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Abstract

This thesis presents a proposal to address the environmental, social, economic and financial
information, generically reported by European utilities for electricity production and concentrate
that information on a limited set of indicators, capable of widespread application. These indicators
represent the activities and contributions of these companies in terms of internal and external

sustainability.

A current challenge for companies is the measurement of social, environmental and economic
performance which, in corporate scenario, is being considered fundamental for business success.
Besides, corporations are recognized as sized actors of environmental disturbance, either by

direct action as by indirect action through the induction of social and economic effects.

European electricity utilities were chosen as the object of the present study, both because having
a large impact on social, economic and environmental issues and because integrated in a

regulatory and market specific context.

Although several frameworks are available for reporting on Sustainability and on Corporate Social
Responsibility (CSR), they still appear incomplete mainly due both to a lack of maturity in the
concepts and to the shortage of operational disclosure tools. In general, indicators commonly
presented by companies to monitor their economic, environmental and social performance, exhibit
a great diversity of metrics, calculation formulas and basic concepts even within the same sector.
Monitoring the evolution of the global behavior of each company is still hampered by the use of a
very broad set of indicators, some of them with a qualitative character, which in most cases do not
relativize the differences according to the company size and production capacity. For these
reasons, company’s individual performances and achievements are hardly compared.

Consequently, the focus of the work presented in this thesis is on the application of multivariate
techniques, in order to condensate a large amount of data into a set of electricity industry

representative indicators, with the minimum loss of information.

The use of Principal Components Analysis technique allowed to identify, from a large set of
relativized indicators, those with a stronger explanatory power, which act as representatives of all
the other.

The principal components identified, showed to be aligned with the conceptual foundation of the
corporate contribution for sustainability, adopted in this thesis. The methodology, which presents a
quite innovative character when applied to sustainability indicators, proved to be adequate and

provided valuable outputs.

Keywords: Corporate reporting, sustainability, corporate social responsibility, European electricity

industry, factor analysis, principal components analysis, industry performance indicators.
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Resumo

A presente tese apresenta uma proposta para tratar a informagao ambiental, social, econémica e
financeira, genericamente reportada pelas empresas europeias produtoras de electricidade e
concentra-la num conjunto limitado de indicadores, susceptiveis de utilizagdo generalizada. Estes
indicadores representam as actividades desenvolvidas e os contributos destas empresas quer em
termos da sustentabilidade interna, quer externa.

Um desafio corrente para as empresas € a medida do seu desempenho econdmico, financeiro,
ambiental e social, que no cenario corporativo é crescentemente assumido como fundamental
para o sucesso dos negocios. Por outro lado, as corporagdes sao reconhecidas como agentes
dimensionados de perturbacdo ambiental, quer por acgdo directa, quer indirecta, através dos
efeitos que induz ao nivel econémico e social.

As utilities europeias de producgdo de energia eléctrica foram escolhidas como objecto do presente
estudo, quer por apresentarem uma influéncia significativa que decorre das suas actividades, em
termos sociais, econémicos e ambientais, quer por integrarem um contexto especifico em termos
regulatérios e de mercado.

Embora diversas linhas de orientagdo estejam disponiveis para estruturar o reporte da
sustentabilidade e da responsabilidade social corporativa (CSR), carecem ainda de complitude e
representatividade, principalmente devido a imaturidade dos conceitos e a escassez de
ferramentas operacionais para apresentacdo da informagdo. Em geral, os indicadores
comummente apresentados pelas empresas para monitorizar a sua performance econdmica,
ambiental e social, exibem uma grande diversidade de métricas, férmulas de calculo e conceitos

basicos, mesmo entre as empresas de um Unico sector de actividade.

A monitorizacdo do comportamento global corporativo baseia-se ainda na utilizacdo de vastos
conjuntos de indicadores, alguns com caracter qualitativo, que em geral n&o relativizam as
diferengas associadas a dimensao ou capacidade produtiva. Por estas razbes, o desempenho e
as realizagdes de cada empresa, séo dificilmente comparaveis com os das suas congéneres.

Consequentemente, o trabalho apresentado nesta tese centra-se na utilizacdo de técnicas
multivariaveis, com o objectivo de condensar um vasto conjunto de dados, num conjunto de
indicadores representativos do desempenho da industria de produgao de electricidade, com uma
perda minima de informacdo. O uso da técnica Analise de Componentes Principais permitiu
identificar as variaveis com maior poder explicativo, que actuam como representantes de todas as
outras.

Os componentes principais identificados, demonstraram estar alinhados com a fundamentacgao
conceptual da contribuicdo corporativa para a sustentabilidade, adoptada nesta tese. A
metodologia, que apresenta um caracter inovador pela aplicagdo aos indicadores de
sustentabilidade, provou ser adequada as questbes de investigagdo e proporcionou relevantes
resultados.

Palavras-chave: Reporte corporativo, sustentabilidade, responsabilidade social corporativa,
industria europeia de electricidade, andlise factorial, andlise de componentes principais,
indicadores de performance para o sector.
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1.Introduction

Generically sustainability describes the characteristic of a process that can be
maintained indefinitely at a certain level. The concept as the intrinsic meaning of preserve, resist
and endure. It is a rather new concept that firstly acquired particular visibility under the
environmental perspective.

After the industrial revolution, the increasing consumption of natural resources was
followed by the corresponding generation of waste, in such quantity and with such characteristics
that could not be entirely processed by ecosystems. The depletion of resources has been
accompanied by the awareness of its scarcity. The pollutant emissions were soon associated
with issues of loss of quality of life. Due to human intervention the functions of ecosystems have
been affected and accordingly the environmental balance changed (Arrow et al. 1995;
Schumacher 1973; Singh et al. 2009). For some, the sustainability of earth and consequently of
humankind was compromised (Schnaiberg 1980; Brown et al 2010; Schumacher 1973).

Although the concept of sustainability is widely used, it is likely to be interpreted in
different ways. Accuracy still lacks in its definition. Most interpretations of sustainability take as
their starting point the consensus reached by the World Commission on Environment and
Development (WCED) in 1987 (Brundtland Report) and, since then, the concept was subject of
several interpretations in some cases with mutually exclusive meaning depending on the context,
the user or the goals to achieve (Redclift 2005).

The fully operationalization of the sustainability concept as taken a long way until the
2004 Johannesburg Conference, when it was assumed as having a three-fold expression:
environmental, social and economic.

Is this perspective, the demand for long-term equilibrium implies the development of
consistent management of resources over time, not simply through the use of resources at a
rate, which could be maintained without diminishing the levels for future generations, but meeting
the environmental, social and economic impacts in short and long term.

Given the aforementioned problems, the concept suggests a reminder for the inter-
generational equity of opportunities and resources. The options taken in the present will affect
the future generations opportunities and welfare, as also it conditions the range of available
options. The capacity of ecosystems perform their functions and the level of resources to
bequeath to future generations will affect their own ability to survive (Weinberg, Pellow and
Schnaiberg 1996; Gray and Milne 2002).
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Social and environmental issues have intertwined impacts that transcend national
boundaries. Most of environmental issues are reflected in the overall level, regardless of their
geographical origin (Egri and Ralston, 2008). The globalization of trade has raised several
questions referring regional disparities, namely those related to environmental performance,
human rights, working conditions, resource exploitation or business ethics (Logsdon and Wood,
2002; Williams and Aguilera, 2006).

Human activities appear to be the main driver for much of the present imbalance, once
they have environmental, economic and social implications and in the reverse way, human
activities are also increasingly conditioned by this disequilibrium. Global problems, such as
climate change, are now well known and are increasingly understood as threats to human kind
survival.

Yet, neither public nor private agents act at one dimension and in isolation. The
corporate sector integrates complex organisms (companies) whose activity implies large social,
environmental and economic impacts, in some cases at a worldwide scale.

Following Porter and Kramer (2011), business is commonly perceived as building its
profit at the expense of the exploitation of common resources. The legitimacy of business is
increasingly questioned, as they are given responsibility for much of the environmental and social
problems resulting from its activities.

Corporations, from their side, are certainly part of the commitment to promote the
sustainable development. They are asked to recognize sustainability as a concept to be applied
to the development of their own activities and long-term strategies, while assuming greater
responsibility toward society and environment. The fact that they are organized structures may
favor the process of change towards a more sustainable behavior, if in the presence of the right

conditions and motivation.

The concept of sustainability applied to business may be faced from two interconnected
and interdependent perspectives . An inner vision, which refers to the company's ability to survive
on a long-term and an broader vision, which refers to the company's contribution for the
sustainability of the planet.

If on one hand, the internal sustainability depends on the understanding of the present,
on the apprehension of the emerging trends and on the development of appropriate strategies,
on other hand it conditions and it is largely constrained by external context.

The aforementioned, results into a systemic, interactive and holistic vision, whereby
companies integrate a grid of relationships that they influence as economic agents, but in turn
they are conditioned by the context in which they move.

This represents an increasing awareness of the dual role of companies as resource
consumers and polluters, but also as key elements in the construction of collective welfare and

therefore essential agents for the sustainability of the planet.
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The energy sector is fundamental for sustainability. The sector's contribution both for the
depletion of natural resources, for the pollutant emissions and for the creation of social well-being
is undeniable (Azapagic and Perdan 2000; Azapagic 2003).

The challenges that the sector is presently facing are closely related to environmental,
economic and social issues. Strategic investment decisions, relevant to ensure industry
competiveness and social welfare, are being made with increasing attention on aspects such as

global warming or renewable energy sources.

A new energy paradigm is being designed and promoted. It is based on the use of
renewable energy, the flexibility of distribution networks, the integration of individual producers,
the investment in energy efficiency, the promotion of research and the application of
technological developments.

However, although having recorded significant improvements in the efficiency of
resource use and in promoting the use of renewable sources, the sector is still heavily dependent
on raw materials of fossil origin, largely from external sources.

A worldwide increasing in electricity demand is a trend perfectly defined for the next
decade that will be countered with new investment and hopefully with increased efficiency, either
in production and in use.

Electricity production requires high investments and is responsive to long-term risks.
These risks arise from the expected useful lifetime of production units, which is sensible to
changing factors, as the access to scarce raw materials or the emerging constrains, namely
those relating to water, waste or air emissions.

As generation units, for example, are expected to operate for several decades, energy
industry managers have to foresee operational long-term horizon while having to deal with rapidly

changing incentives and restrictions.

The electricity industry in Europe plays a central role in European sustainability scenario.

European electricity production is still largely based on fossil fuels and on nuclear
generation, which implies long-run impacts mainly associated with green gas emissions and
waste management. The impact on the environment, health and safety from nuclear power plants
have led some European countries to define policies leading to the decommissioning of its
nuclear sites.

Moreover, most European countries have followed a liberalization agenda in the sector.
This situation, coupled with further deregulation, demands the setting of benchmarks to assess

potentials for international efficiency improvement among electricity market agents.
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The standpoint of the consumer is that electricity is, by own nature, a uniform product.
Seemingly the price is the only differentiation factor. However, the growing information and
consumer awareness about environmental and social issues, may sustain decision-making
based on sustainability performance of the electricity generator. Intrinsic differentiation can be
built from the weighting of different primary energy sources in the production mix, the
externalities not assumed or the relations with the community and employees. In a foreseeable
future, those and other issues may become constraining for the consumer's decision when

selecting the generator of electricity.

Consumers, investors, managers and regulators are looking for credible, reliable,
relevant, usable and comparable data, to use for the decision making, the definition of strategies,
the evaluation of performance or benchmarking (Edvardsen and Fgrsund 2003), (Jamasb and
Pollitt 2003).

From the above, can be concluded that a strong business model for electricity, requires a
real concern about the ability to survive the very long term, while assuming and dealing with the
responsibilities arising from the activities performed. Success over time depends also on
addressing stakeholder's needs and expectations as much as to secure confidence in the
company.

As larger resource users and world impacters (on economic, social and environmental
dimensions), electricity industries play a main role on leading the way for maintain and improve
world’s sustainability.

Long term survival, stakeholders engagement, confidence, contribution and corporate

responsibility, align the concept of sustainability that is being developed in this study.
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2.Research Questions

Sustainability is being increasingly assumed as a responsibility for public and for private
corporate entities. The corporate sector comprises complex organisms whose activity implies
large social, environmental and economic impacts, in some cases at a worldwide scale. As
economic agents, they are an important part of the sustainable development process.

Therefore corporations are no longer asked simply to act as good citizens by complying
with the mandatory rules and regulations. Instead, they are asked to recognize sustainability as a
concept to be applied while developing their own activities and long-term strategies. This means
a compromise usually materialized in several corporate documents, from which Sustainability
Reports (SR’s) and Corporate Social Responsibility Report (CSRR) are assuming an increasing
importance both at corporate level and business overall concerns.

The objective of those reports is to assess and disclose to stakeholders and the
community in general, the standard of sustainable performance that the organization achieved
including environmental, social and economic information in the context of the defined long-term
strategies, goals and compromises. But, the same way an accounting report doesn’t guarantee
by itself a good financial situation, a SR does not guarantee that good practices represent the
main stream within a corporation.

On one hand, Sustainability Reports seem to contain many hard-to-verify or incomplete
statements. A close survey of the available models of disclosure and reporting proved to be
unreliable: the term "sustainability reporting” is being used in a partial way, once it refers only to
deliberately exposed issues. In these cases, it subverts the aim and misleads the readers (Gray
1997; 2001; Kolk 2004; Meehan et al. 2006; Adams 2004; 2007; 2008; Adams and Evans 2004;
Larrinaga-Gonzalez and Bebbington 2001; Bebbington et. al. 2007; Owen et al. 2000, Hess and
Dunfee 2007, Martins et al 2007, Doane 2005; Arnold 2008; Hubbard 2009%; Rahman and Post
2011).

On the other hand it is still not clear that the market recognizes and values the
companies that are keen to become more sustainable, or even that the market distinguishes the
efforts made by those companies (Alniacik et al 2010; Eccles and Krzus 2010; Weber 2008;
Soppe 2009, Doane 2005, Arnold 2008). Moreover, some actions taken in the framework of
corporate strategies for sustainability don’t have directly to do with the intrinsic obligations of the
company (e.g. the distribution of milk for African children should not be seen as a compensation

for unfair labor practices or environmental pollution). In fact, reports may present only the positive
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aspect of the overall behavior of the company, deliberately leaving certain practices that relate
directly to the core activity of the organization in the dark (Adams and Evans 2004; Gray 2001;
Owen et al. 2000; Meehan et al. 2006; Cooper and Owen 2007; Hubbard 2009% Rahman and
Post 2011). Frequently, the questions resulting from the way business is conducted, which
directly affect communities, are not properly addressed (Doane 2005). Depending on the SR
addressee’s, internal sustainability issues are exposed (those referring to the ability to survive),

but not the issues related to the contribution of business for global sustainability.

Yet, SR and CSRR are elaborated following international guidelines to assure
standardization of form and contents. Business have available a panoply of tools and methods to
assess, manage and report their sustainable performance, depending on the aim, the context
and even the corporate own culture. However, several frameworks, codes of conduct or
management standards, in some cases, overlap or present different focus. That makes difficult to
discern and to make a proper judgment of what is being actually reported. There is a mosaic of
approaches and methods that can lead to different results and therefore can induce to distortions
on the evaluation and pursuit of corporate sustainability.

The apparent completeness of the current ‘templates’ may sometimes, if not always, hide
the essentials, namely the indicators and the criteria to select and rank those that must be taken
into consideration. This is not only a difficulty that results from the diversity of activities and
sensitivities of actors from different regions of the Globe. The question is essentially related with
the eventual hierarchy of sustainable values and the way to balance them (Gasparatos et al.
2008; Adams 2008; Arnold 2008; Hubbard 2009). Probably, the mix and the weighting of those
criteria may differ from region to region. However, the issue of how to establish a proper
framework to do that is still far from being fully accomplished.

Some authors reinforce the suspicions that remain on credibility of reports, mainly due to
the interests of management and their influence over the reporting process, which undermines
accountability and transparency before stakeholder groups (Adams and Evans 2004; Gray 2001;
Owen et al. 2000).

The business adoption of CSR was mostly implemented in those areas offering
economic gains in prejudice of other, in part, because adequate conceptual resources, to help
managers integrate other aspects of CSR into their corporate strategies and operations, are still

missing (Meehan et al. 2006).

Given the concerns about the content of the report and the assurance practices, other
authors believe that this is a time for a theoretical thinking and an empirical examination focusing
in particular on how to enhance accountability and transparency to stakeholder groups (O'Dwyer
and Owen 2005; Adams 2008, Kolk 2004, Hess and Dunfee 2007).
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The definition of a methodology to identify industry specific issues to report is leading to
legitimate decision-making and ultimately to improve the overall level of industry performance
(O'Dwyer and Owen 2005; Adams 2008, Kolk 2004; Bebbington et al. 2007; llinitch et al. 1998;
Hubbard 20097 Arnold 2008; Azapagic 2003; Lydenberg et al. 2010). Other authors, such Lee
and Saen (2012), reinforced that companies find hard to measure and integrate in a systematic
way the issues of sustainability, which is due to the insufficiency of tools to support operational
integration. They urged the definition of a framework for sustainability focused on corporative

practices and on operational performance assessment.

European countries have shown a long-term concern with environmental and social
issues, namely those related with global warming, emissions of CO, and other greenhouse
gases. However, they have not been accompanied by appropriate studies at the European level.
Because the recent interest in CSR in Europe, there are few studies at the continental level
(Azapagic 2003; Falck and Heblich, 2007; Delbard 2008, Ziegler et al. 2011).

Meanwhile, on the peculiar case of electric utilities there are few academic papers that
address the key issues of CSR reporting. Public Utilities by their own nature and scope are
intended to be accountable to various stakeholders. Because of providing a public service and for
presenting large-scale impacts, electricity producing companies have accrued responsibility for
reporting to their stakeholders. Therefore, disclosed information is subject to careful scrutiny and
analysis. Electric utilities are a good example of having to deal with challenges emerging on a
global scale.

Yet, most of these companies have been carefully preparing non-financial reports for the
early years, they move between vast borders, enabling them to decide what to report or not.
Even from the same industry, reports still miss from homogeneity of information along time and
between peers. The lack of comparability makes it difficult to identify best practices and the

markup the best results.

That raises the following question:

e How can relevant data be structured to contribute to the effective promotion of

corporate sustainability?
Other questions are consequently raised:
*  What must constitute the core of a SR? What must be identified as critical to be

measured and reported in a commonly understood language?

e What are the reasons for the lack of comparability between reports?
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The generic ambition of the present research is to contribute to assure accountability, to
improve transparency, provide comparability and increase completeness on reporting, in order to
enable benchmarking and effectively boosting Sustainable Development. It is intended that SR
can express the real values and principles of each corporation and reveal its own contribution for
sustainability.

A monitoring system based on comparable, relevant and representative indicators for
industry critical issues, it is assumed as an important contribution to achieve this goal. The
present work intends to test a methodology to signal key issues in terms of corporative
sustainability and to identify a small set of indicators, obtained, as far as possible, free from bias
and subjectivity of values, representing material contributions from European electricity producers
to sustainability.

In order to address these issues, the following objectives are defined for this thesis:

1. Understand the state of sustainability reporting for European electricity producers.

The furtherance of this objective requires the following activities:

 Characterize the context of the energy producers in Europe
« Identify the information reported and signal the causes for the failures of

comparability among companies and among sectors

2. Propose a limited set of indicators relative, comparable and representative of the
sustainability issues relevant for the electricity industry.
The furtherance of this objective requires the following activities:

* Propose and identify relevant indicators for the electricity production sector
+ Identify and apply methods of data reduction
 Evaluate the results achieved

* Relativize the performance of the sample relating to the indicators obtained

The structure of the document is organized in 6 chapters and annexes distributed as
following:

Chapter 1 is an introductory chapter referring to the background material related with the
research topic.

Chapter 2 (present chapter) exposes the problem statement, the research motivation,
and the research questions. Research contribution is briefly formulated and a summary of the
significant expected findings introduced.
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Chapter 3 presents the review of the literature. As the study spreads over very
differentiated areas relating to environmental, social and economic issues, a survey over the
evolution of relevant concepts is performed. The importance for businesses of interrelations
between the concepts of ethics, accountability, and sustainability, according to different authors,
is further examined and discussed. Relates the framework of corporate sustainability with the
difficulties in reporting and the objectives of the thesis.

In Chapter 4 the methodology selected is substantiated accordingly to the research
question and objectives to attain. The mode of application on the sample selection, definition of
industry critical areas and definition of indicators to collected is then described. The multivariate
techniques to be applied are characterized and justified.

Chapter 5 refers to method implementation, starting with a brief review of European

energy scenario and sample characterization.

Relevant indicators are ascertained through a initial collection of reported indicators,
definition of industry relevant issues to debug the initially chosen indicators. For the four
dimensions of corporate sustainability, relevant theoretical concepts are then proposed. A set of
relative indicators is constructed taking into account both the pertinent industry issues and the
proposed concepts. Descriptive statistics are calculated for relative indicators to assess the
coherence of obtained results.

Principal Components Analysis is applied to relative indicators with the aim to identify the
variables with high explanatory power, to detect components which explain the sustainability
behavior of companies and to reduce data. Additional data reduction methods are used to
understand general conduct and to relativize the performance of the sample among themselves.

Chapter 6 covers both presentation and analysis of results for PCA and additional data

reduction methods .

Chapter 7 conclusions are presented as also some avenues for future work.
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3.Survey of the Literature

“Yet in the end, sustainable development is not a fixed state of harmony, but rather a
process of change in which the exploitation of resources, the direction of investments,
the orientation of technological development, and institutional change are made
consistent with future as well as present needs . . . Painful choices have to be made.”
WCED 1987, Our Common Future

3.1. The early grounds of sustainable development

Sustainable development integrates economic, social and environmental issues into a
holistic and dynamic perspective, essential for the redefinition of a new path for the evolution of
mankind.

However, apart from the latest natural sciences contributions, the concept early roots are
based on ethics and on economic thought, which are indissociable from social issues. The
allocation of scarce resources for the satisfaction of human needs is the core of economic theory
(Rossetti 1991) and it represents a pivotal concern of man’s existence.

In fact, the economy cannot be dissociated from issues of sustainable development. The
use and allocation of scarce resources for the satisfaction of human needs is the primary cause
that has been conditioning the environmental and social issues since the beginning of humanity.
But, never before human activity had such a great impact as we are witnessing now.

In any case, there is a growing recognition that achieving sustainability rests almost

entirely on getting the economy right (UNEP 2011).

A short survey over the evolution of some economic concepts will be presented next. It is
intended to contribute for a better understanding the innovative character of sustainable

development concept and it's own meaning for earth management and for Humanity.

As civilization has progressed and society evolved, new needs and wants required
increased resources for own gratification (Marshall 1890; Schumacher 1973). In turn, the human
needs and desires grow more than proportionally to the expansion and improvement of the

productive resources (Schumacher 1973, Rossetti 1991).

1"
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Economic growth is commonly understood as the quantitative increase in an economic
variable (Solow 1956, 1957; Case and Fair 1999; Romer 1990, Rossetti 1991). Under a pure
economic perspective, the concept refers to the increase of major economic aggregates, namely
the national income, the stock of capital, the employment and the consumption. When growth
occurs in a balanced way all the aggregates evolve in the same direction and the same
percentage rate.

Basically the concept concerns to the productive capacity of an economy and the
resulting increase in national income. The measurement of growth is achieved by means of
monetary accounting and at national scale is commonly expressed through GDP (Gross
Domestic Product) or GNP (Gross National Product).

The classical economic theory assumes that production of goods and services,
expressed in monetary terms, can be explained as a function of capital and labor.

First economists, such as Adam Smith (1723-1790), Malthus (1766-1834) and Ricardo
(1772-1823) were all pessimistic about the prospects of a sustained long-term economic growth.
Basically, their major concern was the scarcity of natural resources (namely, land). The labour
theory of value launched by the first economists was also partly adopted by Karl Marx.

For those authors was natural to consider only capital and labor as major inputs.
Economic activities were mostly related to agriculture and livestock and the sun was the main
source of energy (Smith 1789; Marshall 1890). However, from the industrial revolution, the use of
machinery required to resort to other sources, primarily coal, then oil and more recently electrical
power and natural gas (Ayres and Warr 2005, 2006, 2009).

The neoclassical economic thought, which started to be developed by 1870, abandoned
the labor theory of value. Instead, the commodity’s price started to be seen as a measure of its
own scarcity, not the cost of the incorporated labor. Thus, this allowed a simultaneous analysis of
both side of a market: supply as the amount of a commodity that was available and demand as
the amount required. Notwithstanding, the introduction of marginal analysis as a new
methodology also meant that the long-term growth patterns were almost abandoned until 1950.
The neoclassical model notion of growth was associated with increased stocks of capital goods.
Since people can be more productive given more capital, increasing capital relative to labor
creates economic growth,

Solow (1956, 1957) introduced the concept of “technological progress”, which was an
unexplained exogenous variable, as major driver of growth. He established the primacy of
technological progress as main propellant for the sustained increases of output per worker.

At the end of the 1980s, Paul Romer (1990) developed a new growth theory, which
allowed for the endogeneity of technological change. Economic agents can affect the pace of
technological change, namely through research and development and technology is closely
connected with “knowledge” (Meireles et al. 2010). The human capital was framed not only as

working hours but also as workers skills and knowledge. In this perspective human capital has
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increasing rates of return and growth does not slows as capital accumulates. Following this line,
those countries investing in human capital and technological change may assure constant growth
rates.

More recently, Ayres and Warr (2002) turned their attention to the energy issues,
defending that “economies appear to evolve over a long term trajectory driven by technological
progress, in which the factors of production maintain a fairly stable relationship to each other.
Long term economic growth reflects the underlying dynamics of technological progress.” These
authors assume that the main cause for the economic growth since the nineteen-century was the
availability of cheap energy and available work. Using a mathematical model, they defended that
the efficiency of electrical generation was a good proxy for technological progress, which
explains the parcel of economic growth that is not due to capital or labor. At present, economic
activities depend on the availability of energy supplies both in primary forms and as vectors. Thus
they argued that energy services, or more specifically useful work, is the key to a quantifiable
endogenous theory of economic growth and the limits of thermodynamic conversion efficiencies

may act as limits to growth (Ayres and Warr 2002).

In general it is accepted that economic growth relies on the use of resources (capital,
work and land) to provide wealth, through the production and supply of goods and services. The
creation of wealth generated by the use of production factors, should result in the creation of
more jobs, improvement of live quality, namely better education and healthcare services.

Theories of economic growth have been relating the growth rate of an economy with the
increasing in living standards and welfare of local population. Nevertheless, the scientific
community, ONG’s and citizens, have subjected them to severe criticism.

Meadows et all, published in 1972 the reference and controversial book “The Limits to
Growth” modeling the interactions between exponential growth with finite resources. They
concluded that maintaining the pace of growth, as it was known was compromised over the long
term.

By other hand, the relationship between inequality and economic growth has raised
considerable attention among economists since the late 1980s. A considerable strand of the
literature addresses the causation from growth to inequality, while another research line focus on
the reverse effect of inequality on growth (Neves and Silva 2010).

Ayres and Warr (2008, 2009) argued that economic growth is not a historical inevitability.
Once that resource consumption is a cause of growth it is not possible to maintain economic
growth at the pace of the last 200 years, at the risk of imposing heavy costs to society and
endanger the survival of the species (Ayres and Warr 2003; Schumacher 1973).

The pressure on natural resources has been increasing continuously over the last two

centuries either as sources of raw materials, either as a way of processing the waste.
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However the carrying capacity of ecosystems and the depletion of resources only
recently began to be considered in setting policy and economic directions (Arrow and all 1995;
Meadows et al. 1972; Schumacher 1973).

Arrow and all (1995) warned against the generally accepted assumption that economic
growth is somehow beneficial to the environment. The assumption that an automatic adjustment
mechanism would lead to the common good guided the definition of the main economic policies
during the 70’s and 80’s. The “invisible hand”, assumed by Samuelson (1964, 2001), was
touchstone of the liberal economic theory, advocating the continued growth coupled with
economic liberalization. The economy-widepolicies, particularly with regard to globalization of
trade have been undertaken assuming that the common good would be achieved through the
normal functioning of markets. The proliferation of these policies took place giving little attention
to the chorus of protests, warning to environmental quality, carrying capacity or environmental
resilience (Arrow and all. 1995).

Although widely used to defend the non-intervention on free market functioning, the
“invisible hand” is considered by Kennedy (2009) as a concept introduced on economic theory
empty with any scientific explanatory value.

Kennedy (2009) adverted that modern economists have taken an “isolated metaphor,
used rarely by Adam Smith” to erroneously justify the perfection of the functioning of commercial
markets, by arguing that the defense of individual interests leads inevitably and unintentionally to
public benefit. If economic agents do not meet the consequences of their actions when pursuing
their own interests, they can harm the common good, by inducing both social and environmental
damage.

Adam Smith (1789) himself warned to the danger of “human behaviours in situations
where markets operate less than competitively in aggregate, can and do result in sub-optimal
outcomes, such as from the imposition of monopolies, protectionism, and conspiracies to restrict
supplies”. To these questions can be added more contemporary others such as pollution,
indifference to spillover externalities and tragedies of the commons (Kennedy 2009). The general
equilibrium point in perfectly competitive conditions does not exist outside the constructs of the
mathematical theory (Kennedy 2009).

The efficient allocation of resources driven by the “invisible hand” requires that market
prices incorporate “true social costs”, or externalities. Otherwise, the free market’'s operation
contributes to accentuate the disparity in wealth distribution and aggravate the depletion of

resources.

Marshall (1890) was the first author to refer the idea of externality (social cost) which was
lately developed by Pigou (1932). Externalities are assumed as costs imposed or benefits

conferred on others that are not taken into account by the person taking the action.
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A manufacture polluting a river during its operational activities, imposes a cost to all the
communities affected by this pollution, also affecting the ecosystems’ functions. When firms
internalize these costs of operation (negative externalities) overall welfare could be raised.
Although, the allocation of production external costs arguably raises the costs of products and
compromises economic growth (Schaltegger and Wagner 2006).

Coase (1960) proposed a new economic view on environmental problems. He defended
that the governmental intervention, through taxes and subsidies as proposed by Pigou, was
dispensable if the people affected by the externality and the people creating it could get together
and bargain.

Traditionally it is assumed on neoclassical environmental economics, that the purpose of
environmental regulation is to correct a market failure, once that production costs are not entirely
undertaken by their generators. The correction goes through the internalization of costs of the
negative externality, which imposes additional costs on companies (Schaltegger and Wagner
2006).

Reinhardt et al (2008) agreed that if firms voluntarily internalize externalities, it possibly
may result in a more efficient allocation of resources. However, there is no reason to suppose
that firms may necessarily achieve new efficiency levels through the reduction of externality-
producing activities (Reinhardt et al 2008).

Economists, such as Kenneth Arrow, have shown that competitive firms and competitive
markets do not necessarily produce the optimal amount of innovation and growth within an
economy (Arrow 1962; Kamien and Schwartz 1982; UNEP 2011).

Mishan (1967) warned that the benefits of economic growth could be misleading if they
were not discounting the inherent negative impacts such as raised pollution, increased crime or
depletion of resources. He related economic growth with social discontent once the first
generates social and environmental costs that were not generally taken into consideration. Their
approach was later recovered by green movements and by the degrowth promotion movements.
Mishan (1967) also defended and exemplified with specific situations that economic growth does
not necessarily involves improving the quality of life.

Richard Douthwaite, (1999) argued that strategies used by governments to raise national
income often increase poverty and unemployment, once each increase in national income may
consume more resources than those created on a sustainable basis. For citizens, in this
situation, the balance is negative.

Serge Latouche (2003, 2004), an advocate of the degrowth movement, noted that “If you
try to measure the reduction in the rate of growth by taking into account damages caused to the
environment and its consequences on our natural and cultural patrimony, you will generally
obtain a result of zero or even negative growth.”

Even the main indicators of economic performance, such as growth in Gross Domestic

Product (GDP) are not adjusted to account for pollution, resource depletion, declining ecosystem
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services, and the geographical and social distributional consequences of natural capital loss
(UNEP 2011).

Nowadays, humankind as to deal with the reducing availability of fossil energy sources,
the over-exploitation of natural resources, the declining of environmental quality, the loss of
ecosystems services, as also the decreasing of flora and fauna diversity, situation which
contrasts with a highly consumer life-style, on developed and developing countries (Arrow et al.
1995).

Since the 30s several types of renewable resource management theories have been
developed. The aim was to assure welfare as also the preservation of non-renewable resources,
since then, increasingly regarded as capital (Singh et al. 2009). Natural capital has distinctive
features from other forms of capital namely man-made capital, human capital and social capital
(Gasparatos et al. 2008). If misused, it may depreciate, as any capital asset, often irreversibly
(Dasgupta 2008) and it is non-substitutable with other forms of capital (Daly, 1989, Costanza and
Daly 1992). Presently ecosystems are one type of natural capital that is especially at risk
(Dasgupta 2008).

However, economic sciences have been unable to assess properly the natural
resources.

Only recently, the economic analysis has enjoyed the contact and input from other
disciplines, which explain the well being of humanity also through the natural and social
environment.

Schumpeter (1934) was an earliest voice to suggest a holistic approach to the study of
economic phenomena. He maintained a critical perspective towards the analysis of the social
matter, once he considered that the social process is in reality an indivisible whole. However,
economic analysis is commonly held to be partial or biased. From the historical course, the
investigator artificially selects the economic facts. These is an abstraction of reality, once one fact
is never exclusively economic and other aspects, perhaps more relevant in this classification, are
overlooked

Schumacher (1973) later resumed the valuation of other sciences contribution’s for
economic thought. He defended a holistic approach containing ethical, ecological, social and

metaphysical components, which he considered were missing from the statistical models.

Consequences of economic activities and growth models pursuit are under debate. The
discussion on the relation between economic growth and environmental quality, and on the link
between economic activity and the carrying capacity and resilience of the environment (Arrow
and all. 1995) is more present than ever before.

It is obviously an impossibility to pursue an infinite economic growth within a finite

environment (Schumacher 1973).
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The concept of economic development is presently based on the sustained increase in
the standard of living in a nation's population (such as health, education) along with the increase
of GDP per capita. This means, the general improving of the living conditions of a population,
namely through access to health, education and sanitation services. Other aspects of economic
welfare have been recently regarded as relevant faces general human development, such as
leisure time, environmental quality, freedom, or social justice.

Economic development is a concept halfway between economic growth and sustainable
development. In fact, the increase in per capita income alone, linked to economic growth, is no
guarantee of improved living conditions of populations.

Schumpeter (1934) was one of the earliest economists to address economic
development questions. During 1912 he published the “Theory of Economic Development” which
laid the basis for the economic growth theory. Following Schumpeter (1934) growth causes are
mainly nonecoconomic and they can be found on in the institutional structure of society, namely
on cultural and sociological environment.

In this context, economic development is constructed through alternate phases of
economic growth and depressions. While growth corresponds to prosperity stages of the cycle,
resulting from the introduction of new technologies and products in the economy, depressions
are assumed as auto correcting phases, removing non-efficient or poorly managed firms from the
market. Entrepreneurs activities were driving forces of sustainable development though the
introduction of innovative products and new technology into the economy, as also through the
development of new forms of organization.

Schumpeter (1934) believed that the creation and destruction of existing structures and
the replacement for new ones, was responsible for the continuous progress and for the
improvement of the standard of living of people. He left the foremost ideas of a dynamic

approach and a holistic vision of economic development.

For some economists that means that per capita welfare should not be declining over
time (Pezzey 1989). This idea has two main implications. First, well-being depends on the total
stock of capital, including natural capital, available on the economic system, which determines
the availability of opportunities for the construction of welfare. Second, “that economic
development today must ensure that future generations are left no worse than the present ones”
(Pearce et al. 1989)

The IEDC 2011 (International Economic Development Council) defines the concept of
economic development as: “a program, group of policies, or activity that seeks to improve the
economic well-being and quality of life for a community, by creating and/or retaining jobs that
facilitate growth and provide a stable tax base”.
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Such implies that, along with the accumulation of physical capital (through GDP), is
promoted the accumulation of human capital (namely through the enhancement of professional
qualification of citizens). However, the accumulation both human and physical capital raises
concerns about the excessive resource depletion and degradation of natural capital.

Much of the interest in sustainable development is increasingly aligned with the concern
of irreversible depleting of the world’s stock of natural wealth, which can deeply impact the well
being of the current and future generations (UNEP 2011). The concept is associated with the
ability to make options, which is materialized on deciding the paths of human welfare, choosing
between the use and the accumulation of natural capital stock.

In this sense, economic development strategies and policies have to take account of
natural capital employed. The valuation of resulting depreciation on natural assets, namely on the
goods and services that ecosystems provide, have to be considered as costs of development
policies (UNEP 2011, Pearce et al. 1989; Pearce and Barbier 2000). The sacrifice of
environmental quality affects both present and future generations and compromises the

achievement of sustainable economic development.

The concept of sustainable development naturally evolves the previous concerns.

In the early days, before the pioneer deliberations of Brundtland Commission the concept
of “Sustainable Development” was subject to conflicting interpretations. While for some (Redclift
2005, Pearce et al. 1989), its was rooted in mainstream ideas of increasing growth and
consumption at the expense of natural capital and it was, by nature, incompatible with the
concept of sustainability, for others, sustainability concerned to a scale of economic activity that
allowed the maintenance of ecological life support systems. In fact, was called for some as
Herman Dary as an oxymoron, once it was considered the words “sustainable” and
“development” have opposite meanings (Redclift 2005).

The debate still remains, once meeting the needs of the current population, demands a
serious economic growth (Holliday et al. 2002). In this case, sustainable development is based
on the assumption of a balanced increase of resources and it has the underlying process of
economic growth. Those in favor of sustainable development argue that continued economic
growth is possible if consumption of energy and resources is reduced. Both European Union (EU)
and OCDE (Organisation for Economic Co-operation and Development) proposed the objective
of decoupling economic growth from resource use and environmental degradation, assuming
either a positive GDP growth rate associated with a zero growth rate of the environmental
variable (absolute decoupling), or a growth rate of the environmental variable lower than the rate
of GDP growth (relative decoupling) (OCDE 2001). In both cases, is questionable if it is possible
to obtain long-term improvements alongside with the maintenance of a durable decoupling

between economic growth and environmental degradation (Mauerhofer 2008).
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Decoupling resource consumption from an expected increasing in life quality of the
world’s population is a challenge of our days. The preservation of ecosystem services, the
conservation and management natural resource and the social equity and cohesion, are
objectives whose pursuit requires an holistic view, based on shared objectives and on local
actions.

The integration of social, economic and environmental goals, is key for the success of
sustainable development process, once each goal may also support all the others. Good social
conditions require strong economies, which partly rely on environmental resources and
environmental conditions are inseparable from quality of life.

This involves recognizing that there are potential conflicts among aims. Finding new
solutions and equilibriums goes through the challenging of traditional ideas, the search for
alternative solutions, the development of innovative ways, the use of creativity and the citizens
involvement with the construction of the present and the design of the future.

Sustainable development commonly understood as entailing ‘the integration of economic,
social and environmental objectives, to produce development that is socially desirable,
economically viable and ecologically sustainable’ (Hens and Devuyst 1996).

From an economic perspective can be said that sustainable development is about social
justice. The debate about what constitutes a fair and just distribution of wealth, rights, and
opportunities is nothing new. The discussion about distributional issues within a generation has
been enlarged to the questions about the distributional issues between present and future
generations, with a particular focus on environmental questions. The achievement of equilibrium
between economic, environmental and social folds will demand for types of partnership and a

political agenda never before witnessed in human history (Holliday et al. 2002).

The construction of a sustainable development is based on cycles of continuous
improvement, yet firmly rooted on the wisdom and best-proven practices of the past.

Sustainable development is understood in the course of this work as a long-term process
with a global scope. It is based on local action, incremental changes and the cycling construction

of short-term balances within the framework of a long run vision.
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3.2.The Business Case for Sustainable Development’

In a world where the relevant issues in the areas of economy, environment and society
tend to be globalized, the role of corporations is under scrutiny. Among the negative attributes of
globalization is the erosion of confidence among society and institutions, before the awareness of
inappropriate behaviors from the leaders of the major business (Rake and Grayson 2009).

The concept Sustainable Development refers to a global trend and demands a holistic
approach that extends over time. A challenging aspect of sustainable development is that as it
cannot by achieved by a nation in isolation and it requires the involvement of different economic
agents (Holliday et al. 2002). The various actors of social relations are asked to commit
themselves to the continuous construction of sustainable development (Soppe 2009). Business,
civil society and government are the three pillars of society. Helping create a world in which what
is good for the planet is good for business is a challenge in which enterprises play an important
role.

In the following sections are addressed both the questions of ethics as the basis for
corporative responsibility and the business contribution to sustainability. It is also presented the
evolution of the concept of CSR and surveyed the problematic surrounding the reporting of

sustainability.

The period after the summit of the Rio was seen a turning point in the relation between
corporate business and environment. Thereafter it was assumed by some major economic
players that environmental issues needed to be taken into account and internalized as central
concern of corporate governance (Redclift 2005).

Some business leaders realized that the concept of global sustainability had a great
potential for application at business level. They perceived the existence of parallel between the
issues involved in sustaining a planet with those involved in sustaining a corporation (Holliday et
al. 2002). Both require balancing acts between managing for the long term and managing for the
short term. If managers fail in their management strategies, firms can fail and they may become
extinct (Holliday et al. 2002). Both depend on the grid of relationships that ensure resource
availability and performance of daily activities necessary for survival. As in the natural word the
ability to survive depends from the ability to grasp the changes underway and to react
appropriately. Still within the sustainable development thinking, many corporate leaders found

new strategies to growth and thus meet the expectations of stakeholders.

' “Bysiness must both find its roles in and for a sustainable future, and also advocate these roles to the
public, governments, consumers, investors and NGOs. To be trusted, business must walk its talk.” WBCSD
Annual Review 2008
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As sustainable development is about changes in resource exploitation, investments,
technological development, and institutions, business cannot remain indifferent to these issues
given that concern them directly.

Changing times require attention and intervention so that new balances between the
factors described above remain business-friendly. A vision of sustainable development as an
opportunity rather than a charge, can lead to exploitation of competitive advantages. Sharp
CEOs are concerned in guiding their companies toward sustainability, but also try to orient
society toward sustainability (Holliday et al. 2002).

Companies have a high potential of contribution for sustainability, because while
economic agents they play various roles, acting as customers, suppliers, distributors, investors,
educators, among others. As economic players, they are an important part of the sustainability

construction process.

As a matter of fact, companies can operate as a motor for more sustainable practices
among stakeholders (Vives 2008; Heal 2004; Engen and DiPiazza 2005). Business has an
opportunity and a responsibility to show that it can help lead society along a sustainable path of
progress, either by its own example or as key provider of solutions for global issues. The
regulation gap between the institutional reaction and social needs can be completed
expeditiously through the intervention of the companies. Business by acting decisively and
quickly is able to precede the slow decision-making in sovereign states with respect to
environment and society crucial issues (Falck and Heblich, 2007).

This way, business goals are inseparable from the values of societies and environments
within they are operating. Today’s actions must be considered as a determinant for the future,
bearing in mind the fast growing of the global dimension of environmental and social issues, will

accompany the general evolution of markets and of economic issues.

Samuel A. DiPiazza® make aware of the urgent need of thinking sustainability,
suggesting that the exploitation of the planet's resources without a coherent plan to replenish it
can lead to a global crises. He compares the actual financial crises elapsing from people
borrowing beyond their means with a natural crises emerging from borrowing the planet beyond
its supply capacity. As in financial markets, if nothing is done, that can lead to a collapse of

natural capital.

2 (Global CEO, PricewaterhouseCoopers) in WBCSD Annual Review 2008
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3.2.1. Business Ethics as base for CSR

The moral conscience is an essential characteristic of human specie and it is assuming

prominence since recent financial scandals and not so recent environmental disasters.

Decision-making in the business sphere as in the personal sphere is constrained by a set
of principles, which in turn are conditioned by specific cultural, religious and social contexts. Thus
the exercise of corporate responsibilities is closely dependent on the ethical principles assumed
by an organization and its managers.

The distinction between ethics and moral is the fact that morality relates to the actual
practices of the men as members of a given society. Morality is based on the principles behind a
given community, embodied in rules, guidelines or standards of conduct and action, defined
within various and specific constraints, while ethics concerns the critical reflection about day-to-
day practices.

For business ethics can be understood the branch of ethics that examines the dilemmas,
decisions and judgments in the context of business. As examples of frequent quandary, may be
listed the practice of corporate social responsibility, the limits of decent competition or the conflict
of interests among stakeholders.

As business ethics, can also be understood “the study and evaluation of decision making
by businesses according to moral concepts and judgments” (Columbia Encyclopedia)”.

Now, more than ever, ethical dilemmas are affecting the way of doing business. The
depletion of natural resources, pollution of water, soil and air, the increasing attention of citizens
and consumers to the environmental and social issues require a serious consideration about
ethics on business. The ethical principles of the company and managers will, ultimately,
determine how the company interacts with stakeholders and how it assumes its responsibilities.

However, ethical conflicts frequently arise from the concurrence of interest between
stakeholders. The balance is not always easy to achieve (Roe 2005).

Reinhardt et al (2008) remember that the academic debate over the legality of sacrificing
profits in the public interest appears to have begun in 1932 with opposing articles from Dodd
(1932) and Berle (1931, 1932)°and that issue anticipated the economic debate in decades. The
debate is still present and the original ideas of their authors are still subject to reinterpretation.
Bratton and Wachter, (2008) offered a new reading of these fundamental and actual texts of

corporate law, which have recently reached the 75th anniversary.

3Berle's 1931 article, “Corporate Powers as Powers in Trust” and Dodd's 1932 response, “For Whom Are
Corporate Managers Trustees?”
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The economic controversy began more recently, in 1970, with Milton Friedman’s article,
“The Social Responsibility of Business Is to Increase lts Profits,” published in the New York
Times Magazine.

According to the shareholder primacy theory, shareholders have priority over all other
stakeholders. That means that in a free-enterprise, private-property system, a corporate
executive is an employee of the owners of the business. He has direct responsibility to his
employers. That responsibility is to conduct the business in accordance with their desires, which
generally will be to make as much money as possible while conforming to the basic rules of the
society, both those embodied in law and those embodied in ethical custom (Friedman, 1970).

Friedman argued that the company's objective is to generate profit. In such case the
ethics of companies would be strongly conditioned by the interests of shareholders. In this line,
even when CSR activities are authorized, it is underlined to its acceptance that they come upon
the interests of shareholders, or at least do not conflict.

The debate coated greater emphasis on Anglo-Saxon countries were until recently was
almost unquestionable the non-legality of sacrificing profits in benefit of environmental and social
issues, definition originally offered by Elhauge (2005). Primarily former British possessions (ex:
USA and Australia) share many legal features. Corporations in these countries have similar
board structures, face similar legal requirements, and even share some legal precedents. In such
countries, CSR as been discouraged, but permitted. (Reinhardt 2008). Corporate managers can
be legally charged for penalize the interests of shareholders, if engaged in socially beneficial
activities, even in the best interests of the corporation, but ignoring the collective interests of
shareholders (Corfield 1998), (Borok 2003), (Roe 2005); (Lynch-Fannon 2007), (Reinhardt 2008).

However European countries and Japan, easily undertake the CSR concept once the
responsibilities before stakeholders, particularly towards employees, since long have been
accepted and valued as part of organizational culture.

Particularly after the end of the First World War, some entrepreneurs and thinkers such
as Rathenau, have been proposing that each company should consider alongside with the
interests of shareholders, the convergence of employees', consumer and the collective interest in
developing the national economy. These interests required a set of verifications and balances to
achieve an ethically acceptable equilibrium between them.

Within cultural traditions of social democracy or firm loyalty to employees, most
European countries have legal systems that place a greater emphasis on stakeholder
participation and differ largely from the system in the United States (Roe 2000; Williams and
Aguilera 2006).

Curiously, the concept has generated more enthusiasm and controversy among Anglo-
Saxon countries that adopted liberal models of which left a regulatory gap that was filled with the

concept of CSR.
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Continental EU countries initially showed little interest on the concept once they were
already dealing with a more restrictive regulatory framework for environmental and social issues,
which was raised in a specific cultural context. Only recently the globalization of business
resulted in the loss of national legislation influence in the sphere of companies’ activity. The miss
of national linkages led to greater interest in the concept (Falck and Heblich, 2007). While
prevailing the pillars of the basic order of society (law and social conventions), conditioning
companies to comply with the demands of society, there is no need for CSR.

For the last years, the European and Japanese companies have been attaching special
attention to the structuring mechanisms of corporate responsibility, as well as to the respective
verification by external parties. U.S. companies are caught between the desires to socially and
environmentally go beyond what is legally required and the legal consequences that might result
from such behavior (Smith, 2004), if confronted with the will of the shareholders (Roe 1993,
1994, Gilson and Roe, 1999).

Corporations in Europe and Asia are also more likely to have a few large shareholders,
who may take social responsibilities seriously, particularly those towards employees (Roe 1993,
1994, 2000; Gilson and Roe, 1999). This contrasts with the pattern of highly dispersed share
ownership in the United States (Reinhardt, 2008). Europeans have also sought to incorporate
CSR into their investment climate, both at the institutional and individual level (Sutton 2004, Kolk
2008).

By his side, Japan moved from a feudal production system to one of the most modern
economies worldwide recognized, during the last century. The development of the productive
structure was based on the old strict rules of conduct and the value of responsibility between the
parties that characterized the feudal organization, in which accountability is critical for the
maintaining of the productive system (Reinhardt, 2008, Roe, 2000; Roe, 2005; Gilson and Roe,
1999).

Friedman and followers from the Chicago School of Economics consider only the use of
monetary resources for the business as worthy of protection and remuneration. This approach
assumes “a priori” that companies with ethical behavior have always loss of income and they
require sacrifice of profits from their shareholders. That is not necessarily true once the company
may minimize the risk and it may increase its own value through investments in environmental
and social actions.

According to others, companies should assume their own social responsibilities such as
generating employment, responding for its environmental impacts, paying taxes and serving the
consumers, once they use other assets besides money, such as knowledge, labor, materials,

land, air and water, which usually are not properly valued.
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The stakeholder's theory (Freeman 1984) alerted for the importance of companies
relationships with external groups (stakeholders), once, it defended, that he impact of

externalities on these groups was critical for the forthcoming success of the organization.

The use of non-financial assets is considered highly relevant for business success and it
is a mainly responsibility from company and managers to respond for their use”.
The debate continues active and CSR received considerable attention from both scholars

and the public, especially in the environmental protection area (Reinhardt et al. 2008).

Presently, ethical issues in business have become more complicated because of the
global and diversified nature of many large corporations. Multinational corporations operate in
countries with different expectations about social or environmental responsibilities and dealing
with different limits for criminal behavior. The company can decide whether to adhere to general
ethical principles or to adjust to the local rules in order to maximize profits (Logsdon and Wood,
2002; Williams and Aguilera, 2006).

The limits imposed by law sometimes do not meet the ethical limits of a company. The
latter may be beyond the law, if the company is ethically well developed and act beyond what is

required to.

Business ethical limits may fall below the law when the company took certain action only
under the legal obligation. In this context, Reidenbach and Robin (1991), were interested in
different expressions of business ethical behavior. Using human development models, this
authors proposed the following classification for companies’ moral stages (Figure 3-1). This
approach falls on a pyramid model that provides a framework for understanding the evolving
nature of the firm's economic, legal, ethical and philanthropic performance. Lower stages are in

the bottom of the pyramid and higher ones are near the top. It is important to note that a multi-

* It is worth while noticing that Kenneth Mason, Quaker Oats President declared in 1979 the
Business Week, about Friedman's profits-are-everything that his philosophy was:
"a dreary and demeaning view of the role of business and business leaders in our society.”
"Making a profit is no more the purpose of a corporation than getting enough to eat is the purpose of life.
Getting enough to eat is a requirement of life; life's purpose, one would hope, is somewhat broader and
more challenging. Likewise with business and profit.”
"The moral imperative all of us share in this world is that of getting the best return we can on
whatever assets we are privileged to employ. What American business leaders too often forget is that this
means all the assets employed - not just the financial assets but also the brains employed, the labor

employed, the materials employed, and the land, air, and water employed.”
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divisional organization may occupy several stages at the same time, and companies may also

regress from higher to lower levels.

Stage 1 Unmoral. There is no concern with
ethical decisions. Limits to business action are defined
for a cost —benefit analyses for the short term.

Stage 3 Stage 2 Legalistic. There is a higher concern

Responsive ) ) . ) ) o
with ethical decisions than in the previous stage. Limits
/ Stage 2 Legalistic \ to business action are defined also for legal constraints.
Managers are concerned with law enforcement to not
Stage 1Unmoral . A .
incur in fines or penalties

Figure 3-1 Classification of company moral stage

Stage 3 Responsive. Managers understand the value of not acting solely on legal basis;
which is coupled with a growing sense of balance between profits and ethics.

Management begins to test and learn from more responsive actions. A responsive
company's ethics code would reflect a concern for other stakeholders, but additional ethics
support vehicles, are less likely to be found.

Stage 4 Emerging Ethical. Managers have an active concern for ethical outcomes. They
are focused on achieving the right thing in the right way. Ethical perception has focus but may
still lack organization and long term planning. Ethical values in such companies are part of the
culture are and they shared across the organization, often supported on codes of ethics and core

values.

Stage 5 Ethical Companies. This stage represents what the researchers call the ethics
organization. Selected core values are used to strike a suitable ethical balance in business

operations.

The above raises the question if whether ethical or socially responsible companies
undertake profits or are really less profitable than unethical businesses. Similarly, is questionable
whether corporate managers should assume corporate responsibilities not only toward
shareholders’ short-term returns but also towards good governance of the long-term interests of
society. On the other hand, applying the concept of ethics in business globally poses serious
difficulties. Regardless of the principles of ethics in business are defined, operationalizing these
principles in practice has been a challenge for most transnational corporations and even for

smaller and more local enterprises (Werhane 2000, 2010; Vives 2008).
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All the available sets of standards for business ethics (ex: United Nations Global
Compact, (OECD) Guidelines for Multinational Enterprises, Global Economic Ethic, International
Organization for Standardization's ISO 26000 and others) articulate voluntary guidelines both for
responsible behavior and for what is unacceptable practice. Some of these guidelines and
frameworks overlap in intent and content (Gordon 2001). Since these standards are derived from
the best Western thinking in theoretical and religious ethics, they represent an enormous
breakthrough for the fields of business ethics and corporate responsibility However, multinational
enterprises (MNEs) operating in non-Western cultural or religious settings would have difficulties
operating under these guidelines, then, where other kinds of principles take precedence.
Werhane (2010) exemplifies the difficulties and dilemmas in assuming corporate social
responsibilities in different ethical contexts.

Michael Hoffman and Robert McNulty (2009) call for a "declaration on the universal rights
and duties of business" in reply to the lack of universal principles governing the rights and
obligations of business behavior. A strong international statement is critical to increasing the
equity in markets and promoting a fair competition in business worldwide (Hoffman and McNulty
2009).

Moral and cultural differences must be considered in future research on business ethics
and CSR truly global guidelines, while preserving the intent of current standards (Werhane
2010).

Whether CSR is a materialization of business ethics, it may be questioned in what extent

can CSR serve as a vehicle to embody a new ethics in business.
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3.2.2. Corporate Social Responsibility (CSR) in business scenario

The concept of CSR has been debated on academic and business circles, although there
is no consensus on its definition (Argandona and Hoivik 2009). Waddock (2004) compiled a list of
the terminology and the ideas in use, to illustrate this quandary. As stated by Sethi (1975) “the
phrase corporate social responsibility has been used in so many different contexts that it has lost
all meaning. Devoid of internal structure and content, it has come to mean all things to all

people”.

Corporate social responsibility (CSR) is also known as corporate responsibility, corporate
citizenship, responsible business, sustainable responsible business (SRB), or corporate social
performance (Wood 1991).

Corporate Social Responsibility (CSR) has various interpretations and applications in
enterprises throughout the world. It is a subject that has been developed since the decade of 30
from the 20™ century for Merrick Dodd, from the Harvard Law School. While Berle (1932)
defended that the main responsibility of a company is towards shareholders, Dodd (1932) argued
that a company meets a social service with a profitable basis. His justification rests on the fact
that companies were allowed to operate in anticipation of the fulfilling of a service to the
community and not just because they generate profits for shareholders (Dodd 1932, Caroll 1991).
Historically, business organizations were created as economic entities designed to provide goods
and services to societal members. The profit motive was established as the primary incentive for
entrepreneurship (Caroll 1991). This provided the intellectual support to defend the existence of a
corporate social responsibility.

One of the most influential definitions, proposed by Carrol (1979), states: “The social
responsibility of business encompasses the economic, legal, ethical and discretionary
expectations that society has of organizations at a given point of time”. Later Schwartz and Carrol
(2003) fit this definition and proposed a three-dimensional model, which considered the legal,
economic and ethical responsibilities.

Carroll's (1991) “pyramid of corporate social responsibility” is perhaps the most famous
example for the evolution of corporate responsibility. This model presents a graphical
representation for the hierarchy of corporate responsibilities that move from economic and legal
through more socially oriented ones of ethical and philanthropic responsibilities.

The bird of the modern activist movements during the 1950s and 1960s in the United
States drew attention to the businesses and business practices and advocated a broader notion
of CSR (Cochran 2007, Caroll 1991). The turbulent years of 80's following a series of hostile
takeovers wake the concept that is growing since then.
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In the early days the concept was associated with philanthropic activities undertaken by
the organization or by managers and it was later extended to include institutions and enterprises
(Falck and Heblich 2007; Vives 2008; Cochran 2007). Forehand philanthropic activities were
performed usually on behalf of individuals who generally accumulated the roles of owner and
manager of the organization. In this situation there are no conflicts of interest since the cost of
the social commitment was taken personally (Falck and Heblich 2007, Cochran 2007).

However, the separation between the ownership and the management raised the
question of the legitimacy of corporate charity activities that did not imply direct benefits for the
company (Cochran 2007, Porter and Kramer 2002).

Perhaps because the concept of CSR has evolved from philanthropy, many continue to
look at if they are synonyms (Vives 2008, Meehan et al. 2006) and for many CSR continues to be
considered as a way to exercise philanthropy, targeting efforts to a needy group or to a charitable
organization selected by the corporation’s managers. (Meehan et al. 2006)

Moreover the widespread use of the acronym led to the conviction that the CSR was a

standard, universal and well-defined concept (Vives 2008, Argandona and Hoivik 2009).

The expression social responsibility has triggered controversy in academia and business
environment, largely due to poor communication on different concerns and distinctive
interpretations of the concept (Doane 2005, Vives 2008, Argandona and Hoivik 2009).

Hegdiger (2010), for his side, acknowledges that although there is no single and
accepted CSR definition in the scientific literature, the many versions available incorporate
simultaneously business, ethical and social dimensions.

However, Meehan et al. (2006), based on the analyses of theoretical nature of CSR
approaches, advocated that those last fail to provide the kind of practical tools that managers
need to embed a CR orientation in their organizations.

Even the terms "social" and "responsibility" are also often misunderstood. While for some
the term social refers to strict social issues, such as health, education, employment or security,
for others the concepts knocks a broader context that includes both natural and social
environment in the scope of action of the corporation (Vives 2008). Responsibility can represent
either accountability or a sense of duty towards society (Vives 2008, Kuhndt 2004, Lynes 2008).

Given the above the concept of CSR ranges between a radical view that the corporation
is free to pursue profit maximization, regardless of its impact on society, and another equally
radical view that the corporation must resolve society’s problems and assume responsibility for
government failures (Vives 2008, Lyon 2008).

The WBCSD defined Corporate Social Responsibility (CSR) in which is included the
environmental concerns, as “the commitment of business to contribute to sustainable economic
development, working with employees, their families, the local community and society at large to
improve their quality of life” (WBCSD 2002).
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Different views have different implications. The present work adopts the CSR definition of
European Commission (COM 2001), as “a concept whereby companies decide voluntary to
contribute to a better society and a cleaner environment’, through the integrating of “social and

environmental concerns in their business operations and their interaction with stakeholders”.

In this perspective, the company is assumed as a legal “person” responsible for the
impacts of its own activities on the society and on the environment, which are taken into
consideration on operational activities and on strategic decisions of the organization (Figure 3-2).
Ethical principles frame the definition of the basic strategically lines, guiding corporate actions

through several interrelated time horizons.

Present Futur
Principles Mission Basic Strategic Lines Vision Principles
Short term m tterm tterm -
Medium term ) term
Long term

Figure 3-2 Strategic corporate framework

This definition reinforces the relevance of business for a better society and leaves open
space for companies to contribute, through their actions and voluntarily will, for this aim.

A company has responsibility before stakeholders rather than shareholders.
Stakeholders refer to anyone who is influenced, either directly or indirectly, by the actions of the
firm. According to the stakeholder theory, the business entity should be used as a vehicle for

coordinating stakeholder interests, instead of maximizing shareholder (owner) profit.

The integration of stakeholder concerns requires a holistic view of the business. Until
recently companies were viewed as mere units of processing resources, according to a particular
organization and by using a set of technologies. Presently, companies are conceptualized as
members of a network of multilateral relations, which affect and are affected by each other,

interactively.
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For example, the manufacture of a product may be affected by customers' requirements,
consumer expectations, working conditions, health and safety of employees, the social and
environmental conditions in the area of implementation of the plant, as well as the applicable
laws and regulations. All these conditions affect the company in a greater or lesser degree
throughout the supply chain, both for upstream and downstream directions.

That way, from focusing on the internal dynamics, greater interest and attention is being
put in the external dynamics, of those complex organisms that are companies.

On this perspective Corporate Responsibility (CR) is more than the sum — at least the
integration — of its social and environmental components; it is about integrating social and
environmental concerns into business strategy and operations and the promotion of a vision of
business accountability to a wide range of stakeholders, besides shareholders and investors
(Porter and Kramer 2006; Godfrey and Hatch 2007).

The concept reinforces the link between the firm and the context in which it interacts
(Doane 2005). The old paradigm based on individualism, competition and isolation, is definitively
outdated (Marshak and Grant 2008; Porter and Kramer 2011; Kytle and Ruggie 2005).

Consequently, the commitment with stakeholders requires transparent and accountable
provision of information to the interested parties that are sustaining the organization. Customers,

suppliers, employees, consumers or investors are pivotal for the operation of any company.

The practice of CSR in the business scenario has been connoted with the performance
of multiple functions in particular: correction of externalities, acceleration of processes of change,
more efficient use and better distribution of resources (Heal 2004; Vives 2008, Falck and Heblich
2010). CSR has been seen as a broad-spectrum prescription for solving the environmental and
social problems that affect business, from labor standards to CO, emissions (Doane 2005).

For some, the CSR is viewed and defended through the lens of the market, once that
incentives for investment and rewards for ethical business behavior are supposedly evaluated
trough the increase of business opportunities and the rise of competitiveness.

For other, CSR evolved to respond to the market failures and it is taken to reduce
externalized costs or to avoid distributional conflicts (Heal 2004).

Although society valuates fairness as well as efficiency, the presumption that markets are
efficient does not imply that they are simultaneously fair. They cannot necessarily assure
matching the best social or environmental solution (Heal 2004; Vives 2008).

External costs or externalities arise from the production or distribution of goods or
services and are determined as the difference between private and social costs. Private costs are
those assumed by firms or individuals while social costs are those assumed by society as a

whole, and include the sum of private costs with externalities.
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In some sectors of the economy, such as tech sector, private and social costs are
aligned and debates are unusual, once externalities are almost inexistent. In these cases,
corporate social responsibility has little role to play. However, in situations where “distributional
disagreements” and differentials between private and social costs appear, CSR may act as the
invisible hand to produce a social advantage, in addition to increasing the company's profits and
protecting against loss of reputation (Heal 2004; Vives 2008).

External costs express market failures and economic inefficiencies at the local, state,
national, and even international level. Global market failures in the absence of global integrated
legal framework, mainly those relating to external costs, are hardly internalized (Falck and
Heblich 2010, Heal 2004, Hediger 2010).

Falck and Heblich (2010) assume that the basic social order is constituted both by a legal
framework and social conventions, which reflect the ruling principles and dominant views. The
history has sown that new ideas have to slowly integrate this order before be widely accepted.
CSR can contribute to faster this process through the proposal of new ways of action and

behavior that exceed their own implicit and explicit obligations.

CSR can be distinguished from market social responsibility, with the first conditioned by
legal and regulatory framework of the second (Vives 2008; Reinhardt et al. 2008).

A socially responsible strategy can help to minimize problems of income distribution or
allocation of resources especially in contexts where there are more conflicts. While
acknowledging that companies should take responsibility for impacts resulting from its activities
(Vives 2008) does not claim that they are to be responsible for solving society's problems, which
are the responsibility of different authorities.

However, since Bowen (1953) published his seminal “Social Responsibilities of the
Businessman” until recently, business managers have preferred the Chicago School's short
economic guidance, focused on profit generation, than a wider subscription of social

responsibilities (Meehan et al. 2006).

In the current strongly interactive business environment, fostered by the Internet, key
stakeholders have easy access to critical information about the companies. The reputation and
social environmental influences their attitudes towards the company and serves not only as an
instrument of public relations but as a powerful tool that can create mutual advantages for both

business and community (Alniacik 2010; Doane 2005).

A reflection on the loss of credibility and trust in business has substantiated two decades
ago the belief that CSR was important. Presently the same reflections between what should be
done and the effective business practices raise the question of sustainable enterprises (Rake
and Grayson 2009).
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Hediger (2010) recognizes an attempt to relate CRS and CS (corporate sustainability)
with the global challenge of sustainable development, in some cases giving the same meaning to
both concepts. Using capital theoretical and welfare economic approaches he proved that, from
the standpoint of sustainable development, CSR and CS are distinct but interrelated concepts.
Following this author, CS refers mainly to the maintaining of capital and corporate value; insofar
CSR refers to the management of firm resources and the contribution to stakeholder’s welfare.

Garriga and Melé (2004) expound that Corporate Social Responsibility (CSR) field
presents not only a landscape of theories but also a proliferation of approaches, which are
controversial, complex and unclear. These authors defend that each CSR theory is focused in
four main dimensions, which are related to: the fulfilment of objectives to achieve long term
profits; the use of business power in a responsible way; the integration of social demands and
ethical values; the contribution to a good society by doing what is ethically correct. The
development of a new theory to better understand the relationship between business and society
is needed. It should integrate the mentioned four dimensions and contribute to overcome each
dimension’s limitations. This would require both an accurate knowledge of reality and a sound

ethical foundation (Garriga and Melé, 2004).

Thus, can be assumed that, sustainable businesses are those that work their ability to
survive in the long run. Recent history has proven that are not the most profitable companies who
succeed, but those that are responsive and better suited to the requirements, both for the market
and for the entire context of its activity.

A sustainable business is based on a set of strategies and socially responsible actions in
a specific spatial and temporal context. However, due to the constant evolution of the issues
surrounding the business activities and strategies, CSR has to evolve permanently to meet

changing social and environmental requirements. The corporate sustainability is achieved

through the interactive exercise and evolution of corporate social responsibility (Figure 3-3).

CSR peri‘ CSR perio:‘ CSR period 3 l CSR period 4 l (&) [ CSR perim‘

Figure 3-3 Relation between Corporate Sustainability and CSR
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Sustainability itself is assumed as an holistic concept that is based on the idea that the
whole is greater than the sum of the parts (Soppe 2009) and that it concerns more to movement

between states rather than the achievement of a single position (Gray 2010).

So, the aim of social responsibility is to contribute to sustainable development (ISO/DIS
26000) and the concept of CSR precedes the concept of sustainability (Rake and Grayson 2009).
Corporate responsibility refers to actions and effects in the short term, while the second also
refers to a strategic vision in the long term. The construction a sustainable business relies in the
assumption of corporate responsibility.

Considering the present state of the world, the compromise with corporate responsibility
is not possible without the compromise with corporate sustainability (Rake and Grayson 2009).
Yet the effect is bilateral, once the practices of today should be framed both by the present

constrains and by the vision of the future.
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3.2.3. Reporting on Sustainability

The reporting of non-financial issues assumes a variety of denomination namely
Sustainability Report (SR), Corporate Social Responsibility report (CSRR), Social and
Environmental report (SE), Environmental, Social and Governance Report (ESG). Whilst the
differences that may exist on contents and format, on this work, was adopted the denomination
SR. In the following developments the concept of SR generically refers to a broad range of non-
financial corporate issues.

However, corporate responsibility behavior needs to go along with a proper reporting
system. Reporting practices based on accountability and transparency can contribute to reinforce
public trust, respond to consumer’s expectations, follow employee’s hopes, retain best talents
and manage reputational risks, among others. (Alniacik et al. 2010)

Social responsibility in business arose initially associated with movements of
philanthropic character.

Later this effort has gone towards improving the competitive context of organizations,
through the involvement in social causes in order to motivate employees and improve the image

of companies to the outside.

Corporate social responsibility offers two levels of action. One turned into the
organization, referring the commitment of employees with certain behaviors, which is materialized
in codes of conduct and ethical codes. Other, with a broader influence, referring the social
interactions with employees, clients, suppliers and communities, which is expressed in social
reporting.

Codes of conduct, ethical codes, or guidelines for behavior serve as example of the first
level and it concerned to the organization commitment with an ethical behavior, which extends to
employees (O’Dwyer and Madden 2006)

The early several definitions of conduct codes present them as “stand alone documents”
separated from the operational documents. However initially focusing in US companies, they
spread along the world and they constitute the early efforts on inspiring the ethical consciousness
on business (O’'Dwyer and Madden 2006).

The second level of action was initially materialized in social, health and environment

reporting, but it took off when corporate environmental responsibility has increasingly become a

topic of concern.
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The first, so-called, reports of sustainability emerged in the last decade of twentieth
century and resulted, in general, from adapted environmental or safety and health reports, which
began to appear as independent reports during the 80’s. However, only from 1999, SR began to
exhibit a wide viewer and include environmental, social, economic and even financial issues
(Kolk 2004).

In the early days there were no accepted standards for corporate non-financial reports,
which meant that there were wide variations in both the content and the format of the reports
produced. This prevented the realization of temporal analysis or the mere comparison of results
between companies and limited the use of SR as an effective tool to support management.

Presently, although clear differences between countries and sectors, there is a clear
trend for the disclosure of non-financial information in all sectors of activity (Kolk 2004).

Bebbington et al. (2007) use the term “corporate social responsibility (CSR) reporting”, to
reinforce the link between the reporting activities and organizational and operational functions
relating to social corporate responsibility. A representative report implies a dynamic change of
information with several levels of an organization with implications “on strategic planning,
governance, stakeholder engagement, risk management, decision making, data collection and
management systems, performance measurement, performance management, public relations
and communications”. (Adams 2008). The CSR reporting makes sense only when interpreted in

light of the company's CSR and its own dynamics of operation.
Recently, the increasing awareness of stakeholders led to the development of

frameworks in order to meet their expectations, improve the quality of reporting and increase
transparency.
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3.2.3.1. Expectations on corporate reporting

Non-financial reports are an important management tool, allowing a better
systematization of information usually disperses and the accomplishment of internal diagnosis.
The reporting may also be used to improve the management of internal information and to
assess the systems of performance monitoring. It is part of a mechanism for monitoring, analysis
and accountability of the performance of an organization.

The sustainability or CSR reports emerge as a way to operationalize sustainability in
business, once it involves the creation of a practical tool to measure the quality changes in the
performance of companies in terms of sustainability in a credible, transparent and consistent
way.

In this context, those reports appear as an integrator element of each organization
activities, framed by their own values and principles and reflecting its real contribution for
sustainability.

Many studies defend that companies concerned with sustainable issues, in average,
achieve better shareholder returns than other companies laboring on the same sector. Some
researchers have shown that a social corporate responsible behavior can improve business
health (Engen and Di Piazza, 2005). When the interests of stakeholders are taken into account
on management decisions, positive effects can be expressed, for example, on long-term
reputation, work relationships, access to credit, product perception, as also on customer loyalty
and supplier preference. A proper position before stakeholder expectations helps to create
appropriate conditions to ensure survival. Corporate value increases, once that raising value is
directly associated to higher capacity of survival on the long run. Sustainable companies
represent higher value for stakeholders and they tend to cooperate to preserve those
organizations. The process is interactive and can generate a virtuous spiral of sustainable
development.

Positive and negative information on corporate social responsibility influences purchase,
employment and investment intentions of various stakeholders (Alniacik et al. 2010; Rake and
Grayson 2009).

By other hand, reporting allows some parts of the financial community to gear up their
use of non-financial, extra-financial and sustainability disclosures to better understand
performance of companies. However, most investors do not use the mainstream SR because
they were not trained to decode it. Unlike financial reports, SR does not present numbers, trends
or metrics that allow comparison between companies or temporal analyses. The information
provided is usually scattered by extensive reports and rarely refers the problems and difficulties
that organizations have to deal with.
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The credibility of the report is rooted on an honest assessment of business behavior. As
an example, most of the companies involved on recent accounting and ethical scandals
published their corporate responsibility report (BP, Enron, WorldCom, Ahold and Parmalat) (Kolk
2008; Kolk and Pinkse, 2009). Many of these scandals are connected with internal stakeholders
ethical issues such as managers and employees irregular behavior and it usually fall within the
corporate governance debate (Kolk and Pinkse, 2009). Yet, the disparity between related
behavior and effective actions involving greenwash, bribery and corruption, may lead the public
opinion and the stakeholders to discredit SR and this reports may lose ground as a serious
means of communication between companies and stakeholders, unless accountability,
transparency and responsibility growth on.

As recent financial scandals affected negatively the reputation of listed companies, SR
reporting may well contribute to a wider assessment of corporate performance and help to
minimize conflicts with stakeholders (Becchetti et. al 2009). Social responsibility is key for
corporate strategy, working towards greater transparency and disclosure on global company

performance.

However, following Porter and Kramer (2011), corporate responsibility has a dark side
once the most companies embrace disclosure practices more they are accused for insufficient
accuracy and for creating problems in society. A narrow and outdated approach concerning value
creation is mainly responsible for the focus on financial performance, which is reflected in short-
term success.

Companies concerned with short-term financial flows, may forget broader perspectives of
value creation. They can depreciate the interactions both with society, environment and
economy; witch may heavily constrain their ability to survive in the long run.

Porter and Kramer (2011) define value as benefits relating to costs. Although this view of
value is usually lagged from environmental and social issues, they propose a new approach of
value creation based on corporate practices, which increase competitiveness in business while
simultaneously enhance economic and social improvements. This broader perspective of value,

expectedly will contribute to long-term success and for increasing corporate sustainability.

The short-term perspective widespread in financial markets defines the way investors
and corporate managers operate and the way they are rewarded. In the wake of scandals as
those surrounding the downfall of companies such as Enron and WorldCom, expectedly other
measures could assume leadership and to be recognized as key measures in assessing the
financial performance of companies, those who favor long-term safety and yield of assets (Zadek
and Merme 2003).
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So, signals and lessons collected from current Sustainability Reports point to the need of
a better understanding of the links between the evolving sustainability agenda and wider market
opportunities. Nevertheless, recent years have witnessed an increase in the number of
companies reporting publicly on various aspects of their environmental and social performance,
most companies are still missing an important opportunity to communicate with their stakeholders
and other institutions. Civil society insists that sustainability practices to be credible should be
developed, implemented and evaluated with the involvement of relevant stakeholders (COM
2006 136).

Investors stress that, besides sustainability reports it is still needed to improve disclosure
and transparency of company practices, and consumers still demand more complete and

transparent information to guide their purchase choices (COM 2006 136).

To comprehend the extent of the unsustainability of current business is a necessity for
individuals, organizations and societies. Various fields and extensions require models, metrics
and tools appropriate, so can be defined the strategies and measures that boosts sustainability

As business activities have multiple impacts, the report presented to the stakeholders will
need to present a multifaceted and inclusive structure.

SR’s built based on information of enhanced quality and subject to transparency and
completeness principles assume a higher credibility and significance before corporate
stakeholders and other parties. If this information reflects all the corporation activities

interconnected, it can provide a genuine and holistic image about its performance.
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3.2.3.2.  Critical issues on corporate reporting

Some authors are quite skeptics about corporate sustainability and even more about
sustainability reporting. First of all because they assume that is difficult if not impossible to define
what is a sustainable organization and therefore it is impossible for an organization to report on
its own sustainability (Gray and Milne 2002; Bebbington and Gray 2001; Bebbington et al. 2007).

Second because they consider that sustainability should be assessed collectively and
cumulatively, given the economic activity related to a resource basis available at a certain time
(O'Dwyer and Owen, 2005).

Current sustainability reports include evenly quantitative and qualitative information on
financial, economic, social, environmental and ethical performance, for a group or company.
O'Dwyer and Owen, 2005, consider that this type or report, “do little more than report on aspects
of a companies’ economic, environmental and social impacts (the so-called ‘triple bottom Iinee’)”
and reveals a misunderstanding about the concept of sustainability.

In this perspective and also because these reports are mostly focused on the activities of
companies with low or no participation of external stakeholders, they defend that those
commonly referred as SR should be called at best as Triple Bottom Line Reports (O'Dwyer and
Owen 2005).

Many reports simply state the company's policies and intentions toward social and
environmental issues, but provide no data (Kolk 2003).

Other authors criticize the fact of most reports are included, so far, in the strategy of the
company's public relations. As Adams (2008) recognizes much of the research on the field of
Sustainability reporting has been motivated by the knowledge that CSR reports do not
demonstrate accountability. Also because companies use CSR reporting “as a public relations
exercise to manage impressions to improve their reputation interpreting CSR as a way to serve

shareholder wealth”.

® The concept of Triple Bottom Line is frequently associated with CSR, coined by John Elkington in 1998,
has an accounting connotation that falls short of the broader scope of CSR. The Triple Bottom line (TBL)
means expanding the traditional reporting framework to take into account environmental and social
performance in addition to financial performance. Bottom line, also known as net income or profit, is an
accounting term and refers to the income that a firm has after subtracting costs and expenses from the total
revenue. In some countries profit is the usual term

Net income is informally called the bottom line because it is typically found on the last line of a company's
income statement. A related term is top line, meaning revenue, which forms the first line of the account
statement.

Double bottom line, a business term used in socially responsible enterprise and investment for companies
that seek a second bottom line look to measure their performance in terms of positive social impact.

Triple bottom line is a business term used in measuring organizational success in economic, environmental
and social subjects.
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Larger multinationals, from Nike, to British Petroleum have introduced CSR programmes
as a way to defend their reputations in the face of single-issue campaigns from civil society.
(Doane 2005).

This opinion is shared by other authors based on critics complaining that Sustainability
Reports were merely “greenwashing public relations tools”, with no outstanding contribution to
accountability (Hess and Dunfee 2007; Owens 2006; Adams and Frost 2006).

Moreover, the fact that firms uses a wide variety of other outlets to provide information to
stakeholders. In addition to social reports, this type of activity is much harder to compile, so
information concerning the scope of corporate responses through the media to social critics is
limited (Hess and Dunfee 2007)

With respect to the amount of disclosured information, there is growing support that the
following factors are associated with greater disclosure of environmental information through
corporate communications: firm size, membership in an industry which is facing significant
environmental issues, financial performance, media exposure, and being subject to regulatory
proceedings (Berthelot et al 2003; Adams 2002)

Traditional accounting research has been criticized by academics in the field of social
and environmental accounting, allegedly for its narrow approach, its service to capitalism and its
failure to consider the social and environmental impact of organizations and their impact on a
broader group of stakeholders than simply shareholders (Adams, 2008). Disclosure of business
information has to be extended to new themes, highlighting key concepts as accountability,
responsibility and transparency, all of which are fundamental to corporate responsibility (Figure
3-4).

Accountability Deepness

Sustainability report Relevance

Transparency

Completeness

Compliance

Figure 3-4 Desirable Characteristics for Sustainability Report

However, the desirable characteristics for are not fully achieved. The regulation of each
country, the stakeholders involved and the recipients of the report affect the quality of disclosure.

Is still in the hands of each organization to decide what is relevant or material to report.
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Materiality is an important issue that determines which is the information that should be
reported and applies both to financial and non-financial information (Eccles and Krzus, 2010).
National and international authorities have developed several conceptual frameworks for financial
information, e.g. IASB(International Accounting Standards Board). Relating to non-financial
information AccountAbility’s AA1000 Assurance Standard provides some materiality criteria
applicable to corporate sustainability report.

In both cases (financial and non-financial), there is still is no clear consensus about what
it is material.

The accountability theory (Gray et al. 1997) is frequently referred in the context for social
reporting, as accountability with regard to material impacts to key stakeholder groups. However
as a desired attribute of sustainability reporting, accountability is unlikely to be achieved in the
absence of: robust stakeholder engagement; widely accepted reporting guidelines; assurance
guidelines (similar to those in place for financial audits); legislation; and, penalties for non-
compliance (Adams 2008). Researchers are challenged to look for a better understanding the
links between CSR performance and CSR reporting. Knowing better this links will provide
opportunities to improve change towards greater accountability and performance, which can lead

to improve the social and environmental performance of organizations (Adams 2008).

The big defiance is to develop a methodology, for universal application, to do the correct
viable accounting of the sustainable performance of each corporate. As Adams and Larrinaga-
Gonzalez (2007, p. 334) noted:

(-..)"There is a lack of research on: how and why they (the companies) fail o be accountable
for some aspects of their sustainability performance (Adams, 2004); and, the specificity of
settings that gives rise to this situation (Larrinaga — Gonzalez and Bebbington, 2001). One of
these research avenues might be to engage with organizations to examine the processes of
ethical, social and environmental (or sustainability accounting and accountability7 and the
manner in which these processes, the data collected and subsequent reporting impact on
performance)”.

In this sense, a SR could be taken not only as an instrument of information, but also as
an instrument of assessment of change and organizational improvement, providing relevant

contributions to promote sustainability at a corporate level and at global scale.

7Accountability is often used synonymously with such concepts as responsibility, answerability,
enforcement, liability, and other terms associated with the expectation of account-giving.

42



On Corporate Sustainability Reporting

: Performance L
Reporting > evaluation > Organizational change>

Figure 3-5 Reporting and improving corporate sustainability performance

step-by-step

Yet, two main reasons prevent the unraveling process from occurring, which included the
ability of firms to selectively disclose and stakeholders' lack of knowledge with respect to what
information a corporation has or could acquire. The incentives for firms “fo engage in selective
disclosure” are relevant. They can be tempted to present the information most favorable and
hiding or smothering the other while stakeholders have significant research costs to assess the
complitude, relevance and deepness of information presented (Hess and Dunfee 2007). Both
problems can be lessened with a standardized format, since all firms must disclose the same
information. In addition, the standard format sets out what information firms should be able to
disclose

This contribution is important, once current reports are still missing relevant information

besides suffering from lack of briefness.

Regarding this matter, Stoney and Winstanley (2001) point out that it is quite fallacious to
imagine that “...stakeholding can change the corporate balance of power without the support of
wider societal reform” and that it is equally fallacious to imagine that accountability to

stakeholders can be established by reporting reform alone”.

On other hand, Adams and Whelan (2009) argued that, companies may have their
reputation affected by environmental or social events, but they keep their legitimacy for continue
to work. Social and environmental aspects do not threaten organization legitimacy in the same
serious way that failure to comply with financial standards and norms of behavior do. Firms can
dismiss social and environmental disclosure norms without consequences (Adams and Whelan
2009).

To ensure equity, the performance of each organization is expectedly relativized,
depending on the circumstances and the context in which their activities fall. However, the report
must be rigorous and precise. If all dimensions from sustainable performance were accountable,
they can be expressed in objective terms following indicators, criteria and assessment tools,

verifiable by third parties.
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Gray (1992) was the first to propose forging a practicable link between sustainability and
accounting, though an “account of sustainability” (Bebbington and Gray 2001). This accounting
would be based on a sustainable cost calculation (SCC), which attempts to measure the
additional costs borne from the organization effort to be sustainable. This could be a rather

restrictive/biased perspective, is not guaranteed to be sustainable involves more costs.

The creation of a transparent platform of communication between stakeholders and
companies represents a masterpiece on corporate social responsibility achievement. For both
company and stakeholders, it will highlight the relationship between financial and non-financial

performance, as also externalities imposed to stakeholders (Eccles and Krzus 2010).
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3.2.3.3.  Emerging Trends

There is an increasing trend to integrate non-financial reports with other forms of social
and financial reporting, aggregating them into a single corporate report (Krajnc and Glavic, 2005;
Eccles and Crzus, 2010).

The disclosure of corporate information in an integrated and coordinated way is needed
to provide stakeholders with a holistic view of corporate sustainability (Eccles and Crzus, 2010).

This holistic view is doubtless extremely important in the perception of the company's
corporate responsibility.

European financial and non-financial entities are getting involved in developing a global
framework for report integration. The European Federation of Financial Analysts Societies
(EFFAS), jointly with European Sustainable Investment Forum (EUROSIF), the European
Laboratory for Valuing non-financial performance, the Prince’s Charities “Accounting for
Sustainability” Project, the Railpen Investments and the World intellectual Capital Initiative
(WICI), published in March 2010, the “European Combined Reporting Alliance” position paper.
This paper expresses the results of a teamwork and think-tank and it strongly encourages the
concept of ‘“integrated report’, which is considered key for supporting decisions on investment

settling, commercial loaning and rating.

Other initiatives such as the International Integrated Reporting Committee (IIRC), which
integrates the International Accounting Standards Board (IASB), the Financial Accounting
Standards Board Financial Accounting (FASB (US-GAAP)), the Prince's Accounting for
Sustainability Project, the Global Report Initiative (GRI), the Fédération des Experts Comptables
Européens (FEE), EFFAS and other members both from financial and non-financial reporting

domains, are jointly addressing the challenge of creating an integrated reporting framework.

The European Commission, together with Principles for Responsible Investment (PRI),
EFFAS and the International Corporate Governance Network (ICGN), is leading a new
programme to improve investor’s ability to integrate ESG information into investment analyses

and decision-making.
Currently, some authors suggest that the use of assessment methodologies for the

intellectual capital can be extrapolated to the evaluation of non-financial assets, mainly those

relevant for the assessment of sustainability performance.
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The development of new categories of intangible assets is expected and new methods
will arise to report the essence of culture and the values of companies. Polo and Vazquez (2008)
proposed the integration of the social report with the intellectual capital report, because they
consider some matters, contents and goals are common to both documents. Given the observed
similarities and the greater flexibility and scope of the intellectual capital report, they believe that
the integration of the two types of report can simplify the presentation of non-financial information

and make it accessible to a greater number of stakeholders.

Producing a single report allows executives to understand how not all corporate
responsibility practices have the same value and to dedicate more energy and resources to that
which will increase the firm’s sustainability. The integrated development of corporate citizenship
and intellectual capital monitoring could enhance the benefits of corporate responsibility practices

and create a competitive edge. (Pedrini 2007)
Since it is impossible to manage that which cannot be measured, the need for a map of

the various forms of capital used in the company, as well as of their corporate responsibility

practices, has thus been identified as a first step toward good management.
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3.2.4. CSR through financial market lens

The idea that the economic performance of a company was linked to environmental and
social performance, with few exceptions, only recently has received generalized acceptance by
the academic community (Sharfman and Fernando 2008).

Those first approaches to positive relationship between environmental and economic
performance, were mostly based on a resource-based view. In this perspective, it is assumed
that a greater economic effectiveness results from a greater efficiency in resource management,
including environmental resources. For example, the implementation of measures to reduce
waste can pass through both the reuse of materials, or the introduction of more effective
procedures / technologies. Such attitude involves the use of fewer resources and consequently
implies less operational costs for the company, impacting the broad improvement of the

organization effectiveness (Sharfman and Fernando 2008).

The broader relationship between corporate financial performance (CFP) and
sustainability performance has been the subject of scientific studies, which can be framed by two
lines of research in opposite directions. Those who analyze the reaction of financial markets to
the company's internal strategies, mainly through the measurement of market returns, while
others address the impact of financial markets on the performance of sustainability (Ziegler and
Schroder 2010; Sharfman and Fernando 2008, Lydenberg 2009; Arnold 2008).

In the following sections are initially displayed the approaches that justifies the global
performance of a company as a result of its financial performance and its ability to finance. Then
are presented the approaches that justify the opposite, i.e. the good financial health is the result
of good environmental, social and economic performance. A third group refers to the methods
used to justify the existence of mutual effect between performance of sustainability and financial

performance.

3.2.4.1. CSRP versus Financial performance

The financial effects of the corporate social and environmental performance (CSRP)
follow various strands of research, which include portfolio analyses, event studies and long-term
micro econometric studies (Ziegler and Schroder 2010). Such analyses are mostly intended to
ascertain whether it is worth investing in socially and environmentally responsible behavior, i.e.,

to determine whether financial markets reward those behaviors.
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This line of research fits the instrumental stakeholder theory, which suggests a positive
relationship between Corporate Social and Environmental Performance (CSRP) and Corporate
Financial Performance (CFP) (Orlitzky et al. 2003). According to this theory, the satisfaction of
various stakeholder groups concurs for better organizational financial performance.

Silveira (2006) studied the impact of corporate standards ethics, corporate governance,
social responsibility, sustainability and transparency in the volatility of Latin American banks. The
methodology involved multiple linear regressions sectional (cross-section) using as dependent
variable the volatility of stock returns and as explanatory variables the corporate standards
(ethics, corporate governance, social responsibility, sustainability and transparency). Control
variables, were included in the regressions to ensure the robustness of results. The study
revealed that the set of corporate standards has a negative relationship with the volatility of
return on bank shares in Latin America.

loanniou and Serafeim (2010) explored the link between CSR strategy and corporate
financial performance, exploring the mechanisms via which crucial CSR information gets
evaluated and reached public equity markets. They quantified the impact of CSR strategies on
sell-side analysts recommendations.

Ziegler et al. (2011) studied the relationship between information disclosure by energy
companies and the performance of their shares and found that it is more positive for this sector
due to greater exposure and scrutiny.

A great deal of other academic research has been conducted to identify the possible
relationship between corporate social performance and financial performance (Alniacik e al.
2010). Obtained results were inconclusive. Margolis and Walsh (2007) analyzed 80 studies
relating CSR activities with financial performance. They found that 53% of these studies
documented a positive relationship, 24% found no significant effect, 5% showed a negative
effect, and 19% produced mixed results.

Although theoretical and empirical research often points to a positive relation between
CSR and business competitiveness, the current literature is often missing the way to measure the

CSR impact on business performance (Weber 2008).

Other empirical approaches apply event studies. An event study is a tool widely used in
finance to investigate the reaction of the stock market to a specific type of news or events
(Capelle-Blancard and Couderc, 2008). It consists in an econometric research methodology,
which aggregates mathematical economics, statistics and theory and it is commonly applied to
investigate financial markets statistically relevant response to certain past or announced events,

namely Information on environmental or social corporate activities.

Gupta and Goldar (2005) conduct an event study to examine the impact of environmental

performance of large Indian companies on their stock prices.
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They applied the Ordinary Least Squares (OLS) as estimation method for the market
model. This model assumes a linear relationship between the return of any security and the
return of the market. They defined a standardized one-shot event by firm, so that the selected
event could be associated with a statistically significant variation in the market value. Dasgupta et
al. (2001) performed a similar analysis for Latin America countries, but consider multiple bad (and
good) events for various firms.

The traditional method for event study starts from the definition of the categories of
events, fact that conditions the subsequent improvements in results. Capelle-Blancard and
Couderc (2008) reversed the methodology, looking for causes from the effects already detected
(ex: knowing an abnormal return, it is intended to identify the cause). They considered time-
varying beta estimates they used a GARCH process to model the volatility. The authors held
several investigations to assess the relative importance of different types of news in driving
significant price changes in the defense industry. They concluded that most of the key drivers are
the same as in other industries but he identified some special features, mainly related with
geopolitical events that had relevance on the market value of defense industry firms.

Assuming that chemical disasters are a major risk that influences firm’s revenues but
also generates external impacts affecting the health and the environment, Capelle-Blancard and
Laguna (2010) examined the stock market reaction to industrial disasters. For the period 1990-
2005 they did a collection of 64 explosions in petrochemical industry. Using the dataset, they
performed two-phased econometric analyses. First, using an event-study methodology they
assessed the average market value losses supported by shareholders. Secondly, they tried to
identify the factors behind the fall in the value of the shares of each firm. They found that stock
market reacts immediately to chemical disasters, with serious falls on stock prices within two
days following the accident. A multivariate analysis suggested that losses in the first days were
seriously related to the severity of the accident.

Although short-horizon methods for event studies are quite reliable, long-horizon
methods, despite continuous improvements, still struggle with some limitations (Kothari and
Warner 2006). Some authors still consider that the event study has a short-term character,
preferring the use of long-term econometric approaches at the firm level (Ziegler and Schroder
2010).

Lo and Sheu (2010) applied the Blinder-Oaxaca decomposition to explain why the
market value of sustainable leaders is higher, on average, than on other firms. Using a sample
of U.S. S&P 500 companies from 1999 — 2002, they explained the determinants of sustainable
and non-sustainable differences on firms’ valuation. The results obtained suggested that less
than 40% of the difference between sustainable and non-sustainable value was explained by
firm’s specific characteristics, such as operation, financial performance, industry and growth.

Each one of these categories was represent by three or four variables. More than 40% of the
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difference was not explained by commonly used financial valuation criteria, which leaves room
for other factors to influence investors. Lo and Sheu (2010) concluded that sustainability matters
for investment decision-making. Sustainability information is perceived and valued by investors
and it counts as an intangible asset. However, their results suggested both the need for
development of other evaluation techniques and the use of different variables. An holistic
monitoring system of corporate performance demands the understanding of the drivers valued by
investors, which go beyond the publicly-recognized criteria and evaluating variables commonly-

used in both academics and real financial markets (Lo and Sheu 2010)

Gupta and Goldar (2005) found a positive correlation between abnormal returns of firm
stock prices and the level of is own environmental performance, that lead to the conclusion that
financial markets could play an important role on present and future environmental management.
They conducted an event study to examine the impact of environmental rating of large pulp and
paper, auto, and chlorine alkali firms on their stock prices. They found that the announcement of
weak environmental performance lead to negative abnormal returns while a good performance
lead to positive abnormal returns.

The disclosure of new information on the environmental and social performance, when
affecting investor’s expectations about company’s profit, may constrain the purchase options,
impacting on the share price (Gupta and Goldar 2005).

Orlitzky et al. (2003) performed meta-analyses over published studies to assess the
relationship between CSP and CFP. They concluded the existence of a positive and mutual link
between CSP and CFP, affecting each other through a virtuous cycle: top-performing companies
with better financial behavior can more easily support and afford CSP activities. In turn, CSP
also helps them become a bit more successful. Corporate social responsibility is rewarding in
many ways and this analysis helps to reject some notions developed by neo-classical economists
whereby CSP is necessarily inconsistent with shareholder wealth maximization.

However, in light of results, the authors warn to the need of a field join endeavor to
improve the reliability of CSP and CFP measures (Orlitzky et al. 2003).

In reverse direction some studies are mainly focused on the corporate sustainability
effects on the financial performance and are generally consistent with the slack resource theory,
which suggests that better financial performance leads to the availability of slack resources that
provide the opportunity for firms to invest in environmental and social activities (Waddock and
Graves 1997; Ullmann 1985). That means that companies with a good financial performance
“have less difficulties to pay attention to stakeholder groups and to obey moral standards or can
invest in new capital, which inevitably (even when not intended) leads to a better sustainability
performance (e.g., Telle, 2006). Indeed, the study of Waddock and Graves (1997) shows that

corporate sustainability performance is positively affected by different indicators of corporate
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financial performance such as return on sales, return on equity, and return on assets.” Therefore,
companies with better financial health have greater ease in investing resources on issues related
to corporate sustainability.

In this line, Sharfman and Fernando (2008) studied the impact of the cost of capital, as
external effect influencing the environmental performance of companies. They assumed that the
overall cost of capital of a firm is given by the weighted average of the cost of debt and equity
capital. This approach applies only to large companies publicly traded in capital markets. They
used a Capital Asset Pricing Model (CAPM), usually applied to determine a theoretically
appropriate required rate of return of an asset, to estimate de cost of equity capital.

Huang (2010) examined the effects of economic volatility on global sustainability using a
dynamic panel data model. Panel data refers to multi-dimensional data and it may contain
observations on multiple phenomena along several time periods for firms or individuals. Huang
(2010) concluded that output volatility and financial market volatility exert strong negative impacts
on sustainable development. Those impacts are aggravated in higher energy intensity countries

and lower trade share countries.

Ziegler and Schroder (2010) examined empirically the determinants of the inclusion of
worldwide and European firms in sustainability indices respectively Dow Jones Sustainability
World Index and Dow Jones Stoxx Sustainability Index, which claim to integrate the corporate
leaders in terms of sustainability. The inclusion of firms in sustainability stocks indexes can be
seen as a good indicator for corporate sustainability performance, once it is expected that
selected firms present a sustainable behavior exceeding those of their competitors. However,
Ziegler and Schroder (2010) argue that once sustainability performance is not standardized, the
selection of measures may err for a certain amount of subjectivity. For such reason, they
question the reliability of the use as an indicator of corporate sustainability integration of a
particular company in a sustainability index. For their research, they used flexible panel probit
data models which present the advantage of reducing the occurrence of spurious relationships
and because they allow the inclusion of unobserved heterogeneity (Ziegler and Schroder 2010).
Spurious correlations may occur thanks to unobserved firm characteristics. For example good
management can affect both corporate sustainability and economic performance. Unobserved
heterogeneity results from time invariant firm-specific random effects (ex: firm strategy constant
over time) and to an autoregressive structure in the stochastic components (ex: single decision
about wages) (Ziegler and Schroder 2010).

The panel data model applied for Ziegler and Schroder (2010) includes unobserved
heterogeneity and lagged explanatory variables, to avoid endogeneity problems that can lead to
biased or inconsistent estimates.

The probit models have the advantage of greater simplicity in estimation than other

models with an autoregressive structure, which are more complex
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3.2.4.2. Bilateral effects and Conclusions

Orlitzky et al. (2003) defended that is a limited vision to consider a unilateral causal link
between Corporate Social and Environmental Performance (CSRP) and Corporate Financial
Performance (CFP). The authors believed that both instrumental stakeholder theory and slack
resources descriptions are accurate, further the two constructs have a relationship of mutual
causality. To prove that they proposed three sets of temporal associations: (a) prior Corporate
Social Performance affects Corporate Financial Performance; (b) prior Corporate Financial
Performance affecting subsequent Corporate Social Performance; and (c) contemporaneous
(cross-sectional) associations.

To conduct their investigation these authors made use of a meta-analytic review of
primary quantitative studies of the CSP-CFP relationship. Psychometric meta-analysis is a
sophisticated research-integration technique that quantifies the effects of theoretical and
methodological deficiencies in a given line of inquiry (Orlitzky et al. 2003). The method of meta-
analysis is based on a theory of data, which includes the comprehension of both several kind of
errors (on sample, on measurement and on data).

Meta-analysis is a technique usefully applied in many substantive areas where multiple
individual studies give rise to inconclusive or conflicting results (Orlitzky et al. 2003), such as in
the studies conducted to investigate the relationship between CSP and CFP. The results of
Orlitzky et al. work show that there is a positive association between CSP and CFP (positive,
simultaneous and bidirectional) across industries and across study contexts.

Falck e Heblich (2010) studied how to interrelate the shareholder and stakeholder
approach with strategic CSR. For such, they focus on the identification and classification of social
trends and on the corresponding strategic CSR actions. Using a multi-stage process to identify

the best CSR response to stakeholders and society expectations.

In short, for some, corporate sustainability performance is an investable concept, since it
may bring mutual benefits both for companies and investors. It is natural that companies with no
environmental or social concerns incurred in direct or indirect losses with wealth, credibility and
image, which usually lead to loss of value in financial markets, on the long run. From a financial
point of view, sustainability is part of a strategic corporate context and has to do with the

decisions of management and the creation of long-term value (Soppe 2009, Doane 2005).
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For other, as Lydenberg9 (2009), corporate responsibility is linked to social responsible
investing. He argues that financial markets were taken by short-term thinking, mainly concerned
on achieving short-term profits, having disturbing consequences, such as poor asset allocation
and increased volatility in financial markets. He suggests that the concept of sustainability and
the practice of responsible investing may help focusing financial markets on the long run.

It is expected that the short-term investors do not nurture great interest in the corporate
sustainability reporting of companies. Their transactions in capital markets are designed to aim
an immediate return and they generally have a speculative character. Long-term investors, with a
horizon of 5 to 10 years (e.g. pension funds), tend to enhance corporate sustainability and safe
value creation over time.

The current practices on finance have been following, since the 70°s, the Modern
Portfolio Theory (MPT), which is for some (Lydenberg 2009; Mason 2009) the paradigm that
underlies the current crisis. Lydenberg (2009) criticizes the assumption that the MPT portfolio
management techniques do not affect the level of market risk and returns. With this in mind the
responsibilities of investors fall beyond the level of the portfolio, since their decisions affect the
market and society. They defend the development of a new theory of investment, once that the
MPT does not meet the economic reward of social and environmental risk. The SR could link up
with this work, particularly as related to methods of accounting for assets (Lydenberg 2009).

The definition of the criteria for success of investment, to guide investors beyond the
profitability of their own portfolios, is urgent. Under the umbrella of responsible investment, the
merit of an investment is measured both by the benefits brought to society and to the markets.

Responsible investing must attend to environmental and social damages, which occur in
the path of achieving profit and that should be paid through the deviation of productive resources
(Lydenberg 2009).

Amaeshi (2009) noticed that a current complain from investment professionals was the
lack of quantified and standardized information, which complicates the analysis and commits
comparisons with other companies. Most of the corporate material, typically communicated in
prose style, was of limited use for investment professionals. The information, he continues,

should be quantified and properly explained.

Financial markets, seems to appear, extremely important agents in promoting corporate
responsibility, which is materialized in a mutual relationship, as previously described. Therefore, it
is important to know whether the market recognizes the sustainability efforts of companies, once

it affects the resource allocation.

o Article from S. Lydenberg included in the book: Bettignies, Henri-Claude; Lépineux, Francois, 2009.
“Finance for a Better World - The Shift Toward Sustainability”, Palgrave Macmillan
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The financial area has undoubtedly a very significant impact in promoting corporate
sustainability (through the granting of credit and interest rates, as well as the appreciation of the
shares) and is affected by this in a virtuous circle.

Markets operate on the basis of collective intelligence using data from disperse sources.
For the present research is relevant to capture the issues that affect the market, but also those
that concern sustainability but are hidden behind local regulations or are kept way from public
eyes.

The fact that financial markets are sensitive to news about companies paves the way for
a greater focus on the information provided and therefore greater control on environmental and

social issues.
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3.3.Monitoring and measuring sustainability

The overall assessment of sustainability traditionally felt under two basic lines, the use of
physical indicators or the use of economic approaches. In both cases, the attempts to understand
the complex issues of sustainability have proved to be incomplete in the approach and in the

results (Béhringer and Jochem, 2006; Gasparatos et al. 2008).

Although a lot a research has been developed in the area of sustainable development,
namely on tools and concepts, the definition and implementation of metrics is crucial for the
monitoring and measuring of progress toward sustainability (Krajnc and Glavic, 2005; Singh et al.
2009).

Various efforts have been performed either by academia or by international organizations
to measure sustainability (Krajnc and Glavic, 2005). Most of them focus mainly on one dimension
of sustainability. Very few take into account simultaneously the environmental, economic and

social aspects (Singh et al 2009; Gasparatos et al. 2008; Bohringer and Jochem, 2006).

Sustainability indicators aim to provide information of the environment and socio-
economic activities and about the interplay between them (Béhringer and Jochem, 2006).
Indicators translate sustainability issues into quantifiable measures with the ultimate aim of
helping address the key sustainability concerns (Azapagic, 2004). Gasparatos et al. (2008)
reinforces that indicators have been widely used to measure, to understand and to take actions in
the most diverse fields. He goes further suggesting that it is not surprisingly that indicators are
subject of great interest in the research on sustainability assessment.

Several frameworks suggest the use of numerous sustainability indicators, which are
generally measured in very different units. However a large number of performance measures,
although useful for measuring the different dimensions of sustainability, it hampers to make
business decisions, to compare companies or to establish benchmarks. (Krajnc and Glavic
2005).

Singh (2009), Béhringer and Jochem (2006) also defended that indicators of sustainable
development should be negotiated with appropriate communities of interest, so that indicators
could be selected within a coherent framework. This way, the involvement of stakeholders could
ensure the integration of specific parameters on the evaluation process, either initially or over

time as an interactive process.
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A significant advantage of indicators over all other approaches is that they present an
increased accuracy in evaluating and quantifying the different sustainability issues under
consideration and they do not necessarily need to be translated to other metrics such as money
(Gasparatos et al. 2008). Its plasticity and adherence to the diverse issues of sustainability may

play as an advantage for the worldwide development and use.

However, the question about measuring the sustainability, in a holistic, meaningful and

unambiguous way remains present. (Béhringer and Jochem 2006)

3.3.1. Assessment of Corporate Performance

While the economic and financial information currently presented is key to evaluate the
corporate financial health, using recognized standard tools and benchmarking information, the
available mechanisms to elaborate and assess SR are not in an equivalent stage of development
and overall recognition and acceptance.

With the appearance of corporate responsibility the urgency has arisen to find a system
of measurement and valuation, which could allow managers and stakeholders to understand the

company’s level of achievement in fulfilling stakeholder expectations.

The need of measurement instruments for CSR that could support its implementation on
the corporate context is being studied by academy for the last decades. Nevertheless
researchers and scholars have views from the concept of CSR, a wide range of proposals has
emerged from their work. Although some proposed generic measures and indicators require
much effort for processing, often reveal themselves misfits from business objectives (Rahman
and Post 2011).

Strong and objective measures are a recognized need for the reporting of corporate
responsibility, in order to differentiate those companies with an effective good environmental and
social performance, from others that hide their poor performances behind undisclosed
information or unverifiable pretensions of social and environmental commitment (Clarkson et al.
2008).

Rahman and Post (2011) performed a review of different environmental CSR
conceptualizations and they conclude that valid, reliable, and transparent environmental CSR
measurement instruments were needed. They developed and proposed an instrument which
aggregated three relevant corporate dimensions (governance, credibility and environmental

performance), composed by a set of 22 items.
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Bohringer and Jochem (2006) conducted an extensive literature research on the criteria
for selecting appropriate indicators of sustainability. From authors such Pezzey, Ramachandran,
Stehling, Radke and Esty, they concluded that the requirements should comprise the
representation of holistic fields within the concept of sustainability and that meaningful indicators
should be representative of the processes undertaken by the organization or industry under
study. Correlated indicators should be avoided. Data collected should be reliable, accessible and
enable the achievement of comparisons over time.

By his side, llinitch et al. (1998) defended that performance-based metrics of CSR may
be of particular importance in conducting comparisons between companies. As allowing the
collection of reliable, consistent and accurate information, those metrics should be made

available to stakeholders to adequately support decision making.

Some empirical studies consider indicators for only one dimension on sustainability
performance and in some cases only one indicator, which provides a short view of the complexity
of interrelations of corporate sustainability.

However Ziegler et al. (2011) applied broader indicators for corporate sustainability

performance, including both an environmental and a social dimension.

Relevant indicators should allow both easy interpretation and hassle use by
stakeholders, enabling them with a clear perception of corporate performance in terms of
sustainability. It is expected that CSR measures treat industries and companies uprightly and that
the benefits obtained with the use of indicators outweigh the costs of their own collection and
processing (llinitch et al. 1998).

CSR metrics are also expected to incorporate the best assets of existing measures; rely
on publicly available data; ensure transparency in the use of such data (Rahman and Post 2011).

The normalization, aggregation, and weighting of the chosen variables, according to
Bohringer and Jochem (2006), should be the subject of special attention, particularly when used
for the construction of SD composite measures. Nevertheless, the authors alert to the value
judgments, which is implicit in the conduct of any of these actions.

Yet still prevailing differing interpretations of the CSR concept, it is widely accepted
among academics, that only a coherent CSR measurement instrument with acceptable validity,
reliability, and transparency may provide a sound platform to move forward the state of
knowledge (Rahman and Post 2011).
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3.3.2. Benchmarking and sustainability indexes

The positioning of company’s CSR performance in relation to the respective sector has
been performed using several techniques. Benchmarking and indexes are some of the most

usual.

3.3.2.1. Benchmarking

A standard definition of benchmarking is a comparison of some measure of current
performance against a measure of reference performance (Edvardsen and Fgrsund 2003). The
comparison allows highlighting those variables closest to the reference values as well as the

most remote and therefore likely to improve (Jamasb and Pollitt 2003).

Jamasb and Pollitt (2003) applied broadly used benchmarking techniques to an
international sample of electricity distribution utilities. These techniques measure relative
efficiency of firms in relation to a sample’s efficient frontier (Jamasb and Pollitt 2003). The results
obtained from the enforcement of data envelopment analysis (DEA), corrected ordinary least
squares (COLS)"", and stochastic frontier analysis (SFA), were compared with each other in
order to ascertain the main issues in international benchmarking. The first technique falls in the
category of programming (non-parametric) approaches, while COLS and SFA are statistical
(parametric) techniques.

In previous benchmarking analyses, physical units were not adopted or, at most,
assumed as proxy of operating and capital costs. The authors assumed the use of physical
quantities as measures of the potential for efficiency improvements in resources use. These
improvements are measured by the reduction in physical units of the utilities inputs (Jamasb and
Pollitt 2003).

It should be taken into account that this study was conducted from the perspective of the
regulator, so more suited to the issues of quality and cost of supply. From the perspective of
corporate sustainability, more holistic by nature, it will make all the sense to consider the issues

of efficiency in resource use and consequently the definition of physical measures.

" The oLS (Ordinary last squares) method attributed to Carl Friederich Gauss, present some
attractive statistical properties. The method provides a unique estimation of the parameters that allow
minimizing the sum of the square of the errors between the sample regression towards the population
regression. By other words the parameters that allow constructing a regression line as close as possible the

population regression line.
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Edvardsen and Fgrsund (2003) used DEA to obtain a comprehensive benchmarking as
opposed to partial key ratios. They established a frontier production function for utilities, and then
calculate efficiency scores relative to the frontier using a sample of large electricity distribution
utilities from Denmark, Finland, Norway, Sweden and The Netherlands.

Lee and Saen (2012) applied de DEA to Korean electric industry to understand the
measurement of corporate sustainability measurement. They proposed a new model to measure
corporate sustainability performance, employing a combined approach of dual-role and cross-

efficiency factors.

The use of several benchmarking techniques allowed concluding that standardization of
data was critical for international benchmarking and it required common procedures and
templates for data collection, consistency of patterns over time and deadlines for processing
data. International companies raised additional issues on ensuring comparability of data, usually
compelling the use of a least common denominator strategy (Jamasb and Pollitt 2003).

The authors stressed the need to identify a set of minimum requirements for inputs,
outputs and as also variables for data collection.

Research results indicated that the selection both of benchmarking techniques and
variables, linked to model specifications, might affect results, for instance efficiency scores or

rankings of firms (Jamasb and Pollitt 2003).

However, presently the GRI (2006) framework and EU guidelines are pushing for a
standardization trend on benchmarking practices and it is expectable a convergence of

benchmarking practices among different countries (Jamasb and Pollitt 2003).

3.3.2.2. Rankings and Indices

The last twenty years were fruitful on the development of several toolboxes of
quantitative methods to assess sustainability (Krajnc and Glavic, 2005), which frequently raise
rankings and indices. Indices represent the aggregation of various measures for a complex
phenomenon. In composite indices are generally combined measures of ends and means (Singh
et al. 2009). Secondly, they aggregate and relate various criteria and issues in order to ease
decision-making (Krajnc and Glavic, 2005).

Different indicators aggregate in sustainability index can enable quick and efficient
assessment of sustainability of company as well as benchmarking of companies within a

particular sector (Krajnc and Glavic, 2005).
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Composite indices and rating systems seek to introduce greater objectivity in the
evaluation of sustainability, mainly trough a multi-dimension approach. However, the systems
used to obtain those indexes and ratings still suffer from subjectivity on its own construction
(Singh et al. 2009). The composite index is influenced to a great extent by the choice of the
indicators and the criteria underlined (Gasparatos, El-Haram and Horner 2008; Bohringer and
Jochem, 2006).

For example, the firm size measured by sales is a relevant determinant for the inclusion
in sustainability indexes, such as Dow Jones Sustainability Indexes, FTSE 4 GOOD. For these
indices, must be said that every year a large group of companies included in more general
indices are not subject to any evaluation for inclusion in the indices of sustainability,
independently of its environmental and / or social performance (Ziegler and Schroder 2010). This
means that companies that comprise the studied indices are not necessarily those with the best
performance in three sustainability dimensions (environment, society and economy).

Doane (2005) strengthens that indexes frequently include those companies that best
manage risk and reputation even if creating very significant adverse impacts into the environment
and in society. These “best of the baddies” are frequently aligned with those companies that

really contribute to a better society.

Besides, some of the available indices and metrics depend on the data that is not easily
available. Their application requires the resolution of problems related to measurement,
weighting and indicator selection. Due to these constraints most of them are little used by policy
makers (Bohringer and Jochem, 2006).

These authors recognized that although sustainability indices should bring forward the
characteristics of transparency and briefness, in most cases they fail meeting basic scientific
requirements fundamental for indices formation: normalization, weighting, and aggregation. The
normalization and weighting of indicators may be compromised by the use of subjective criteria or
for lack of assessment of critical assumptions. Regarding the aggregation of indicators, the
authors warn for the scarce utility for scientific rules, that if applied could guarantee consistency,
and meaningfulness of composite indices. Hence, sustainability indices currently employed in
policy practice indicators are often useless or give wrong information for policy decisions.
(Béhringer and Jochem, 2006)

Krajnc and Glavic (2005) reinforced that methods for the aggregation of indicators are
either not sufficiently well established, under development, or not available with respect to all the
sustainability aspects. They proposed a mathematical model for the determination of the
composite sustainability index that could enable feasible comparisons between companies
regarding sustainability performance within a specific sector. They suggested the use of GRI

(2006) indicators as a starting point portfolio.
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3.4.State of the Art

A complex phenomenon like sustainability cannot be measured and expressed through
single indicators. At first because sustainability as to deal with activities from such diverse areas
as the environment, the society and the economy. The interrelationships between them depend
on the general and particular factors, which determine the dynamics of each system. Regions,
urban areas and corporations have a different perspective of sustainability, in virtue of different
characteristics, activities, stakeholders and interrelations.

On a globalized world business is challenged to face sustainability issues and to be
responsible for the way it conducts itself in all activities. However, current times are marked for
crises. The financial, economic, environmental and social crises are affecting the way of doing
business worldwide. Water shortage, climate change, loss of biodiversity, poverty, pollution,
resource depletion, are only some interacting faces from a large-scale problem of sustainability.

Employees, consumers and society are increasingly valuing companies with social and
environmental concerns, tending to grow its ability to survive in the long run. On the other hand,
companies with no environmental or social concerns may incur in direct or indirect losses
regarding credibility and image, which usually, on the long run, lead to loss of credibility and

markets.

So far, the company's value was calculated according to their financial performance. But
after the crisis of 2008/09, the value of the company depends strongly on their ability to survive,

which implies a new paradigm.

An inquiry through a manifold of sources, including newspapers, sustainability or
corporate reports, stakeholder’s feedbacks, would be critical to provide an accurate picture of
corporate contribution for sustainability. However, this reveals a time consuming and complex
task.

The pressure to deliver results in environmental and social areas has led companies to
seek new ways to collect and communicate this information, namely through the reporting of
corporate non-financial performance.

The development of guidelines has come to systematize the reporting of business
performance and provide a better understanding of achievements in the field of environment and
society. Nevertheless, almost one third of the proposed indicators have qualitative character
(Kolk 2004).
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In general, standards for sustainability reporting are still missing. The submission of
information relating to sustainability and corporate performance suffers from the lack of
standardization and comparability (Krajnc and Glavic 2005; Kolk 2004; Gasparatos and al 2008).
Key questions regarding frameworks, measurement and empirical methods have not yet been

settled.

Dozens of frameworks for assessing corporate sustainability performance have been
proposed, using a large amount of indicators. However, the heterogeneity of measures hinders
the analyses over time and the comparisons between companies (Krajnc and Glavic 2005). By
other hand, it is important to realize to what extent the indicators will be used, since their

collection requires effort and resource use.

It is a fact that the assessment of such a complex concept as sustainability demands the
use of several indicators (Krajnc and Glavic 2005; Kolk 2004; Gasparatos and al 2008), chosen
and analyzed under certain criteria to better describe such intricate systems. Accordingly, the
choice of tools and indicators must be carried out in accordance with the context and settings to
show (Gasparatos and al 2008).

Yet, current methods to define the relevance of disclosured matters are often based on
subjective judgments for each category of analyses. Paraphrasing Lyndenberg, (2010) “the

process is an art more than a science”.

The development of new communication approaches in conjunction with attempts to
incorporate sustainability measures into strategic performance measurement systems, such as
the balanced scorecard (BSC), are being performed by companies.

Although, attempts to add multiple nonfinancial measures into company’s strategic
measures have long been under way, the inclusion of sustainability measures is recent. Few
empirical studies have investigated whether the last are incorporated and used corporate
strategic decision-making and in which way sustainability measures help business managers.
(Weber 2008)

Several initiatives were engineered to report on sustainability issues but their application
reveals difficulties concerning the determination of crucial data to report. The relevance for the
core operation of the business and for the key stakeholders in the corporation should guide this
selection (Lydenberg et all 2010). As the basis of reporting is crucial the clearance of main issues
affecting present and future generations that companies have to disclosure.

In this sphere, the core of the sustainability reporting is constituted for relevant sector-
specific key performance indicators. Business indicators should be focused on sector key

sustainable issues and integrated with financial and economic indicators (Lydenberg et all 2010)
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Leadership is a driver for CSR and also for dynamic organizational change (Rake and
Grayson, 2009). Although authors recognize that companies learned to collect, measure and
monitor the evidence and develop the business case, they failed to hardwire consistently on mind
and culture of all the staff, partners and supply chain.

The involvement of stakeholders on the sustainability assessment, should integrate a
transparent and trustworthy process (Gasparatos et al 2008).

From the literature review, can be noticed that companies and stakeholders still deal with

several difficulties at the level of sustainability reporting.

Companies
~
*mainly on a voluntary basis
« on different periods of time
/
~
+issues and indicators to report
Choose « their own metrics
«to assure the report by an external part or not
A4
. — — N
« their own criteria of materiality
«their own key stakeholders
«the level of reporting
«the concepts used
«the methodologies to collect and treat the data to include on the report )
Figure 3-7 State of sustainability reporting - companies
Reports usually results on:
Reports I
~
» metrics presented in absolute values
»some indicators with a qualitative nature
J
. . . o)
+Large volume of information with a high level of detail
. *Large volume of qualitative information
Provide ) . e .
* Information regarding specific time period
« Different benchmarks to measure performance y

Figure 3-8 State of sustainability reporting - reports
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From the previous, stakeholders have to deal with:

Stakeholders

~
« Different ways of structuring the information
Use of * Information that looks similar but refers to different concepts
« Information processed in different ways
%

«analyzing and interpreting the data presented in the report
*making comparisons of results between companies

Difficulty in + assessing performance over time

* monitoring the accomplishment of objectives

* assessing companies contribution for sustainability performance

Figure 3-9 State of sustainability reporting - stakeholders

The main limitations on a representative and meaningful report are aggregated in three
main groups (Figure 3-10).

B Different
measurements
and metrics

)

4

D

Figure 3-10 Limitations on sustainability reporting

The speech above reflects the diversity of conditions and frameworks applicable to
companies that result into a defragmented set of instruments for corporate information, which

often do not reflect its overall performance.
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From the previous, can be also concluded that corporate disclosure of non-financial
information of European companies is poor and unregulated. Even non-financial information,
whose disclosure is mandatory in European countries, is not homogeneous, depending on the
legal framework of each country.

In European countries corporations have already the obligation to report on
environmental and social issues that materiality affects the firm performance, such as green gas
emissions or social report.

Nevertheless, non-financial disclosure is mainly regulated at a voluntary level and it does
not reveal the consistency needed for making comparisons both between companies and over

time.

Since lacking a framework as those used for disclosure financial information topics and
aspects covered by non-financial reports are weak when used to compare different companies.
Its use for stakeholder’s decision-making is quite limited.

The increasing interest in non-financial in