum. The data is not yet 100 percent exact and
for this reason the analyses should be taken as indicative rather than absolute.

!1See http://www.icbenchmark.com/


http://www.icbenchmark.com/
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e The only sector of the 11 to demonstrate an absolute reduction in its external
environmental costs over the 8-year period was Automobiles, which achieved a
drop of 14% against an earnings increase of 22% over the period.

e Chemicals recorded a minimal rise in environmental costs of 2.5%. Electricity
was the third lowest in terms of growth in environmental costs over the period,
with an increase of 16%.

Environmental Intensity: A Clearer Picture

e Relative performance of sectors was explored by calculating how their environ-
mental intensity (external environmental costs per US dollar of earnings) has
changed between 2002 and 2010.

e Industrial Metals has achieved the greatest improvement of the 11 sectors in
terms of its environmental intensity, however the sector’s significant growth in
earnings over the period helped it to gain this position (Fig. 6.6).

Mining has achieved a similar improvement in its environmental intensity but has also
recorded the largest increase of all 11 sectors in its external environmental costs.

e Mining has achieved a similar improvement in its environmental intensity but
has also recorded the largest increase of all 11 sectors in its external environmen-
tal costs.

e A cluster of sectors — Automobiles, Chemicals and Electricity — have improved
their environmental intensity while also achieving negative or low growth in the
external environmental costs they incur. This suggests that these three sectors are
coming the closest to decoupling their economic growth from environmental
impact.

e Food Producers and Beverages have shown the lowest rates of environmental
intensity improvement. Food Producers is the only one of the 11 sectors that,
according to the data, has not improved its environmental intensity at all over the
last 8 years.

Perceptions of Sectoral Risks and Readiness to Deal with Them

e KPMG has analyzed more than 60 sector reports and aggregated their findings
on the sustainability risks faced by individual sectors and the readiness of busi-
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nesses to deal with those risks.'? Given the methodology used, the risk exposure
and readiness levels presented here are perceived, rather than actual and so find-
ings should be taken as indicative not absolute.

e The two sectors perceived as being at highest risk from sustainability mega-
forces, but least ready are Food Producers and Beverages. This supports the find-
ings of the environmental intensity analysis which shows they have made the
least progress in reducing their environmental intensity while their exposure to
environmental cost is growing rapidly.

e The Automobiles and Telecommunications & Internet sectors are perceived as
being the least at risk and the most ready.

e The cluster of sectors in the center of the risk-readiness matrix indicates that
perceived sustainability risk remains high for Oil & Gas, Electricity, Mining &
Metals and Airlines. Electricity is seen as the most ready among these (Fig. 6.7).

12The risk types assessed were: Physical; Competitive; Regulatory; Reputational; Litigation; and
Social.

Physical Risks include the risk of damage to physical assets and supply chains from climate
change-related weather events and exposure to long-term environmental trends, such as variations
in water availability or rising sea levels. Competitive Risks include the risk of exposure to cost
increases or cost volatility of key input commodities such as energy, fuel, water and agricultural
products as well as exposure to shifts in market dynamics. Regulatory Risks include the risk of
increased costs and complexity for business from policies and regulations designed to limit the
long-term effects of sustainability megaforces. Examples include carbon taxes, emissions trading
systems and fuel tariffs. Reputational Risks include the risk of damage to corporate reputation
and brand value among stakeholders when a company is perceived as failing to act appropriately
in response to sustainability challenges. Litigation Risks include the risk of litigation over envi-
ronmental damage or insufficient corporate disclosure on sustainability. Social Risks include the
risk of serious disruption to business operations and supply chains due to the societal effects of
sustainability megaforces. Examples include mass migration as “climate refugees” try to escape
the worst impacts of climate change; conflicts over scarce resources such as water; and civil unrest
driven by population growth and wealth inequality. The level of sector readiness was also assessed
using data gathered for the KPMG International Survey of Corporate Responsibility Reporting
2011.
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Call to Action: Business Strategies & Policy Formation

Without action and planning for the complex future that lies ahead, risks will multiply and
opportunities will be lost.

With potentially far reaching impacts on the horizon as a result of global sustain-
ability megaforces, businesses and policymakers together must take strategic deci-
sions now and promote changes in long term thinking. Without action and planning
for the complex future that lies ahead, risks will multiply and opportunities will be
lost.

Sustainable growth requires action from both economic sides: supply and
demand. The supply side must make more with less, increasing resource efficiency
and minimizing the environmental footprint of processes and operations. The
demand side must make less do more, managing growing demand for goods and
services, while addressing pressure on dwindling natural resources.

Recommendations: The Essentials of Business Action

Global sustainability megaforces will mean constraints, complexity and risks for
business. But business leaders can do much more than simply survive the risks.
With foresight and planning they can turn risks into new opportunities and pioneer
actions to prepare for an uncertain future:

e Understand and assess risks. Businesses are advised to use Enterprise Risk
Management tools and sustainability systems thinking to (a) assess and under-
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stand future risks from sustainability megaforces and (b) define responses to deal
with them through efficiency, substitution or adaptation.

e Use integrated strategic planning and strategy development. Strategic plan-
ning for sustainability requires the involvement of the business management and
should encompass a wide range of corporate functions.

e Turn strategic plans into ambitious targets and actions for energy and
resource efficiency, sustainable supply chain management, innovation and access
to new markets for greener products and services.

Explore tax incentives tailored to alternative energy, energy efficiency and other
areas related to sustainability.!?

e Measure and report on sustainability. Sustainability reporting, although
largely still unregulated, will become increasingly important in the future.
Integrated reporting, where sustainability information is included in the full pic-
ture of the company’s business performance, is a growing trend. For integrated
reporting companies need to build a framework for sustainability reporting pro-
cesses, stronger information systems and appropriate governance and control
mechanisms on a par with those currently used in financial reporting.

¢ Seek collaboration with business partners on sustainability issues. This will
be critical to increase leverage and improve the cost-benefit ratio of action.

* Build strategic partnerships: seek opportunities for genuine dialogue with the
governments and demonstrate new and innovative approaches to Public-Private
Partnerships. Improved dialogue could focus on economic instruments and mar-
ket barriers that could be reduced to make sustainable business operation easier
(Fig. 6.8).

Recommendations: The Essentials of Government Action
towards Sustainability

Policymakers are urged to deliver the overarching policy goals that will be crucial for busi-
ness to make a timely transition towards a sustainable society.

The global sustainability megaforces of the coming decades will bring shocks
and surprises. As governments in all regions will be called upon to take more steps
to limit or reverse negative environmental and social impacts, businesses will be
confronted with an ever more complex web of sustainability-related fiscal instru-
ments and legislation. Policymakers are urged to deliver the overarching policy
goals that will be crucial for business to make a timely transition towards a sustain-
able society.

BKPMG (2011). KPMG International Survey of Corporate Responsibility Reporting 2011.



126 KPMG International
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Fig. 6.8 Global sustainability megaforces — Addressing the risks while realizing the
opportunities

e Continuity and coherence in policy: Clear, well planned and secure govern-
ment policies are crucial for scaling-up investment and facilitating the transition
to green economy. Strong collaboration across governmental bodies and minis-
tries on sustainability issues will be key.

* Reducing complexity in policy: Reducing regulatory complexity and improv-
ing transparency is another key area for action, as businesses frequently cite
regulatory complexity as one of the main sources of risk and uncertainty sur-
rounding sustainability.

* Coordinated international collaboration: Multilateral coordination across
countries and regions, particularly for carbon markets and any future climate
treaty, is needed to reduce regulatory complexity.

e Creation of enabling “green’ investment environment: Policymakers need to
remove barriers to green investment and establish the essential enabling condi-
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tions in all areas: national-level regulations, policies, subsidies, incentives and
legal frameworks, as well as international market, legal infrastructure, trade pro-
tocols and development aid measures. In creating an enabling environment, gov-
ernments must seek to use a variety of policy tools — including taxation.

e Increased collaboration with private sector through Public Private
Partnerships (PPPs): If properly designed, PPPs can provide an effective archi-
tecture for promoting sustainability in a way that mobilizes private sector finance,
rather than relying on public funding alone.

Business and Government Working Together: Public- Private
Partnerships as a Tool for Green Growth

To achieve their strategies, governments need corporations to provide low-carbon
and green technology, the skills to deploy and operate it, and the funds of financiers
to invest in delivering it. Given that many national budgets remain stretched as a
result of the global financial crisis, the conditions seem ripe for the wider introduc-
tion of PPP structures using private finance.'*

KPMG has engaged in many PPPs over the past 15 years. Based on this experi-
ence, the key points for developing successful PPPs are'>:

e The PPP process cannot be rushed — it takes time to develop properly;

e PPPs sometimes require significant upfront costs, but meeting these costs will
make it much more attractive, particularly if investors can see that the right
resources have been applied;

e Governments must play an active role in monitoring and regulating the project;

e PPP structures must be designed to include clear and formal methodologies for
reviewing contracts over the term of the project (particularly those that last
10-30 years or more);

e A single-minded focus is essential for developing transparent and competitive
procurement procedures.

Imperatives for Achieving Sustainable Growth

The transition to a sustainable economy is possible, but it requires widespread
global support from businesses, governments and civil society. This transition
requires solutions that address both how and which goods and services are
produced. Both the public and private sectors have a vital role to play and a coordi-
nated approach holds the key to success (Fig. 6.9).

14United Nations Framework Convention on Climate Change Secretariat (2007). Investment and
Financial Flows to Address Climate Change. Bonn.

BSKPMG (2011). Insight — Urbanisation: The massive challenge facing cities and innovative ways
it’s being addressed
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The transition to a sustainable economy is possible, but it requires widespread global sup-
port from businesses, governments and civil society.

Disclaimer Throughout this document, “KPMG” [“we,” “our,” and “us”] refers to KPMG
International, a Swiss entity that serves as a coordinating entity for a network of independent mem-
ber firms operating under the KPMG name, KPMG’s Climate Change and Sustainability practice,
and/or to any one or more of such firms and/or to KPMG’s Climate Change and Sustainability
practice. KPMG International provides no client services.
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Simon Zadek

2020 Vision - In Retrospect

The death of 1129 workers resulting from the collapse of the Rana Plaza garment
factory in Bangladesh on 24th April 2013 may well mark the end of an era of cor-
porate responsibility, and perhaps the onset of a next generation of activities involv-
ing different and improved instruments and activities.

Almost two decades of intensive engagement with the apparel and textiles sector
in efforts to improve labor standards have delivered a multitude of principles, com-
mitments, codes, auditing and disclosure mechanisms, as well as a veritable indus-
try of business-led, civil society and multi-stakeholder initiatives (Zadek 2000).
Such investments, in the main, were made in good faith by all parties seeking to
improve worker conditions. Broadly they fell within the envelope of the prevailing
features of global value chains that leverage international cost differentials to ben-
efit consumers and the globally integrated enterprise. There is no doubt that the
approach delivered some tangible benefits to all. Capitalism was not tamed, but
these tangible benefits brought with them a sense of optimism that companies and
markets could be encouraged without the need to engage the state as regulator to
internalize and so mitigate at least some, hopefully the most serious, negative social
and environmental externalities.

Such so-called “civil regulatory” (Zadek and Forstater 1999) approaches blos-
somed throughout the end of the 1990s and the noughties, and spread like wildfire
from the test-bed of apparel and textiles to virtually every visible sector, from codes
governing big pharma’s clinical trials to the extraction and sale of gold and dia-
monds to the rise of sustainability-focused certification for everything from palm oil
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to salmon and soya (Grayson and Nelson 2013). Although each with their unique
aspects, the underlying ‘pathways to corporate responsibility’ looked remarkably
similar:

1. Brand leaders were publicly accused of profiting from poor ethical practice, or at
best negligence;

2. Such companies eventually sued for peace, seeking to bring in their, equally
vulnerable, competitors in creating coalitions that established non-statutory rules
that would appease their more engaged critics;

3. Such rules would be implemented subject to accountability mechanisms gener-
ally focused on public disclosure and the on-going threat of civil re-action to
substandard performance;

4. Growing attempts by coalition members to bring in other parts of the industry,
both to extend the societal benefits and to level the competitive playing field;

5. Eventually in many instances statutory enforcement would be seen positively as
the costs and limitations of maintaining a purely voluntary approach became
increasingly apparent on all sides.

Apparel and textiles was not the first sector to be subject to such approaches,
there is a long and noble history, from anti-Apartheid civil sanctions through to the
long and perhaps ever-lasting baby milk campaign targeted particularly at Nestle
(Zadek et al. 1998). Yet there has been a particular cache associated with actions
associated with the apparel and textiles sector. This special role of this sector arose
because of it’s intensity and scale, the often-controversial involvement of the inter-
national trade union movement, the linkage to international trade agreements, and
ultimately the iconic importance of the sector in the classical industrialization path-
way of many developing countries.

Such efforts yielded some positive results for many workers in premium product
value chains, as well as protecting the premium brands most vulnerable to the public
eye. Yet the events of April 2013 in Bangladesh highlighted in terrible fashion the
limits of such approaches. The end of the Multi-Fiber Arrangement in 2005, a
sector-specific trade access agreement, led to a rapid consolidation of Bangladesh’s
role in the global value chain. Cost considerations dominated the growth of
Bangladesh sourcing, with brand buyers increasingly willing to turn a blind eye to
endemic transgressions of their own code commitments. Two years on from the
disaster, the restitution by brands and the government of Bangladesh, both to the
families of the victims and more broadly in improving labor conditions, has fallen
short of both commitments and even modest expectations. The funds established to
serve the needs of those directly impacted have remained under-filled and inade-
quately disbursed, echoing experience subsequent to the Bhopal disaster and else-
where. There is little evidence, furthermore, of systematic improvements in labor
conditions in Bangladesh.

Unexpectedly, at least for some, these market dynamics, underpinned by
Bangladesh’s failure to enforce its own labor laws, has seriously damaged confi-
dence in voluntary labor and perhaps broader sustainability standards. That is not to
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say that they do not continue to make a difference to specific groups and circum-
stances. Furthermore, it is not to say that they should not be encouraged to deliver
what they can. However, it is to raise the inconvenient truth for many of us that have
invested over decades in making them work the question of how much they can
really deliver in the bigger scheme of things.

It is in the light of such experience that the usefulness of the method and mes-
sages contained in my article ‘Pathways to Corporate Responsibility’, published in
2004 by the Harvard Business Review, needs to be considered (Zadek 2004).
Anecdotal evidence suggests that the article has been used productively to model
industry-wide, individual company progress, as well as broader societal processes,
as well as being used in business education (Zadek 2006). At the same time, civil
society actors with a more aggressive, skeptical or cynical attitude have pointed to
the dangers of the arguments underlying this and comparable articles as promoting
corporate white and green-washing. Whilst my personal attitudes or interests are not
relevant here, what is interesting is whether the underlying micro-to-macro learning
framework proposed in the article remain relevant and if so how. Ultimately, should
it be dismissed in the face of available evidence. Addressing these questions is the
focus of this paper, which reside within a wider analytic lens of whether and if so
when and how corporations are “titans or titanics” in the struggle for an inclusive,
sustainable economy (Zadek 2012).

The next section,“Pathways to Corporate Responsibility”, briefly reviews the
framework presented in the original article, providing examples of its application in
practice. The third section, “Critical Analysis of Pathways Framework™ provides a
critique of the framework, drawing on discussions and experience both with aca-
demics and practitioners subsequent to its publication. The final section, “The Civil
Corporation” draws some basic conclusions and looks forward to how the micro-to-
macro learning framework might be evolved to work more effectively.

Pathways to Corporate Responsibility

Companies don’t become model citizens overnight. Nike’s metamorphosis from the poster
child for irresponsibility to a leader in progressive practices reveals the five stages of orga-
nizational growth.

Typically for an HBR article, this two-line kick off suggested a focus on the
company’s growth and ultimately financial success. Whilst not wrong, the full and
more ambitious purpose of the article was to explore the complex and arguably
more enduring issue of the learning dynamic between a company and its shifting
societal context.

The heartland of the article set out a simple framework that connected five stages
of organizational development with an equivalent set of societal learning stages. Set
against each other (Exhibit 7.1) for any specific issue, such as labour standards, the
article suggested that one might track and even predict the course of events as com-
panies and societies evolve their appreciation of an issue and the associated locus of
accountability.
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Exhibit 7.1: Corporate and Societal Learning

* For companies, they moved from a stage of denial that the issue in question was
their legitimate concern to a point in time when it was firmly embedded in the
very fabric of the markets within which they operated, whether through volun-
tary or statutory action, or some combination of the two.

* Simultaneously, society went through its own learning experience, starting with
low awareness of the issue, and gradually evolving to a stage where it demands
that business should be held accountable for related outcomes.

Set against each other on a two-dimensional plane, the framework suggested that
a company would be increasingly at risk if it failed to evolve through its staged
learning in the face of growing societal demands. For example, energy companies
refusing to acknowledge the role of carbon emissions in global warming might for
a long time be safe given the immature state of the associated debate and science,
but would eventually be challenged through pubic debate. Ultimately, they could
find themselves on the wrong side of policy developments, and perhaps even face
the consequences of their denial in court. The framework indicated that companies
could proactively design pathways along which they managed their scope of visible
accountability for broader societal issues in ways that were consistent with the
demands of their (ever-changing) stakeholders. In this way they could more effec-
tively manage their risks, which should over time benefit their financial bottom line.
Energy companies, to continue the case in point, which joined forces with those
fighting for ambitious, international efforts to address climate change would find
themselves on the right side of public opinion, and potentially benefit from first
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mover opportunities in advancing cleaner technologies, perhaps by shaping such
markets though collaborative initiatives that leveraged enabling consumer and
investor and policy responses.

Suggesting such linear, two-dimensional, non-reversible pathways was always
going to be a simplification at best, a matter to which we will return in section three.
First, however, it is useful to highlight possible uses of the framework. Below are
outlined three such uses: for public debate, internal to a major company, and the
third used for management consulting and linked to business school teaching. On
the first, it is interesting to note the comparative Apple-Nike mapping offered in the
face of Apple’s first encounter with civil regulatory pressure over labour standards
in its Taiwanese, mainland-China based supplier, Foxconn (Exhibit 7.2). The map-
ping sought to demonstrate Apple’s lagging but closely tracking practice compared
to Nike’s formative experience almost a decade previously. Whilst in no sense a
scientifically robust comparison, it does suggest that over time and between differ-
ing contexts, the same evolutionary patterns can emerge. Sadly, it also suggests in
some instances limited meta-learning even when, as in this case, some of the same
civil society organisations were involved in both cases, such as the Fair Labour
Association, and indeed in some instances even the same individuals.

On the second, use has been made of the tool to establish progress measurement
across diverse business units and for the business as a whole for the company in
question, the AXA Group. (Exhibit 7.3). The French insurance company has used
the tool over a number of years to develop a relatively detailed scoring system that
it applied annually to several dozen business units across the world. The scoring
system is then linked to a planning, budgeting and senior management reporting
process. In this instance, the company’s corporate responsibility team had engen-
dered a degree of friendly competition between business units, reinforced by the
fact that the results of the annual scoring was presented to, signed off by, the com-
pany’s senior management team.

As a final illustration, the framework has been adapted by myself for use in a
strategic management consulting context, an approach subsequently exposed
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through a course entitled ‘Business Performance and Sustainability’ delivered at
Tsinghua School of Economics and Management in Beijing, as well as through a
course entitled ‘“Tri-Sectoral Collaboration’ delivered at the Singapore Management
University. The approach (Exhibit 7.4) below for the case of General Electric, maps
the inter-connectivity between product innovation (bottom left hand) and public
policy goals. In this case, the societal and organizational learning and engagement
is implicit to the analysis of the nexus between product, policy and brand.



7 Pathways to Corporate Responsibility - Revisited 139

Critical Analysis of Pathways Framework

The framework presented in the original HBR article embodies some important,
simplifying assumptions that are worthy of greater exploration. Implied in the
framework is a linearity and apparent non-reversibility of the organizational and
societal learning. Clearly this is an inadequate reflection of reality, and may be a
problematic over-simplification. For example, the Bangladesh case of apparel and
textiles provided in the opening part of this essay demonstrates the dangers of
assuming continuous improvement. Indeed, not only are reversals possible, but also
possible is a simple levelling out or capping of improvements, such as we have wit-
nessed in the area of anti-corruption, despite a decade of intensive, international
efforts through a combination of collaborative and legislative approaches. The case
can be made, at least for some corporate examples, that companies can lead on
aspects of responsible business practices for a period of time, and then decline in
energy, leadership and positive outcomes. BP provides a case in point, which under
John Brown’s leadership opened new avenues for corporate responsibility in the
field of anti-corruption through its role in forming the Extractive Industry
Transparency Initiative (EITI) and climate change, and his infamous Stanford
School speech on the influence of fossil fuel use in climate change. Today, however,
following a series of unfortunate and often self-inflicted disasters, the company is at
best an ailing oil and gas-focused multinational that has essentially no leadership
role in shaping tomorrow’s energy transition, let alone the broader global political
economy. Similar arguments can be presented for earlier iconic ethical brands such
as The Body Shop and Ben & Jerry’s, and perhaps in the future will be relevant for
today’s leaders (Zadek 2012).

Further limitations of the framework, at least in its published form, can be under-
stood best through a game-theoretic lens. The framework is focused on market-
societal dynamics that encourage pre-competitive and collectively-competitive
collaborative advantage, that in turn may lead to changed market conditions that
reward more responsible behaviour. Whilst there are many such cases, such a path-
way is certainly not the only option. Under some circumstances, positively, the need
for collaboration to create the potential for first mover advantages in overcoming
negative societal externalities becomes redundant in the face of positive market
dynamics. The falling cost of solar is a case in point, as the earlier need for public-
private collaboration to overcome cost disadvantages is superseded by the simple
dynamic of market-based competitiveness. In other instances, free riding makes
collaboration less advantageous and in the limit undermines such approaches.
Financing coal-fired power stations is a case in point, where international coopera-
tion in cutting off financing for carbon-intensive power generation has been under-
mined by sources of finance unwilling to impose such restrictions. In fact, the case
of Bangladesh is a great illustration of the destructive power of free riding in that
many brand companies concluded that they could not afford not to source in
Bangladesh given the associated cost advantages.
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The point here is not that the published version of the framework is wrong per se.
It is that it is a simple modelling of what is at its core a complex dynamic between
market, policy, political and broader societal forces. The challenge with such mod-
els is of course to ensure that it has value because and despite such simplifications,
and so does not dilute the power of more specific, evidence based analysis.

The Civil Corporation

The strengths and weaknesses of the framework can be still better understood by
adding political economy to that of competitiveness and strategy analysis. The orig-
inal HBR article was informed by the thinking expressed in an earlier piece of writ-
ing, The Civil Corporation. Finalised in early 2000, its opening lines highlight its
focus on a business’ degrees of freedom to act, and enabling capabilities:

Judging and ultimately guiding corporate performance requires an examination of whether
a business is doing what it can do given its range of external options and internal competen-
cies. Internally, this concerns the formal, explicit policies and processes, organizational
cultures and values, and patterns of leadership. Externally, this is a question of the multitude
of business drivers, from direct, short-term market pressures through to longer-term strate-
gic challenges and opportunities.

A business’s contribution to sustainable development therefore needs to be understood
in terms of its viable options and what it makes of them. Internal and external factors
together create a spectrum of possibilities at any point in time — that define a corporation’s
practical scope for making decisions between viable choices. Whether and how a corpora-
tion acts within its degrees of freedom must be the test of responsibility, and indeed the
basis on which management decisions are framed.

These are the fundamentals of the civil corporation. A corporation that is said to be civil
is understood here as one that takes full advantage of opportunities for learning and action
in building social and environmental objectives into its core business by effectively develop-
ing its internal values and competencies (Zadek 2001; italics added)

Reflecting 5 years later in a new introductory chapter to the second edition of the
same book, that is, after the publication of the HBR article, my argument focused
more on the tougher issue of accountability as compared to the softer processes of
engagement and collaboration, and the linkages between business accountability
and the broader political economy:

Extending accountabilities of business place it and the state increasingly on a par with each
other in key respects. We see a convergence in their legitimacies despite their very different
historical foundations, one in security, mediation and political representation and the other
through their production of material needs and returns to finance capital. Such a conver-
gence is accelerated by several factors, including the declining legitimacy of traditional
electoral routes to the politics of representation, the emerging political empowerment of
citizens through their roles in markets, notably as owners of capital, and the growing preva-
lence and visibility of complex partnerships involving public and private actors tasked to
deliver public and indeed private goods (Zadek 2007).

That is, the process simply described in the framework could lead to fundamental
changes in societies’ institutional landscape. Notable in this could be the unintended
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erosion of the specialized distinctions of market and non-market actors and their
associated basis of accountability and legitimacy, particularly as businesses became
legitimate partners in the development of market-governing rules. Such concerns
are far from pure theory. It lay at the heart of heated public debate, for example, as
to whether the now-collapsed trans-Asian and trans-Atlantic trade agreements being
proposed by the US should allow for businesses to directly challenge the legality of
government’s rights to impose laws within their own sovereign jurisdiction through
a distinct dispute mechanism established independently of, and not subject to review
by, any one state’s judicial process.

Such a political economy lens is very much on the radar of senior executives of
companies whose political influence has become visibly greater in the face of mar-
ket concentration, globalization and economic and financial muscle. It has proved
uncomfortable to many energy and mining companies, for example, that the EITI
essentially uses them as conduits to improve the public accountability of, in the
main democratically elected, host governments. Similarly for the Global Network
Initiative, that seeks to leverage the brand sensitivity of companies like Microsoft,
Google and Facebook to call into question the rights of governments to acquire
information about citizen’s using the internet.

In effect, the pathways to corporate responsibility presented in the framework
suggest a growing tension between the ‘intensive’ and ‘extensive’ basis of account-
ability. The former, in a corporate context, concerns the primacy of financial share-
holders, typical of Anglo-Saxon corporate governance approaches. Extensive
accountability, on the other hand, provides for accountability to multiple interests,
that could indeed go well beyond requirements imposed through the rule of law. Far
from reducing companies’ competitive dynamics, this tension extends its scope and
places new pressures on the modern corporation that can only be met through the
development and application of new capabilities and indeed forms of
accountability.

Such reflections led me to reflect, 5 years further on, in 2012, whether there was
now a need for:

A ‘public fiduciary’ (7o) replace the current, narrow focus of corporate governance of opti-
mizing solely in favour of financial stakeholders. The dominant corporate governance
model for publicly-listed companies, broadly the Anglo-Saxon approach, would be over-
turned in favour of a pluralistic approach where corporate directors’ fiduciary responsibility
required them to address financial and broader sustainability outcomes.

Once again, such a view is far from being abstract. Adjustments to corporate
governance and associated decision-making to incorporate broader sustainability
issues are increasingly a mainstream discussion and in some instances practice,
from changes to South Africa’s pension legislation to broader trustees’ fiduciary
responsibility to the growing influence of state-owned companies, particularly in
emerging markets, and from ownership innovations such as the US-inspired ‘B
Corporations’ through to the expansive policy debate about ‘sustainable
capitalism’.
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Enhancing the Pathways Framework

My review of the original framework presented in the HBR article published over a
decade ago highlights both its uses and arguably usefulness, as well as some of its
flaws, or at least limitations. On the former, the framework reasonably describes the
direction of travel in many instances of the organically extending sphere of respon-
sibility of business, and the manner in which market and societal dynamics over
time internalize market outcomes that were previously externalities to business
strategies and the financial bottom line. Moreover, the framework breaks down the
apparent polarity of individual and collective action, and market collective and pol-
icy and regulatory-framed actions, pointing to their interactive dynamic over time.
These strengths have led to the framework being used in varied contexts, with a
modestly productive effect as far as one can see.

On the matter of limitations, two in particular have been highlighted: the frame-
work’s over-simplified, linear, teleological assumptions and its associated lack of
depth in considering alternative competitiveness dynamics; and its failure to spell
out the potential, political economy feedback effects and deeper institutional impli-
cations. Of course, such flaws and limitations could equally be described as issues
and aspects brought to light by the framework, enabling discussion and analysis.
Indeed, such a, more positive, view would be supported by the experience of apply-
ing the framework in practice, as in the ways highlighted in the preceding section.
That said, these limitations also constrain the effective application of the framework,
and invite further theoretical developments to underpin future iterations of this or
comparable frameworks for practical use. Of interest, that is, is how to improve our
analytic capabilities in understanding, and actively promoting, the more effective
incorporation of sustainable development considerations into business strategy and
the broader political economy that shapes markets and associated outcomes.

It is a mute point as to whether work at this nexus can be usefully subject to a
singular, analytic framework given the very different, and often contested, narra-
tives governing each of these domains. More likely, is that the intersections of these
narratives will be approached through experimentation and associated analysis, the
deliberate juxtaposition of different narratives, and experiential work to enable
deeper, practitioner learning. That said, any or all of these approaches might benefit
from some simple analytic rules of the road that draw from and extend beyond the
original framework, including a focus on the:

* Dynamic interactions between organizational and societal learning.

e Merits and dynamics of diverse forms of collective action.

» Evolving product-to-public policy strategies for both business and public interest
bodies.

* Developing decision making at the intersection of intensive and extensive
accountabilities.

» Shifting macro-institutional architectures, often precipitated by micro-dynamics.

Finally, the shifting geo-political context provides an important macro-driver for
reconfiguring our understanding of the territory crystallized through the framework



7 Pathways to Corporate Responsibility - Revisited 143

and framed more broadly by narratives, analysis and practice regarding responsibil-
ity, accountability and collaboration in the pursuit of private benefits and public
goods. Much of what has been written seeks to do no more than explain and guide
markets that exist within broadly liberal political economies. In these contexts, we
understandably focus on associated forms of societal learning and organization. As
a result, we tend to model the evolution of collaboration between private and public
actors from an assumed starting point of their separate and distinct activities and
realms of accountability.

Such assumptions were always simplifications of liberal political economies. Yet
as I have argued above and elsewhere, such assumptions have often proved reason-
ably useful frames of reference. Civil society clearly does make a difference, and
many spheres of business have taken on aspects of social and environmental respon-
sibility that would have been unthinkable in the past (Zadek 2012). With each step
forward into the twenty-first century, however, such assumptions become more sus-
pect. Inter-twinned relationships between business and government can no longer
be usefully modeled as distinct, necessitating the darker side of collaboration to be
more clearly understood in the context of any narrative about public-private partner-
ships in pursuit of public goods. From Delhi to London, the power of civil society
to shape markets and political processes is under threat. At the same time, decidedly
un-civil politics may deliver positive outcomes. The success of the climate negotia-
tions in Paris, for example, depends largely on the leadership of un-liberal societies
and political leaderships, notably China.

Shaping corporate responsibility going forward will need to take place, and
hopefully succeed in this changing context. Learning pathways and associated insti-
tutional innovations and actions in the context of competition and collaboration will
remain fundamental to any change processes. In this sense, the framework discussed
in this essay does contain the core elements that we will continue to work with, both
as analysts and activists, albeit configured to a changing world.
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GSK: Profits, Patents and Patients: 8
Access to Medicines

N. Craig Smith and Dawn Jarisch

Introduction

On April 22nd 2014, after a difficult year in which GlaxoSmithKline (GSK) had
been accused of bribery in China and fined $3 billion by American regulators for
marketing malpractice in the US, the pharmaceutical company announced a com-
plex three-part restructuring deal with Swiss giant Novartis. The deal, one of a slew
of multibillion-dollar deals in the global pharmaceutical industry, would allow GSK
to focus on four key business areas — HIV, vaccines, respiratory conditions and con-
sumer healthcare. It was seen as a win-win deal, offering both companies econo-
mies of scale that were increasingly vital for ‘big pharma’. Analysts believed it
would ‘unlock significant shareholder value’, not least because it would allow GSK
to return £4 billion to investors through a B share scheme.

But would it be a win-win deal for patients? Particularly patients in developing
countries where, despite a dramatic drop in the price of first-line antiretroviral
(ARV) medicines following a sensational court case in South Africa from which
GSK and other pharmaceuticals had withdrawn, millions of people still lacked
access to essential medicines and vaccines.

“Today we live longer, healthier lives on average than at any time in history. Global life expectancy
increased faster in the last 40 years than it did in the preceding 4000 — but not all groups benefited
equally”.

Challenging inequalities in health — from ethics to action. Rockefeller Foundation

GSK’s mission: “to improve the quality of human life by enabling people to do more, feel bet-
ter, live longer. We are doing this by developing innovative products and improving access to
health care for patients around the world.”

N. C. Smith (<) - D. Jarisch
INSEAD, Fontainebleau, France
e-mail: Craig. SMITH @insead.edu
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While refocusing and re-energising its business portfolio, how best could GSK
respond to calls that it had a social responsibility to provide affordable and appropri-
ate medicines and vaccines? How could it reconcile the demands of patients’ for
treatment with its need to earn profits and protect its patents? Would it pass CEO
Andrew Witty’s key test of “whether you make decisions that are applauded by soci-
ety or condemned by society.”! What would be the effect on GSK’s operations in
other countries and its business model if it allowed the existing patent regime to be
selectively ignored, or it didn’t earn enough to finance further drug innovation? It
seemed as if the pressure would continue no matter what the company did.

Background Events from 2000
GSK in the Early Years and the HIV/AIDS Pandemic

When GlaxoSmithKline (GSK) was formed on 27 December 2000 through the merger
of Glaxo Wellcome and SmithKlineBeecham,? both leading pharmaceutical companies
in Europe, the idea that providing access to medicine in the world’s least developed
countries (LDCs) was a corporate social responsibility was beginning to get media and
NGO attention. A campaign for access championed by Médecins Sans Frontieres was
alerting society to the health needs of LDCs. For the World Health Organisation
(WHO), health was a fundamental human right; three of the UN’s eight Millennium
Development Goals® were related to health, aimed at reducing child mortality (MDG
4), maternal mortality (MDG 5)and the spread of HIV/AIDS and malaria (MDG 6).

On 11 January 2001, the new CEO of GSK, Jean-Pierre Garnier, made his first
in-house address, broadcast to employees around the world by satellite. Describing
his aspirations for the company, he said: “The pharmaceutical industry today sells
80% of its products to 20% of the world’s population. I don’t want to be the CEO of
a company that only caters to the rich... I want those medicines in the hands of
many more people who need them.” Garnier’s statement struck a chord with many
employees, glad to be working for a company committed to improving health and
lives around the world.

At the time, GSK dominated the global market for HIV/AIDS therapies, with a
40% market share. It was the only company involved in R&D on all three top prior-
ity diseases of the WHO — malaria, tuberculosis (TB) and HIV/AIDS. Not only was
resistance of TB and malaria to treatment increasing, it was estimated that more
than 53 million men, women and children had HIV, 3 million had died of AIDS and

'Andrew Witty interview WSJ, 2011: http:/live.wsj.com/video/does-a-company-have-a-soul/
BF2AC683-9FC8-493C-9089-6EEB09646F97 .html#!BF2AC683-9FC8-493C-9089-6EEB09646F97
2with Glaxo and SmithKline shareholders holding approximately 58.75% and 41.25% of the share
capital of GSK respectively. The deal created the second largest research-based pharmaceutical
and healthcare company in the world, with a global workforce in excess of 100,000 and a com-
bined market capitalisation of £114 billion.

3The eight Millennium Development Goals (MDGs) were established following the Millennium
Summit of the United Nations in 2000, with targets to be achieved by 2015.


http://live.wsj.com/video/does-a-company-have-a-soul/BF2AC683-9FC8-493C-9089-6EEB09646F97.html#!BF2AC683-9FC8-493C-9089-6EEB09646F97
http://live.wsj.com/video/does-a-company-have-a-soul/BF2AC683-9FC8-493C-9089-6EEB09646F97.html#!BF2AC683-9FC8-493C-9089-6EEB09646F97
http://en.wikipedia.org/wiki/Millennium_Summit
http://en.wikipedia.org/wiki/Millennium_Summit
http://en.wikipedia.org/wiki/United_Nations
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40 million were living with AIDS.* Two thirds of HIV cases were in sub-Saharan
Africa. Recognised as a real threat to global social and economic progress, AIDS
was declared by the US government to be a threat to international security.

Although it could take several years, most people who were HIV-positive would
develop full-blown AIDS as the body’s immune system shut down, and there was no
cure. Without access to treatment, people could die within 6 months, leaving fami-
lies and the community devastated. For LDCs the effects were particularly acute,
crippling their economies by depriving them of millions of productive employees
and orphaning millions of children.’

Drug treatment could increase the quality and duration of life for HIV-positive
individuals, but cost $10,000-15,000 per patient per year, and required ongoing
medical supervision, particularly for the complex “triple drug cocktails”. Treatment
was therefore beyond the reach of LDCs, where, according to the UN, more than
1.2 billion people (including 291 million in sub-Saharan Africa) were living on less
than $1 a day.® Less than 1% of HIV/AIDS victims in need of ARV treatment in
sub-Saharan Africa were receiving it.

Drawing attention to the price of HIV/AIDS drugs in LDCs, activists argued that
patent protection regimes resulted in premium prices that restricted access to essential
drugs, resulting in unnecessary suffering and millions dying in the developing world. As
James Sherry, then Director of Programme Development for UNAIDS, put it: “The bot-
tom line is that people who are dying from AIDS don’t matter in this world.”

Glaxo had worked voluntarily with government in LDCs to progressively reduce
prices on HIV/AIDS drugs on a country-by-country basis. It even published its dis-
counted price list (other companies kept their lists confidential). But such actions
failed to silence the critics, who argued that these price reductions were small and
did not constitute a long-term framework to ensure essential drugs reached the
world’s poor. Garnier was favourably disposed to addressing the HIV/AIDS crisis
and the issue of access generally. He felt the industry could do more in partnership
with governments and that GSK should be at the forefront, but the sheer scale of the
pandemic was overwhelming.

On February 12 2001, Oxfam International, a confederation of 12 NGOs, launched
a ‘Cut the Cost’” campaign aimed at pressuring pharmaceutical companies to make
HIV/AIDS treatments available and affordable for people in LDCs. The campaigners
argued that enforcement of global patent rules kept drug prices high in LDCs — which
they considered morally wrong. Oxfam challenged GSK to offer comprehensive
access to essential medicines and redress the balance between treatment in the devel-
oping and developed world. Joined by other prominent NGOs such as the Nobel
Prize-winning Médecins Sans Frontieres and Treatment Action Campaign (a cham-
pion of the access issue in South Africa) it became clear that this was a challenge to

“International AIDS Vaccine Initiative (IAVI), 2001.
3“AIDS in Africa: the Orphaned Continent,” BBC News Report at http://news.bbc.co.uk
6United Nations Basic Facts, December 2000

"Barton Gellman (2000), “The Belated Global Response to AIDS in Africa,” Washington Post,
July 52000, p. Al


http://news.bbc.co.uk
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the industry’s traditional business model. Determining how to respond would have
profound strategic implications for GSK and the industry as a whole.

The South African Court Case

In South Africa, where the AIDS pandemic was the main cause of death, the Medical
Research Council estimated that over 4 million (20%) adults were HIV-positive, yet
only a fraction were aware they had HIV. AIDS activists under the banner of the
Treatment Action Campaign, lobbied the government to disregard patent protection
of specific drugs to allow generic copies to be made, in contravention of the WTO’s
Trade-Related Aspects of Intellectual Property Rights (TRIPS) agreement, due to
come into effect from 2000.

Under intense public pressure, the Minister of Health authorized generic ver-
sions of patented drugs to be manufactured or imported and distributed, inciting a
consortium of 39 pharmaceutical companies, including GSK, to take court action
for violating the TRIPS agreement. The highly publicised case was heard in
Johannesburg on 5 March 2001. Dating back to 1998, the dispute about the enforce-
ment of drug licensing and regulatory systems in South Africa was now perceived
as a conflict between ‘big pharma’ defending its intellectual property (patents) and
President Nelson Mandela, defending poor people dying from AIDs.

The resulting anger and contempt for drug companies convinced many people
that there was a case for patent infringement to give access to lifesaving HIV/AIDS
drugs. But there was also another agenda, as Pien later observed, “The geographies
have become intermingled and the South African court case made it so. Opinion
leaders in the US, Europe and the developing countries have shifted their focus of
concern. Availability of a drug was not the core of the problem, but how a company
behaved as a corporate citizen. That was the real problem.”

In April 2001, the drug companies dropped the case. The Boston Globe com-
mented, “With their boardrooms raided and their executives being hounded in the
streets, 39 of the world’s largest drug makers caved in to public pressure... It was
hailed as a stunning triumph for the developing world: A $360 billion industry was
brought down by a country that represents just half of one percent of the pharmaceu-
tical market.”

Post-merger: Facing the Challenge

But criticism of the industry continued despite its withdrawal. At GSK’s AGM on
May 21, 2001, campaigners from Oxfam wearing lab coats called for GSK to do
more for LDCs by donating a percentage of drug revenues to a “global health fund”
of the UN Secretary General. CEO Garnier’s unprecedented response took some

8 Kurt Shillinger, “AIDS Drug Victory Sours in South Africa: Government Still Refusing to Supply
AZT,” The Boston Globe, 23 April, 2001, p. A8



8 GSK: Profits, Patents and Patients: Access to Medicines 149

analysts by surprise. Defending GSK’s actions on the access issue, he asserted that
the company’s priority was public health, not simply shareholder value: “We have
to make a profit for our shareholders, but the primary objective of any policy put
forward in the industry is public health.”

On June 11 2001, in a policy document entitled ‘Facing the Challenge: Our con-
tribution to improving healthcare in the developing world’, GSK made commit-
ments in three areas:

1. Continuing investment in R&D on diseases that affect the developing world.

2. Offering sustainable preferential (not-for-profit) pricing arrangements in LDCs
and sub-Saharan Africa for ‘available medicines that are needed most’.

3. Taking a leading role in community activities to promote effective healthcare.

The main emphasis was on developing and providing HIV/AIDS and anti-
malarial medicines at preferential prices. Sustainability — the ability to deliver over
the long term — would be the key criterion for any action. Pien explained the
approach:

In the establishment of the preferential price, we don’t intend to make any profit from it.
What we want to do is make it sustainable. So, our internal decision algorithm in determin-
ing the preferential price involves fully charging the components of manufacturing, includ-
ing overhead—so variable costs plus overhead. But we don’t try to recover R&D
expenditures, we don’t try to recover commercial expenses—sales and marketing expenses.
But then we get into this problem that is at the crux of health care delivery for HIV/
AIDS. How do we get the products into the hands of the people who say that they are going
to be in a position to take this drug and do something good with it? In certain ravaged parts
of the world, it is impossible to get the products in the hands of the clinics.

Several NGOs welcomed the GSK policy document. Sophia Tickell, Senior
Policy Advisor to Oxfam, commented: “This is really positive. It is better than all
the other initiatives the industry suggested.” Others remained sceptical.

Access to Medicines and Implementation of the Access Policy

Implementing access proved to be a tough challenge. On 3 October 2002, the Dutch
authorities were forced to recall GSK’s Combivir and Epivir AIDS drugs after dis-
covering that, “AIDS drugs supplied to Africa at cut rates have been illegally resold
in Europe, threatening to undermine a system of preferential medicine pricing for
poor countries.”® More than 35,000 drug packets intended for Africa (with a market
value of approximately €15 million) had been resold in the Netherlands and
Germany. A GSK spokesman said, “We are appalled and saddened to see this. The
victims of this illegal trade are the HIV/AIDS patients of Africa.” Because the

° AIDS in Africa: the Orphaned Continent, BBC News Report at http://news.bbc.co.uk
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packaging intended for Africa was identical to that used in the Netherlands and
Germany, all packets had to be recalled from the market for safety reasons.

A 2002 Oxfam'® report entitled ‘Beyond philanthropy’ challenged the pharma-
ceutical industry to adopt policies in five areas: R&D, patents, pricing, joint public/
private initiatives and the appropriate use of medicines. Treatment Action Campaign
(TAC) and MSF campaigned to ‘Fix the Patent Laws’. Protesters said that patents
on drugs and prohibitive prices prevented access to affordable medicines for people
in developing countries. They argued that big pharma charged the highest price the
market would bear, even if that made the product unaffordable for government
health programmes and the poor.!! With its slogan ‘Life is priceless: medicine is
not’, Christian Aid captured the indignation felt when activists asked ‘Are profits
more important than people’s lives?” Big pharma, they insisted, had both the means
and a moral obligation to do something, citing article 25 of the Universal Declaration
of Human Rights: “everyone has the right to a standard of living adequate for the
health and well-being of himself and his family, including... Medical care...
Motherhood and childhood are entitled to special care and assistance.”

Big pharma countered that patents only represented a small portion of total
healthcare costs and that poverty was the real problem, not patents,'? pointing out
that over 95% of the 325 drugs on the WHO’s Essential Drugs List were not patent-
protected. GSK faced a number of complex dilemmas. If they offered differential
prices for people within poor countries, governments elsewhere would ask for the
same prices. Not all people within developing countries were poor — why should a
millionaire pay less because he lived in a poor country? Countries like India had
huge disparities in terms of wealth: how could they assist people living below the
poverty line in these countries? What about poor people in rich countries? If they
offered lower prices in LDCs, what would stop someone re-exporting and selling at
a higher price and pocketing the difference?'*> And which medicines should be
selected for lower prices?

Activists advocated the development of generic medicines (infringing patents by
copying medicines) as a solution, but pharmaceutical companies argued that if their
monopolies/profits were eroded in this way, it would restrict their R&D in the
future, and ultimately lead to fewer new drugs and more lives being lost as a result.

GSK felt that an alternative approach was more sustainable, as explained in its
second Social and Environmental Report (2003):

We set our preferential prices for ARVs and anti-malarials at levels that cover direct costs
but on which we do not make a profit. In this way we can offer these prices for as long as
patients need treatment.” By 2004, GSK had supplied 120 million preferentially-priced

1%Tn collaboration with Save the Children and Voluntary service Overseas
Thttp://www.globalhealthcheck.org/?p=591

12 Attaran 2004, how do patents and economic policies affect access to essential medicines in devel-
oping countries?

3This had happened to GSK when they offered 50% lower prices in Kenya than in UK. As 80%

of pharmacy shops in Kenya are run Indians. These Indians resold to cousins with pharmacy shops
in UK—Source: Klaus Leisinger 10/4/2011: http://www.youtube.com/watch?v=9drMaDVg2eY
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ARV medicines to the developing world. While some welcomed GSKs approach of “open-
ing up developing-world markets to expensive drugs”, others charged that “the reality is
that preferential pricing is simply a market penetration and patent protection strategy,”'* or
felt that the figures were not set in context, asking “Is the provision of anti-retrovirals... a
large percentage of those needed in the developing world or not?'

Once the TRIPS agreement'® came into force in 2005, copying patented medi-
cines became illegal and companies could no longer produce new medicines generi-
cally. Some industry observers suggested that hostility between pharmaceutical
companies and activists could be avoided if “restricted voluntary licenses were
offered for essential medicines in developed countries. This would allow competi-
tion to lower prices for branded medicines in developing countries, while preserving
profitability in the core pharmaceutical markets in rich countries.”!’

Nevertheless, Oxfam claimed that pharmaceutical companies prevented poor
people from accessing inexpensive generic versions of essential medicines through
“persistent inflexibility on intellectual property protection, and in some cases active
lobbying for stricter patent rules and legal challenges to governments’ use of TRIPS
public-health safeguards”.'® It argued that: “Society expects pharmaceutical compa-
nies — with their privileged access to a global market — to develop necessary prod-
ucts at prices that are affordable, in presentations that are usable, and to market them
ethically. The pharmaceutical industry is expected to fulfil these requirements reli-
ably and sustainably, and by so doing, play its part in the wider responsibilities to
improve the health of all.”

As of 2007, Oxfam applied stringent assessment criteria for access to medicines
on which it measured each company’s performance on three key dimensions: R&D,
pricing strategy and intellectual property (see Exhibit 8.1). GSK was assessed to
have achieved “management buy-in” within R&D, to be seeking to “manage repu-
tational risks” in its pricing strategy, and to be “adopting a defensive attitude”
towards intellectual property. Helena Vines Fiestas, policy adviser for Oxfam,"
commented that “GSK is probably the leading company within the sector. But it still
falls far short of a desirable position.”?

“http://www.ethicalcorp.com/content/pharmaceutical-industry-cross-section-cr-practice, Nov 17,

2003

13GlaxoSmithKline’s CR Report 2005 — Ignoring the big issues, Jan 15, 2007:
www.ethicalcorp.com/content/glaxosmithkline % E2%80%99s-cr-report-2005-%E2%80%93-

ignoring-big-issues

1“The Agreement on Trade-Related Aspects of Intellectual Property Rights (TRIPS), an interna-

tional agreement administered by the World Trade Organization, set minimum standards for many

forms of IP, including patents

17 Attaran 2004, how do patents and economic policies affect access to essential medicines in devel-

oping countries?

8 November 2007, Oxfam briefing paper: ‘Investing for life’

In 2007

Dhttp://www.ethicalcorp.com/content/glaxosmithkline-%E2%80%93-big-pharma-big-risks
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In 2009, when Andrew Witty succeeded Garnier as CEO of GSK, he stated that
it was “unreasonable to expect people in poorer countries to contribute to Western
shareholders.”?! Witty pledged that GSK would cap prices for its drugs in the world’s
50 LDC:s at 25% of developed world prices, share patents for dozens of compounds,
tackle neglected diseases in the developing world, and invest in health infrastruc-
ture. He explained that “Price cannot be a barrier to access. So we need to get the
price right and we need to work with the international community to mobilise the
resources to pay for it and the infrastructure needed to deliver, not least to remote
communities.”

But although GSK reduced the price of vaccines and a number of patented medi-
cines in LDCs to no more than 25% of those charged in developed countries, pro-
viding that this covered the manufacturing costs, for millions of people its medicines
were still not cheap enough. Duncan Learmouth, GSK’s SVP of corporate
Communications and Global Community Partnerships, admitted: “We are under no
illusions that even at 25% of developed world prices, those prices are still high for
the developing world.”?? To address the lack of healthcare infrastructure, GSK rein-
vested 20% of the profits it generated in LDCs back into the countries for strength-
ening healthcare infrastructure and community programmes.”* Between 2009 and
2013, this amounted to £15 million (via partners) donations to train frontline com-
munity health workers who were the key to getting medicines and vaccines to
remote rural areas.

On 30th October 2009, GSK and Pfizer launched a global specialist HIV com-
pany, ViiV Healthcare (GSK held 85%, Pfizer 15%), aiming to build on their suc-
cesses to develop and provide access to HIV treatments and care for people living
with HIV. Through ViiV Healthcare, GSK granted voluntary licenses to generic
companies for the manufacture and supply of ARV medicines destined for sub-
Saharan Africa. ViiV Healthcare made three commitments:

1. A ‘not-for-profit’ price commitment for its ARV portfolio to government and
international procurement agencies such as the Global Fund for AIDS,
Tuberculosis and Malaria

2. A £10 million seed fund to “to improve the diagnosis, treatment and care of
infants and children living with HIV”

3. To give grants to the Positive Action for Children Fund (PACF) and Positive
Action programmes to support a community response to the HIV epidemic

Whilst GSK recognized that “transferring the technology to produce drugs and
vaccines is one of the most sustainable ways to breach the access gap between the

2 Excerpted from Andrew Witty quote during BBC Newsnight, June 13, 2011:
https://www.youtube.com/watch?v=AshbyUghJTo

2 http://www.ethicalcorp.com/communications-reporting/how-gsks-access-medicine-plans-

will-shake-big-pharma

3 Ibid.
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developed and developing world,”** it saw voluntary licenses as a “specific response
to a particular set of circumstances” rather than a universal solution.

From 2010, the ‘Access to medicines index’ ranked big pharma’s performance
on sharing patents, pricing policies and developing medicine for neglected diseases
that affected the poor. This served to give big pharma an incentive to improve access
since it could be used as a benchmark to guide investor decisions and drew attention
to the notion of social responsibility.

Founded in August 2010, the Developing Countries and Market Access (DCMA)
operating unit within GSK aimed “to increase patient access to GSK medicines and
vaccines for around 800 million people in least developed countries, while expand-
ing our market presence and ensuring that our business continues to be sustainable.””?
To achieve this, GSK adopted different pricing models in different countries based
on wealth?® and ability to pay. In developing countries it adopted a lower priced/
higher volume approach and rewarded salespeople based on volume of medicines
delivered rather than sales targets. In middle-income countries it adopted flexible
and tiered pricing. In high-income countries, GSK offered support for low-income
patients, including pricing according to patient income, monthly payment plans and
discount cards. For vaccines, GSK offered tiered pricing.

GSK recognised that while Africa’s need for medicines was immense, it did not
have the means to pay for them. As Jon Pender, Vice President of Government
Affairs for GSK, explained “Africa suffers 24% of the global disease burden, it has
3% of the world health workers and it has 1% of the world’s health budget.””” In
April 2011, when GSK issued a statement detailing its policy on Intellectual
Property & Access to Medicines in Developing Countries, its commitments had
expanded to four:

1. Preferential pricing of our medicines and vaccines

2. Investing in (R&D) that targets diseases particularly affecting the developing
world, including pursuing an open innovation strategy

3. Community investment activities and partnerships that foster effective
healthcare

4. Innovative partnerships and solutions, such as voluntary licensing

Nevertheless, GSK still did not accept the activists’ view of patents: “It is mis-
leading and counter-productive to focus on patents in the access debate. Patent pro-
tection stimulates and fundamentally underpins the continued research and
development for new and better medicines for diseases including those which occur
in the developing world. Without adequate intellectual property protection, the med-
icines that are needed in the developing world are far less likely to be developed.”?

2*GSK corporate social responsibility report 2013

BIbid.

2 Countries where gross per capita income was less than US$1570 would get the lowest prices
Y’Documentary patent or patients for Dutch TV, July 2011

2 GSK Position on IP-and-access-to-medicines-in-developing-countries, April 2011
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It argued that “Companies would not incur the risk and cost of innovative R&D fif,
shortly after launch of their products, a cheaper copy could be launched by a com-
petitor who had the competitive advantage of not incurring developing costs and
risk and who did not develop the market for the product.”?

In 2012, the Financial Times* noted: “Global health programmes, in short,
reflect a mixture of philanthropy and self-interest, with recognition of the potential
for sales (in the developing world) and the need to maintain a good image a decade
after South Africa’s legal action against the drug companies over the price of HIV
medicines did so much damage to the industry’s reputation.”

India, a major producer of generic medicines, was dubbed ‘the Third World’s
pharmacy’. Contravening the 2005 TRIPS regulations and at odds with big pharma,
India supplied generic drugs® to sub-Saharan Africa at prices much cheaper than
branded drugs. In 2012, when a controversial EU trade agreement with India sought
to stop these copycat medicines, opponents claimed the “IP rules would serve the
interests of multinational pharmaceutical companies in Europe while drastically
increasing medicines prices for millions of poor people in India and other develop-
ing countries.Trade treaties, they insisted, would force people in the developing
world to either buy the brand-name products at high prices or die. MSF research
found that companies restricted voluntary licences to LDCs and sub-Saharan
Africa®? and the Medicines Patent Pool (MPP) was “limited in its ability to convince
patent-holding companies to include developing countries which are at the forefront
of bearing the impact of the TRIPS agreement.”*

In April 2013, the Indian Supreme Court ruled against Novartis’s intention to
overturn a law that allowed a popular patenting practice in the pharmaceutical
industry known as ‘evergreening,” which entailed filing and then obtaining multiple
patents relating to different aspects of the same medicine. MSF welcomed the land-
mark ruling: “The Indian government will continue to be able to protect public
health against abusive patenting practices and unwarranted monopolies and keep
the door open as much as possible for access to affordable medicines for millions of
people in developing countries who rely on quality generics made in India.”*

By 2013, ViiV Healthcare had offered royalty-free voluntary licenses to 16
generic manufacturers to enable them to produce and sell low-cost versions of the
full range of GSK’s ARV medicines for public sector and donor programmes.?

2 GSK policy on Intellectual Property & Access to Medicines in Developing Countries, April 2011

30 April 23, 2012:
http://www.ft.com/cms/s/0/0d2b135a-887b-11e1-a727-00144feab49a.html#ixzz35YxsjQR2

3ncluding over 80% of all medicines used to treat HIV and AIDS

2 Untangling the Web of ARV Price Reductions, released July 2013 by the international medical
humanitarian organisation Médecins Sans Frontieres/Doctors Without Borders (MSF) at the
International AIDS Society conference in Kuala Lumpur, http://www.msf.org.uk/article/
hiv-generic-competition-pushing-down-drug-prices-patents-keep-newer-drugs-unaffordable
31bid.

#*Ibid.

#1n 2011, ViiV Healthcare and its licensees supplied an estimated 1.1 billion ARV tablets.
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Additionally ViiV Healthcare offered not-for-profit pricing to HIV-positive patients
in low-income countries and LDCs. It also supported community awareness and
training campaigns, including prevention of mother-to-child transmission.

GSK used technology and innovations to improve access to its medicines for
people in LDCs, as well as to prevent counterfeiting of its medicine, such as reduced
pack sizes and liquid formulations of medicines for children. It partnered with
Vodafone to increase vaccination rates for children in Africa by ensuring that vac-
cines were available when and where needed. Medicines sold in Nigeria included a
scratch-off panel with a unique code on the packaging so patients could send a free
SMS to check the quality and authenticity of the product.

GSK outlined a number of responsible business commitments to address global
health needs as of 2012 — “health for all, our behaviour, our people and our planet”.
In its 2013 Corporate Responsibility Report, it reported on each area, including six
behavioural and 10 health commitments (see Exhibit 8.2). Its access policy seemed
to be producing results: between 2010 and 2013 GSK reported a 60% increase in the
volume of medicines supplied to least developed countries.*® Nevertheless, a study
it commissioned by the International Centre for Social Franchising in 2013 identi-
fied a key problem: “...for the most part, existing healthcare delivery models target
the more affluent emerging middle class, rather than the poorest.”?’

From the beginning, donations were a key part of GSKs access strategy.*® In
2013, it donated £221 million for global community investments and £146 million
in medicines. It was particularly proud of its work in actively donating tablets to
support the WHO’s 2020 goals to eliminate lymphatic filariasis (LF) or ‘elephantia-
sis’, a tropical disease caused by a parasitic worm, transmitted via mosquitoes,
where a person’s arms, legs and genitalia swell to several times their normal size.
When the WHO/SmithKline partnership started out in 1997, “more than 120 mil-
lion” were said to be suffering from LF. By 2013, GSK claimed that its tablet dona-
tions had reached over 600 million people.*® Nevertheless, after 16 years of
donations, there were still over 120 million infected, and about 40 million disfigured
and incapacitated by the disease.*

GSK stated*! that it wanted “to adapt our business model to improve the avail-
ability and affordability of high quality products™ so that they could be made “acces-
sible to as many people who need them as possible.” It increased the number of
pricing tiers for vaccines to seven, based on gross national income per capita
(reflecting ability to pay) an approach designed to support countries which commit-
ted to vaccination for the long term.

3 GSK corporate social responsibility report 2013
3GSK corporate social responsibility report 2013

¥GSK donated medicines and vaccines in response to natural disasters and planned programmes.
In 2008, GSK valued its donations (calculated according to the industrialised retail price), in-cash
social investments, and other charitable projects at £124 million.

¥ GSK Corporate Responsibility Report 2013
“Ohttp://www.who.int/mediacentre/factsheets/fs 102/en/
#'GSK corporate social responsibility report 2013
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The supply of medicines was only part of the problem. GSK stated that “We are
committed to improving access to our products —irrespective of where people live or
their ability to pay— by focusing on the affordability and availability of our products,
and investing in strengthening health systems.” To ensure that people had access to
medicines and services, GSK recognised that it was necessary to train community
health workers and explore new healthcare delivery models to “drive out inefficien-
cies in the procurement, storage, prescribing and use of drugs.”**GSK felt that this
was a “shared responsibility between all sectors of national and global society,
including national governments, industrialised donor countries, NGOs, industry and
multilateral organisations such as the World Bank, WHO and UNAIDS.”*

Consequently, collaborations were an increasingly important component of
GSK’s access strategy. GSK partnered with a number of government organisations
and NGOs, including the Global Alliance to Eliminate LE,* the GAVI Alliance, the
Global Fund to fight AIDS, TB & Malaria, Save the Children Fund, and the World
Health Development Organisation. In 2013, GSK committed US $750,000 to the
United Nations’ ‘One million community health workers’ campaign* which aimed
to put a million health workers in rural sub-Sahara Africa by 2015.

The reason why we are engaged in these issues is because we think it is the right thing to do
for patients and because we think this is the right thing to do for business.*

Research in GSK

In 2013, GSK spent £3.4 billion on R&D, of which £496 million was invested in
vaccine R&D, with an estimated return of 13%. This was the most productive R&D
year in GSKs history, with five new medicines approved, including a new treatment
for HIV (Tivicay, launched through ViiV Healthcare).

GSK operated a large research facility in Spain dedicated to R&D for diseases of
the developing world, where its drug development projects were said to be “priori-
tised by their socio-economic and public health benefits, rather than by their com-
mercial returns.”# Within the facility, GSK created an ‘Open Lab’ where independent
researchers could access resources and expertise to advance their own research proj-
ects. It allowed external researchers to screen GSK’s compound library to poten-
tially identify treatments for neglected tropical diseases. By the end of 2013, 38
visiting scientists had used the Open Lab. GSK committed to help eliminate and
control 10 neglected tropical diseases affecting 1.4 billion of the world’s poorest

“2GSK policy on Intellectual Property & Access to Medicines in Developing Countries, April 2011
B Ibid.

#“GSK were a founding member

“GSK corporate social responsibility report 2013

“Jon Pender discusses GSK’s efforts in Africa, May 22, 2012: www.youtube.com/
watch?v=0HKX7gkjoMO

#’GSK - Our commitment to fighting Malaria, Oct 2013


http://www.youtube.com/watch?v=oHKX7gkj9M0
http://www.youtube.com/watch?v=oHKX7gkj9M0
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people by the year 2020. It committed US$10 million to the Global Health
Investment Fund to finance the development of medicines, vaccines and interven-
tions for diseases that affected LDCs.

GSK vaccine research was focused on overcoming the challenges encountered
during storage and transport (maintaining vaccines at an optimal temperature in
remote regions often resulted in wastage) and on developing vaccines against can-
cer, HIV, malaria, tuberculosis and dengue fever. In 2013, GSK partnered with the
Bill and Melinda Gates foundation (BMGF) on a $1.8 million effort to develop
heat-stable vaccines.

GSK was the first pharmaceutical company to share its clinical trial results,* and
shared its findings on 13,500 compounds which had a potential to inhibit the malaria
parasite and tuberculosis, including 180 that were particularly promising. The
malaria compound information was shared with 160 groups around the world, the
tuberculosis compounds with 10 research groups. In 2013, this access to data was
expanded to share its clinical study reports and anonymised patient data.

Nevertheless, opponents accused GSK of releasing material from its trials only
in response to specific requests, and of hiding behind patient confidentiality to pre-
vent a clear view of trial data, counter to its stated concerns about transparency and
advancing research. As psychiatrist Dr. David Healy blogged, “If those of us who
have been participants in trials thought some remote risk of a breach of privacy was
being used to prevent the disclosure of details that would save someone else’s life
but threaten GSK”’s profits, most of us would likely be horrified.”

Vaccines at GSK

Back in 2007, GSK had surprised the world by announcing that it was working on
a combination vaccine called Globorix to protect children against diseases such as
meningitis A and C, diphtheria, tetanus and hepatitis B. The vaccine cost GSK
$400 million to develop. Designed specifically “to meet a pressing public health
threat in Africa”, GSK did not expect sales of Globorix to recoup the cost of
R&D. Whilst Médecins sans Frontieres welcomed the news, an anonymous blogger
on the “Science of the invisible” blog asked whether Globorix would be “a loss
leader”, questioning whether GSK was responding to developing countries’ health-
care challenges.

GSK was the market leader in vaccines and produced more than 30 vaccines for
children and adults (see Exhibit 8.3). Vaccination prevented disease, death and dis-
ability, and was thus one of the most cost-effective preventive measures. Yet vac-
cines were not adequately reaching the developing world. In response, the Global
Alliance for Vaccines and Immunisation (GAVI),* had been set up to ensure univer-
sal access to vaccines and protection against life-threatening diseases. GSK part-

“Through the launch of its Clinical Trial Register on the internet in 2004

“A public private partnership founded in 2001 between the Bill and Melinda Gates Foundation,
WHO, UNICEF and the World Bank as part of the ‘Decade of Vaccines Collaboration’
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nered with UNICEF, who purchased vaccines on behalf of the GAVI. As vaccines
were volume-dependent, this was a win-win — it increased production volumes as
GSK sold to more customers, lowered manufacturing costs and improved planning;
which allowed GSK to offer lower prices to GAVI.

In 2011, GSK provided the rotavirus vaccine®® to GAVI at $2.50 per dose, and $5
to fully immunise a child — a 67% reduction on the lowest public price. When GSK
sold at these lower prices, it took precautionary measures such as monitoring for
unusual sales activity to ensure that low-cost vaccines were not used elsewhere.
Allan Pamba, Director of Public Engagement and Access Initiatives, explained
“This can, of course, only go so far, but we believe that the potential benefit of low-
cost vaccines for people in developing countries outweighs the risk.”

In 2013, 862 million vaccine doses were delivered to 170 countries, and over
80% of vaccines sold were used in developing countries. GSK had contributed
15.8 billion doses of the oral polio vaccine and committed to supply 500 million
doses of vaccines to GAVI for use in developing countries.’! Nevertheless, WHO
estimated that 22 million children in developing countries still had no access to life-
saving vaccines. GAVI estimated that only 5% of children in the world received all
11 essential vaccines. And whilst various vaccines against HIV were being devel-
oped, none had proven effective.>

GSK followed a three-pronged approach to malaria:

1. Innovation of new malaria medicines and vaccines in partnership with the
Medicines for Malaria Venture (MMYV)

2. Through the Africa Malaria Partnership, GSK invested in preventative measures,
such as using bed nets and indoor spraying. (£4 million between 2001 and 2013).

3. Preferential pricing for antimalarial medicines in LDCs and sub-Saharan Africa

Then in 2014, after 30 years of research, GSK announced that a vaccine against
malaria —RTS,S — was ready to be launched in 2015.3* Dr. Joe Cohen, Vice-President
of R&D Emerging Diseases, told the FT3: “Data from a late-stage trial that is still
in progress suggest the candidate vaccine can almost halve the number of malaria
cases in children aged five to 17 months, on top of reductions from bed nets and
other tools.” In an interview with the WSJ,*®* CEO Andrew Witty said “When the

YA vaccine that protects children against Rotavirus

3! (Included supplying at least 30% of the vaccines for the Global Polio Eradication Initiative (a

public private partnership of national governments and the WHO) until 2017). GSK corporate

social responsibility report 2013

2WHO website 2014.

3 GSK - Our commitment to fighting Malaria, Oct 2013

Shttp://www.gsk.com

SSFT, 25 April 2014:
http://www.ft.com/cms/s/0/21788c96-be6d-11e3-albf-00144feabdcO.html#ixzz2ztByUsuq

¢ http://live.wsj.com/video/does-a-company-have-a-soul/BF2AC683-9FC8-493C-9089-
6EEB09646F97 html#!BF2AC683-9FC8-493C-9089-6EEB09646F97


http://www.gsk.com
http://www.ft.com/cms/s/0/21788c96-be6d-11e3-a1bf-00144feabdc0.html#ixzz2ztByUsuq
http://live.wsj.com/video/does-a-company-have-a-soul/BF2AC683-9FC8-493C-9089-6EEB09646F97.html#!BF2AC683-9FC8-493C-9089-6EEB09646F97
http://live.wsj.com/video/does-a-company-have-a-soul/BF2AC683-9FC8-493C-9089-6EEB09646F97.html#!BF2AC683-9FC8-493C-9089-6EEB09646F97
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data for the malaria vaccine was first shared with the development team, the guys
broke down crying. This shows the human emotion invested in this... which creates
the soul of the company.”>’ Having understood that children in Africa who would
benefit from the vaccine could not pay for it, GSK made a conscious choice to
develop® and finance the vaccine, and committed to make it available for cost of
goods plus 5%. The 5% was destined to be reinvested in R&D for a second-
generation malaria vaccine or vaccines against other tropical diseases.

Scandals at GSK

A series of scandals at GSK caused people to question its motives. Criminal inves-
tigations into allegations of bribing doctors and paying off competitors to stall com-
petitive product releases undermined its claim that “being a responsible business is
essential to our strategy, and how we deliver success is just as important as what we
achieve.””

At the AGM in 2003, shareholders had voted against the remuneration report in
what was seen as “the biggest shareholder revolt of its kind in UK corporate his-
tory”. They were particularly angry about an estimated $35.7 million “golden
parachute” Garnier would receive if he lost his job, which drew media accusa-
tions of corporate greed.

In 2004, GSK was accused of compromising the safety of patients with its antide-
pressant Paxil. It was discovered that GSK had failed to disclose the results of
numerous trials indicating that the drug increased the risk of teen suicides. Paxil
was subsequently banned for use by minors.%

In October 2010, GSK was ordered to pay $96 million to former employee Cheryl
Eckard for failing to address the serious manufacturing contamination problems
she reported at their Cidra plant in Puerto Rico in 2002, where breakdowns on
production lines meant that products were contaminated with bacteria, or mixed
up such that medicines produced were either too strong or too weak.*!

In 2012, GSK pleaded guilty to criminal charges in the USA and paid $3 billion
fines for illegally marketing drugs, offering doctors ‘an endless list of potential

SThttp://live.wsj.com/video/does-a-company-have-a-soul/BF2AC683-9FC8-493C-9089-
6EEB(09646F97 html#!BF2AC683-9FC8-493C-9089-6EEB09646F97

3 Partnering with the Path Malaria Vaccine Initiative, a non-profit group FT, 25 April 2014: http://
www.ft.com/cms/s/0/21788c96-be6d- 1 1e3-albf-00144feabdc0.html#ixzz2ztByUsuq

¥ GSK corporate social responsibility report 2013

“GSK responded by promising to reveal all its trials and to publish all its data, regardless of their
outcome, and other large drug companies followed. FT April 16, 2014 -When use of pseudo-maths
adds up to fraud

®Bad Medicine: The Glaxo Case: http://www.youtube.com/watch?v=NJh90-MCPXw. When
Eckard issued warnings to shut down the plant & detailed 9 high risk areas in the plant, no one
listened & she was subsequently sacked


http://live.wsj.com/video/does-a-company-have-a-soul/BF2AC683-9FC8-493C-9089-6EEB09646F97.html#!BF2AC683-9FC8-493C-9089-6EEB09646F97
http://live.wsj.com/video/does-a-company-have-a-soul/BF2AC683-9FC8-493C-9089-6EEB09646F97.html#!BF2AC683-9FC8-493C-9089-6EEB09646F97
http://www.malariavaccine.org/
http://www.ft.com/cms/s/0/21788c96-be6d-11e3-a1bf-00144feabdc0.html#ixzz2ztByUsuq
http://www.ft.com/cms/s/0/21788c96-be6d-11e3-a1bf-00144feabdc0.html#ixzz2ztByUsuq
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perks and bribes’, such as yacht trips, massages and balloon rides, in return for
prescribing drugs.

In 2013, GSK was accused of corruption, price-fixing and quality controls in China.
The Chinese police said GSK had transferred 3 billion yuan ($489 million) to
travel agencies and consultancies to bribe doctors to promote its products. GSK
described the allegations as “shameful”, agreed that some of its executives in
China appeared to have broken the law and consequently dismissed “dozens of
employees”’, made changes to its sales incentive schemes, and stopped payments
to doctors for making speeches, and to healthcare professionals for attending
medical conferences.®

Against this backdrop, even when GSK tried to do good, people questioned its
intentions. For example, when GSK and Save the Children formed a global partner-
ship to help save a million children’s lives in the world’s poorest regions, Rageh
Omaar, reporting for ITV in Africa, commented:

Global pharmaceutical companies have a long controversial record in developing countries,
many wonder why things will be different now... Aid agencies and multinational corpora-
tions like Glaxo Smith Kline have the ability to come together to stop children dying need-
lessly from preventable diseases. But the question is what are the motives behind this
partnership?%?

Access to Medicines in 2014

In 2014, 2 billion people still lacked adequate access to medicines to stay healthy.
And with insufficient understanding of health issues an estimated 10 million prema-
ture deaths occurred.* Under-five mortality was greatest in sub-Saharan Africa (fol-
lowed by Southeast Asia). Activists claimed that millions of children were dying of
preventable causes and that even small investments in health in the poor countries
could make a dramatic difference to people’s lives. NGOs continued to argue that
compulsory licences should be granted to drive down drug prices. As Leena
Menghaney, Manager of MSF’s Access Campaign in India, explained, “Countries
need to tackle the problem of high drug prices head on, by making sure unwarranted
patents are not granted, and by issuing compulsory licences when drugs are priced
out of reach so that more affordable generic versions can be made.” Rohit Malpani,

2http://video.ft.com/2563890263001/Mild-pain-relief-for-GSK/Companies, Jul 24, 2013:

GlaxoSmithKline has become embroiled in a corruption probe concerning some of its Chinese

staff and FT April 2, 2014 Big pharma’s rise in China not held back by scandals and Chinese woe

for GSK, The Times, 5 April 2014

OTTV news at 10 pm, 10 May 2013:
https://www.youtube.com/watch?v=B9kwBxXXXCs&list=PLvDyxtKllcnhWNg8UevNidTh

gqmxxtj9kU

% Novartis Foundation—Klaus Leisinger 10/4/2011: http://www.youtube.com/

watch?v=9drMaDVg2eY


http://video.ft.com/2563890263001/Mild-pain-relief-for-GSK/Companies
http://global.factiva.com/aa/?ref=T000000020140405ea45000cr&pp=1&fcpil=en&napc=S&sa_from=
http://global.factiva.com/aa/?ref=T000000020140405ea45000cr&pp=1&fcpil=en&napc=S&sa_from=
https://www.youtube.com/watch?v=B9kwBxXXXCs&list=PLvDyxtKlIcnhWNg8UevNidThqmxxtj9kU
https://www.youtube.com/watch?v=B9kwBxXXXCs&list=PLvDyxtKlIcnhWNg8UevNidThqmxxtj9kU
http://www.youtube.com/watch?v=9drMaDVg2eY
http://www.youtube.com/watch?v=9drMaDVg2eY
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spokesman for Oxfam USA, argued that “ultimately, for least developed countries
it’s only generic competition that’s going to get prices down to an affordable level.”’%

HIV had moved from being the key issue to just one of a number of health prob-
lems including vaccines, tuberculosis, malaria, neonatal, tropical diseases and pneu-
monia (see Exhibit 8.4). The difference in death rates from non-communicable
diseases (NCDs) and other diseases between the developed and developing world
was stark. While the developing world had addressed the problems of AIDS and
people with HIV were living longer, the burden of chronic NCDs was heavier.
Breast cancer, cardio-vascular disease and smoking-, alcohol- and obesity-related
conditions were also affecting people in low-income countries. The WHO estimated
that the number of deaths from chronic NCDs was more than four times those from
AIDS, TB and malaria in low and middle-income countries. It claimed that with the
right access to medicines, around 8 million NCD deaths could be prevented each
year in the developing world.®® NCDs now presented the same sort of major health
challenges and global burden that AIDS once had. But while AIDS was now ade-
quately financed and widely understood, awareness of chronic NCDs and the oppor-
tunities for health impact in LDCs were not.

By 2014, many developing countries were seeking to move towards universal
health insurance coverage as advocated by the WHO, but only Ghana, Rwanda,
Kenya, Nigeria and South Africa had any formal structure for health insurance.
What worked elsewhere didn’t work in much of Africa. The challenge was not just
about making medicines more affordable but more available. Several interconnected
factors determined whether patients received the right medicine at the right place
and time, including diagnosis and care, remaining in care, lack of healthcare work-
ers, infrastructure investment, individual lifestyles, education and environment. The
cost of treatment was not just the price of the drugs but the cost of transport and of
time taken off work for patients — often to walk long distances and queue for
treatment.

GSK and the Novartis Deal

By 2014, GSK was the fourth largest global pharmaceutical company (see Exhibit
8.3). It had manufacturing sites in 86 countries and a commercial presence in 150
markets. Turnover was £26.5 billion, consisting of pharmaceuticals (67% of group
turnover, including medicines for cancer, heart disease and viral infections such as
HIV), vaccines (13% of group turnover) and consumer healthcare products.

GSK was proud to have held the number one position on the Access to Medicines
Index from its conception. Shareholder returns also appeared to be high on manage-
ment’s agenda: in 2014 the dividend was increased by 6%. In a video released in

S http://www.ethicalcorp.com/communications-reporting/how-gsks-access-medicine-plans-will-
shake-big-pharma

% Source: WHO 2008
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April 2014,% Philip Thomson, SVP of Communications and Government Affairs,
said healthcare was -

an area which fundamentally requires responsibility. It is something that the company takes
very seriously. At the core of the company is innovation and access, and the two are intrinsi-
cally linked. What it should tell you is that we don’t see any difference between our com-
mercial success, our shareholder return, and our responsibility and the contribution we

should make to society.

On 22 April 2014, GSK announced the terms of a complex three-part $20 billion

res

1.

2.

tructuring deal with Swiss pharmaceutical Novartis®®:

GSK would sell its portfolio of cancer drugs to Novartis for up to $16 billion;
($1.5 billion in milestone payments subject to drug trial successes)

GSK would buy Novartis’s vaccines unit for up to $7.1 billion ($5.25 bn plus a
potential $1.8bn in milestone payments subject to vaccine successes.)® This
would give GSK 29% of the global vaccine market. “GSK’s late-stage develop-
ment pipeline would be further strengthened with the addition of four new can-
didate vaccines from Novartis.” The new business would have more than 20
different vaccines in development, including assets to prevent hospital and
maternal infections and diseases prevalent in developing countries such as
malaria and tuberculosis.

. Novartis and GSK would combine their consumer health businesses in a joint

venture, with 2013 pro forma revenues of £6.5 billion and GSK holding 63.5%
of shares and 7 out of 11 seats on the board

Announcing the agreement, Andrew Wi