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Editorial

Global wealth has almost doubled since 1990. But more than half of the world’s
population still lives off of less than USD 2 a day. As global poverty continues to be
one of the most pressing challenges of the 21st century, the international community
heralded the Millennium Development Goals MDGs in 2000 - with the first goal being a
commitment to reduce the portion of those living in extreme poverty by half by 2015.

For more than 10 years, ICEP and Codespa have been supporting people in developing
countries to surmount poverty by contributing to their integration into economic
processes. This commitment is based on the strong belief that economic development
is an essential aspect of the global fight against poverty. As corporations are the driving
force of economic development, they are central players in achieving the MDGs.

In 2005, the European Commission qualified a project with the objective of
enhancing the involvement of the European private sector in the quest to attain the
MDGs within the framework of global CSR. The project was jointly implemented by
ICEP (Austria) and Codespa (Spain) together with ARS (Czech Republic), Sila Rozvoja
(Slovakia) and Hid (Hungary). One of its important outcomes is this case-book, Business
and Poverty: The global CSR case-book. We proudly present it!

This book is rooted in the experiences we have working in Latin America, Africa
and Asia. Business can make profound contributions to social development while
developing countries have enormous opportunities for economic value creation. From
discussions with decision makers from the private sector, we are familiar with a number
of typical questions business leaders have before they enter a developing market: To
what extent should companies engage in social problems? How can companies create
wealth for the poor? How can the strengths of the private sector thereby be used? How
does one start and carry out global CSR measures? And what can be learned from
success stories and from those that failed?

The nine cases of European companies operating in the developing world
presented in this book suggest that thinking and acting in terms of global CSR - that
is to say, thinking and acting in socio-economic categories — has two positive effects
for corporations: It can help companies create business opportunities, and it can help
corporations manage operational risks in the developing world. On the basis of the
corporate experiences captured in this book, Business and Poverty: The global CSR
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case-book also tries to link the practice of global social responsibility to its theory by
presenting 13 essays by experts in the field. They are meant to offer insights into the
on-going debate on CSR while increasing the understanding of the problems laid out
in the cases. The authors are recognised experts in their respective fields and include
Edward Freeman, the inventor of the stakeholder theory, Wilfried Luetkenhorst, chief
of cabinet of UNIDO, and Bjorn Stigson, chairman of WBCSD, to name only a few. We
are honoured to have worked with all the experts who contributed the essays in this
book and are grateful for their time and effort!

As managing directors of ICEP and Codespa, we want to thank Jordi Canals and
Joan Fontrodona of the IESE Business School for their contributions to the making
of this book! Dean Canals made it possible to have IESE MBA students conduct
the field research that represents the factual underpinning of the cases presented.
Prof. Fontrodona, IESE Centre for Business in Society, professionally supervised the
students as they implemented their research.

We would also like to express our gratitude toward Carlos Costa of the Boston
Consulting Group BCG, Barcelona. He was enormously important for the genesis
of this book as his contribution to our discussions helped direct our focus towards
questions of relevance to the private sector. In addition, he helped us set up interviews
with European company representatives active in the developing world. Thereby, he
became an important link between the academic and the professional world.

We also would like to thank the students of IESE Business School who helped to
conduct the research of the cases — Alexia Katsouranis, Anil Kathuria, Istvan Fulop,
Javier Morales, Ceylan Oney, Nora Oliveré, and Suaye Banigo - as well as Jorge Tomas
of BCG and Juliana Mutis and Heinrich Liechtenstein of IESE Business School, who
supported the cooperation with the companies and the coordination of the students
throughout the project.

In the process of writing the cases and editing the book, our case writing and editing
team and ourselves decided not to publish five cases. Still, we want to thank all the
representatives of TNT, BCG, the Telefénica Group, the Ringier Group and the Dariu
Foundation, all of whom gave their time and effort! Due to company policy, the Holcim
case we worked on is not published in this book. Apart from respecting this corporate
decision, we want to thank the Holcim representatives who eagerly worked with us
until the case was completed in terms of content.

Finally, we want to thank the representatives of those companies which helped
us publish the cases presented in this book: Uwe Folster, Angel Font, Antonio
Fuertes, Mads Kjaer, Bjorn Klovstad, Jacques Labre and Alain Mathys, Matti J.
Ojanen, Guillermo de Rueda, and José Manuel Sin Cabrero. Thank you for your
constructive critiques, time and effort!

Pleasent reading!

Bernhard Weber Joseé Ignacio Gonzalez-Aller Gross
Managing Director ICEP General Director Codespa
July 2008



Preface

The modern company has become one of the major innovations of the 20th century.
It has created millions of new jobs around the world, accelerated economic progress
and become a major network of knowledge generation and diffusion.

Nevertheless, the modern firm is still a young institution whose shape is not
yet fully defined. The essence of the modern corporation used to be defined as sheer
business. The entrepreneur or senior manager was supposed to be good at identifying
business opportunities and making the most of them. A company means business,
but its essence goes beyond mere business.

Today, more and more business leaders think that companies have a purpose
that goes beyond making money. Economic performance is indispensible, but it is
not the only motivation for a business leader. Companies are made up of people who
are the drivers and heroes of business success, including innovation, change and the
necessary entrepreneurial drive. Attracting, motivating and developing those people
is extremely important, and economic incentives only play a part of it.

But businesses are also part of the wider society in which they grow, develop and
innovate. Society at large has expectations regarding firms. These include economic
efficiency, but go beyond the goal of simply making money. In this context, the notion
of CSR is particularly important because it highlights a way to deal with those societal
expectations.

Nevertheless, the notion of CSR also involves a risk: It can be misunderstood
as an approach that considers a firm’s responsibilities towards society as something
superficial, as something that is not anchored in its mission. According to this
perception, CSR can help enhance corporate reputation (implying that firms may
want to take actions to support it) but it will not be ingrained in the essence of the
firm and, thus, eventually become a disposable dimension.

There is, however, a richer perspective on the role of business in society. It
considers the firm as an institution that operates in a society, with a primary economic
perspective — the generation of economic value - but trying to do so in ways (and with
policies and criteria) that help develop the people working for it and the societies in
which it operates. It can do so in a variety of ways.

One of these ways that is particularly relevant today is developing new business models
around human and social needs that have not been addressed by governments or by
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companies in the past. Some innovative firms are tackling these needs while applying
the same level of professionalism that they would use in any other business project.
Moreover, they try to make these business models work like normal businesses.

We are just at the beginning of a process in which needs-oriented business
models are evolving. Some experiences concerning these models from around the
world are very encouraging. This book, promoted by the Vienna-based Institut zur
Cooperation bei Entwicklungs-Projekten ICEP, is a little treasure as it presents and
develops a number of cases on real companies that are developing this business
model in a variety of ways.

These companies’ important innovations are still young; many more experiences
have to be developed to test and improve them. Nevertheless, the enthusiasm and
professionalism that many business leaders around the world are showing towards
this new business model is especially promising. It shows not just a theoretical
approach but a practical way through which companies can help people and society
solve some of their most pressing problems.

Jordi Canals
Dean, IESE Business School, Barcelona
June 2008



Preface

Emerging markets pose both a challenge and an opportunity for corporations from
the developed world. They are challenged to provide real impacts to less favoured
countries or social groups, with the aim of making this world a better place to live. But
they also have the opportunity to reap the benefits of serving a large number of new
consumers. Within this setting, strategically structured and reinforced CSR measures
become an important lever for leading corporate customers.

It is true that these programs need investments and do not provide immediate
benefits. Therefore, they require specific lower return hurdles or a short-term “charity”
approach. However, in the long run, they will pay off for society and business.

Since governments usually do not provide overall public services to the vast amount
of underprivileged, support from corporations unfolds enormous differential value
and allows authorities to show real commitment to local communities.

Additionally, if CSR is not taken as only a marginal practice but is integrated
within a company’s value chain, it will both solve social problems and provide great
business opportunities. Companies implementing thoughtful CSR measures will
become relevant societal actors (in the eyes of potential consumers) and, thus, develop
tomorrow’s markets.

Currently, about a billion people in the developing world are virtually invisible as
potential clients. Ourresearch shows thattheyrepresentthelargestuntapped consumer
segment in the world. They are young and have some 40 years of consumption ahead
of them. They are also economically active and their incomes are growing faster than
the economies of their countries.

Many companies have found that fulfilling the needs of the next billion
consumers can be something of a conundrum. But those business actors that start
initiating well-structured CSR activities today will have a huge head start when
their competitors finally decide to enter the field. Those corporations that are the
first to meet the demands of these consumers — and to serve their evolving tastes
- are likely to become tomorrow’s global leaders with a sustained competitive
advantage. How do these companies operate? How and why do they enter markets
in the developing world?
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Best practice CSR cases can help to shed light on their motivation, actions and results.
Business and Poverty: The global CSR case-book is a practical and in-depth answer to
the question of how to successfully adapt business operations to the socio-economic
context of the developing world. We gladly contributed to its making!

Carlos Costa
Senior Partner and Managing Director, The Boston Consulting Group, Barcelona
June 2008



Preface

CSR is in vogue, yet this is a fact that raises certain questions. There are always
people who might think that a company’s CSR interest is an issue of image boosting
and public relations. But judging intentions is always delicate — and actually should
be avoided. It is better to have companies dedicate their efforts towards CSR, even if
their motivation is not entirely disinterested, than not have them do anything at all.

CSR is more than just a trend; it is a necessity. It implies a reflection on the
meaning of business in society. Some people think that the only social responsibility
companies have is to generate profits. In doing so, they say, corporations contribute
best to the improvement of society. Other people (such as myself) believe that the role
of corporations in society is more complex. Apart from generating economic value,
they think that companies also ought to respond to social needs.

Since this wider perception of CSR is often misunderstood, clarifications are
necessary. It does not imply that companies should be solely responsible for all the
problems harming our society. It also does not demand that the private sector should
come up with all the solutions to these problems. Given the impact that companies
have on society, corporations should bare some of the responsibility of confronting
the challenges of today’s world (while not forgetting how much they contribute to our
well-being and pleasure). Those sharing this view understand that these problems
will not be solved without private sector collaboration.

Today we stand at a crossroads. Society and the private sector are re-inventing
their relationship: Society, on the one hand, is beginning to understand that
companies are allies — not enemies — which can help solve social problems affecting
the development of mankind and the sustainability of the planet. Companies, on the
other hand, are starting to recognise that it is truly their responsibility to contribute
to the solution of these problems within the framework of their possibilities. As the
private sector’s role evolves, it is important to enhance how companies live up to their
social responsibility — and why.

In this sense, it is important to recognise the good activities companies perform.
This is primarily important because otherwise companies only surface in relation to
negative news — even if we know that companies do more good than harm. Secondly,
in this way, they can set an example for other companies. Commendable examples
are needed to spread CSR initiatives within the business world.
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IESE Business School has a mission. It wants to contribute to the development of society
by educating and developing business leaders worldwide, and by generating and
communicating new business ideas with impact. Therefore, IESE gladly participated
in the making of this book and did so by setting their best assets to the test: a group of
MBA students. Supervised by faculty members, they implemented the field research
and information gathering that laid the factual basis of the best practice cases that are
presented in this book.

MBA students are particularly sensitive with regard to CSR issues. At times it is
difficult to channel these interests towards concrete action, which is why initiatives,
like this project, are always welcome. MBA students are tomorrow’s leaders. Today
they are being educated to be able to adequately respond to future challenges.
Knowing first-hand what companies can do for society is a initial step towards actually
becoming tomorrow’s responsible global business leaders our societies are already
demanding.

Joan Fontrodona

Associate Professor and Chairman of Business Ethics
Academic Director of the IESE Center for Business in Society
IESE Business School, Barcelona

June 2008



11






Chapter 1
Business and Development






The Business Case
for global CSR?

A strategy is a long-term plan of action to cope with a certain perception of the future.
CSR - as it is understood in Business and Poverty: The global CSR case-book - is a
corporate strategy, a concept on how to manage the various interfaces of business
and society, today and tomorrow. It thereby expresses the private sector’s social and
environmental responsibilities and its commitment to respecting ethical principles in
the framework of business operations, in order to create mutual value benefiting both
society and the private sector. So what is global CSR?

European and developing societies differ in many ways. Europeans are well-
educated, wealthy and growing old. Societies in developing and emerging countries
are characterised by youth, widespread poverty, poor standards of education and
large quantities of people. Global CSR takes these societal characteristics into account
and accordingly suggests specific ways of managing their effects on business and
vice versa.

Typically, companies operating in saturated industrial regions implement CSR
activities in order to gain a competitive edge in areas such as human resource
management, cost reduction or energy efficiency. From a legal perspective, these
efforts are considered to be beyond compliance, meaning that they contribute to the
solution of socio-economic challenges in ways that surpass judicial obligations. By
integrating social and environmental objectives within company goals, corporations
aim to sustain long-term company value.

Companies in developing countries face other challenges. Weak public institutions
and a lack of legal execution often lead to non-compliance with guidelines and
international norms (e.g., in the areas of ecological and social standards). Generally,
this does not relate directly to European corporations and their subsidiaries. Rather,
it is prevalent in most of their supply chains. For European companies, leading their
entire supply chain towards compliance of the mentioned standards via strategic global
CSR is an important task.

In a second, more pro-active step, corporations operating in developing and
emerging regions often implement global CSR in areas such as market development,
employee enablement and supply chain management. These efforts are designed

15
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to develop business. Thus, integrating social and environmental objectives within
company goals can often be equated to unfolding socio-economic development among
the poor. This is not only a social value as such but also transforms societal needs into
market-demands - a prerequisite for long-term company value.

Growing importance of global CSR

Given the fact that many developing and emerging countries are currently catching
up in economic terms (while their societal risks such as volatility, immature
institutions and poverty-caused operational risks remain high), managing the
interface of business and developing societies by means of global CSR is a challenge
that is growing in terms of relevance. Obviously, companies have always tried to cope
with challenges — and have often done so through various means. But today, global
CSR is of specific importance as it can give companies a competitive head start in
emerging markets while they strive to sustain business operations throughout the
process of globalisation.

The areas in which this strategic concept proves to be effective are, among others:
product development and marketing, human resource and reputation management,
effective know-how transfer or quality control, and supply security. Seen from a
systematic perspective, global CSR can positively enable a compay’s

® core business (e.g., by developing innovative products in order to tap new
markets);

® supply chains (e.g., by building social capacity along supply chains in order to
secure supply);

® operational context and business environment (e.g., by contributing to community
and societal development programmes in order to enhance their social licence to
operate).

Case studies suggest the complementarity of economic and societal objectives

The European companies portrayed in the process of developing, implementing and
evaluating global CSR strategies show that global CSR is all about thinking and acting
in socio-economic categories. This allows companies to manage risks in developing
societies (which are often social by nature and economic in their effect) and to benefit
from their economic opportunities. The compelling insights conveyed by the cases
in Business and Poverty: The global CSR case-book refer to the complementarity of
economic and societal objectives: Companies that pursue economic goals in developing
countries, so the cases suggest, contribute substantially to the attainment of social
goals — if global CSR is perceived as a core aspect of overall business strategy. In
other words, those corporations that use global CSR as a strategic tool to enable their
business, enable social development. In fact, they even support the achievement of
objectives of development cooperation — since the goals of the latter are complementary
to business objectives in developing and emerging countries. Examples?

® Companies that are able to develop innovative products and sell them to the poor can
contribute to poverty alleviation (as the Suez and Unién Fenosa cases show).
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Corporations that cooperate with poor producers in emerging economies in order to
react to western market demand help to promote socio-economic value creation
through SMEs (as the Coop NKL and Carrefour cases suggest).

® By initiating activities to secure their location or reputation, companies contribute
to societal development (even on national levels, as one can see in the Repsol
YPF and AstraZeneca cases).

A company that thoughtfully taps new markets can initiate social capacity building
(as seen in the Caixa Catalunya case).

Corporations’ human resource management — if prudently implemented - can lead
to the alleviation of skill deficits (so exemplifies the Mondi case) and helps to
spark grass-rooted charity initiatives (as the Kjaer case shows).

But the described relationship of business and development is not one-sided. It is
reciprocal. Not only do global CSR activities cause social effects, but those companies
that use global CSR as a strategic tool in order to enable social development also
enable business.

This is of strategic importance for companies as effectively coping with the
social risks of developing and emerging economies is a major task. Some of the cases
in Business and Poverty: The global CSR case-book show how it can be tackled. They
suggest that as social problems in developing and emerging countries transform the
quality of business, management tools and solutions are needed in these regions,
which essentially are social — as well as managers that are willing to transcend an
economic mind-set when confronting business challenges in emerging economies.
While alliances with NGOs can thereby help to foster effective global CSR strategies
aimed at creating social value, corporations ought to make sure that they are integrated
within the core realm of their business strategy. This is why Unién Fenosa’s social
efforts in Colombia are so compelling — because they increased company revenues. In
like manner, Suez’s quest to bring development to the poor in Manaus, Brazil, was part
of a corporate strategy aimed at selling potable water and sewage disposal. Mondi’s
capacity building programmes in South Africa were similarly a reaction directed at
absorbing the costly social side-effects of outsourcing and subcontracting. Repsol
YPF’s initiative to implement grass-roots social projects throughout Argentina was
also an effective way to secure the company’s social licence to operate in a country of
strategic corporate relevance.

The desired effects of global CSR (both social and economic) overlap with societal
objectives with regards to content. Structurally, global CSR initiatives and those of
development cooperation also complement one another: While global CSR activities
usually unfold their effects at the micro-level (an aspect that is supported by most of
the cases), public actors structure settings at the regional and national levels. Strategic
alliances between companies and actors of development cooperation, thus, can help to
bundle respective tools and resources in order to drive socio-economic development
through all levels and create synergistic effects. These kinds of alliances ought to be
taken into consideration more actively by private and public actors alike.
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The social and the business perspective on the nine cases

The nine business cases published in Business and Poverty: The global CSR case-book
can be seen in two ways - from a societal and from a business point of view. When
seeing things from a societal perspective, the cases show that business can actually
contribute to the socio-economic development of the poor — with obvious variations in
motivation, action and effect.

In many instances, the companies portrayed in Business and Poverty: The global CSR
case-book started to implement strategic global CSR measures only after realising that
traditional economic tools alone were insufficient to manage business operations in
developing countries (see the Unién Fenosa and the Mondi cases). At other times,
trying to cope with the volatility of emerging markets or certain legal obligations was
the main incitement to corporate social action (as the Repsol YPF and the Suez cases
show). Enhancing a company’s social licence to operate also offered a reason to think
and act in socio-economic terms (see the AstraZeneca and the Coop NKL cases) — as
did increasing employee commitment and motivation (as the Kjaer case conveys).
Finally, orchestrating social investments of company foundations within the realm of
corporate strategy was also a rationale for global CSR measures (as suggested in the
Caixa Catalunya and the Carrefour cases).

From a societal perspective, the reasons and motivations why companies contribute
to the socio-economic development of the poor are not as relevant as the fact that
they do - and that they thereby do well when aligning their corporate social efforts
to their business strategy. This is a fact which ought to be taken into consideration by
companies operating in the developing world and by the public actors of development
cooperation who are increasingly considering forms of collaboration with the private
sector.

From a business perspective, the cases presented in Business and Poverty: The global
CSR case-book give answers to two important questions:

® How can managers effectively implement global CSR in order to cope with common
risks in the developing world (which are often social by nature and economic in
their effect)?

® How can they use global CSR as a strategic tool that helps companies benefit from
the opportunities of emerging economies?

What is the answer?

By integrating social objectives within their operational strategies — a common course
of action throughout the cases, with obvious differences with regard to concrete
forms. In the case of Mondi and Repsol YPF, initiating large stakeholder dialogues
was an integral component of securing company commodities and company location.
Legalising inhabitants of low-income areas and sparking socio-economic development
among the poor was necessary for Unién Fenosa and Suez to increase their revenues.
The fact that Carrefour and Coop NKL built human capacity along supply chains was
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a way of reacting to market demand and unlocking new market segments in Europe.
Initiating incentives among employees that sparked grass-roots charity projects
increased employee contentment - the latter being a defined business objective
for Kjaer. Finally, transferring technical know-how to microfinance institutions in
developing countries and conducting R&D on a new tuberculosis drug were parts of
Caixa Catalunya’s and AstraZeneca’s respective strategies to establish new markets
in developing countries.

Does that mean that there is a business case for global CSR?

In the strict sense of the term, the answer to that question is no, because the actual links
between global CSR activities (as a cause) and its effects are not fully comprehensible,
as in the case of marketing, innovation, outsourcing and any other complex economic
mechanism. That means that there is no business case for global CSR per se. Why?
Because global CSR does not refer to a monolithic object with a rigidly defined value,
but rather to a certain way of thinking and acting as a corporate manager in order to
confront specific social and economic challenges.

Certain fields of action suggest a business case for global CSR

There are, however, certain fields of corporate action in developing and emerging
countries that seem to suggest the implementation of global CSR strategies — and, in
addition, a business case for global CSR in a broader sense.

According to Business and Poverty: The global CSR case-book these fields of action
are: product development and marketing in developing countries (Union Fenosa
and Suez) and in Europe (Carrefour and Coop NKL), supply and location security
(Carrefour and Mondi), market development (Caixa Catalunya and AstraZeneca), the
enhancement of a corporation’s social licence to operate (Repsol YPF and AstraZeneca)
and human resource management (Kjaer).

Understood from this perspective — from a point of view that prudently relates
certain clusters of challenges to certain types of managerial action - there is indeed
a business case for global CSR. And it becomes tangible when global CSR measures
generate real social and economic value. So, the answer to the million dollar question
is yes.

Global CSR can be implemented to confront numerous challenges within companies
(within their core businesses, along their supply chains) and in the context of business
operations (as community development and enabling environment efforts). It can
also help to generate economic value via social action and help establish a company-
relevant social value with economic means. It can contribute to risk management and
also to market development. And global CSR can pay off.

But, no matter how global CSR is used, the key to its successful application lies in
the realistic perception of the likelihood of actual economic and social value creation -
both for companies and their stakeholders. ¢
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Inclusive Business:
Being profitable and serving the
needs of low-income communities

Bjorn Stigson is the president of the World Business Council for Sustainable Development
WBCSD, a CEO-led global association of 200 companies dealing exclusively with business and
sustainable development. Prior to his appointment in 1995, he served as president and CEO of the
Fldkt Group, a company producing environmental control technology. Following the acquisition
of Flakt by the ABB Group in 1991, he became executive vice-president and a member of ABB’s
executive management group.

Abstract

Poverty and inequity are critical challenges for sustainable development and global
stability. Although global wealth has almost doubled since 1990 to an average GDP
per capita of USD 6,000, almost 90 percent of the world’s wealth is held in the OECD
countries. Since the world’s population is projected to reach nine billion by 2050, and
with the developing world being home to over 85 percent of people, the scale of the
growing inequity is a challenge.

But where there is challenge there is also opportunity. Companies can succeed in
doing business in the developing world in a commercially viable way. After all, these
are often considered the growth markets of tomorrow. This essay sketches an example
of an inclusive business approach and how to finance it. Further, it describes the
activities of the WBCSD with regards to taking a business global. Finally, it provides
several examples of businesses which have attempted inclusive business practice and
have succeeded, as well as how to build an environment in which to do so.

21
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Businesses can help
alleviate poverty

The developing world
needs products
targeted to their markets

22

The business contribution to development

The private sector is a key provider of economic opportunities, training and
education, and it can offer many people a route out of poverty. Business investments
and operations in developing countries generate both economic growth and social
development. Deregulation and privatisation have led to companies assuming roles
that were once the exclusive domain of governments: Worldwide, more than 100,000
state-owned enterprises have been privatised in the last two decades.

There is also increasing recognition by governments, development actors and
NGOs that broad-based private sector development is critical to economic advancement
and sustainable poverty alleviation. The private sector already dominates global
financial flows to developing countries: Net inflows of private capital reached a record
level of USD 650 billion in 2006. This represents a quadrupling of investment levels
from USD 170 billion in 2002. According to an article in May 2007 in The Economist,
developing countries repaid loans totalling some USD 185 billion to official lenders,
including governments and the IMF, from 2003 to 2006. Money is flowing and, on
balance, country risks are falling.

So, what can businesses tangibly contribute to development? First, companies can
take the lead in developing suppliers from low-income communities in the countries
where they operate, thereby building capacity, generating employment and bringing
small businesses into the formal economy. Second, businesses can lead in developing
innovative and affordable products and services that improve the overall quality of life.
Third, businesses can take a leading operational role in the provision of basic needs
such as water, sanitation, energy, housing, health care and communication services.
Last, businesses can work with others to improve the investment climate, root out
corruption and improve overall health and education levels in the developing world.

Keys to successful inclusive business models
With trust and an inclusive business approach, the developing world becomes not
only the market for the future, but also the supplier and the workforce. But if the poor
are the market for the future, it is vital to ensure that the products offered meet their
needs. Inclusive business models aim to use commercial means to better people’s
lives, but there are no formal checks and balances that guarantee this outcome.
Developing appropriate products that truly meet people’s needs and contribute to
local development is a delicate balancing act, with the risk that companies market
products that are inappropriate for low-income communities.

The experience of WBCSD member companies suggests that successful inclusive
business reflect a combination of three factors: focus, partner, and localise. In essence,
companies will need to:

Focus on core competencies

Companies that concentrate on their key strengths are better able to innovate around
those strengths. This helps guarantee consistency between the company’s portfolio of
activities and the inclusive business model, and will make it easier to take successful
pro-poor business mainstream in the future.

Partner across sectors
Governments and NGOs are increasingly interested in working with businesses. By



involving development organisations that share complementary goals, companies
can benefit from on-the-ground expertise and additional resources. Ensuring that
companies have the trust of the communities they work with is also essential. Likewise,
thinking across sectors might lead to innovative partnerships involving companies
from different industries, addressing a bundle of needs holistically.

Localise the value creation

Companies operating in developing countries often lack the usual infrastructure
and support systems: market intelligence, manufacturing capabilities or distribution
channels. They have much to gain from tapping into local networks and local
knowledge.

Financing inclusive business opportunities

One of the greatest challenges that surrounds inclusive business is attracting sufficient
and appropriate capital to finance such activities, especially in countries with
considerable business risk. To overcome this barrier, a shift in mindset is required
whereby companies embrace new ways of thinking about how business could be done.
To make the most of available resources, companies need to redefine how, from whom
and for whom they raise capital.

Financinginclusive business does notinvolve abandoning the traditional modelling
process of gauging risk after estimating the capital needs and expected future cash
flows. However, it does entail adjustments to factor in indirect and less tangible benefits
for the company. The considerable social benefits these projects bring mean that many
non-traditional sources of capital may be interested in helping such a business succeed.
These sources of patient capital can help remove obstacles to profitability and shorten
the lead-time until a business is fully commercially viable. Both direct funding (project
capital), and funding that improves the business environment and supports partner
organisations (partner capital) can help to achieve this.

Some companies have begun to shift their thinking from a centralised capital
strategy mentality, whereby companies alone raise funds for their business to a
distributed capital strategy, in which companies also become capital conduits to
already existing local expertise and capacities. Development agencies are becoming
increasingly interested in working with companies, and some private foundations
are beginning to support for-profits whose goals mesh with their own programme
objectives. Many of these organisations have billions of dollars at their disposal.

However, to benefit from this public money, inclusive businesses need to
demonstrate tangible social benefits. In addition, managers might need to learn the
language and goals of non-business organisations.

A considerable amount of money, earmarked for development, is available from
a number of sources to support business activities in poor communities. Increasingly,
these external capital providers are keen to help start up inclusive businesses and
finance those with limited access to conventional borrowing.

The WBCSD’s work toward doing business with the world

The WBCSD brings together some 200 international companies in a shared commitment
to sustainable development through economic growth, ecological balance and social
progress. Members are drawn from more than 30 countries and 20 major industrial
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formal economy

sectors and greatly benefit from an association called the Regional Network of 60
national and regional business councils and partner organisations. Via its development
focus area, the WBCSD is seeking to raise awareness of the business contribution to
development, helping business and non-business stakeholders understand what is
possible by providing case studies, guides and tools that advance our understanding
of development challenges and opportunities.

Several WBCSD member companies and Regional Network partner organisations
are committed to playing their part in building capacity and empowering people so
that they have the opportunity to move out of poverty and into the formal economy.
They intend to help create new businesses, new markets, new employees and new
customers among low-income communities. If these efforts are to be substantial and
sustainable, they must also be profitable.

Such business activities require a delicate blend of innovation and business-
as-usual. The most radical innovation is thinking of low-income communities as
business partners and customers. To be successful, companies have to develop new
ways of buying, manufacturing, packaging, marketing, distributing, advertising and
charging.

They are therefore looking beyond corporate philanthropy to build inclusive business
models that are both profitable and serve the needs of the low-income segment. In other
words, they are doing business with the world by promoting responsible, sustainable
and inclusive business activities. So far, some 60 WBCSD member companies and
Regional Network partners have embarked on this journey.

In essence, inclusive business models try to find synergies between development
goals and the company’s core business operations. Sound inclusive models will
therefore deliver higher socio-economic value for communities while opening new
avenues for growth for the company.

The notion of inclusive business calls for additional focus and significant
innovation in the way that companies do business. It is about creating new forms of
employment, new markets, and affordable products and services aimed at making
business benefit many more people in a way that spurs economic growth and
encourages entrepreneurship.

As employees and suppliers, the low-income segment gains access to the formal
economy, including provision of training, access to finance and, of course, income. As
consumers, the low-income segment can benefit from products and services that meet
their needs in an affordable way. If business does both, it opens up the virtuous cycle
of business in development.

Inclusive business opportunities in practice

As a group of leading companies, WBCSD members are promoting responsible,
sustainable and inclusive business activities. They feature prominently among the
pioneering companies portrayed in this publication.

Another link between WBCSD and the publishers of this book surely is their
desire to have people look at — and learn from - what is already happening. Having
chosen case studies as their means to this end, the publishers opted for a strategy
that the WBCSD has long employed. The WBCSD’s online case study library? holds
available detailed information on what companies are doing to implement the inclusive



business concept on the ground. The following examples are taken from the case
study collection:

ABN AMRO

The Netherlands-based multinational bank is contributing to the improvement of
living conditions for Brazil’s poor through self-sustaining micro-finance programmes.
An estimated 15.7 million people in Brazil work in the informal economy as micro-
entrepreneurs, outnumbering formal sector entrepreneurs by more than three to
one. Of these informal micro-entrepreneurs, 93 percent run profitable businesses,
84 percent of whom do not have access to credit. It is estimated that 50 percent of
these micro-entrepreneurs would apply for a micro-credit loan if they had access to
banking services. This figure represents a potential of USD 3.7 billion per year in
loans. Recognising a potential market and seeing a service that could both help the
community and be self-sustaining, ABN AMRO’s Brazilian subsidiary Banco ABN
AMRO Real launched Real Microcredito in July 2002, in partnership with ACCION,
an NGO specialising in micro-credit worldwide. ACCION provides the technical
expertise in micro-lending while ABN AMRO provides its strong financial background,
infrastructure and banking network in Brazil.

BP

The London-based multinational energy company currently leads several consortia of
petroleum companies developing oil and gas fields in Azerbaijan, Georgia and Turkey.
Developing an effective local supplier base is core to the success of BP’s business
and to strengthening the Azerbaijani economy. In 2002, BP opened an enterprise
centre in the Azerbaijani capital Baku for its international oil and gas partners in
the Caspian region. The enterprise centre helps local companies develop their
business in support of oil and gas projects, particularly those involving international
companies. The centre offers training in management, finance, IT, quality control and
marketing. Experts also provide technological assistance to improve engineering and
manufacturing know-how. Azerbaijani SMEs receive free training in health, safety
and environmental policies and are helped to participate in tender processes, access
technical requirements of oil and gas operators and identify foreign partners for local
projects. The enterprise centre also supports firms by identifying sources of credit,
training and certification. In addition, it maintains a supplier database tracking more
than 150 local SMEs.

Eskom

The South African utility provider is working to bring electricity to all of South
Africa through the installation of pre-payment metres in poor communities. Eskom’s
newly electrified customers reside in predominantly low-income communities where
electricity consumption averages less than 100 kWh per household per month. Pre-
payment systems keep a customer from falling into debt as it provides automatic credit
control (as opposed to the billing system where the utility company manually has to
do this itself). Eskom intends to make electricity supply affordable as well as remove
the issue of deposit management. The Eskom pre-payment system uses a single rate
energy-based tariff, allowing customers to easily relate usage and money as well as
supporting the marketing of Eskom’s product: electricity. The customer can compare
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Unilever:
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the cost of a unit of electricity directly with another energy carrying item such as a
bottle of paraffin.

SC Johnson

Kenya currently accounts for 60 percent of global pyrethrum production, a type
of daisy. For more than 200,000 subsistence and low-income farmers supporting
families — nearly a million people — pyrethrum provides the entry point into the
monetised economy. Pyrethrum’s primary use is as the active ingredient in household
insecticides. US-based global consumer products manufacturer SC Johnson prefers
natural, biodegradable pyrethrins to synthetic ones for production of one of its
household insecticides. However, SC Johnson must ensure this supply can be reliably
sourced. To achieve this, SC Johnson works in partnership with an NGO and the
Pyrethrum Board of Kenya to improve local farmers’ productivity and streamline their
supply chain.

Unilever

Unilever is a world leader in hygiene, personal care, food and cleaning products. Its
Indian subsidiary, Hindustan Lever, already enjoys a sophisticated and extensive
distribution network encompassing both urban and agricultural areas. Yet a core
challenge is to develop locally appropriate distribution channels for customers
in undeveloped, and often very remote, regions. The goal is to work from within
these communities, promoting health while generating sustainable income for the
poor. Through its Project Shakti meaning strength in Hindi, Hindustan Lever now
works with 15,000 underprivileged women to bring its products to 70 million rural
consumers. This innovative business model provides significant opportunities for
local women to participate in the economy; it empowers local communities and
promotes health and hygiene.

Vodafone

Following a successful pilot programme in Kenya, Vodafone is rolling out a service
that allows customers to access cash via their mobile phones. Called M-PESA, the
service allows customers to borrow, transfer and make payments using a mobile
phone, transforming financial services by making transactions cheaper, faster and
more secure. In its first three months of commercial operations following its launch
in April 2007, M-PESA has attracted 95,000 customers.

Building an enabling environment for inclusive business
The contribution of the private sector to development can be accelerated, but only if
there is a sound enabling environment in place. This is as true for SMEs as it is for
large multinational corporations. Through endeavours such as those outlined above,
companies are discovering that there is no one-size-fits-all approach. To be successful in
these markets, companies must focus on meeting real needs, using approaches adapted
to the markets they target and that integrate well with their core business competences.
This is not always easy and can carry with it considerable business risk.

A key prerequisite for the success of the business model is a favourable
investment climate that is both stable and predictable. The WBCSD advocates change
by working collaboratively with multiple stakeholders to create a more enabling
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business environment and seeking synergies between official development assistance
and foreign direct investment. In this context, the WBCSD has called upon political
leaders to focus their attention and work toward on the following priorities:

® A fair and competitive global market that is non-discriminatory;

® Regulatory frameworks that uphold property rights, promote greater movement of
entrepreneurs to the formal economy, and root out corruption;

® Capacity-building and access to finance for local enterprises and entrepreneurs;

® Investmentinthenecessaryinfrastructuresuchasroads,energy,telecommunications
and ports.

While governments create the frameworks that encourage — or hinder — development,

the private sector generates entrepreneurship, creates employment and builds wealth. Assuming collective
Companies that move beyond conventional wisdom and work with new partners have responsibility to ensure
an unprecedented opportunity to help people lift themselves out of poverty and into that markets exist for al
market economies. At the same time these companies will be developing new markets

for their businesses. Unfortunately, it is precisely low-income communities, which

are far too often excluded from functioning markets and untouched by the benefits

markets can bring. Business, governments and civil society therefore have a collective

responsibility to ensure that markets really exist for all, thereby making globalisation

truly inclusive. ¢

Notes

1 See Statement of Intent for Doing Business with the World signed by the leaders of 12 WBCSD Member companies,
posted on the WBCSD’s website at http:;//www.wbcsd.org.
2 See http;//www.wbcsd.org/web/dev/cases.htm.
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R. Edward Freeman is the Elis and Signe Olsson professor of business administration at the
Darden School of Business at the University of Virginia.

Kirsten Martin is an assistant professor of business and economics at the Catholic University of
America in Washington, D.C.

Bidhan Parmar is a doctoral candidate at the Darden School of Business at the University of
Virginia.

Abstract

The industrial revolution, the rise of consumerism and the dawn of the global
marketplace, each in their own way have made life better for millions of people.
Many of us now know comforts, skills and technologies of which our ancestors could
only dream. Capitalism and markets have also notoriously increased the division
between the rich and the poor, both within and across nations. While there are many
understandings of capitalism, we wish to focus on a recent version that integrates
many concerns with markets into a view called stakeholder capitalism. Stakeholder
capitalism describes a view of value creation and trade that makes sense in the modern
business world of the 21st century.

Beginning with a description of stakeholder capitalism, thereafter detailing its
six principles, this essay provides a revised approach to capitalism, one in which
stakeholders play a significant role in value creation. Furthermore, this contribution
lays the theoretical foundation of a capitalistic society which is not, contrary to popular
belief, comprised merely of self-interested individuals solely seeking profit.
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their agreements

Introduction

We live in the age of markets. Although markets have been around for thousands
of years, we are just beginning to understand their power of organising society and
creating value. In the last 200 years markets have unleashed a tremendous amount of
innovation and progress in the Western World.

In the pursuit of innovation, we have become blind to some of the harmful
consequences of our actions on others, such as environmental degradation, dominance
of less privileged groups and the inequitable distribution of opportunities. Global
warming, global financial crises and global terrorism threaten to destabilise our world.
More than ever, it is imperative to carefully study and understand the power of markets
and capitalism. We need to be more sensitive to understanding those groups and
individuals who can affect or be affected by the value creation and trading processes of
markets and capitalism. We call these groups and individuals the stakeholders.

In the age of markets we are fast moving toward a more global stakeholder society.
The fact that we have access to people around the globe interested in stakeholder theory
means that our way of working instantaneously becomes quite different. Indeed, in
such a society, our very way of living together is filled with possibility that we do not
yet fully understand.

As we move toward a more global stakeholder society, we need a theory of
capitalism that allows us to flourish, and allows us to continue cooperating voluntarily
to create and trade value with each other.

Stakeholder capitalism
Stakeholder capitalism is founded on libertarian and pragmatist ideas, but it is not
based solely on private property, self-interest, competition and free markets. Rather
stakeholder capitalism is based on freedom, rights and the creation of positive
obligations by consent.

First, adults have freedom to do what they want, including making voluntary
agreements that are sustainable over time. Rather than focusing on individuals
in competition over limited resources as in traditional narratives of capitalism,
stakeholder capitalism focuses on individuals voluntarily working together to create
sustainable relationships in the pursuit of value creation.

Second, individuals have rights protecting them in those agreements. One group’s
rights do not ostensibly dominate the narrative of capitalism. Rather, each stakeholder
should be protected within their voluntary agreements. Finally, those individuals
can decide to cooperate and obligate themselves to others through those voluntary
agreements. These obligations can take the form of written or social contracts with
assumed responsibilities. The relationships are sustainable when these obligations
and responsibilities are upheld.

We offer six principles that together build a framework for our value creation and
trade that infuses ethics at the foundations, respects the complexity of human beings,
fosters innovation and helps us move beyond the problems outlined above.

1. The principle of stakeholder cooperation

Value can be created, traded and sustained because stakeholders can jointly satisfy their
needs and desires by making voluntary agreements with each other that, for the most
part, are kept.
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Rather than assume that we are all first and foremost self-interested and out to
maximise our own benefit, this principle highlights the social nature of value creation.
Value, any value, is a social phenomenon. We must create value in a context, with the
help of others and with others who value what we create. This principle acknowledges
the fact that business activity is explicitly social and uses that to enhance the process
of value creation.

2. The principle of stakeholder engagement

To successfully create, trade and sustain value, a business must engage its stakeholders.
Almost every business transaction involves customers, suppliers, communities, employees
and financiers. Other stakeholders such as media, additional civil society representatives,
NGOs and others are often affected or can affect value creation.

Rather than argue over whose rights trump whose, this principle acknowledges
that a large cast of stakeholders are necessary to sustain value creation. As often
as possible, the needs of multiple stakeholders must be met. There may be specific
situations in which privileging the rights of one group can benefit others in the long-
term, but this is not clear prima facie and must be decided by the effected parties.

3. The principle of stakeholder responsibility

Value can be created, traded and sustained because parties in agreement are willing
to accept responsibility for the consequences of their actions. When third parties are
harmed, they must be compensated, or a new agreement must be negotiated with all of
those parties who are affected.

This principle rejects the view that business is amoral or even immoral. If business
is a social process, then morality is at its centre. Scandals and selfish behaviour are
a breach of the trust and transparency, both of which are necessary for a business
to flourish. Being proactive about repercussions on others, rather than waiting for
government recourse, will help managers build stakeholder trust and loyalty which,
in turn, will help create more sustainable business.

4. The principle of complexity
Value can be created, traded and sustained because human beings are complex
psychological creatures capable of acting according to different values and points of view.
Individuals are socially situated and their values are connected to their social context.
This principle rejects the cardboard view of human nature at the heart of the
current narratives of capitalism. People are complex; they act for a variety of reasons.
Their actions benefit themselves and others, and people usually take that into account.
It is also important to note that since humans are complex, we are able to differentiate
consequences based on who is being affected. It is part of human nature to care more
about the consequences that affect those we are close to, than those that affect others.
This also supports the Principle of Stakeholder Responsibility. It helps to balance our
natural tendency to discriminate and reminds us that despite our differences and
separation, we can still have profound effects on each other.

5. The principle of continuous creation
Business as an institution is a source of value creation. Cooperating with stakeholders,
and motivated by values, business-people continuously create new sources of value.

Six principles
build a framework
for value creation

Business is

a social process
and morality is
at its center
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collaborative work
versus self-interest
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requires patience and
acceptance of change

Self-interest is not the only source of innovation or progress. Working with others
- and for others — can be a stronger motivation to enhance the pace of progress.

6. The principle of emergent competition

Competition emerges from a relatively free society so that stakeholders have options.

Competition is an emergent property rather than a necessary assumption to capitalism.
This principle also highlights the ways in which our assumption of competition

can affect our behaviour. Not every interaction is a zero-sum game and not every

interaction has a win-win solution. We should do our best to look for the win-win

before jumping to other sub-optimal solutions.

Rethinking the foundational assumptions of capitalism
Based on these principles, capitalism becomes the voluntary associations between
fair, responsible, cooperating, consenting and complex adults and does not include
competition or self-interest as foundational assumptions.

Finally, these principles and the stakeholder capitalism view do not claim to be
a panacea. There will always be a small minority focused on their own self-interest
at the expense of others. Our claim is that we should set the bar high for capitalism,
at the best we can achieve, and not limit it by only trying to avoid the worst. Talking
about capitalism in this way can foster behaviour along these lines. Those that choose to
exploit the trust of their stakeholders for their own gain are doing so at their own peril.

We are not claiming that by adopting these principles we will remove conflict from
capitalism and that from then on things will be easy. In some ways explicitly dealing
with stakeholders is harder than ignoring them. Participants in the value creation
process will have to have a thick skin, patience and be comfortable with conflict and
change. These things are not easy. But creating value makes them necessary. They
provide the opportunity for real leadership.

Conclusion

Those of us involved in business should focus on the best that we can create together,
rather than trying to avoid the worst. By critically embracing a new set of assumptions
about how value is created, the practice of business will soon follow. We do not have to
sacrifice taking great strides forward to solve some of the deeply troubling issues with
capitalism. As we move toward a more global stakeholder society, we need to think
critically, acknowledge the social nature of value creation and work with persistence
to create value for stakeholders. ¢

Portions of this paper originally appear in Freeman, Martin, and Parmar, Stakeholder Capitalism, Journal of Business
Ethics, Vol. 74, No. 4, 2007. Some of the ideas in this paper appear earlier in Freeman, Business Ethics at the Millennium,
Business Ethics Quarterly, Vol. 10, No. 1, 2000. Also in: Freeman and Philips, Stakeholder Theory: A libertarian defense,
Business Ethics Quarterly, Vol. 12, No. 3, 2002; Freeman, Martin, and Parmar, Ethics and Capitalism, in: Epstein, and
Hanson, (eds.), The Accountable Corporation, Vol. 2, Praeger, Westport, 2006. We are grateful to all of the editors and
publishers for their permission to recast some of the ideas in these papers here.
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Abstract

The debate on business and human rights has become a central theme on the
international corporate responsibility agenda. Eight out of ten people in an opinion
poll conducted in industrial countries and emerging markets assign large companies
at least part of the duty to reduce the number of human rights abuses in the world.
While this public opinion - at least in the short-run — will not have legal consequences
for companies, it is a strong indicator of the perceived legitimacy of corporate activities.
This essay illustrates how corporations can change this public perception by developing
a clear view on what corporate responsibility of human rights encompasses and what
activities reflect this position in particular. It might be helpful to distinguish different
generations of human rights before shaping effective ways of external dialogue
and internal values management. Finally, this essay focuses on the expectations of
corporate deliverables and how to successfully reach them.
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Do human rights
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“The recognition of the inherent dignity and of the

equal and inalienable rights of all members of the human
family is the foundation of

freedom, justice and peace in the world.”

Preamble Universal Declaration of Human Rights

Since all human beings are born free and equal in dignity and rights, everyone - simply
by virtue of being human - is entitled to all the rights and freedoms enshrined in the
Universal Declaration of Human Rights. Without a doubt, the state and its institutions
bear primary responsibility for ensuring that human rights are respected, protected
and fulfilled.

The reference to the state and its institutions, however, does not mean that
other actors have no obligations. The preamble to the Universal Declaration of
Human Rights states that “every individual and every organ of society shall strive
by teaching and education to promote respect for these rights and freedoms and
by progressive measures to secure their universal and effective recognition and
observance.”

Increasingly, human rights groups draw on this statement as a basis for far-
reaching demands on companies - in particular, large ones and MNCs. Such demands
are often brought forward with a world-view in which globalisation is the source of all
evil and multinational companies MNCs and their managers are generally driven by
pure greed for profits and show nothing but contempt for humanity.

The intellectual challenge does not lie in pointing to the selective nature of
the generalisations on which these accusations are based. The challenge - both
intellectually and politically - lies in working out a meaningful and broadly accepted
package of corporate human rights responsibilities and implementing them in the
day-to-day business through appropriate management processes.

Different generations of human rights

To cope realistically with the task of assigning human rights obligations to
companies, it is important to distinguish between different generations of human
rights. Civil rights (such as the protection of life and freedom from bodily harm),
non-discrimination as well as legal and political rights form the first generation
rights. They are defensive rights that are intended to protect individuals from
infringements by the state and typically require few financial resources. The
overriding obligation for companies with regard to these rights is to respect and
support them in their sphere of influence and make sure that the company is not
benefiting from violations of third parties.

Economic, social and cultural rights (such as the right to an appropriate standard
of living that guarantees health and well-being) form the second generation rights.
These are positive rights that usually require resources (for example, to ensure non-
discriminatory access to basic medical care). The state and the international community
have a legal duty to promote human development; but other members of society have
a moral obligation to support such endeavours as well. Corporate contributions to
respect, promote and protect human rights of this generation become reality mainly
through doing business with good management principles.

The third generation of human rights encompasses collective rights — such as
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the right to peace, to economic and social development, to a healthy environment
and natural resources, and to a social and international order in which the rights
and freedoms proclaimed in the Universal Declaration can be fully realised. This
generation of rights remains the most debated but is the one least covered by legal
means.

Corporate human rights commitment as value management

For their company to attain the highest possible social and ecological quality in the
pursuit of its economic interests, managers have to engage in value management,
defined as the use of “company-specific instruments designed to define the moral
constitution of a team or organisation and its guiding values and to live them in all
day-to-day practices.”!

A value management system embraces all the variables that a company has at its
disposal in this respect. This necessitates defining what the company considers to be
appropriate in keeping with its values and with regard to human rights. For practical
relevance on normative requirements, a distinction should be made among:

= non-negotiable must norms: These demand compliance with national laws and
regulations in all cases as an ethical minimum;

® oughtto norms: These are not stipulated by law but are morally expected of a
company competing with integrity (for instance, living up to reasonable social or
environmental standards even if local law would allow unfavourable practices);
and

® can norms: These allow the assumption of additional responsibilities (for example,
through philanthropy programmes, pro bono research and other not-for-profit
endeavours).

According to these distinctions, corporate instructions are formulated on what to
do and what not to do (codes of conduct and corporate guidelines) to put the basic
value-specific decisions into practice. With numerous methods and instruments
- corporate communication programmes, agreements on individual business
objectives and performance targets, performance dialogues and appraisals of results,
compliance monitoring, ombuds institutions and auditing - the implementation phase
encompasses all components of the management processes used in the company for
the achievement of financial, technical or other objectives.

By acting in this informed and structured way and by being able to justify the
portfolio of corporate responsibility-related activities, a company avoids the pitfalls
of making opportunistic concessions to the most vociferous demands and of finding
itself at the mercy of variable external interests.

The human rights principles of the UN Global Compact

The UN Global Compactis a voluntary global initiative to support universal environmental
and social principles and to integrate these principles into business activities.
Participating companies commit themselves to comply in their sphere of influence with
two important principles:

Must norms,
ought-to norms
and can norms

UN Global Compact:
Companies declare
commitment to human
rights
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critical questions

® to support and respect the protection of international human rights and
® to ensure that they do not become complicit in the human rights abuses of others.

What sounds unproblematic on the surface acquires a certain complexity on closer
inspection. Ambiguous terms are used that are given a variety of meanings by society’s
different stakeholders (such as the sphere of influence or complicity), resulting in huge
scope for interpretation, especially with regard to companies’ statutory obligations. A
company therefore has to engage in a value management process specific to human
rights to decide which of these rights and obligations are relevant and the extent to
which it is responsible for them.

The decision-making process on corporate human rights commitment

In the case of issues dealing with human rights, as with all other corporate issues,
it is necessary to do corporate homework in terms of both fact-based and value-based
knowledge. For this purpose, it is useful to enter into dialogue with human rights
institutions and to take part in learning forums such as those offered by the Global
Compact and the Novartis Foundation for Sustainable Development.

It is on the basis of the collective wisdom that exists within a company and
in civil society that the internal corporate decision with regard to the nature and
scope of human rights obligations accepted by the company ought to be made. A
landmark decision of this kind should, for example, be that the company is not only
committed to the principle of legality but that it goes beyond this and, through a
voluntary commitment to higher standards, ensures that as far as possible it does not
profit from any gaps in the law or from freedom of interpretation.

Internal and external dialogue
The points of intersection between human rights and corporate responsibilities are
regarded as chaotic and contested: On the one hand, there are those who regard
companies as the source of all evil; on the other hand, there are those who have a
touching faith in the ability of companies, economic growth and the laws of the market
to eventually also solve human rights problems. Yet, reality is more complex than these
extreme views. The expectations directed at companies remain highly pluralistic.
Some clues are provided by the self-critical study of materials produced by
competent institutions, such as Amnesty International, the Business & Human Rights
Resource Centre or the Business Leaders Initiative on Human Rights. Although
not all demands put forward in such publications are to be understood as corporate
obligations, any company who wants to be successful has to be familiar with the most
important opinion markets.

A catalyst function for deeper insights is thus served by management engaged in an
informed discussion of critical questions such as:
What are the human rights-related risks of our business operations? If there are any,
in what order should we approach them? Are there human rights-related opportunities?
In what areas of activity do those things we consider reasonable differ from what
human rights groups demand of companies? Are there any reasons to change our
business practices?



Leisinger: On Corporate Responsibility for Human Rights

Where - and on the basis of what special circumstances (such as market failures
or failing states) — do we recognise particular demands for the fulfilment of human
rights (such as the offer of life-saving medicines at special prices), and what concrete
deliverables result from this?

Which civil society actors do we want to include in our analysis to ensure that the
information on which we base our decision is appropriate to the complexity of the issue?

Where do we draw the limits of our responsibility? In other words: How do we
define our sphere of influence?

Such questions need to be discussed to allow for informed decisions on the nature,
scope and depth of the sustainable corporate contributions. The distinction between
must, oughtto and can norms helps to distinguish good management practice from
corporate responsibility excellence.

All responsibilities in the context of first generation human rights are an integral
part of the must dimension. As far as these rights are concerned, a company must do
all in its power to ensure that there are no violations within its own sphere of influence
and that it also does not benefit from human rights abuses by other parties.

As far as second generation human rights are concerned, the normal business
operations of a company form the main contribution to the preservation of these rights:
It is the social function of companies to produce products and services in a legal way
and to sell them on the market. To this end, they purchase goods and services for market
prices and hire employees of an adult age who work of their own volition in exchange
for pay as defined in binding contracts. In addition, companies pay contributions into
the social security system. In this way, they enable their employees to secure their
own economic human rights. Through taxes and duty, companies make a financial
contribution toward the community. This enables the state to fulfill its tasks.

Activities that go beyond what is legally required fall under the ought-to dimension.
Most of them are moral obligations but nevertheless constitute good management
practice. This includes a remuneration system that ensures that basic needs can be
met (a living wage), affirmative efforts for greater gender justice, training beyond a
person’s immediate needs and more.

Delivering corporate responsibility excellence means accepting challenges
that are mainly located in the can dimension. Companies seeing themselves as good
corporate citizens may provide additional services of their own volition. They may, for
example, offer products at special conditions such as differential prices of medicines
for poverty-related and tropical diseases, finance philanthropic foundations, conduct
pro bono research and make donations. With regard to third generation human rights,
it is too early to apply the must, ought-to and can grid.

The rational justification of normative maxims of behaviour is an essential step
in value management but does not inevitably lead to implementation. For this reason,
appropriate management processes and standard operating procedures must be put
in place.

Implementation through management processes

Principles of action and behaviour resulting from value-based management decisions,
as well as corporate guidelines for dealing with human rights, have to be formulated
and communicated. The first important steps are personal model behaviour and visible
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feasible one

commitment at the management level, as well as a launch campaign addressing
imperative and prohibited modes of behaviour.

Further management steps are the appointment of someone at top management
level with responsibility for human rights issues, the development of measurable
benchmarks and the setting of concrete, bonus-relevant goals. Finally, compliance
with self-declared commitments must be monitored in a manner similar to the way in
which compliance with legal requirements is checked.

When designing appropriate management processes and standard operating
procedures, it is important not to mistake corporate human rights engagement as
a project. It is more of an open-ended process that may provoke changes in basic
corporate practices. However, not all challenges can be satisfactorily met by means of
standard operating procedures. Sensitivity and keen intuition are needed to recognise
ambivalent situations and to assess them in the light of the existing guidelines.

It will be one of the great tasks of value management in the future to adopt a
credible approach in finding the right balance between the extremes of a basic refusal
to accede to public demands and a general acceptance of obligations attributed by
pressure groups. Both fundamentalisms would lead to competitive disadvantages that
would be detrimental to business as well as society.

Emerging core concepts and remaining problems

As outlined above, remarkable steps have been taken to clarify concepts that help
companies deal with practical issues that arise in the context of a corporate human
rights commitment. But dealing with the issues debated here requires a commitment
to a political and ongoing process. Three of the most important recurring questions
are discussed here briefly: What is a fair definition of a company’s sphere of influence?
How should a company competing with integrity define complicity? And what corporate
deliverables can be reasonably expected in the context of the economic, social and
cultural human rights?

What is a company’s sphere of influence?

Where exactly a company’s sphere of influence begins and where it ends remains a
subject of controversy. Does it refer only to the areas behind the factory fence, where
a company is fully able to apply its rules and regulations? Do business partners and
suppliers also fall within the sphere? And what about the communities in which the
company operates or from which it recruits its employees? Mapping the sphere of
influence is a crucial prerequisite to determine where companies can exert direct
influence to advance the fulfilment of economic, social and cultural human rights.

As a rough guide, political, contractual, economic or geographic proximity to
human rights abuses is an important criterion for determining the sphere of influence.
The International Commission of Jurists recommends that companies “look for the
warning signs. The closer you are to victims, the more you have a responsibility to
watch out for the impact of your actions.”

Ultimately such questions have to be answered by the company itself. There is an
emerging consensus view that the sphere of influence extends beyond the factory site.
Direct corporate responsibility is seen as gradually declining outward from employees
to suppliers, contractors, distributors and others in their value chain, including
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communities but not necessarily government and the wider society.

Such a definition might be criticised as too restrictive, but a company has to
be able to live with such dissent. Not all stakeholder demands constitute a moral
corporate obligation. A company’s decision to include immediate third parties in its
own area of responsibility should be a feasible one to take because no respectable
company today can hide behind a supplier with low standards. Companies of integrity
will, in their own interest, seek and provide transparency and exert direct influence
wherever they can.

What is complicity?

What kind of proximity to abuses by the state, by terrorists, by individuals or by
other companies would justify the negative judgment of being complicit in human
rights violations? Again, the basic set of corporate values will determine the kind of
definition used by a company. The UN High Commission for Human Rights points out
that a company is guilty of complicity if it “authorises, tolerates or knowingly ignores
human rights abuses committed by an entity associated with it, or if the company
knowingly provides practical assistance or encouragement that has a substantial
effect on the perpetration of human rights abuse.”

The Global Compact adds that “the company’s assistance or encouragement has
to be to a degree that, without such participation, the abuse most probably would not
have occurred to the same extent or in the same way.”

The judgment that is ultimately passed regarding the legitimacy of corporate
acts committed or omitted in this respect is reached less in courtrooms than in the
domain of public opinion. Corporations are better off if they put managers in charge
of the complicity issue that approach their job in a holistic rather than legalistic way,
using both due diligence and intuition to identify risks and eliminate them.

What corporate activities can be expected to address human rights issues?
Companies mainly contribute to the fulfilment of second generation human rights in
the course of their usual business activities. But in some cases, the expectations of
society go far beyond what managers regard as business duty. A survey carried out in
Germany shows that a large majority of people expect pharmaceutical companies to
distribute medicines free of charge or at massively reduced prices if patients cannot
afford them.? An UN Report mentions that major pharmaceutical companies are
“widely perceived to abuse their power.”

Most managers of pharmaceutical companies would be astonished to hear
that patent rights are equated with abused power. They would probably quote the
Universal Declaration of Human Rights, which states that “everybody has the right
to own property” and “no one shall be arbitrarily deprived of his property.” Some of
them would also put forward the argument that governments are the primary bearers
of responsibility. And yet, even business schools debate answers to such questions as
whether there is a morally-right price for drugs in the developing world.

Issues like this necessitate a differentiation between what is a legal entitlement
and whatis perceived to be a legitimate handling of an extraordinary social catastrophe.
In view of persistent mass poverty, and as a reaction to evident shortcomings of the
primary bearers of responsibility, many concerned people turn to the private sector
for help. The right way for companies to cope with the fact that the expectations of
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society are growing on a scale that is incompatible with a reasonable definition of a
fair societal distribution of responsibility poses a significant challenge to be met by
corporate management.

The only possibility for establishing a credible corporate standpoint on this issue is
through informed decisions based on the homework and dialogue with stakeholders. The
uncompromising rejection or opportunistic acceptance of demands is always a worse
solution than the self-confident, positive and constructive presentation of the scale and
limits of human rights engagements that corporate management sees as reasonable.

The business case for corporate human rights engagement
Companies that have made exemplary commitments to human rights are often tossed
into the same basket with those exhibiting the worst kind of aberrant behaviour. A
more balanced appraisal by civil society actors would confer moral reputation capital
upon a company and thus reward additional efforts. Through this, the discretionary
freedom of management could be guided into the acceptance of doing more. In the
best of all cases, a new level of corporate competition could be established.
Enlightened companies will take a rights-aware approach - that is, be willing
to accept that their stakeholders have universally accepted human rights and take
appropriate action to respect these. There are a number of good reasons for assuming
this corporate responsibility:

= Companies that critically reflect on the quality of standards relating to human rights,
engage in stakeholder dialogue and are prepared to be measured by criteria of
legitimacy and not just of legality, reduce legal and financial risks, and damage
to their reputation. Any increased costs that result from their commitment must
be seen as an insurance premium against such risks becoming reality.

® Companies that take a proactive approach tend to be seen as part of the solution
rather than as part of the problem. This provides a company with a social licence
to operate and safeguards it from boycott calls or shameful campaigns.

® Companies with a reputation for integrity tend to have better motivated employees
because they look at their company with pride and identify themselves with
its objectives; this kind of company is also more attractive to highly qualified,
talented individuals.

® Companies whose performance is regarded as exemplary in terms of human
rights tend to be preferred by ethical investment funds and socially-conscious
customers. This ethical distinction can lead to advantages in the valuation of the
company and in the competitive environment.

Finally, the acceptance of responsibility that is credible by virtue of the fact that
it is verifiable is the best argument against political demands for additional
regulation.
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Corporate human rights engagement: The next generation
Through compliance with laws and regulations, through good management principles
and through their implementation, companies help to advance human rights in their Companies can advance
sphere of influence. Good companies respect the Universal Declaration of Human human rights in their
Rights and thus acknowledge that “recognition of the inherent dignity and of the sphere of influence
equal and unalienable rights of all members of the human family is the foundation of
freedom, justice and peace in the world.”
It is only on this foundation that human rights of the third generation — such as
the right to sustainable economic and social development — can be achieved. Essential
questions such as who exactly is entitled, who is under obligation and on the basis of
what criteria and to what extent remain a matter of debate. For the time being, third
generation human rights are treated by companies as aspirations, albeit aspirations
whose fulfilment is in the interest both of the international community and of the
companies themselves.
Alleviating poverty clearly counts among these aspirations. No social phenomenon
is as comprehensive in its assault on human rights as poverty. The private sector
contributes to poverty alleviation by contributing to economic growth, and by
creating jobs and income. Thus, encouraging corporate activities and unleashing
entrepreneurship is critical. As UN Secretary General Annan expressed it: “Wherever
we lift one soul from a life of poverty, we are defending human rights.”
Sustainable responses to poverty alleviation involve securing and enlarging
freedom, increasing choices and enabling empowerment. The promotion of human Companies can help
development and the fulfilment of human rights share, in many ways, a common :’I:gi"’"i‘:::a::e dignity of
motivation and reflect a fundamental commitment to promoting the freedom, well-
being and dignity of individuals in all societies. Good companies are part of the
solution of fulfilling these aspirations. ¢

Notes

! Wieland (ed.), Handbuch Wertemanagement, Murmann, Hamburg, 2004.
2 See Lunau & Wettstein, Die Soziale Verantwortung der Wirtschaft: Was Biirger von Unternehmen erwarten, Haupt, Bern, 2004.
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Abstract

Corruption is everywhere. It permeates politics, business and private life throughout
rich and poor countries. The scourge of corruption is a barrier to positive change. It
deflects the flow of funds to worthwhile housing, health and educational projects. Its
devastating effect is increasingly recognised and civil society is reacting by forming
powerful tools, frameworks and coalitions.

In this essay, I will discuss the impact of corruption and factors that have led to
its growth. After a brief introduction of some definitions, I will lay out the principles of
corporate governance, an anti-corruption convention, a set of business principles and
the legal framework for corporations to act responsibly. I will then examine how the
active participation of civil society organisations such as Transparency International
in global governance is essential to battling corruption.
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Introduction

The beginning of the 21st century was marked by the largest gathering of world
leaders at the United Nations in New York who expressed a global determination to
address the enormous challenges faced by humanity. The message that the leaders
sent out to the entire world was a message of hope. Extreme poverty, disease and
environmental degradation, the message ran, could be alleviated with wealth, new
technologies and global awareness with which we entered the new millennium.
Similar hope was expressed for other burning problems of global governance, such as
the violation of human rights and the breach of basic labour standards, all of which
are inextricably linked and are the main elements of sustainable development.

Corruption is a major hindrance to sustainable development. It has a devastating
effect on the developing world, but it is corrosive to the societies of wealthier countries
as well. Corruption diverts resources to improper uses and compromises the quality
of economic policies and decision-making for development. This is particularly
true in countries rich in oil and gas, but also in those blessed with other natural
resources. The term resource curse is often used in connection with such countries to
connote the mismanagement and corruption involved with exploiting of resources.
The responsibility for this curse lies with all sides: the host countries, the extractive
industry companies and their home countries.

Transparency International is an example of an organisation effectively fighting
corruption. Since it started work in 1993, it has been a dramatic and sometimes
painful struggle toward the present consensus that corruption is perhaps the most
important impediment to economic and social development, to peace and security
and to a globalisation that is beneficial to all people.

The impact of corruption
I use the term corruption in a broad, non-legalistic way, covering the abuse of entrusted
power for private gain. Misbehaviour such as theft, fraud, organised crime, drug
trafficking and money laundering are not included in this definition, even though
they are the so-called ugly sisters of corruption. In the public sector, the term covers
the misuse of public power for private gain; outside the public sector it encompasses
private-to-private corruption and other forms of abuse that have severe political,
economic and social costs. Left unchecked, corruption undermines compliance with
environmental and employment regulations, distorts competitive markets and leads
to a wasteful misallocation of resources. The most damaging effects of corruption
are felt by victims in the developing world, ordinary people who lack the political or
economic leverage to bring about change.

In the private sector there are many reasons for why it is in a company’s interest
to ensure that it does not engage in corrupt practices. Corruption impedes economic
growth, distorts competition and entails serious legal and reputational risks.

Why does corruption exist?

The main reasons are greed and selfishness. Weaknesses in the system of values,
institutions and rules in society invite corrupt practices. The question why
corruption has flourished in the globalised economy is particularly important to
address. Globalisation has reduced the reach and influence of state governments
and concomitantly made them more vulnerable to events happening far outside their
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traditional sphere of influence. Inversely, it has unleashed business from national
regulation. Rapid globalisation has not only opened up new frontiers, it has allowed
global corporations to establish their own ground rules and has made it easier to
avoid governmental oversight.

Furthermore, privatisation and deregulation mean that companies take over
activities that once used to be public. Some corporations exploit the new opportunities
to conceal proceeds from overseas operations for money laundering, manipulating the
international financial system, rigging stock exchanges across international borders
and reaping profits from conflicts in regions rich with minerals and other natural
resources. Often, the result is a failure of governance to respond to the legitimate
needs of the people.

Major responsibility must be borne by industrialised countries and their
multinational corporations, who for too long were unwilling to confront the emergence
and spread of corruption. The political and business elites of rich countries were
convinced that bribery by their citizens and enterprises outside their borders was
necessary for successful business; hence, until 1999 it was permissible under many
official legal systems to deduct expenditures relating to corruption from taxable
income.

Corporate Social Responsibility

CSR is generally seen as businesses’ contribution to sustainable development. CSR is
defined by the World Commission on Environment and Development WCED, under
its chairwoman Gro Harlem Brundtland, as “development that meets the needs of
the present without compromising the ability of future generations to meet their own
needs.”

It is generally understood as focusing on how to achieve the integration of
economic, environmental and social imperatives. As people become more aware of
the importance and impact of corporate decisions upon society and the environment,
corporations increasingly come under pressure to involve all stakeholders in their
decision-making and to address societal changes.

An example of such a successful multi-stakeholder initiative is the Extractive
Industries Transparency Initiative EITI which engages governments, businesses,
NGOs and civil society organisations in their efforts to increase transparency and
accountability in the natural resources sector.

Corporate governance: OECD principles

Good corporate governance is of crucial importance to countering corruption in
both developed and developing countries. In 2004, the OECD set up its Principles of
Corporate Governance: “Corporate Governance involves a set of relationships between a
company’s management, its board, its shareholders and other stakeholders. Corporate
governance also provides the structure through which the objectives of the company
are set, and the means of attaining those objectives and monitoring performance are
determined.”

Where levels of corruption in the public sector are high, it is not the most
competitive companies that succeed but, rather, those that can afford to sway the
market and regulatory system in their favour. Without fair competition, international
investors prefer to direct their investments elsewhere or demand higher returns to
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mitigate the increased risk of doing business. Higher national standards of corporate
governance can significantly increase trust among international investors and
lenders, thus improving the international competitiveness of national economies.
Good corporate governance at home and abroad can also help improve conditions for
small or local companies in developing countries who cannot afford to compete with
foreign businesses that choose to engage in unethical practices.

Corporate governance covers many areas, including ground rules governing the
relationship between investors and creditors on one side, and managers on the other.
They ensure, for instance, the disclosure of core financial and business information to
shareholders and, often indirectly, to the public. Such transparency provides fair and
responsible competition. The OECD’s Principles of Corporate Governance illustrate
the current consensus on good practices. Transparency International will continue to
encourage the OECD principles with its work on issues of transparency, especially by
identifying the best practices and by further developing general principles for market-
driven cross border investment of both private and state-owned enterprises.

Civil society and CSR: Business principles for countering bribery
Battling against corruption is the priority for Transparency International and other
CSR practitioners. Since its inception in 1993, Transparency International has been
actively involved in the monitoring and formulation process of anti-bribery conventions.
The Business Principles for Countering Bribery, for example, were developed by
Transparency International in conjunction with Social Accountability International.
The two groups provide a practical framework for implementing a “no-bribes”
policy to deal with the many challenges businesses face domestically and abroad.
The policy has become recognised as the standard for industry since its inception in
2002. An increasing number of companies worldwide are using these principles to
develop or to benchmark their own policies. Over the coming years, the legitimacy
and credibility of such codes will be severely tested. Companies must be aware that
the adoption of no-bribes policies is crucial for achieving effective risk and reputation
management.

The OECD anti-corruption convention

Historically, a major obstacle for international companies to stop bribing was the fear
that unilateral attempts to adopt a higher level of CSR than their competitors would lead
to a competitive disadvantage. The challenge was to introduce anti-bribery rules for all
competitors simultaneously. This was achieved by the OECD with the support of civil
society, particularly Transparency International. An OECD Anti-Bribery Convention
was developed in 1997 under the OECD forum and entered into force in February
1999 to convince businesses to support the convention. Transparency International
offered a solution to the prisoner’s dilemma. Many companies did not want to bribe but
felt obliged to, in order to keep up with their competitors. Transparency International
arranged no-bribes integrity pacts to be signed by all competitors in markets where
all competitors were known. This vision was welcomed by many large companies and
played an important role in securing their support for the convention, which, in turn,
was the key for its subsequent ratification.
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Conclusion and outlook

Good governance is an essential precondition to any sustainable action against
poverty, both for the domestic development of poor countries and for investment and
development assistance from wealthier ones. Civil society is crucial to promoting
good governance at every step of the development chain - from assessing the
need for development assistance to monitoring its implementation and evaluating
its effectiveness. In many different contexts, effective policy formulation and
implementation has to involve diverse stakeholders and complex engagements across
national and sectoral boundaries, since solutions — at local, national, and global levels
- depend on information, perspectives and resources beyond those available to any
one sector or agency alone.

The biggest challenge for civil society will be to improve the lives of the most
vulnerable and to create a level playing field for national and international actors
who want to work with integrity. The private sector has increasingly demonstrated
its willingness to engage civil society, evidenced by the rapid growth of the CSR
movement, including the adoption of social reporting. The fight against corruption is
a challenge not only for states but for all actors in the international community. ¢

Good governance
as precondition
to combat poverty

47



48



CSR and the Development
Agenda: The role of small and
medium enterprises

Wilfried Luetkenhorst is chief of cabinet and director of the bureau for organizational strategy and
learning at the United Nations Industrial Development Organization UNIDO. The views expressed
in this paper are entirely those of the author and are not to be attributed to UNIDO.

Research support provided by his colleague, Kazuki Kitaoka, is gratefully acknowledged.

Abstract

Increasing attention is being given to CSR. But the CSR movement will only be
sustainable if a critical mass of SMEs buys into the concept. This essay briefly
refers to the central importance of SMEs as great contributors to the economy and
employment, offers insight into the economic and social cohesion powers of SMEs
in the developing world, and suggests the need for intermediaries to help bridge the
gap between producers of the developing world and trans-national companies TNCs.
While producers are confronted with quality demands as well as productivity and CSR
requirements, which do net yet apply to their markets, TNCs tend to have insufficient
information about the existence and capabilities of potential business partners and
their technical needs.

49



Business and Poverty: The global CSR case-book

Increasing attention is

being given to the concept

of CSR

The business case for CSR

50

can be traced to various
different motives

The rise of CSR

Throughout the past decade, increasing attention has been given to the concept of CSR
as a postulate for the ethical behaviour of business and as a basis for good corporate
citizenship. Amidst shocking evidence of large-scale corporate irresponsibility and
fraud, there is insistence that business can and should act in a manner that respects
the legitimate goals and demands of all stakeholders. A wide array of initiatives
abound in terms of public-private partnerships, both at the country level and within
the UN system. These include cross-border corporate coalitions; global conferences,
studies and workshops; social standards, labels and related monitoring mechanisms;
fair trade groups and socially responsible investment funds.!

While the social dimension has been an inherent feature of the European post-war
market economies, we are now witnessing attempts to anchor responsible business
practices in the corporate world itself to voluntary actions and direct contributions
to social and environmental public policy objectives. The European Commission,
for instance, sees CSR as part of the contribution of businesses to sustainable
development and to the European Growth and Jobs Strategy, and believe that CSR
has the potential to contribute to various common goals, such as social cohesion,
economic competitiveness and a more rational use of natural resources.?

However, at the margin of this substantial attention to CSR, it was also observed
that the rapidly accelerating globalization process has gradually disconnected fast-
moving international networks of production and finance from a lagging system of
global policies and institutions. In a closely connected development, as pointed out by
Harvard economist Dani Rodrik as early as 2001, “international economic integration
is taking place against the background of receding governments and diminished social
obligations.”® Does this imply that we are witnessing the emergence of increasingly
hybrid governance structures in which social needs are no longer the exclusive realm
of the state?

CSR and SMEs

Over the years, CSR has been defined in many different ways. Generally, it refers
to companies integrating “social and environmental concerns in their business
operations and in their interaction with their stakeholders on a voluntary basis [...]
not only fulfilling legal expectations, but also going beyond compliance.” Importantly,
this definition links CSR practice intrinsically to business operations thus excluding
corporate philanthropy and connecting CSR with the core of a company’s operations.
This emphasis on economic benefits derived from environmental and social
considerations is generally referred to as the CSR business case.

This business case for CSR can be traced to a number of different motives and
mechanisms. These range from defensive attempts at avoiding financial losses and
protecting image and reputation, to a pro-active, cost-benefit-calculus that factors
in financial gains from productivity improvements (e.g., resulting from enlightened
human resource management or from higher energy or material efficiency). In the
ultimate scenario, CSR forms the core of a company’s corporate strategy and becomes
the basis for brand equity and the driver of organizational learning, innovation and
technology management.5

Given the central importance of SMEs as the greatest contributors to the economy
and employment in most countries, UNIDO has long advocated a wider application
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of CSR practice in SMEs.® Also, the European Commission stated in its 2006

communication that “the collective impact of CSR as practiced by SMEs is critical if Wider application of CSR
the potential of CSR to contribute to growth and jobs and sustainable development [...] practice In SMEs s of

is to be fully harnessed [and that] a specific approach is needed to foster CSR amongst central importance
SMEs.” 7

Importance of SMES in national economies
Indeed, in economic and industrial development, a critically important role is played
by micro-, small- and medium-sized enterprises which, on average, make up over 90
percent of enterprises and account for 50 to 60 percent of employment — especially in
the developing world. While important at all levels of development, empirical studies
have clearly shown that at the lower income levels typical in developing countries, the
prevalence of SMEs is particularly pronounced. Also, as average income increases, the
size distribution of firms typically moves upwards, with the share of micro-enterprises
going down and that of more sophisticated medium enterprises rising.®
While not entirely without some controversial areas, there is widespread
consensus that SMEs tend to employ more labour-intensive production processes than SMESs are essential for
large enterprises (partly because of the industrial sub-sectors and product groups  Icome generation due
. s . . . to their labour intensive
covered by them) and thus contribute significantly to the provision of productive production processes
employment opportunities, the generation of income and, ultimately, the reduction
of poverty. There is also ample empirical evidence that countries with a high share of
small industrial enterprises have succeeded in making the income distribution more
equitable.
Furthermore, SMEs often produce goods in niche markets in a highly flexible
and customized manner, and are a seedbed for entrepreneurship, innovation and
risk-taking. As such, they are key to the transition from agriculture-led to industrial
economies as they provide opportunities for value-adding processing activities. This
can generate sustainable livelihoods, provide the foundation for long-term growth and
the transition towards larger enterprises, and contribute to the creation of resilient
economic systems in which small and large firms are widely interlinked. With TNCs
seeking reliable domestic partners for their supply chains, such linkages are of
particular importance in the growing global competition for foreign investment.
The development contributions of SMEs can thus be found at the intersection of
economic and social dimensions: SMEs foster economic cohesion by linking up with
- and supporting - larger enterprises, by serving niche markets and, in general, by
contributing to the build-up of systemic productive capacities. At the same time, SMEs
foster social cohesion by reducing development gaps and disparities, thus spreading
the gains of economic growth to broader population segments and deprived regions.

Business linkages and CSR

When reviewing the landscape of SMEs in developing countries, there are at least
three types of roles they play in the different business environments in which they
operate: (i) as subcontractors in international value chains, usually as suppliers to
TNCs; (ii) as independent international players; and (iii) as domestic entities, often in
national value chains. In particular, the first group epitomizes the general significance
of business linkages between TNCs and SMEs and the role that global value chains
play in providing access to export markets for SMEs. Specifically with regard to CSR
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practices, such business linkages assume great importance with TNCs sourcing parts,
components and services from domestic SME suppliers, thus enhancing the local
content of production within global value chains.

In reality, however, the development of business linkages between TNCs
and SMEs is impeded by market failures in the supply of information, skills and
infrastructure.” While producers in developing countries are often quite abruptly
faced with quality, productivity and CSR requirements that do not yet apply to their
domestic markets, TNCs tend to have insufficient information about the existence and
capabilities of potential business partners and their technical needs. The effect of this
information gap is even more evident when looking at second and third tier small
suppliers that negatively affect the performance of the entire supply chain due to
inadequate technical support, including technical infrastructure for compliance (e.g.,
testing laboratories). In addition, an effective investment into enterprise upgrading is
often restrained through policy incentives that are biased against SMEs and intricate
barriers to suitable financial instruments and, thus, access to capital.

Hence, there is a case for an intermediary to intervene and complement market
mechanisms in creating sustainable business linkages and inserting CSR further
into the mainstream. In response to this need, many governments, SME support
institutions and also some TNCs themselves, have initiated programmes aimed at
enhancing the capabilities and performance of SMEs as partners for local sourcing.
While such programmes often tend to focus on company-level measures of quality
upgrading and productivity enhancement, there are further initiatives that adopt a
broader developmental perspective and explicitly take on board principles of CSR.

One such example is UNIDO’s Business Partnership Programme!® that works
with TNCs, business organizations, research institutions and NGOs to help SMEs
in developing countries meet the rising demands of quality, productivity and social
responsibility. While only a limited number of projects have so far been implemented,
tangible results have been achieved in terms of SME performance improvements and
improved business linkages. The rationale of this programme has been to move beyond
the partial support that individual TNCs may provide to their preferred suppliers, and
initiate an upgrading process at the level of entire industrial sub-sectors — leading to
better quality, higher productivity, environmentally sound production and improved
working conditions.

One of the lessons learnt is that the demonstration of business benefits from a
partnership approach widens the horizon of SME managers and makes them responsive
to abroader CSR agenda. In essence, a commitment to improving the impact of business
on workers and the environment is a result of instilling a longer-term perspective and
of developing a clear CSR business case. Thus, while a CSR agenda was clearly not the
initial trigger of SME participation in the partnership programme, many SMEs now
see clear merits in positioning themselves as responsible companies.

Responsible competitiveness: Macro-level evidence?

This practical example brings us closer to the question (on top of casuistic micro-
evidence at the firm level) whether there is a macro-case in favour of socially responsible
development strategies. In other words: Assuming that a critical mass of companies act
in a socially and environmentally responsible manner and that economic governance
structures and incentives are designed to encourage such a strategy, would the result
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be enhanced overall competitiveness? This is the question addressed in research on
Responsible Competitiveness undertaken since 2003 by the Copenhagen Centre and Link between responsible
AccountAbility. Although it is too early for clear-cut long-term conclusions on cause- competitiveness and
. . . . . . economic strength of a

effect relations between national wealth and social and environmental considerations country assumed
on national level, latest findings show “a close correlation between countries’
responsible competitiveness and their economic strengths.” 1!

The question remains, however, whether this positive correlation is a result
of responsible business action or of stringent industrial policy and social and
environmental legislation in industrialized countries. Nevertheless, these preliminary
findings can complement empirical firm-level evidence with macro data and push the
CSR agenda to a new level of aggregation, providing a basis for further investigation
and research.

Conclusions and Outlook

It can be claimed, not without a certain dose of irony, that the economic dimension
remains the least explored aspect of CSR, compared to the environmental and social
dimensions. The way in which large TNCs interact with their SME suppliers is, in
itself, key to CSR strategies and results. The build-up of stable, long-term and trust-
based relationships contributes to nurturing local entrepreneurship and employment
and can be among the most powerful social contributions large enterprises can make.
Therefore, enlightened strategies of supply chain management should be considered
part of the CSR agenda.

Responsible enterprises are those moving from mere compliance mode to
engagement mode, from harm minimization to value creation. SMEs, particularly
those in developing countries and those active in manufacturing for export markets,
need adequate tools to monitor, report and continuously improve their own CSR
performance. Responding to this need, UNIDO has recently launched the Responsible
Entrepreneurs Achievement Programme REAP, a CSR-based management and
reporting tool, which assists SMEs in grasping CSR-based management approaches in
accordance with the forthcoming ISO 26000 Guidance on Social Responsibility.

It is clear that the currently observed results of the CSR movement will only be
sustainable if a critical mass of SMEs buys into the CSR concept - if they can reap
economic benefits from CSR practice also in the short-term. There is, therefore, a
need for up-scaling individual CSR initiatives taken at the level of companies. This, in
turn, calls for: (i) a stronger involvement of business organizations in CSR advocacy
and awareness raising, and in providing CSR implementation support to their SME
members; and (ii) deliberate public action seeking to reshape markets and strengthen
drivers for the adoption of CSR practices both in production and consumption. As
SMEs are one of the primary beneficiaries of transparent rules and the absence of
corruption, good public governance should also be regarded as an essential factor in
mainstreaming CSR.

In developing countries, the debate on CSR is subject to two major suspicions:
Environmental standards are often seen as restraining growth while social standards In developing countries
are regarded as constraining trade. Both are sometimes conceived as attempts to deny the CSR concept is subject

. . . . to two major suspicions
developing countries access to a fast growth track. Furthermore, there is a critique
claiming that CSR is based on a misunderstood market paradigm seeking to confer
social functions upon profit-driven companies. At the same time, there is also a critique
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Increasing evidence
that being a responsible
producer has lasting
economic benefits

alleging that CSR is based on voluntarism and, ultimately, is seen as an initiative that
weakens the regulatory power of the state.

The jury is still out on the future direction of CSR strategies and the final
verdict will partly depend on the forthcoming ISO 26000 guidance. However, there is
increasing evidence that being a responsible producer has lasting economic benefits
in many highly competitive markets. This has created increasingly powerful incentives
for sound CSR practice. At a time when globalization exposes industrialized countries
to low-wage competition from developing countries, the developing world faces the
challenges of rising environmental and social standards to exporting companies,
including SMEs. Can these challenges and threats be turned into opportunities
and strengths — by using CSR strategies as a source of a company’s competitive
advantage? ¢
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Product Innovation
for Low-Income Markets:
Beyond making cheap goods

Shuan SadreGhazi is a doctoral candidate in innovation studies and development at United
Nations University — MERIT in Maastricht, the Netherlands. His current research is aimed at
studying enterprise-based strategies for serving low-income markets. SadreGhazi holds a Master
of Science in innovation management and a Bachelor of Science in industrial engineering.

Abstract

Low-income communities with annual per capita income of less than USD 1,500
account for about two-thirds of the world population. Despite the vast size of this
low-income market, often referred to as the bottom of the pyramid BOP, there are
not many products and services specifically made to satisfy the particular needs of
low-income communities. Recently, however, some corporations have come to realise
the untapped potential of this market so that both companies and communities can
potentially benefit. Corporations can sustain their long-term success while fulfilling
part of their corporate social responsibility by satisfying the underserved needs of
low-income communities. By emphasising the importance of specific value proposition
and the focus on functionality, this article describes some key factors in innovation
and product development for low-income markets.
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Targeting BOP markets
in the developing world
opens new opportunities

Businesses broadening
consumer range and
nurturing local markets

Introduction

In a global marketplace which is subject to increasing market pressures, new product
strategies are often driven by the imperatives of innovation and of meeting unsatisfied
needs. The success or failure of an enterprise ultimately depends on its ability to
do this well. Teamwork is needed for an effective integration of engineering and
management for the successful launch of breakthrough products. Recently, a new
dimension has been added by the emerging necessity to look at the hitherto untapped
market potential of low-income markets. Corporate leaders are talking about CSR and
greater empowerment of the underserved masses.

BOP is a socio-economic designation for the estimated four billion people who
live primarily in developing countries and whose annual per capita income is below
USD 1,500 (in purchasing power parity). The term is used in particular by those who
are developing new models for business that deliberately target that market.

For decades, the majority of the corporations marketing in developing countries
have focused on the affluent minority — those who tend to live in urban areas and
have shopping habits and product needs that are similar to advanced markets. But by
focusing only on the upper-income urbanites, marketers are missing a vast opportunity
at the bottom of the economic pyramid.

Some might doubt whether the poor - whose available income is less than USD 4
per day — are a viable market for new products and services. But to remove any doubt
we should consider that about four billion people fit into this low-income profile.
Product innovation and new ways of thinking make it possible to meet these people’s
needs ethically, fairly and profitably.

Many successful companies acknowledge that addressing global problems
such as poverty and trade imbalances through a CSR programme is an investment
opportunity. Fewer corporations have realised that their long-term success may
depend on their response to these problems.

In order to thrive in global competition today, corporations should broaden their
range of prospective consumers. Playing a more active role in narrowing the gap
between rich and poor will ensure their long-term success. This cannot be achieved
if companies offer only products for higher-income consumers. Success will depend
on their ability to “nurture local markets and cultures, leverage local solutions, and
generate wealth at the lowest levels of the pyramid. [...] To do this [multinational
companies] must combine their advanced technology with deep local insight. [...]
New business models must not disrupt local cultures and lifestyles. An effective
combination of local and global knowledge is needed, not a Western system.”!

Seeing BOP challenges as innovation opportunities

Low-income markets challenge corporate business strategies that are based on
mainstream markets in developed countries. Some infrastructures and services that are
taken for granted when serving an advanced market are not available in BOP markets.
Limitations such as fluctuating electricity or blackouts, inadequate transportation
services on the supply side and lack of literacy, skill and credit on the demand side
make the conditions in BOP markets hardly comparable to those of advanced markets.
For such reasons, some factors which are considered attractive when producing goods
for advanced markets will not be valued by BOP customers. Take ordinary household
appliances: Adding digital controllers increases their operational sensitivity and makes
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items more attractive for the Western consumer, but usually such controllers tend to
break down sooner in tough conditions that dominate BOP markets. Manual controllers,
which are more reliable and easier to use, are more appreciated by BOP consumers.
One might see the different characteristics of BOP markets as a negative restriction
for product development. But the history of innovation shows that some limitations of the History shows that
past led to many inventions of today. Some bold changes in production and marketing restrictions of the past led
. . . . . to many inventions
that are required for addressing BOP markets can bring solutions for corporations to
change the rules of the game in other markets by offering what is called Disruptive
Innovation. As management experts Hart and Christensen point out, there can be a
match between this type of innovation and the opportunities in BOP markets.?

Addressing low-income markets

Serving BOP markets is not the same as serving existing markets better or more
efficiently. In BOP markets businesses need to develop an infrastructure that is adapted
to the needs and challenges of the low-income communities. The challenge is that a
firm does not possess all the required means to build such a tailored infrastructure.
Multiple players must be involved, including local governmental authorities, NGOs,
communities, financial institutions and other actors.

In addition, businesses that want to serve the BOP market must look beyond
just marketing and selling products; they must find innovative ways to create social
and economic value through their product offering. Creating such value requires
understanding what constitutes value in the BOP, what the specific needs are and how
those needs can be satisfied in the form of appropriate products and services.

Most studies on business and management are based on conditions in Western
markets. Just a handful of studies have focused their attention on the specifics of low-
income markets. Despite this limited knowledge, some corporations have tried to tap
this market. One can learn from their success stories. In his groundbreaking book,
Fortune at the Bottom of the Pyramid, C.K. Prahalad has established a set of principles
for addressing BOP markets.® In the next section we utilise such a BOP philosophy to
describe certain principles in product innovation for the poor.

Product innovation for the poor: How?
Product development for BOP markets requires specific innovation principles that
take into account the realities of low-income communities. They might challenge
the assumptions of managers that have been primarily involved with innovation for
advanced markets. But as mentioned earlier, addressing BOP markets can offer a firm
growth, provide relief for underserved communities and create an opportunity for
introducing innovations to other markets.
The required adjustments for a BOP product might seem taxing. However, not
every product requires multiple changes. Moreover, once a company overcomes the Important for companies
mental barriers about low-income markets and begins pro-poor innovations, the o overcome mental
process will be easier to handle. barriers about low-income
markets
Increasing the perceived value
Because of their limited budget, the poor pay special attention to the choices they
make for purchasing a required good. The problem is that often they do not have a
variety to choose from. Their choices are limited to the often low-quality or cheaper
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Modular design is a way

to adapt to differences in
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various BOP markets

versions of products and technologies from the advanced markets.

Considering the specific context of low-income markets, a BOP product needs to
bring economic and social value in order to be accepted. The goal is not to sell cheap
products to poor communities; this is already being done. Instead, an offer that provides
a better value for money will be more widely accepted among these communities. BOP
consumers are not wealthy enough to buy low-quality, non-durable goods.

However, what is perceived valuable in an advanced market might not always
be appreciated in a BOP context. A microwave oven for instance might be a valuable
product for a busy urban customer but a BOP consumer does not find it valuable given
his or her different levels of need, skills and accessible infrastructure. Therefore,
businesses should understand the value perception mechanism of BOP consumers
and justify their offering to that context. This can be achieved in two ways: providing
a high level of price-performance and improving functionality.

Providing a high level of price-performance, or increasing a product’s monetary
value, to a consumer population that exists on less than USD 4 a day requires a
dramatic upgrade well beyond the usual 5 to 10 percent which takes place in advanced
markets. The margin per unit in such an approach might be low but the large scale of
the market and sales volume can compensate for that. For this reason, a significant
increase in price-performance needs to be accompanied with high sales in order
to be profitable for the company. Scalability of a BOP initiative should be planned
from the beginning phases of product design. In reality, many pro-poor innovations
were unsuccessful because the sales were scattered. As Prahalad suggests, scale
of operations is a preeminent point for the business case for BOP, and requires
corporations to engage with NGOs and local community-based actors to co-create new
products and services.

Because of the geographical range of the BOP markets, businesses must also
consider the differences of each market when scaling a product (e.g., its environment,
infrastructure, culture, etc.). The challenge is how to adapt while keeping the unit cost
affordable. Modular design is one solution. Modular design subdivides an assembly
into smaller parts (or modules) that are easily and interchangeably used. Hence, it
allows the product to have a variety of uses. This way, several changes can be made to
the product without redesigning the whole product or changing the production line
and which will keep the production costs low.

Take a multiple-fuel stove for India’s rural poor, for example, which was developed
by a large multinational corporation. The stove, called Combination Chula (chula is
Hindi for stove), can burn both biomass and natural gas. It is thus a good product
in surroundings where user budgets fluctuate and the availability of energy sources
varies. The cost of the Combination Chula is less than USD 20. If the pilot programme
succeeds, the device will be sold widely and could potentially and significantly improve
the quality of life for people in the developing world.*

Focusing on functionality not product

Focusing on functionality to increase product value, is another approach to recognising
the specific needs of BOP consumers. The needs of consumers in BOP markets might
not be obvious to firms or to consumers. Here, the main task is not to find the best
product to sell but rather to find out what problems can a new product solve. When
considering functionality, specific conditions of the BOP should arise: issues such as
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poor infrastructure, lack of skills to operate complicated technologies illiteracy, and
higher levels of heat, dust or humidity. BOP markets in need of
Dedicated research and development teams can provide answers to functionality robust, easy-to-maintain
questions such as: How are the needs currently being satisfied? Can the product produsts
operate in the environment given (e.g., fluctuating electricity, high moisture, dust)?
How can the current infrastructure be utilised (e.g., operability with solar energy
in remote but sunny areas)? Can it easily be maintained? Can it be operated by an
illiterate or unskilled person?
The best option would be to make robust products that need minimum repair and
maintenance. If well informed and educated about the product, low-income consumers
tend to be more careful about the proper use and maintenance of their goods compared
to the affluent consumers who might consider replacing their materials when newer
ones are marketed.
As emphasised in E. von Hippel’s user-innovation concept, getting feedback from
users provides valuable information that assist the research and development — even
more so than in developed markets.> Some of the fix-it shops in developing countries
have hands-on knowledge about the way that a product can be adapted to the local
conditions. For example, they know how to install affordable protection on different
home appliances to protect them from local hazards like high temperature, humidity
or dust. Sometimes it is interesting to see how they find solutions to repair broken
appliances when the original components are expensive or out of reach.
Corporations can learn a valuable lesson from operating in BOP markets:
Resource constraints in such markets can actually make people more innovative. Close
collaboration with the users in these markets provides opportunities for learning
about user innovations that satisfy their needs.

Putting it all together
Entering into BOP markets can improve competition, stimulate innovation, lower
prices and increase consumer choice, thereby creating an environment where more Entering a BOP market can
attention is paid to satisfying the specific needs of the BOP markets. This results in a improve competition and
. . L stimulate innovation
better quality of life for underserved communities.
It should be clear from the argument of this article that making successful BOP
products is neither about making cheap products nor about radically changing the
manufacturer. The offered product has to have a mixture of certain functionalities,
to make it worth buying for people with very limited resources. In the end, success
in BOP innovation is about creating value, both economic and social. Companies that
understand what it takes to offer such innovations will ultimately find themselves in
a win-win situation: They sustain their long-term success, while fulfilling part of their
corporate social responsibility, by satisfying the underserved needs of low-income
communities. ¢

Notes
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The Social Responsibility of
Corporations is Innovation

Christian Seelos is a senior lecturer at the strategic management department of IESE Business
School in Barcelona and directs the IESE platform for strategy and sustainability. Professor
Seelos has worked as an associate professor in the natural sciences and as an advisor to the
United Nations heading the biological weapons disarmament efforts in Iraq. He co-established
the US-based company Transclick Inc., was part of the senior management team of BT Global
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founded by Michael Porter. His insights on novel corporate strategies in emerging markets were
recognised by the Strategic Management Society (Best Paper Award for Practice Implications,
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private sector development in 2008.

Abstract

The socio-economic well-being that many of us in the developed world enjoy has its
roots in the recent economic progress sparked by the success of the market system.
Aligning this economic model with the complex realities of the world’s poor countries
whilst absorbing its potentially negative social and environmental impacts is one
of today’s major challenges. This can only be achieved through entrepreneurial
innovations that have the capacity to transform systems. It is therefore proposed that
innovation is the key social responsibility of organisations and corporations. Social
entrepreneurs provide us with new business models that demonstrate how innovation
and progress can be enacted even in the least-developed countries. For companies,
social entrepreneurs can be valuable partners to enter or even build new markets that
generate significant social benefits and the economic returns required by corporate
investors.
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Corporations’ primary
social responsiblity is
innovation

Introduction
Economic progress, as we know it, emerged progressively in the last 150 years
and created widespread socio-economic well-being in today’s industrial nations at
unprecedented levels. If we compare our lives to those of our parents and grandparents,
we will notice enormous differences, not only economically, but also regarding
social factors, such as healthcare, education and civil and political rights. Economic
progress is thus a young but powerful phenomenon. Its cornerstone is the market
system, an economic model that was not designed by anyone but has rather unfolded
and expanded through the dynamic interactions of entrepreneurial, technical and
organisational innovations across the world that outcompeted alternative models.
Today’s major challenge therefore lies in finding modern and creative answers
to the following question: “How can we replicate economic progress with its many
social benefits in poor countries?” Replication is here understood as the adaptation of
market models to local realities and countries’ needs for organic development paths.
The nature of the challenge is highlighted by the fact that:

= Although many regions have developed rapidly in the last 50 years and the relative
numbers of people living in poverty is dropping, many countries are stubbornly
unable to create socio-economic “catch-up”.

= Never in history have we witnessed a gap between the rich and the poor as wide
as it is today. This phenomenon exists between regions, between countries and
even within countries at all development levels.

® Despite being a young phenomenon, the unfinished business of economic
development has caused an enormous negative environmental impact. Finding
ways to balance the need for economic progress while sustaining the economic
and social functions of environmental services is a key challenge of our times
that requires all the innovation we can muster.

Innovation can lever sustainability
How can we deal with the double challenge of uneven economic progress and its
potentially negative social and environmental impact? One solution lies in the
innovation capacity of entrepreneurs, not only in their ability to gradually adapt
products and services, but in their ability to actually transform systems. Innovation is
of central importance. Why? Simply because established forms of economic progress
have failed in many developing countries. As David Bornstein tends to say: “We need
better recipes, not just more cooking.”

Productive innovation is the essential driving force behind economic progress.
It requires the generation of new resources such as knowledge and technology as
well as new configurations of existing resources. Because today’s problems are the
consequences of yesterday’s solutions, innovation is the only way forward. Innovation
is difficult and risky, and many entrepreneurs fail. Often, innovations remain marginal.
This is particularly true for the types of innovations that corporations come up with.
In the currently hypercompetitive markets, companies are locked into predictable
competitive dynamics of ever-increasing quality to price ratios that put severe strains
on costs and limit the resources available for radical innovations.



Seelos: The Social Responsibility of Corporations is Innovation

With innovation as the only means to real progress, companies must overcome
their cognitive and institutional hurdles to real innovation. This is a key responsibility
for the corporation of the 21st century.

Social Enterprises

Establishing markets in the context of severe poverty is extremely challenging.
Institutions are weak. Infrastructure is practically non-existent. Governments fail to
set up sustainable healthcare and education, while markets fail to supply goods and
services. Organisations that operate successfully in this context often have a locally
grounded perspective on reality. They see the social underpinnings of poverty. They
reflect deeply on cognitive, social, cultural and political hurdles to progress and
develop entrepreneurial objectives and strategies from that understanding. Such
organisations are often referred to as social entrepreneurs.

Social entrepreneurs overcome a number of hurdles to establish successful
businesses in the poorest of countries. They use their entrepreneurial skills to solve
social problems. Social entrepreneurs do not regard poverty as a natural state but
rather as the result of an absence of social structures that enable progress. Their
innovative ways of working do not only benefit individuals but also help to establish
these missing structures and simultaneously develop a spectrum of choices for future
generations. Some social entrepreneurs even manage to bring in high profits and
become big players when their services and products are brought to established
markets. In this way, they do not only provide quick fixes to the problem of poverty,
but change the systems that otherwise keep re-creating poverty.

The hybrid business model

A social entrepreneur can be an important partner for a conventional company that
is about to enter an emerging market as she or he will usually be able to think in
unconventional patterns and to come up with innovative solutions. For larger, more
conventional companies, identifying and supporting promising social entrepreneurs,
incorporating their innovative ideas and scaling their innovations may be a platform
for new profitable markets.

Our research shows that successful partnerships are often structured in the form
of hybrid business models that have separate organisational entities and different
strategic objectives. Both organisations are linked through an innovative business
model that leverages the resources and competencies of both partners. This allows
the for-profit entity to generate profits and to increase company value, while the
not-for-profit part creates more social value than it could have without the corporate
partner. Both sides complement one another although their individual objectives are
not aligned. Since each side is better off if the partner fulfils his private strategic
objective — thus contributing more resources to the shared model - partner conflict is
minimized and partner competencies are put to their best uses.

Seeing the future with new eyes

The following example illustrates the collaboration of a social entrepreneur, Aravind,
and a conventional entrepreneur, Aurolab. The two created a new business model in
India that is increasingly penetrating established markets in the West and already has
a global market share of 15 per cent.

Companies must

overcome their cognitive
and institutional hurdles to

real innovation

Social entrepreneurs as

an important partner when

entering an emerging
market
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What appears
counterintuitive can
become an innovative
business model

The underlying social problem behind their business model is the widespread
problem of preventable blindness in developing countries. About 40 million people
are blind and over 130 million are visually handicapped in the developing world.
The most common disease is the cataract, which can be treated by the insertion of
an artificial lens. This is a treatment that most poor people can’t afford. In the 1980s,
social entrepreneur David Green started to collect donations for artificial lenses,
which were then delivered to the Aravind Eye Hospital in India. When he started to
run short of donations, Green decided to establish Aurolab, a manufacturing company
that produced lenses. His objectives were clear: Aurolab had to make a profit; it had to
build the capacity to treat as many poor people as possible; it had to be able to provide
free surgeries for the poorest; and the quality of the surgeries had to be as high as in
the best eye hospitals in Western countries. How did Green proceed?

Rather than letting wealthy markets determine the prices for artificial lenses,
Green set a price at USD 4 and designed manufacturing through a target costing
approach. Although 47 percent of the patients at Aravind Eye Hospital could not pay
anything and 18 percent could only come up for two thirds of the costs, Aurolab had a
profit margin of 50 percent. This appears to be counterintuitive but is the outcome of
an innovative business model:

® Due to the high quality of the treatment, 35 percent of Aravind’s patients were able
and willing to pay significantly above costs and still save money compared to
traditional profit-maximizing hospitals.

® By treating the poor, Aurolab had access to start-up funding from international
financial institutions and foundations, which helped lower costs.

® A large advantage in terms of marketing was the fact that Aravind worked together
with local NGOs, who had access to the poor. Most of these NGOs were happy
to explain the benefits of eye surgery to the poor in the framework of their day-
to-day work without charging for the service. This eliminated high marketing
costs.

® Due to the high volume of surgeries, Aravind doctors are considered the best and
most-productive in the world. Surgery flow-through is designed with maximum
throughput and maximum resource productivity in mind.

Today, Aurolab and Aravind Eye Hospital are making progress towards their strategic
objective to build the capacity to deliver one million eye surgeries per year until
2012.

Asking the right questions

Sustainable development and business profits are not necessarily a contradiction, as
the above example shows. Currently,anumber of companies are committing themselves
in the developing world because poverty alleviation appears to be in vogue. Trendy
or not, initiating socio-economic development is an extremely important and difficult
job that has no place within traditional CSR departments but needs to be driven from
the business side.
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Companies that are willing to help initiate development while establishing future
markets and making profits have to face a number of considerations:

First, the companies have to perceive themselves as potential drivers of socio-
economic development and have to be interested in topics and issues relevant to the
developing world from both a business and a social perspective.

Secondly, the possibilities of establishing successful business models especially
aimed at tackling the problems of the developing world may be limited, so a willingness
to learn systematically and to accept the risks of experimentation must exist as well as
the readiness to engage their best people and resources to such tasks.

Thirdly, companies must be aware of the fact that money, on its own, is not
enough to achieve such feats. They also must remember that they will perform best
in business and social terms if they stick to areas that make use of their unique
competencies.

Finally, it is essential that companies assess and clarify their corporate identities.
They need to be able to define a key non-economic reason for existence and shape
values that create the kind of culture necessary to drive competitive advantage and
sustainable development.

The major trends that define the needs of future societies and thus the space
of corporate opportunities and threats are mostly clear. Inspired corporate strategy
means “shaping a desired future” not just reacting to short-term changes. Market
positions that explicitly target the challenges of sustainable development can thereby
become an essential part of corporate strategies. ¢

Sustainability, CSR and
innovation are complex
strategic challenges
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Suez: Bringing water and
development to the poor in Manaus

It was an unusually windy day in Rio de Janeiro. It was October 2000 and Thierry
Schock, CEO of Aguas do Amazonas, a Brazilian subsidiary of Suez Environment, was
in a taxi on his way to catch his flight back to the headquarters in Manaus (the capital
of the state of Amazonas in northern Brazil). He had just attended a long meeting
with senior managers of the Fundacion Instituto Brasilero de Geografia e Estatistica
(FIBGE - the Brazilian Public Institute of Geography and Statistics), located in Rio
de Janeiro, and representatives of the municipality of Manaus. Schock was trying
to digest the news he had just heard — news that could have been a bit brighter: He
had just been told that FIBGE used the expression a populag¢do urbane residente no
municipio de manaus (the resident urban population of the city of Manaus)' to refer
to all residents of Manaus, both those legally registered and those who dwelled in the
slums without legal registration. Why was this a problem for Aguas do Amazonas?

In June 2000, Suez Environment had acquired 90 percent of Manaus Saneamento
S/A, the public sanitation company of Manaus, for EUR 54 million and had founded
Aguas do Amazonas as its regional subsidiary. A month later, Aguas do Amazonas and
the municipality of Manaus agreed on a 30 year concession contract: The company
paid EUR 192 million in order to obtain the right to act as a service provider by selling
potable water and providing sewage disposal in the Amazonas state capital, located on
the Negro River, near its confluence with the Amazon. This right was combined with
the obligation to operate, maintain and to enhance the number of the city’s inhabitants
connected to the water network by 4 percentage points — from 91 to 95 percent - until
2006. A further increase in the connection rate by another 3 percentage points until
2011 and maintaining a 98 percent quota all the way through 2029 were also part
of the agreement. The sewage disposal network connection rate (which stood at 11
percent in 2000, according to the concession contract) was supposed to be raised to
31 percent by 2006.

Shortly after the contract had been signed, while Aguas do Amazonas had started to
implement operations, the meaning of the expression A populag¢do urbane residente
no municipio de Manaus became the subject of major disputes between the Suez
Environment subsidiary and the municipality of Manaus. The problem was that
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In Manaus, Brazil, Suez

had more obligations than
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first perceived

Suez was one of the
oldest existing MNCs
in the world

the contract did not seem to take into account the enormous influx of peasants who
literally poured into Manaus year by year in order to illegally dwell in one of the city’s
slums (also referred to as invasiones or low-income neighbourhoods). Or did it?

For the municipality of Manaus, the contract did include them. For Aguas do
Amazonas, it did not. This was only logical: Had the contractual expression referred to
the legally registered residents only, Aguas do Amazonas would have had to connect no
more than 3,840 homes. But had it referred to all of the city’s residents (both legal and
illegal), Aguas do Amazonas would have been obliged to link many times that number
of households to the water network system in six years. Whose legal interpretation was
correct? It was the municipality’s - for the contract said that the meaning of the resident
urban population of the city of Manaus is based on FIBGE’s terms and definitions.? And
FIBGE had just made clear that the expression meant all of the city’s inhabitants.

As Schock’s taxicab finally reached the airport, he was still trying to somehow
digest the facts he had just heard. He also tried to picture how Aguas do Amazonas
could un-tangle this complex situation. His thoughts circled around one question that
kept nagging him on his flight back home: “Suez Environment wants to see a positive
cash-flow in Manaus by 2004. How can we meet this obligation if we also have to
operate in the city’s slums?”

A big player in the energy and utility market

Suez at a glance

As of 2006, the Suez Group was a leading, France-based multinational industrial and
services corporation operating in two areas: energy and environment. The guideline
of the company’s business consisted in providing public utility services — namely,
electricity, gas and energy services, as well as water and waste services — to local
authorities, industries and end-consumers. The group structured its operations along
four business lines: Suez Energy Europe, Suez Energy International, Suez Energy
Services and Suez Environment. In 1997, Compagnie Universelle du Canal Maritime
de Suez and Groupe Lyonnaise des Eaux, a leading French water company, merged to
form the Suez Group.

Two centuries of reorganisations and corporate mergers
Suez was one of the oldest continuously existing multinational companies MNCs in
the world with a line of corporate history dating back to 1822, when King William
I of the Netherlands founded the Algemeene Nederlandsche Maatschappij ter
Begunstiging van de Volksvlijt — the General Dutch Company for the Favouring of
the National Economy (which later became the Société Générale de Belgique). The
company resulted from nearly two centuries of reorganisation and corporate mergers.
Its name came from the involvement of one of its founding entities - the Compagnie
Universelle du Canal Maritime de Suez - in the building of the Suez Canal in the mid-
19th century. With revenues standing at EUR 44.3 billion, Suez was the sixth biggest
French company in 2006 (France Télécom was the country’s fifth largest with EUR
49 billion in revenues).

On February 25, 2006, French Prime minister Dominique de Villepin announced
the merger of Suez and the state-owned Gaz de France GDF, which would create the
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world’s biggest actor for liquefied natural gas LNG. In this way, the company also
would be capable of fending off a looming bid for Suez by Italy’s Enel. In September
2007, the two companies said their merger would be completed in the first half of 2008
(it was legally made effective on July 22, 2008). Together, their revenues reached EUR
71.9 billion in 2006 (GDF: EUR 27.64 billion; Suez: EUR 44.3 billion), thus turning
the newly formed firm into the third largest France-based company in terms of
revenues, after Total (EUR 153.8 billion in 2006) and Carrefour (EUR 74.4 billion). In
addition, seeing things from a 2006 perspective, GDF Suez S.A. (as the new company
was officially named after the merger) would be able to overtake the Russia-based
Gazprom (whose revenues reached EUR 60.55 billion in 2006) as well as Germany’s
E.ON (with EUR 67.75 billion in revenues) in order to become the world market leader
in the energy category of the Fortune Global 500.

Trends shaping the energy and utility industry

In Energy and Efficiency: Utilities global survey 2007, PricewaterhouseCoopers stressed
a number of challenges facing the global energy and utility market. These ranged
from an ageing workforce alongside with shortages of engineering skills and know-
ledge, to reasonable concerns about the security of energy supply (e.g., in the survey,
companies said that supply issues would be significantly or immensely challenging)
and activities aimed at increasing demand-side energy efficiency. According to the
survey, not only did companies believe in the large impact of eco-conscious end-
consumer behaviour on the global energy market, but they were also willing to
initiate investments to install effective demand-side efficiency measures. Short-term
financial losses due to these investments were expected to be outweighed by the long-
term trust of consumers in eco-conscious companies.

In its 2007 analysis of the energy and utility business Moving from Liberalization
Toward a Global Marketplace, Deloitte emphasised what they thought to be a main
trend that would form the entire industry in the coming years: They predicted
that energy and utility companies would face less state control as they gradually
moved towards a free market. This process, the analysis said, has already begun
to take shape in the energy sector, the waste-disposal industry is in a transitory
phase and water companies are at the dawn of their maturation. The strain caused
by this transformation, Deloitte continued, is enormous and affects all areas: finance,
performance, administrative regulations, taxes, marketing and information technology.

According to the report, the main effect of deregulation was the emergence of
a global utility market for which companies ought to be prepared - for example, by
increasing their size (which one could assume motivated the merger between Suez
and GDF).

Suez in detail

In 2006, Suez’s 140,000 employees generated revenues of EUR 44.3 billion. That year
the group’s EBIT was EUR 3.6 billion and the EBITDA was EUR 7.1 billion. In 2000,
the year Suez Environment invested a total of EUR 246 million in Manaus, Brazil, the
company’s share had an annual low of EUR 27.36, which was just a bit higher than the
share’s monthly low in January 2006 (EUR 26.34), just before the announcement of
Suez’s and GDF’s merger intentions. In 2007, the year Suez and GDF prepared for their
friendly merger, Suez’s stocks performed on a higher level: On March 5, 2007, the

The GDF Suez merger
formed a world market
leader in the energy and
utility market

Experts said the energy
and utility market was
witnessing a process of
deregulation
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In 2006, E.ON’s
share outperformed
Suez’s share

Suez strove to
make their services
accessible to all

Ownership of Suez S.A. in percent of total stock, Dec. 31, 2006

Groupe Bruyelles Lambert (GBL) 8.0 CNP Assurances Group 1.6
Crédit Agricole Group 3.4 Caixa Group 11
Employee shareholdings 3.1 Sofina 1.2
CDC Group 2.8 Treasury Stock 0.3
Areva 2.2 Free Float 76.3

share had an annual low (EUR 35.06), only to then reach a year’s high on December
7 (EUR 46.69). In 2006, shareholder equity stood at EUR 19.5 billion; a EUR 1.20
dividend per share was paid out to shareholders and the EPS was EUR 2.86.

In 2006, the industry’s peer was Germany based E.ON whose 81,000 employees
generated revenues of EUR 67.75 billion, an EBIT of 8.15 billion and an EBITDA of EUR
11.35 billion. The EPS was indicated to stand at EUR 7.67, meaning that E.ON’s share
preformed 2.6 times better than Suez’s share that year.

Suez’s workforce was mainly based in Europe. Specifically, 89.35 percent
of the company’s employees worked in Europe (of which half worked in France),
3.78 percent were employed in Asia Pacific, 2.71 percent in North America, 2.57
percent in Africa and 1.57 percent in South America. Organised by activity, most
of the employees worked for Suez Energy Services (46.5 percent), followed by
Suez Environment (41.07 percent), Suez Energy Europe (9.14 percent) and Suez
Energy International (2.70 percent). The group’s revenue breakdown by business-
line in 2006 saw Suez Energy Europe and Suez Environment accounting for 36
percent and 26 percent, respectively, of the company’s revenues, followed by Suez
Energy Services (24 percent) and Suez Energy International (14 percent). In terms
of contributions to the EBITDA, Suez Energy Europe (43.20 percent) significantly
outperformed Suez Environment (27.99 percent), Suez Energy International (22.10
percent) and Suez Energy Services (8.34 percent).

As a contractual provider of a public service, the group always strove to make
services accessible to all. Suez was well aware that many aspects of the group’s business
were potentially subject to legal regulations on trans-national, national and local levels,
which could always affect (positively or negatively) pricing, margins, investments and
operations — and, hence, the overall strategy and profitability of the group.

CSR at Suez

According to its 2006 Activities and Sustainable Development Report, Suez’s CSR efforts
mainly focused on the alleviation of climate change. To Suez, this was “the heart of
its business strategy and the overriding concern of its business,” as the group’s CEO,
Gérard Mestrallet, said in the mentioned report.

In fact, slowing the accumulation of greenhouse gases in the atmosphere was very
closely associated with the company’s business since the production of energy and heat,
like the burial of waste, constituted a major source of greenhouse gas emissions.
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So what did the company do? In 1997, Suez started to reduce its greenhouse gas
emission for all its operations. According to a PricewaterhouseCoopers analysis quoted
in Suez’s 2006 Activities and Sustainable Development Report, the group started to build
up a diversified production base in 1997, which is giving a growing role to technologies and
energies that emit no CO,.

The outcome? By the end of 2005, natural gas — being a source of energy with
limited CO, emissions — represented 43 percent of the group’s energy production
capacity, followed by hydraulic power (22 percent) and nuclear power (12 percent).

Suez also contributed to the socio-economic development of communities in
structurally deprived regions in the developing world by providing water and sewage
disposal services within the framework of the company’s Water for All initiative.
Water and sanitation is the “starting point for economical and social development,”
said Alain Mathys, programme manager for development and institutional relations
at Suez Environment, in the 2005 Suez Environment publication, Global Skills for the
Environment. Therefore, in 1994 the company started to “bridge the water divide”, as
Gérard Mestrallet put it in November 2001, by selling water to people living in relative
poverty. By 2006 Suez Environment worked in partnership with local authorities and
brought drinking water to nearly ten million people in emerging and developing
countries (almost representing a third of Suez Environment’s 35 million water services
customers); during that same period, 4.5 million people were connected to sanitation
networks in the developing world (which was roughly a sixth of the company’s 30
million sanitation services customers).

Within the Water for All programme, Suez Environment usually provided water
and sanitation services to people already connected to the networks and then extended
these services and networks to the unserved population.

Through Water for All, Suez successfully contributed to the seventh MDG, which
included the objective to reduce by half the proportion of people without sustainable
access to safe drinking water. In 2004, the initiative was awarded a World Business
Award for the Contribution to the Millennium Development Goals by the International
Chamber of Commerce ICC and the United Nations Development Programme UNDP.
But there was still a lot of work ahead.

In 2005, more than 1.2 billion people worldwide (most of whom lived in the developing
world) did not have access to drinking water, while 2.4 billion could not access basic
sanitation. Even though many state-run utility services in the developing world
were incapable of meeting the needs of their populations, less than 10 percent of
the world’s public water and sewage disposal services was delegated to private
operators in 2005.

By rendering services to inhabitants of structurally disadvantaged regions
within the framework of public-private partnerships PPPs, Suez hoped to stress its
CSR and thus become a trustworthy private service provider of public utilities around
the world — a company that public authorities would want to contract in order to sell
the distribution rights of water and sewage disposal to people both in the developing
and in the developed world. Not being able to bring water and sewage disposal to the
inhabitants of Manaus within the framework of normal business operations would
have (possibly) eroded the credibility of Water for All, in addition to possibly impeding
future business opportunities.

Suez contributed to the
development of the poor
with their Water for All
initiative

In 2005, more than
1.2 hillion people did
not have access to
drinking water
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A false interpretation
of a concession
contract led to
problems in Manaus

Manaus had a vibrant
economy and concerns
to become a victim of
its own success

Legal implications in Manaus larger than anticipated

The contract Aguas do Amazonas had signed in July 2000 implied much larger
obligations for the company than they had originally perceived. A water network
connection quota of 91 percent corresponded to 436,800 people (or about 87,360
households) out of those 480,000 inhabitants of Manaus who were legally registered
(30 percent of the city’s total 1.6 million population). In order to enhance the water
network connection quota on the basis of these numbers to 95 percent (which meant
456,000 people or 91,200 homes), Aguas do Amazonas only had to connect 3,840
legally registered households - at least this is how Aguas do Amazonas interpreted
the concession contract before signing it in June 2000.

After FIBGE had confirmed that A populacdo urbane residente no municipio de
Manaus meant all of the city’s residents, the basis of calculation widened dramatically
- from 480,000 to 1,600,000 (that is to all of the city’s residents, including those living
in slums). Now 95 percent corresponded to 1,520,000 people (or 304,000 homes).

Apart from that, providing water services to 95 percent of the population by
2006 and keeping water connection rates high (at 98 percent) until 2029 was going to
be especially difficult due to Manaus’ exponential population growth - from 200,000
inhabitants in the mid-1980s to 1.6 million in 2004. This growth was mainly due to
the development of a free trade zone established in the mid-1960s by Brazil’s then
military government which eventually turned the remote city in the Amazon tropical
rainforest into one of the country’s economic success stories (often referred to as
Brazil’s China). According to Kieran Cooke’s BBC online article, Brazil's Resurgent
Amazon Powerhouse, companies such as Honda, Nokia and Harley Davidson employed
a total of 125,000 people in the Manaus free trade zone in 2006. This attracted
enormous numbers of peasants to the city, dazzled by its success and in search for a
brighter future.

Manaus definitively had a vibrant economy, but it also had concerns of “becoming
a victim of its own success,” as Cooke said. For many years, the free trade zone
functioned as a low-cost assembly area. This had two negative consequences: (a)
While most people in Manaus had a job (only 5 percent of the city’s population was
unemployed, which was half of Brazil’s average of 10 percent), about 70 percent of
population worked in the informal sector and lived in relative poverty of less than
USD 7.2 per day?; and (b) infrastructure development had failed to keep pace with
the city’s growth. Slums started to spread. In 2000, 70 percent of Manaus’ population
lived in the city’s invasiones. Not being able to pay rents, peasants coming to Manaus
usually built very small, poorly constructed houses (palafitas, meaning huts built
on poles that stood in the Negro River). Due to the fact that they were not legally
registered, they were unable to obtain the public subsidies that they would have been
permitted to receive had they not lived in a slum district. That little bit of extra money
would have possibly helped them to overcome poverty.

So what did peasants encounter after they arrived in Manaus? The co-existence of a
strong economy as well as widespread poverty. A very ambiguous situation, indeed,
but apparently reason enough for people from the rural areas of the Amazonas state
to keep moving in, contributing to forecasts that the city’s population was to double
by 2030.
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Aguas do Amazonas in a dilemma

The day after Schock flew back from Rio de Janeiro to Manaus in October 2000, he

rallied senior management in the morning for an update and a brainstorming session.

Alain Mathys was connected to the meeting via telephone. “I have bad news from

FIBGE,” were Schock’s opening words. He continued by giving a bullet point summary

of the meeting he had attended in Rio de Janeiro the day before. The new, wider basis

of calculation (including the slum inhabitants) posed a two dimensional problem, he There were no funds to set
said. First, Aguas do Amazonas did not have the budget to set up enough technical up technical infrastructure
. . . and the poor could not pay
infrastructure to actually bring water and sewage disposal to the slums. And, second, for water services

the poor simply did not have enough money to pay for Aguas do Amazonas’ services.

Finding a way to escape the dilemma
After Mathys had made clear that Suez Environment was not going to invest more
money than it already had, a lively discussion unfolded. Renegotiating the concession
contract was the most obvious thing to do, said Schock. But what else could Aguas
do Amazonas do, he asked. A basic idea started to emerge rather quickly. Setting
up technical infrastructure in slums was cost-intensive and enabling the poor to
generate income was hard work that had to be done by NGOs (who obviously also
needed funding). This meant that Aguas do Amazonas had to set up funds for both its
technical work and for the human capacity-building.

They then set up criteria by which they wanted to discern their actions in the
coming years:

= If they were able to set up external funds (lent or donated) for their technical work
and for the human empowerment by June 2001, Aguas do Amazonas would be
able proceed with business as usual.

= If Aguas do Amazonas was not able to fund its work and the work of the NGO by
June 2001, Suez environment would have to find a feasible way to terminate its
operations in Manaus.

= If they were able to set up funds for the human capacity building, but not for their
technical work (or vice versa) by June 2006, Aguas do Amazonas would try
to generate a positive cash-flow — not by 2004 (as originally expected by Suez
Environment), but by June 2006.

These thoughts implied that Aguas do Amazonas had to build up relationships with
NGOs, banks, possible international financial institutions — and with governmental
bodies. Jardilina Vasconcelos, community manager for Aguas do Amazonas, explained Building relationships
why. The slum dwellers were not registered therefore, they were illegal inhabitants of with numerous institutions
Manaus and were not eligible for subsidies. If the municipality could turn them into was important
citizens, she continued, they would obtain access to public funds and also turn Aguas
do Amazonas into a supplier of low-income citizens. Those companies, she elaborated,
that supply utilities to low-income citizens are funded by public authorities.

To Schock and Mathys this perspective was new and intriguing. Why should
the municipality of Manaus not want to turn its slum dwellers into legal citizens?

7
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The benefits of regular
supply of treated water
were various

Access to water saved
time that could then be
used well by the poor

It would be a win-win situation for all: Aguas do Amazonas could set up technical
installations and also develop a capacity-building program with local NGOs that would
aim at initiating socio-economic development in the city’s invasiones and sensitising
slum inhabitants with regard to the use, relevance and value of the regular supply
of treated water and a functioning sewage disposal network. The expected benefits
were various:

® Diseases (especially among children) would diminish.

® Water is within easy-to-reach walking distance (or even in a family household).
Thus, time for productive work would increase.

® Water prices in slums generally drop when the utilities would be sold through
public networks. (Why? Because the distribution of utilities is often controlled
by informal leaders who establish monopolies and control prices.)

It would not be easy to initiate the socio-economic development of the poor, but what
could Manaus welcome more that? “And what would the cost structure of our tariffs
look like?” asked Vasconcelos. Would rich and poor pay the same price? If so, she said,
Manaus would probably not cooperate. From their experiences with Water for All,
Mathys and Schock suggested the establishment of a so-called cross-subsidised tariff
system in which high-income consumers would pay prices far above costs in order to
subsidise low-income clients.

Their strategy seemed to fit. Schock, who had dealt with other water projects in
developing countries, and Vasconcelos teamed up to implement Aguas do Amazonas’
strategy to confront the company’s dilemma in Manaus.

Preparing to bring water to the slums of Manaus

In early November 2000, Schock and Vasconcelos started to define the measures
necessary to implement Aguas do Amazonas’ way forward. Calling lawyers and giving
instructions to go ahead with the re-negotiation was only a phone call away. The most
complex aspect about Aguas do Amazonas’ new strategy was building relationships
and setting up the funds.

Finding local NGOs, setting up funds and building relationship
From Suez Environment’s experiences with Water for All, Schock knew that when
people have access to water and sewage disposal services, the possible outcomes were
a drop in infant mortality and an increase in people’s free time — in particular for
women. Turning up an in-home or next-to-home water tap is, to say the least, less time
consuming than walking long distances to water merchants and back (in addition to it
being a lot cheaper). The spared time could then be used well, especially when NGOs
enable the poor to apply for new jobs, which leads them to higher income rates and
turns their poor families into families with new possibilities.

For Essor (a French NGO operating in Brazil for more than ten years) and Cidade
Brasil (an urban development programme initiated jointly by the French Ministry of
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Foreign Affairs and Brazil’s Caixa Ecomdmica Federal) these insights were convincing
enough to start a cooperative venture with Aguas do Amazonas as early as January
2001. Essor had an impressive community-development track-record and was eager to
work in Manaus. Cidade Brasil was willing to set up funds for Essor’s work.

Together with the representatives of Essor and Cidade Brazil, Schock and
Vasconcelos defined their joint objectives with regard to their activities in Manaus’
invasions. They wanted to socio-economically develop community groups living in
the low-income communities (Essor’s part of the job which was funded by Cidade
Brazil) along with installing fresh water connections (as well as sewage disposal
connections), which was Aguas do Amazonas’ task.

By February 2001, Schock and Vasconcelos had set up fluid information channels
to a number of governmental bodies on the municipal level. They had talked frequently
with the city’s prefecture, its secretary for development and the environment, its
institute for the protection of the environment, its secretary of health, as well as with its
coordination bureau for sewage disposal and urbanisation. Apart from that, they also
frequently met with Arsam (an agency that regulated conceded public services in the
Amazonas state), with the federal public development bank, two religious institutions,
as well as the French embassy. Were they able to convince the municipality to actually
legalise slum dwellers in order to set up funding? Unfortunately not. The officials did
not seem to be interested in the issue, possibly due to the process of re-negotiations
that had not been brought to an amicable solution.

By June 2001, Aguas do Amazonas still had not set up external funding to install
water connections within the cities slums. Was the cross-subsidised system going to
generate enough profits by June 2006 to compensate the missing funds? If average
money collection rates (within the wealthier and low-income areas) would reach 70
percent by 2002 and remain at that level for at least four years, Schock knew that
Aguas do Amazonas would achieve a positive cash-flow within the given framework.

Final preparations
In July 2001, Schock and Vasconcelos had gathered enough information to set up
what they thought to be a fair cross-subsidised tariff system. The poor would pay
BRL (Brazil real) 5 (USD 2.17)* to BRL 12 (USD 5.21) for 12 to fifteen square metres
per month. This amount was half the amount the water monopolists demanded,
calculated Essor.

In order to enhance the level of the political acceptance of their operations Aguas
do Amazonas, Essor and Cidade Brasil set up a steering committee incorporating all
the institutions and organisations Aguas do Amazonas had been talking to since
the end of 2000. The committee met twice, in August and in November 2001, and
helped establish criteria to choose the low-income communities in which Aguas do
Amazonas and Essor would actually operate (see Exhibit 1 for more details on the
criteria that helped choose the communities).

Before the steering committee met for the third time in April 2002, Aguas do
Amazonas, Essor and Cidade Brasil had already screened the city’s 57 low-income
communities and identified five (Mauazinho II, Parque Maud, Communidade de Deus,
Vale Sinai and Campo Dourand) that matched the aforementioned criteria. Together
these communities had 6,236 family households. Within three years, these households
would be connected to the water network system. Best practices and experiences

Fluid information
channels to a number of

governmental bodies were
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their needs in terms
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time as human capacity
was being built

gained within this time were then going to be scaled up. These efforts were meant to
be implemented parallel to Aguas do Amazonas’ work in the wealthier areas of the
city, in which households also had to be connected to the water network.

Installing a water network system in a context of poverty

In May 2002, Essor, which had established a local NGO called Adeis just for this one
project, tried to mobilise the communities in order to identify their needs in terms
of water and sewage disposal, but also to stress health issues and the possibilities of
socio-economic development that go alongside with the installation of a public water
and sewage disposal network.

At first, Adeis hoped to do so via informal community leaders. But very quickly
it became apparent that these leaders did not always represent the interests of
the community groups but rather their own. Therefore, Adeis created community
associations, which were platforms of dialogue between the people of the low-income
quarters and themselves. The vast majority of the platform participants were women
who seemed to show interest in tangible socio-economic development.

From these, Adeis then chose ten volunteers in each of the five communities.
They were to be trained and sent from house to house in order to explain the benefits
of an efficient water and disposal network system; but also to assess the communities’
demands and needs. Having thus assessed the communities, Aguas do Amazonas and
Adeis then were able to discuss realistic technical solutions and possible commercial
proposals that were presented in each of the 5 communities.

First successes

By the end of 2002, agreements were signed in all of the five communities due to
obvious price advantages: As mentioned, Aguas do Amazonas demanded the relative
low amount of BRL 5 (USD 2.17) to no more than BRL 12 (USD 5.21) for twelve to 15
square metres per month (see Exhibit 2 for Aguas do Amazonas’ negotiation results
in Mauazinho II and Communidade de Deus).

Schock was pleased with the way awareness building and negotiations went.
These were early successes. The next steps were installing the networks (which
he knew would be no problem from a technical perspective) and increasing money
collection rates to 70 percent and keeping them at that level (which, he also knew, was
going to be a monumental task).

Installing the network, building social capacity and trying to collect money
In October 2002, after negotiations within the communities had been brought to an end,
Aguas do Amazonas started to connect households to the water and sewage disposal
network. This was accompanied by activities from the side of Adeis: Teachings on
health and sanitation as well as on job-related and entrepreneurial issues were held;
lessons for reading and writing were given; bureaus for job orientation were installed;
and meaningful activities for the young were implemented.

Fresh potable water started to flow by the end of 2002. Aguas do Amazonas,
Essor, Adeis and Cidade Brasil were very content. But were they going to be able to
collect 70 percent of the billed money? Nobody knew it.
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From similar experiences, it was clear to Essor that an incentive system had
to be set up to initiate substantial money collection. Volunteers, who were made
responsible for the money collection, received BRL 0.11 (about USD 0.047) for every
paid bill. If collection rates were above 50 percent, up to 7 percent of the collected
money was to be donated to social funds of the five communities, against Aguas do
Amazonas’ margin.

Major problems with the cross-subsidy tariff system
The incentive seemed to work. By the end of 2003 average money collection rates
climbed to reach about 70 percent.’ But they started to crumble in 2004. Why? The
cross-subsidised tariff system turned out to privilege the rich, not the poor: Yearly Aiter money collection
unilateral re-evaluations of tariffs to account for inflation (around 10 percent), as well rates had climbed they
. . . . . . started to crumble
as two exceptional, additional increases since 2000 - the last of which, in January dramatically
2004, reached 31.5 percent — were legally applied uniformly to all the users. But they
had different de facto effects on the user categories. Higher income segments had
tariffs that were based on actual consumption (not on lump sum agreements as in the
case of the five poorer neighbourhoods). As the prices notably started to climb in early
2004, the digging of wells effectively left numerous high segment clients out of the
cross-subsidised system. Poorer customers thus had to experience an effective price
increase and therefore stopped paying their bills.
The problems with the cross-subsidised tariff system did not only affect the
collection rate within the five communities. By the end of 2005 Aguas do Amazonas
was confronted with an average payment recovery rate of only 16 percent in all of
Manaus.

Looking back: A social and economic success
in a problematic setting

Seeing things from a social perspective the project was a success: Already by 2004
more than 200 volunteers had been trained; more than 3,000 people (meaning about
one person out of every second household in the five communities) had been made The project was
aware of the rational and responsible use of water and environmental protection; 403 a success when
educational workshops had been held; 179 women had participated in the development ::f:ptz::,: socta
of activities aimed at generating income and providing education (30 percent of these
managed to create a productive activity at home); professional qualification classes
had been provided to 408 students; 280 people had participated in literacy courses;
and, finally, the collection rate participation incentive had reached an average
yearly investment total of BRL 2,000 (USD 869.56) for social funds in each of the
communities.
Ana Christina Lima Barroso (a mother of three children) from Comunidade de
Deus, whose home was connected to water services by Aguas do Amazonas, said:
“Before I had to go and get drinking water from a fountain in the school several
hundred meters from my home. To wash, my neighbour let me use the water in her
well ... All my mornings were devoted to getting water.” But Ana took trainings in
accounting and hoped to set up a small business herself. She then started to sell
dindin, a popular fruit ice cream in Brazil, based on potable water.
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From a business
perspective, Suez’s
efforts in Manaus failed

From a business perspective, Aguas do Amazonas’ efforts in Manaus were a
success story set in a problematic context: By March 2005, 5,203 new connections
were installed within the five low-income neighbourhoods. Clandestine connections
went down from 1,121 to 150. But was this project sustainable in financial terms?
Not exactly, as the initial investment of EUR 246 million led to a cumulative negative
cash-flow of USD 552,000 by 2006 and not to a positive one as prescribed by Suez
Environment in October 2000. BRL 2.6 million (or USD 1.13 million) were invested by
Aguas do Amazonas from February 2002 until February 2005 to install the network
in all of Manaus. Between the beginning of 2002 and the end of 2005, BRL 2.18
million (USD 947,000) were invoiced but only BRL 1.33 million (USD 578,000 million)
had been collected (see Exhibit 3 for an overview of the invoiced and actual paid-for
sums).

Considering all the aspects involved, as well as the socio-economic impact of
Aguas do Amazonas’ efforts in Manaus, the legal setting and financial sustainability
of the project, Suez Environment decided to terminate their agreement with the
municipality of Manaus in June 2006.° Schock said:

“We have given our best in the last six years and we have seen a process of
transformation in the invasiones due to our partnership with Essor, Adeis and Cidade
Brazil. But the given legal setting has imposed major financial losses upon us - too
much to let us render that extra amount of service that is of utmost importance when
bringing water to the poor. We will definitively profit from the experiences we have
made here while we continue to bring water to all. I hope the municipality of Manaus
will find a way to successfully enhance the quality of life in its very own slums”. ®

Notes

! The expression A populagdo urbane residente no municipio de Manaus is taken from the concession contract
signed by the government of the state of Amazonas and Manaus Saneamento S/A on July 4, 2000, p. 33.

2 On p. 33 of the concession contract, it says: “A populagdo urbane residente no municipio de Manaus serd calculada
pela multiplicagdo do valor do dltimo dado de populagdo urbane do municipio, (ultimo dado de crescimento
anual verificado nos dois ultimo dados fornecidos pela FIBGE, extraidos de Censo Demogrdfico ou de Contagem
populacional).”

3 See Breuil, Renouveler le Partenariat Public-Privé pour les Services D’eau dans les Pays en Développement, Paris 2004,
p- 228. Breuil quotes the 2000 population census, which said that 70 percent of the population of Manaus lived off
of less than BRL (Brazil real) 500 per month (USD 217 per month or USD 7.2 per day, given an exchange rate of
1 USD/2.3 BRL).

+ Given an exchange rate of 1 USD/2.3 BRL.

5 See Breuil, p. 240.

¢ See Alain Mathys, Water and Sanitation in Africa, Paris 2006, p. 5.



Exhibits

Suez: Bringing water and development to the poor in Manaus

Exhibit 1: Criteria of technical, social and legal feasibility that helped managers choose the

communities.

Technical Feasibility

Basic technical infrastructure had
to be given. Potable water networks
had to be absent or in precarious
conditions.

Social Feasibility

The quarter had to have informal
representatives that were already
engaged in social work.

Legal Feasibility

The quarter had to be known by the
prefecture.

The principle pipes of the network
had to be accessible.

The community had to be interested

in developing the project.

70 percent of a quarter had to
manifest interest for the service.

Adhesion to the objectives of the
project had to be given

The community had to exist for at
least five years

A minimum amount of social
infrastructure had to be given

Source: Breuil

Exhibit 2: Aguas do Amazonas’ negotiation results in Mauazinho Il and Communidade de Deus.

Mauazinho Communidade de Deus

Number of families

ca. 600 (2,550 people)

ca. 550 (2,400 people)

Average monthly income

BRL 291

BRL 254

Number of volunteers

14

Five

Type of connection to water net

Individual connections with collec-

tive meter

Individual connections with collec-
tive meter

Stand by duty

24 per day

Three to six hours per day

Costs for connection to water net

BRL 15 for registration and BRL 5
monthly for 17 months

BRL 15 for registration and BRL 10
monthly for eight months

Factorisation

Individual lump sum invoicing on
the basis of a consumption rate of
12 to 15 m?3 per month per family,
equalling BRL 12 per month

Individual lump sum invoicing on
the basis of a consumption rate of
12 to 15 m® per month per family,
equalling BRL 5 per month

Initial adhesion quota

92 %

85 %

Definite adhesion quota based on
payment

98 %

87 %

Source: Essor, quoted in: Breuil

83



Business and Poverty: The global CSR case-book

Exhibit 3: Overview of the invoiced and paid for sums in the five communities from January
2002 until September 2006 (in BRL). Payment rates start to drop significantly in 2004.

=

2002 2003 2004 2005 2006
I invoicing 46,170.04 288,157.31 819,483.09 1,034,723.9 535,897.23
—— payment 43,512.59 261,726.58 378,511.84 652,885.87 238,077.63

Source: Aguas do Amazonas

Credits

Author: Maximilian Oettingen (ICEP)

Research: Juliana Mutis (IESE), Maximilian Oettingen (ICEP)
Academic supervision: Joan Fontrodona (IESE)

Content management and project supervision: Christoph Eder (ICEP)
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Suez: Bringing water and development to the poor in Manaus

Teaching Note: Suez

Suez: Bringing water and development to the poor in Manaus presents Thierry Schock,
CEO of Aguas do Amazonas, a former Brazilian subsidiary of Suez Environment
between October 2000 and June 2006. When Suez Environment acquired the public
sanitation company of Manaus in June 2000, it also acquired the right to act as a
service provider for 30 years, selling potable water and providing sewage disposal
in the Amazonas state capital. But the company misinterpreted its concession
contract. It had to connect many more homes to the public water network than it
had anticipated when signing the agreement — and most of these homes were in
slum-like areas.

The case shows how Schock tried to cope with this challenge: He and his team
started to:

® renegotiate the concession contract (which did not lead to a new, amicable
agreement);

® set up external funds (aimed at financing Aguas do Amazonas’ technical work
and the efforts of local NGOs meaning to socio-economically empower slum
inhabitants);

® design a cross-subsidised tariff system in which high-income consumers would pay
above costs to subsidise low-income clients.

The outcome? Funds for the NGOs’ work could be set up. First efforts aimed at
empowering the poor went well. A thoughtful incentive system aimed at increasing
money collection rates brought first fruits. But the cross-subsidised tariff system
proved to be a major problem. Inflation driven re-evaluations of tariffs as well as
exceptional price increases were legally applied to all users. But wealthier clients
(who paid consumption based tariffs) tapped water from private wells as soon as
prices went up and, thus, disproportionately burdened poorer clients (who had lump
sum agreements). By 2006, Suez Environment decided to terminate its operations
in Manaus.

Entering a market scarred by poverty is a challenging task for any company. As
these markets are heterogeneous (at least when compared to traditional, saturated
markets), centrally designed products or services do not meet the needs of the
poor in situ and often fail to generate profits. This thought can be considered to be
common knowledge among those who are familiar with the bottom of the pyramid
concept.

It touches upon the consequences of poverty: The poor have needs that are
specific (to say the least). These can only be turned into market driving demands
when met thoughtfully — for example by developing innovative services and
products or by contributing to socio-economic development. The most interesting
aspect about Suez: Bringing water and development to the poor in Manaus is that it
shows that conducting business in a context of poverty is also challenging due to
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the reasons that lead to poverty. One of these is the lack of societal institutions and
structures that protect ownership rights, seek responsible allocation of resources
and share short-term economic risks to spark long-term economic and social value.

Even if Suez Environment eventually failed to set up a profitable business model in
Manaus, the case implies that it is of utmost importance to examine and understand
the socio-economic setting of a developing market or region before investments are
made. For western companies there is probably always enough room for improvement
with regard to the perception of the various symptoms, consequences and reasons
of poverty. ®



87



Business GCase



Union Fenosa: Taking its focus
from the financial to the social

Early in the morning of June 21, 2002, Victor Cruz, general director of Union Fenosa,
S.A. in Colombia, a Spanish energy supplier with global operations, dashed through
the Bogotd traffic on his way to his office, eagerly awaiting Honorato Lépez Isla’s
phone call. Lépez Isla was Union Fenosa’s first deputy chairman and CEO, working
at the company’s headquarters in Madrid. The night before, Cruz had e-mailed
Lopez Isla concerning the severe social tensions on Colombia’s Atlantic coast and
the financial risk for Unién Fenosa. Cruz knew that Lopez Isla would call him at 8
a.m. sharp, Bogota time.

What had happened? Two years earlier, when Unién Fenosa entered the
Colombian electric energy market, the company’s main objective was to distribute
electricity to the big industrial plants on the Atlantic coast. Unién Fenosa also served
end-consumers, but they only played a minor role within the company’s business
strategy. After one year in the market, Unién Fenosa encountered problems. Not only
did many of the private customers refuse to pay for the services, but the inhabitants of
the region’s slum-like poor quarters illegally tapped electricity from the distribution
network. Severe energy shortages occurred. Supplying the industrial plants on the
Atlantic coast turned out to be more difficult than expected.

What made things even more difficult was that the official socio-economic stratification
of the population failed to include the inhabitants of the disadvantaged quarters; some
observers felt that for the government, these people essentially did not exist. When
Unidén Fenosa began to cut off energy supply in June 2002, protesters took to the
streets. The angry mob jammed the main commercial route, chanting Union Penosa
(Painful Union). The disruption of public order was too great to be ignored; the protests
even reached Colombia’s President.

Cruz entered his office at 7:45 a.m. He was not sure whether some of his proposals
sounded too unusual for an electrical company. When the phone rang at 7:50 a.m., the
display indicated the awaited call from Spain. From the start of their conversation
Cruz and Lépez Isla focused on the core question of Cruz’s late night e-mail: “Should
we leave the Colombian energy market?”
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producing and distributing
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energy

Global energy demand
seen as a business
opportunity

Union Fenosa: An integrated energy company

Unién Fenosa, an integrated energy company, operated in 13 countries on two
continents. It was involved in producing primary energy and in generating, distributing
and supplying electricity and natural gas to industrial and household consumers.

History and competitive environment

Unién Fenosa was created in 1982 by the merger of the Spanish energy suppliers,
Unidn Eléctrica and Unidén Eléctrica Madrileha y Fuerzas Eléctricas del Noroeste, S.A.
In 1986, the company started to expand internationally and to diversify its services,
starting with a consultancy agreement in Uruguay. By 2006, Unién Fenosa had become
a multinational electricity and gas conglomerate with EUR 6 billion in revenues. This
made it Spain’s third biggest energy supplier behind Iberdrola, S.A. (the largest wind
energy producer in the world) with EUR 11 billion operating revenues in 2006 and
Endesa, S.A. (the biggest private energy supplier in South America) with operating
revenues at EUR 20.60 billion in the same year.

The challenges facing the energy industry were “so large and so complex”,
said Daniel Yergin, chairman of Cambridge Energy Research Associates, in Energy’s
Challenges published on Forbes.com on April 23, 2007, because they were “created by
two forces.” The first is globalisation and, in particular, the success of globalisation.
High growth rates, the emergence of a large middle class in countries like China and
India, the continuing integration of the global economy, “all required energy. To keep
it going requires energy, lots of it.” He highlighted that over the past three years,
China added 200 GW of coal-fired electric power capacity, which was equivalent to
20 percent of the entire installed capacity of the United States. By 2030, the “world’s
energy demand will have grown by 75 percent.” According to Yergin, the second force
involved the consequences of energy use: “How are we going to cope with carbon?
It is these cross-cutting concerns — the need for energy, and the need to manage the
consequence of energy use — that are creating the energy challenge that will dominate
the decades ahead.”

Apart from being a global challenge, coping with carbon was one of the opportunities
for the future of energy businesses. The McKinsey Global Institute talked about the
opportunities in their in-depth May 2007 survey Curbing Global Energy Demand
Growth: The Energy Productivity Opportunity: “Vast opportunities exist to curb demand
by improving energy productivity through investments that yield rates of return
10 percent or higher.” Capturing these opportunities would contribute “up to a half
of the greenhouse gas GHG emissions abatements required to cap the long-term
concentration of GHG in the atmosphere at 450 to 550 parts per million,” a range
that experts suggest was required to prevent “the global mean temperature from
increasing more than 2° centigrade.”

Union Fenosa in detail

As of 2006, the company’s 17,000 employees rendered services to almost 8.7 million
customers around the world, to whom, 81 million kWh were billed - an amount
roughly corresponding to the annual electricity consumption of countries like Belgium,
Finland or Egypt. The company’s total installed generation capacity stood at 10,289



Unidn Fenosa: Taking its focus from the financial to the social

Ownership of Unién Fenosa, S.A. in percent of total stock, Dec. 31, 2006

ACS 40.5 Caixanova 5.0
Caixa Galicia 8.0 Banco Pastor and Fundacion P, Barrié 3.7
CAM 52 Free Float 37.6

MW. Unién Fenosa had revenues of EUR 6.05 billion, EBIT of EUR 1.31 billion and
EBITDA of EUR 1.90 billion in 2006.
Right after entering the Colombian energy market, in early January 2001, Unién
Fenosa’s share price was worth EUR 17.92. It then dropped to EUR 9.60 on October 9, With the tensions in
2002 (four months after the aforementioned riots spread), reached a temporary high Colombia, the share price
of EUR 41.60 on November 22, 2006, and stood at EUR 37.50 on December 31, 2006, oo droeped
The company’s stock market capitalisation then was EUR 11.42 billion. For the fiscal
year EUR 316.90 million of dividends were distributed to shareholders and EPS stood
at EUR 2.09.
By means of comparison, Europe’s largest electricity company, Germany’s E.ON,
generated revenues of EUR 67.75 billion, EBIT of 8.15 billion and EBITDA of EUR 11.35
billion in 2006. The company had 81,000 employees worldwide and an EPS of EUR
7.67, outperforming many industry peers including Unién Fenosa.

Although operating internationally, Spain remained Unién Fenosa’s main market in

2006 with 3.5 million clients, generating capacity of 7,516 MW, a billing amount of

34 million kWh and investments that added up to EUR 1.10 billion between 2001 and

2005. In 2005, 27 percent of Unién Fenosa’s total investments were international

(see Exhibit 1 for the company’s investment split in 2005). This led to a generation of

2,773 MW of installed capacity in 2006 in Mexico, Colombia, Costa Rica, Dominican

Republic, Guatemala, Nicaragua, Panama, Portugal, Republic of Moldavia, Egypt, Oman Even with international
and Kenya. According to the 2006 annual report, Colombia was the main distribution operations, Spain ,
market outside of Spain, since it concentrated 40.2 percent of all customers and 52.7 ::;3:";::;::‘:: ;;;t;sa :
percent of the billed energy outside of Spain (see Exhibits 2 and 3 for an overview of

Unidn Fenosa’s clientele and annually billed energy in Colombia and other operating

countries.)

CSR at Union Fenosa

In 2002, Unidn Fenosa established a strategic plan for the period of 2003-2007 based
on four criteria: (1) Unién Fenosa’s development as an integrated energy company,
(2) operational optimisation, (3) reinforcement of the financial structure and (4) the
enhancement of alliances with strategic partners. The original financial objectives
were surpassed in 2006, twelve months in advance. As a consequence, Unién Fenosa
drew up a very ambitious growth plan for the years ahead called Bigger. The plan
expressed its commitment to doubling EPS by 2011. Within this context, Unién Fenosa
launched a process of improving its CSR management model. The company wanted
to reinforce its business of interrelated communication and dialogue with two groups
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Failure to expand
encouraged to step up
international purchases

Steady energy supply
was more costly than
expected due to locals
illegally tapping energy

of stakeholders: primary (investors and shareholders, employees and customers) and
other (governmental and legal institutions, suppliers and society). Union Fenosa
listened to the expectations and needs of every group, assessing their coherence with
the company’s business strategy in order to develop specific CSR initiatives.

Expanding to new markets: Colombia

In early 2000, the Spanish authorities vetoed Unién Fenosa’s EUR 2.6 billion take-over
of Hidrocantabrico, the country’s number four electrical company. Unién Fenosa’s
failure to expand in its domestic market encouraged it to step up its international
purchases. By the end of 2000, Unién Fenosa had picked up new operations in
Colombia, Costa Rica, Nicaragua and Uruguay.

In Colombia, the company acquired two distribution plants on the Atlantic coast
for USD 400 million (Unién Fenosa’s single biggest investment in Latin America),
namely Electricaribe and Electrocosta, which served about one million customers. It
also purchased a generation and distribution company in the country’s south-west
coast, Energias del Pacifico EPSA, for USD 55 million, which provided electricity to
about 400,000 customers. All three companies — Electricaribe, Electrocosta, Energias
del Pacifico — had been state-owned until 1998.

Colombia’s Regién Caribe (132,000 km?, approximately the size of Greece) on
the Atlantic coast had encouraging indicators for an energy provider: It was mainly
an industrial region where large international companies could invest in a safe place
- in a country troubled by armed conflicts — that was well connected in terms of
infrastructure. With a population of nine million people living in and around the
seaports of Cartagena and Barranquilla, the region was home to almost one-quarter of
Colombia’s entire population.

The population in the Caribbean part of Colombia did not represent a homogenous
market. Many conditions differed remarkably between the cities and the rural areas.
Additionally, some population groups had a somewhat care-free economic situation.
Others living in poor quarters, in both urban and rural surroundings, suffered from
sub-standard electricity and illegally tapped energy from the distribution network.
Nevertheless, in terms of energy subscriber market shares, Union Fenosa’s position
in Region Caribe was favourable. After having bought Electricaribe and Electrocosta,
97 percent of the private energy subscribers were customers of the company.

Union Fenosa confronted with massive problems

Pursuingits core economic interests within the first business year, Unién Fenosa mainly
focused its efforts and activities on the company’s industrial clients. Throughout the
year, illegal energy tapping continued. By the summer of 2001, Cruz knew that steady
energy supply to industrial customers was more costly than expected. He started to
analyse the situation. The government was reluctant to care for the people living in the
poor quarters on the Atlantic coast because they did not hold legal residency. Unién
Fenosa had obvious economic interests but could not act. It simply was not possible to
turn the illegal electricity tappers into customers due to lack of legal registration. He
had to talk with the government. But what could he offer to win their cooperation?



Unién Fenosa: Taking its focus from the financial to the social

Unidén Fenosa conducted a quantitative and qualitative study exploring the living
conditions of the inhabitants of the poor quarters on the Atlantic coast. Cruz then
made use of his contacts within the relevant ministries and suggested that they legally
regulate these quarters according to resolution 120/2001 passed by the Comision de
Regulacion de Energia y Gas (CREG - the Colombian Commission for the Regulation
of Energy and Gas). Finally, the quarters obtained the following designation: “areas
with sub-standard electrification; human settlements in the suburbs that do not have
local public energy service or that tap energy from the local circuit without approval
from the network operator.”

The joint efforts proved successful. Following the regulation of their quarters,
inhabitants found their way into the socio-economic stratification being designated
as bajo-bajo (low-low), the lowest status of six stratas. This was important. From that
moment on, the people living in the poor quarerts officially became Unién Fenosa
customers, and Unién Fenosa — as an energy provider — was granted subsidies adding
up to 50 percent of the invoiced consumption. A contribution paid by the government
to all companies provided services to bajo-bajo population groups that was separate
from the amount of money collected directly from consumers.

However, the illegal electricity tapping continued unabated during early 2002.
Unidn Fenosa decided to shut down the energy supply in the Regién Caribe, which
backlashed and sparked the aforementioned riots.

A financial problem of relevance
Cruz commented: “In 2002, the loss of energy in all of Regién Caribe due to illegal tapping
was huge. We lost 42 percent of the energy in the regional network. This represented a
financial loss of USD 300 million per year within our core industrial business.”

Overseeing Regiéon Caribe’s end-consumer market in June 2002, Cruz was
confronted with low margins, unpaid bills valued at COP (Colombian peso) 500 billion
(EUR 170 million, or EUR 121 per client) and losses of about COP 100 billion (EUR 34.5
million). What would have been the financial result without the 50 percent subsidy?

Reflecting upon the magnitude of the problem in the Atlantic coast area, José Manuel
Velasco, the company’s director of communications, said: “The situation started to be a
risk for the survival of the Unién Fenosa companies in Colombia and also threatened
the financial situation of the holding. The investments in Colombia represented more
than 50 percent of all the group’s investments in the distribution business.”

Were Union Fenosa’s investments in Colombia about to become a write-off?

Take the challenge or leave the country?
Immediately after the air conditioner had broken down at Union Fenosa’s headquarters
in Bogotd, at about 8:30 a.m. on June 21, 2002, Cruz and Lopez Isla decided not to leave
the Colombian energy market. The possibility of sliding into financial quicksand was
grave and realistic, but Unién Fenosa had just invested USD 455 million in Colombia,
not taking into account the first year’s operating costs. The South American country
was Unién Fenosa’s main distribution market outside Spain. It was not feasible to just
pick up and leave.

During their conversation, Cruz talked about the need to commit to the social
roots of the problem in the poor quarters. But he was interrupted by Lopez Isla: “Let’s
not be too academic. We are facing pressing financial problems. I do not know if we

Slum inhabitants were
legally registered and
Union Fenosa was thus
granted public funds

lllegal energy tapping left

Unidn Fenosa with huge
financial losses

Recent investments in

Colombia made it illogical

to leave that market
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poor quarters

can cope with them by focusing on social issues. But, hey, if we come up with an idea
that can solve social and financial problems we ought to give it a try! But let’s not
forget: Our financial situation should be improved!”

Lépez Isla started enumerating things that went wrong on the Atlantic coast.
But Cruz was not listening. The distinction between social problems and financial
problems made him realise that Union Fenosa needed a new perspective on their
problems in Colombia, one that combined the company’s interests with the socio-
economic needs of the population groups living on the Atlantic coast. Until then, they
had been thinking solely from a business-interest perspective. Although legitimate,
given to the company’s investments, it had turned out to be counterproductive. Could
it not have been that the issue at stake was not only about financial problems, but
about financial problems and social problems? With this question in mind, Cruz
waited until Lépez Isla paused for a moment, then made the following suggestion:

The amount of energy actually sold to the company’s end-consumers only summed
up to 60 percent of the invoiced amount. The missing 40 percent could be attributed
to the clients living in poor quarters. Of these, 99 percent did not pay for electric
energy. Unién Fenosa, he proposed, should stop shutting down energy supplies. “This
measure has no effect at all. Instead I suggest that we create payment-awareness in
the poor quarters in order to collect money. We already have the 50 percent subsidy,
no matter what. We only have to get the remaining 50 percent.”

Lépez Isla did not react, so Cruz continued with a second suggestion:

The poor quarters were sub-standard in terms of electrification. Clients most
probably did not value the electricity because the wiring was hazardous, old and poorly
installed. The government (as the regulator of the electrical system) not Unién Fenosa
(as the distributor of energy) was responsible for a fully functional electrical network.
Still, Cruz recommended that Union Fenosa should start standardising wirings in the
poor quarters.

Looking for a way out

Lépez Isla did not like the second, but was open to Cruz’s first suggestion. To him,
creating payment awareness in the poor quarters appeared to be attainable. Toward
the end of their telephone conversation on June 21, Cruz and Lopez Isla committed
themselves to the idea of creating payment awareness on the ground.

It was not easy to tackle the tasks of creating payment awareness and collecting
money when facing poverty. What made this undertaking even more problematic for
Unién Fenosa was the fact that the company did not have enough capacity and social
know-how to do the job properly. Cooperation with local NGOs was not even considered
because their assignment would only have consisted of payment-awareness creation
and money collection, responsibilities that are not common for NGOs. Two possibilities
surfaced: working with people from the poor quarters and coordinating efforts with
local SMEs. Cruz decided to engage unofficial communal leaders. He explained: “The
communal leaders were trusted within the poor quarters, and they knew that it was
fair to pay for their consumed energy. We hoped that the communal leaders would
mediate between our company and the people.”



Unién Fenosa: Taking its focus from the financial to the social

Advances and problems
By early December 2002, the project was up and running and, during the first five
months, things seemed to run smoothly. Earnings within the consumer market in
the Atlantic coast region had grown slightly by 9 percent compared to the earnings
prior to June 2002 (see Exhibits 2 and 3 for the company’s client and billed energy
development in Colombia and in all its operating countries outside of Spain). But in
May 2003, money collection stagnated and the communal leaders began to oppose
their work. In some cases, the community rejected them because they were not
representing their interests but those of Unién Fenosa. In other cases, the lack of
infrastructure and organisation and the poor corporate image started to spur confusion
in the process of invoicing, increasing the lack of confidence toward the company
within the communities. Even worse was that many communal leaders never showed
up for work again and took valuable customer information with them.

Cruz was not satisfied with the situation. It was still necessary to substantially
improve customer payment. Once again, Cruz sent an e-mail to Spain assessing the
situation, eagerly awaiting a phone call from Lépez Isla.

Adopting the new perspective
In their telephone conversation on June 19, 2003, Cruz and Lopez Isla brainstormed:

= Working together with communal leaders was not as successful as expected. Was
it time to contact the local SMEs and ask them to do the collection of money?
Surely they would have had an entrepreneurial approach toward their task and
most probably be more reliable. But how would the people in the quarters react?

® They had foreseen widespread non-payment within the poor quarters, but did not
perceive how deeply it was rooted. Just as he had a year earlier, Cruz stressed the
importance of standardising electrification. Only by upgrading the value of their
electrification, he argued, would people pay for electricity. This time Lopez Isla
agreed. But who was going to do the job? Unidn Fenosa, the energy generator and
distributor, was not legally responsible for the functioning of the network system.

Was it thus sensible for the company to standardise electrification and, if so, under
what conditions? How was the government, the regulator of the electrical system,
going to react?

Cruz revisited a thought he had a year earlier: Was it enough for Unién Fenosa
to focus on the company’s financial situation in Colombia to cope with the problem at
stake? Was it not equally important to have the socio-economic needs of their clients
in mind? Lopez Isla agreed. The question was: How could Unién Fenosa combine its
interests with those of its clients?

Cruz and Unién Fenosa’s employees were deeply engaged in creating payment
awareness in the poor quarters. At times, they were not able to fulfil other important
duties. Was it time to appoint somebody to be responsible for this project alone? Was
it time to structurally conduct the project outside of Unién Fenosa?

Until June 2003, Unién Fenosa had considered the problem only from a financial
perspective. But after Cruz and Lépez Isla had repeatedly discussed these ideas, and

Non-payment originally
was not perceived to
be so deeply rooted
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and social interests
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electricity in 19 poor

quarters

New installations nearly
eliminated all electrical
risks and reduced

the waste of energy

after they had talked to people inside and outside the company, they decided to manage
the project outside of the business structure of Union Fenosa. The idea was to combine
the company’s economic interests with the socio-economic interests of the Atlantic
coast population groups. Voluntarily conducted social action would be the main axis of
a new business strategy — and, thus, Energia Social (Social Energy) was born.

Energia Social
Energia Social began operating in early 2004. As a subsidiary to the company, it was
only responsible for the commercialisation of energy in districts with sub-standard
electrification. Out of several candidates for the post of director, Herndn Maestre was
chosen because his appraisal of the situation was in line with that of Cruz and Lépez
Isla. Maestre, too, adhered to a holistic perspective: “One of the things that caught my
attention were the consequences this project promised to bring about. If we solved this
energy problem, the inhabitants of the poor quarters would benefit in multiple ways.”
Maestre and his colleagues had information from Unién Fenosa’s 2001 survey:
The company had about one million customers living on the Atlantic coast. Apart from
that, the CREG resolution had officially turned 300,000 families (dwelling in 427 poor
quarters for almost 30 years and illegally tapping electricity ever since) into Unién
Fenosa customers. One of the main reasons for their energy consumption was the use
of electric fans, which were necessary because of the quick heat build-up in poorly
insulated houses. Many of the 300,000 families were part of the 70 percent of the
coastline population living under the poverty line.

By December 2004, Energia Social had finished planning its pilot project and was
ready to act. The pilot project called for the standardisation of electricity in 19 out
of 427 poor quarters on the Atlantic coast to enable positive social transformation
and electricity payment. The federal government was willing to pay for 90 percent of
total expenses. The local authorities agreed to pay for the remaining 10 percent. The
expectations of Energia Social behind this project were clear. They wanted to create
a management model for the other 408 quarters. This, they hoped, would make
them an interesting target for further governmental subsidies and development-
partnership aid to standardise electrification and electricity payment in all of the
remaining 408 quarters. For Cruz and Maestre to achieve these ambitious aims,
many steps were necessary.

Jornadas Técnicas and Proyecto Switche
Energia Social brought together local wire-tappers and professional electricians
on 870 Jornadas Técnicas (Technical Days) in 2005 and 2006 to repair the old and
hazardous wiring installations in the 19 quarters. The local wire-tappers knew the
wiring installations and the professionals could rely on them for standardising
electrification. In Proyecto Switche, professionals and electrical students installed
4,000 domestic fuses. These devices helped people control their consumption and
improved the safety of the domestic electricity circuits. Maestre said: “The message
we wanted to spread was that standard electrification was beneficial for the people
living in the quarters.”

Jornadas Técnicas and Proyecto Switche actually turned out to be very successful
projects and popular among the people. New wiring installations substantially reduced
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the amount of wasted energy and eliminated nearly all electrical risks. The people in
the 19 quarters saw that standard electrification had its advantages, even though they
had to pay for the energy consumed. In summer 2005, a new sense of entrepreneurship
had rooted and was yielding favourable results. New wiring was especially useful for
small businesses as they now had a steady electric supply. For the first time, fighting
widespread non-payment seemed to be a realistic task.

Individual energy supply

Previously, both Unién Fenosa and the communities had experienced collective
energy cut-offs as threatening lose-lose situations. The company lost its few paying
consumers while the other consumers reacted with riots. However, Union Fenosa still
wanted the ability to cut-off energy in the future in case of non-payment. Therefore,
Energia Social installed individual and accessible meters in the 19 quarters allowing
inhabitants to control their actual consumption. Maestre said: “If you do not do cut-
offs people don’t feel obliged to pay. Hence, in order for a cut-off to be efficient for the
company, individual cut-offs were necessary.”

Collecting money with SMEs

Parallel to the Jornadas Técnicas and Proyecto Switche, Energia Social decided to
collaborate with local SMEs. They were made responsible for the charging, invoicing
and payment collection while using the Unién Fenosa brand image. Some quarters
preferred to carry on with the communal leader model, but taken as a whole these
attempts were not very successful. The chosen SMEs had to meet the following
requirements:

B Jocated in the community they were working in;
® run by people who had an entrepreneurial approach towards the tasks at stake;

® accepted by the Junta de Accién Comunal (JAC - Alliance for Communal Action),
a group of people with the status of a legal entity representing the community.
Unién Fenosa passed on business and administration basics to the SMEs and
granted them a 14 percent commission of the money collected.

Energia Social worked, but it had to speed up

The communities appreciated Energia Social’s work and perceived it as an improvement
to their standard of living. More than 8,000 families were now able to generate
employment through small business using equipment that could have never run on old
electrical installations. All of this, eventually altered the non-payment attitude. Joaquin
Gomez, a baker in the town of Magdalena, said: “People only pay for the bread they
actually take from the shelf and only if it’s baked properly. The same goes for electricity.
They only pay for the amount they consume and only if it’s safe. Many people I know
have started to pay for the electricity they consume. And I'm one of them.”

The change of attitude spawned a growth of financial returns for Unién Fenosa
by the end of 2005. Unién Fenosa’s earnings grew by 19 percent compared to the
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earnings achieved prior to June 2002. In addition, the new wiring installations lowered
the actual use of electric energy.

By early 2006, it was clear that Energia Social had the potential to satisfy both
the company’s and the population’s most pressing needs. But there was a problem:
Energia Social was too slow. If standardising electrification in the remaining 408 poor
quarters continued running at that speed, the entire process would take 21 years.
Maestre was well aware of this problem.

Quick expansion as the main challenge
Energia Social counted on the Colombian government for further financial aid. They
also applied for funding from the Spanish government. This would prompt a quick
expansion of standard electrification in the poor quarters and would help to increase
Unién Fenosa’s earnings. It would also create a favourable environment for small
businesses, thus essentially contributing to the development of a formal economy
with regular taxpayers. But the question of how to finance a quick expansion still
remained unsolved in late 2006.

The alternative was that Unién Fenosa would fund the project itself. But would
this drag the company into financial decline? Cruz and Maestre looked for possibilities
aside from increased funding:

® The operational work-flow could still be improved. The pilot project showed that a
lot of information was lost between wire-tappers and professional electricians.
Better communication between these two groups could help many households
improve their wiring.

® Were there other ways to lower the use of electricity apart from standardisation?
New wiring installations in the slums reduced the amount of energy wasted. This
helped lower consumption to reasonable levels. As a result, people were more
willing to pay for their electrical energy usage. One new idea came to mind: The
houses in the quarters were constructed without insulation. When temperatures
rose outside, they soared inside. Energia Social planted fruit trees around the
houses to create a bio-environmental climate that cooled the temperature in
these dwellings, hence reducing the excessive use of electric fans.

® A convenient and transparent payment system was needed that made it easy
for people to pay their electricity bills. Not only did people have no addresses,
but very few of them had bank accounts. In addition, many of the inhabitants
worked as day-labourers and were not in the habit of saving for monthly bills.
The government thought about introducing pre-paid cards. But Maestre did not
consider this to be an adequate solution because it required costly installation
systems. Secondly, it was too late to change the current way of payment because
it was already in progress. Instead Maestre looked for other ways to make it
clear to everybody that there was a direct relation between consumption and
cost. This would help people to better adjust their consumption to an amount
they could afford.
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Energia Social’s future

In total, Cruz and Maestre felt proud about what they had achieved. They were
able to communicate with people in the quarters, at least with those inhabitants
who perceived sub-standard electrification as a disadvantage. People were willing
to pay for energy consumption as soon as the wiring was upgraded. Earnings had
risen. Economic potential within the slums was unlocked. In many cases, in-house
workshops were established, which led to the quarters’ integration into the formal
economy. The government now paid more attention to these communities. The project
proved beneficial for both Unidon Fenosa and the people in the quarters. Energia Social
really had gained ground, but was far from reaching a financial break-even, let alone
from being a lucrative business. The vast majority of quarters were still sub-standard
in terms of electricity services.

Unién Fenosa was present in other regions of Colombia and in various Latin
American countries, in which the company encountered similar problems. Could
Energia Social be replicated there? Cruz and Maestre had their doubts if this model
was applicable to Colombia’s Pacific coast. But they thought that Energia Social might
work in Nicaragua where the setting was comparable.

Energia Social with high publicity

By January 2007, 33,538 families had standard electrification and the company’s
earnings had grown by 67 percent in comparison with June 2002. The implementation
of Energia Social created 130 jobs directly and another 1,200 jobs through emerging
small business activity. Although there were still about 266,400 families without
standard electricity services, international bodies such as the World Bank and
the Inter-American Development Bank showed interest in applying the Energia
Social model elsewhere. The project was also declared the most innovative in CSR
by a renowned European CSR organisation in Brussels, Belgium. In early 2007 as
Cruz looked back at the events he commented: “If we receive financial aid from the
government, things will run very smoothly on the Atlantic coast. We’ll break even
very soon. If not, we will have to look for other ways to make our business profitable
in that region without neglecting the social dimension of Energia Social. We’ve come
a long way and we will not turn back. Even if this project takes time, we will continue.
[ am very confident.” ¢

Energia Social gained
ground but was still
far from breaking even
financially
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Exhibits

Exhibit 1: Union Fenosa’s investment split in 2005 (in millions of EUR and percent)

Value of Share of
investment investment
Energy in Spain 697.4 66.7
Energy outside of Spain 2841 27.2
Other Union Fenosa Business 35.7 3.4
Subsidiary Company “Soluzia” 29.0 2.8

Source: Memoria Unién Fenosa

Exhibit 2: Union Fenosa’s clientele in Colombia and in its operating countries outside of Spain
6 —

4.875 5035

Number of Clients by Year (millions)

2001 2002 2003 2004 2005

B Colombia I Central America and others

Source: Memoria Unidn Fenosa
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Exhibit 3: Union Fenosa’s annually billed energy in Colombia and in its operating countries
outside of Spain

20,000 —
16,531
14116 14301 1909

15,000 13,386

10,000

Energy Invoiced (GWh)

5,000

2001 2002 2003 2004 2005

B Colombia B Central America and others

Source: Memoria Unidn Fenosa
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Teaching Note: Union Fenosa

Union Fenosa: Taking its focus from the financial to the social portrays Victor Cruz,
Unién Fenosa’s general director in Columbia, coping with electricity thievery in the
slums of the country’s Atlantic coast region. The illegal energy tapping posed major
financial problems for the Spain-based integrated energy company and led to severe
electricity shortages, which sparked enormous social tensions.

The case opens in 2002 and outlines a five-year process of trial and error initiated
by Cruz, which eventually led to a solution that benefited both, the slum dwellers
and Unién Fenosa. After realising that shutting down energy supply and raising
payment awareness within the slums led neither to an increase of money collection
nor to an ease of social tensions, Cruz and his colleagues started to think beyond their
financial objectives, and created added value opportunities within the population - in
order to maintain their own financial interests. Union Fenosa started to standardise
electrification in poor quarters (a job that was largely financed by the government and
conducted by Energia Social, a newly established company subsidiary).

What was the effect?

® Standardised electrification created a setting that helped microbusinesses emerge
within the slums.

® Slum inhabitants started to perceive the advantages and the value of standard
electrification (socio-economic development and the elimination of electrical
risks), which led to noticeable increases of Unién Fenosa’s earnings.

From an economic perspective conducting business in the developed world is
challenging. The particularly challenging aspect for managers operating in the
developing world is that social problems tend to interlock with business operations,
thus transforming the inherent quality of business. Underdeveloped physical
infrastructure, political instability, widespread poverty, a large informal sector: These
social problems, among others, form specific milieus, which demand specific solutions
from businesses — solutions that essentially are socio-economic. Serving low-income
customers with newly developed, innovative services and products is one way of
responding to that demand. Unidn Fenosa: Taking its focus from the financial to the
social suggests that another way can be increasing the socio-economic convenience of
already provided services and products.

The case shows: Even if a service or product - like the provision of electricity
- is already fully developed, companies can re-design it along the lines of efficiency,
functionality or social value creation in a way that benefits the company and society.

The case also shows how business executives can manage to do so: Companies are
challenged to interlock their economic interests with the socio-economic interests of
the communities they operate in. What was the basic structure of the case? Company
income (a company interest) didn’t increase via energy cut offs or awareness raising, but
because old and hazardous wiring installations were replaced by standard electrification
(a community interest). By improving living conditions, company earnings grew. ¢
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CSR and CC: Social responsibility
and corporate citizenship

Gerd Mutz is professor of economics and social policy at the Hochschule Miinchen’s Faculty
for Applied Social Sciences and the director of the Munich Institute of Social Sciences MISS in
Germany. Professor Mutz has carried out several international studies in economic, social and
cultural transformation processes. He has studied the commitment to social responsibility and
citizenship of companies in Europe, the US and Asia for more than ten years. He is currently a
visiting professor at the Freie Universitat Bozen/Brixen

Abstract

CSR and corporate citizenship CC programmes have expanded around the globe.
Hence, the understanding of CSR and CC has become widespread. Still, strong
differences, based on historical and cultural norms, remain. Apart from shedding
light on the various driving forces that internationalize the CSR and CC debate and
giving an outlook on its possible future development, this essay mainly focuses on
corporate volunteering and corporate partnerships. From an historical perspective,
the two can be perceived as new elements of CC. Therefore, the author gives a brief
overview of their meaning, interpretations and benefits. A categorization of common
types of corporate partnerships is meant to help the reader understand and discern
this complex form of CC from others.
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CSR and CC
programmes appear
in diverse forms

The idea of CSR and
CC originated in liberal
markets

Introduction

Formore thanadecade, CSRand CC programmes have started to appear across anumber
of enterprises and in diverse forms. Fair trade, labour conditions and environmentally
compatible production have become central CSR issues. In a typical CC programme,
employees are sent to social institutions or take part in social projects. In recent years,
CSR and CC have been seen as a part of sustainable management. The main aim
is to incorporate social and ecological aspects rather than solely taking economic
indicators into account. CSR and CC are essentially entrepreneurial initiatives which
originated in the US more than two decades ago. Since the beginning of the 1990s,
CSR and CC programmes emerged in various parts of the world, outside the US. In
Europe, CSR and CC initiatives began appearing in the mid-1990s.

The emergence of CSR and CC is best explained with sociological arguments. It
reflects a process that obliterates the boarder between the economic world and society
in general. The two can no longer be seen as disconnected and independent spheres.
We have become aware of the fact that society itself is a precondition for economic
and entrepreneurial management and thus is considered to be a key enabler. Hence,
preserving and ensuring the reproduction of social and ecological resources is not
only seen to be rational from a social, but also from an economic perspective. CSR and
CC can be seen as an investment in social, as well as in environmental capital.

Various understandings

The emergence of CSR and CC all across the globe, however, led to varied and diverse
interpretations, that barely correlate with the original application initiated in the US.
In part, we have a tower-of-babel like confusion which is certainly understandable: CSR
and CC processes have both historical and cultural features and, hence, the respective
regional or national understandings are diverse: The idea of CSR and CC originated in
liberal market economies, which generally contain only a few social state institutions.
In social market economies or welfare states, which are predominant in Europe,
collective bargaining and corporatist structures lead to a different understanding of
responsibility and civic commitment. Social market economies with powerful state
institutions, such as the People’s Republic of China, yet again have separate CSR
conceptions and forms of practice.

Corporate Social Responsibility

CSR refers to the core business of an enterprise — to its economic activities. These
include social issues, such as fair trade, improvement of working conditions, control
of the value-added chain, etc., as well as ecological issues, such as eco-friendly
production processes at domestic and international production sites, etc.

Corporate Citizenship

CC, in contrast, is not directly related to business activities, but rather focuses on how
companies relate to society in general; that is on the civil efforts of companies and
their employees.

CC is based on the Anglo-Saxon concept in which the enterprise is seen as a
corporate citizen, which, as a member of society and like individual citizens, not only
has rights, but also duties. The US is dedicated to an idea of citizenship, which is
related to the aspiration to behave as a good citizen. CC contains traditional concepts
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such as corporate giving and corporate foundations, as well as modern forms of
corporate volunteering and corporate partnership. The latter are directly linked to
social and environmental aspects and are often seen as community building processes.
Corporate giving mostly involves sponsoring local associations and initiatives.
Sometimes enterprises heighten the quantity of employee-donations in so-called
matching programmes. The main task of corporate foundations is to support and foster
the social environment of their parent companies. Their objectives thereby stretches
from funding already existing social, cultural and environmental projects to initiating
new programmes, which incorporate their companies’ employees.

Corporate volunteering
Corporate volunteering and corporate partnerships are relatively new elements of
CC. Companies, which initiate corporate volunteering, do not take action themselves.
They rather support their employees in their commitment to the company’s social
and cultural environment. It is essential to keep the difference between corporate
volunteering and corporate giving in mind: Corporate volunteering does not deal with
granting funds to the employees or to non-profit institutions on behalf of the enterprise.
It rather encompasses the deployment of employees to the benefit of companies’ social
and environmental context. It can include single-day or week-long as well as so-called
secondments (meaning, for example, long-term deployment of employees to NGOs).

Corporate volunteering in Europe differs from its origins in the US, where it is a
question of either supporting already existing civil initiatives or encouraging employees
to engage in these. America’s history of citizenship, the widespread of citizen activities
and a common commitment of Americans to their communities, is the underpinning to
this kind of volunteering tradition that is less prevalent in Europe - which is why it
was necessary to convince European enterprises of the economic benefit of corporate
volunteering in the 1990s.

This discussion on corporate volunteering’s benefits is still prevalent and
goes in two directions. Firstly, it is assumed that corporate volunteering enhances
employees’ social qualifications or skills. Secondly, projects are linked to the
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expectation to strengthen the common bond and teamwork and cooperation capacity
among employees. Seen from this perspective, corporate volunteering turns into an
instrument of corporate human resource development. And actually, in many European
countries it is still rarely of concern if and to what extent corporate volunteering
projects strengthen society. But this leads to undesired consequences: It is rarely
reflected upon, whether corporate volunteering initiatives align to the overall picture
of companies. Instead, corporate volunteering packages are bought or carried out in
licence. Often, employees feel pressured to participate in corporate volunteering events.
Their willingness to volunteer thus is abused. Finally, if corporate volunteering is seen
one-sidedly in terms of corporate benefits only, the social gap between companies and
NGOs deepens.

Corporate partnerships

The issue of a one-sided perspective on corporate benefits also arises in the context
of corporate partnerships, as they are initiated by the enterprises themselves, rarely
by employees or NGOs. The following three forms of corporate partnerships can be
distinguished:

Type Pattern of action Objective
Benefit-oriented Weighing options Create a win-win situation
Philantrophical Giving Help a target group
Image-oriented Visualising Raise public attention

Copyright: Miss, 2006

The benefit-oriented type seeks a win-win situation: It is a matter of balanced cooperation in
the sense that both sides benefit. But this does not mean that the hierarchy or the unequal
relationship between the actors are called into question or are even overcome. Other forms
of cooperations, which are based on a philanthropy, understand the engagement as a time-
donation from the entrepreneurial side in order to deal with certain social problems or
to help a specific target group. In doing so, a relation of solidarity between the actors is
created, but it remains one-sided. Thereby, the power-decline is maintained and at times
even reinforced due to the one-sided logic of giving.

The image-oriented type — as the name suggests — typically focuses on the
generation of a positive image. And this objective is not only defined by companies.
NGOs also benefit from this type of cooperation, as the topics they advocate are very
often enhanced and made visible in framework of public discourse.

The differentiation of corporate partnerships is a static categorisation. In reality,
the objectives and motives blur. Still, it can be said that the benefit-oriented type
predominates in most of the European countries, whereas the philanthropic type is
much more common in the US. Philanthropic motivation often aims at community
development and CC is mostly a part of comprehensive corporate community
involvement strategies. And the image-oriented type? Currently, it is on the rise all
around the globe.
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International networks and standards

The debates within the CSR and CC process have become international in recent

years. What are the reasons? First, the increasing worldwide expansion of European

enterprises accompanied by their growing international orientation. Hence, there is

more competition with those enterprises which have already established CSR and CC

cultures and communicate them to the wider public, particularly to their stakeholders

and consumers, who somewhat force an increasing number of corporations to deal Most important role in the
with CSR and CC topics. A second reason is the growing number of international implementation of CSR
networks, such as Global Compact, the Declaration on Fundamental Principles and and CC: the stakeholders
Rights at work adopted by the member states of the International Labour Organisation

ILO, International Organisation for Standardisation ISO, CSR Europe as well as the

implementation of international standards, such as: AccountAbility 1000 AA1000,

Social Accountability 8000 SA8000, and Global Reporting Initiative. These forms of

internationalisation enormously strengthen globally operating NGOs, which engage in

economic and business related issues apart from intervening as soon as socially and

ecologically problematic topics arise. Stakeholders - regardless of type — nowadays play

the most important role in the implementation of CSR and CC, whereas governmental

and national institutions noticeably contain themselves with regard to CSR and CC’s

general framework and governance.

The triple bottom line

Participants of the ecologically-oriented debate on sustainability are of special

importance. Within the last years they have managed to contribute greatly to the

discussion over CSR and CC. These stakeholders can build on years of negotiation-

process experiences with corporations and governmental institutions. They have

developed a certain understanding, strategy and form of cooperation. These experiences

could be quite helpful in discussions about CSR and CC, even if they lack the reflection Sustainability is about
on CSR and CC’s economic and social relevance. This is why amalgamations of various economic, social and
contents occurs; this is also why attempts to subsume CSR and CC under the well- ecological issues
known paradigm of sustainability are undertaken. A real integration of the debates has

yet to occur. Nevertheless, the prevalence of CSR and CC will most probably increase,

if a common interpretation of sustainability is developed. Conceptually, the idea of the

three basic dimensions of sustainability will probably held spark this development:

Sustainability equally refers to social, environmental and economical issues. Social

responsibility and citizenship of corporations actually consists in positively affecting

all the three. Among companies, the concept of sustainable management - relating

to the triple-bottom-line — could further prevail: Accordingly, economic success goes

hand-in-hand with the creation of environmental and social value. In this sense,

the sustainability paradigm would doubtlessly be a gain for CSR and CC. It also is

predictable, that this integration incorporates great potential for the responsible

handling of social and ecological resources. Processes, which obliterate the border

between society in general and the business world, will probably enhance collective

learning processes towards a global civil society. ¢
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Mondi: The importance of
stakeholder dialogue

It was a sunny morning in late July 2003 as Viv McMenamin entered the headquarters
of the then South African-based Mondi Group (Mondi, hereafter) in downtown
Johannesburg, South Africa. McMenamin had a master’s degree in economics, had
previously worked for the African National Congress ANC and was considered one
of the country’s foremost economic development experts — the type of person David
Hathorn, CEO of Mondi, was looking for. Hathorn and top-level executives decided
to evaluate and streamline sustainable development SD across the group as Mondi’s
business units, Mondi South Africa (Mondi SA, hereafter) and Mondi Europe, were
in the process of being vertically restructured into Mondi Business Paper and Mondi
Packaging. (In this way, both units would thereby end up managing their specific
functions across national borders). One of the first steps in that direction was to
appoint a group SD director to develop and lead a global SD strategy.

During their discussion that morning Hathorn was impressed by McMenamin’s
knowledge and analysis of Mondi’s local SD activities in South Africa. To her, bullet-
pointing these projects was not a problem. They ranged from adult literacy and
waste paper recovery programmes, contributions to the creation of SMEs, the set-
up of schools for disabled, the rehabilitation of large areas of forestry plantations
into wetlands and grasslands, to bee farming projects aimed at preventing forest
fires (as beehives were often robbed on Mondi’s property by ‘smoking’ the bees
from their hives, resulting in forest fires). The problem with these activities, said
McMenamin, was that these projects were mostly managed at a local level and
there was a need to comprehensively assess the economic, environmental and social
values from a corporate and national perspective. Their diversity, she continued,
probably reflected a reactive compliance with Anglo American plc’s requirements
(a mining giant founded in South Africa and the group’s owner until 2007) rather
than a Mondi-specific strategy.

Hathorn complemented her remarks by explaining that her thinking was
probably applicable to most of Mondi’s SD activities throughout the world. If she were
to accept his offer, he said, she would not only be made responsible for SD in Mondi’s
South African operations, but for all of the group’s respective SD activities around the
world. He hoped she would. Why?
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up the supply chain

South Africa was the “hot-spot” of the group with regard to its social SD activities:
Mondi’s country of origin was still in a complex transitional process from apartheid
to democracy. During the early post-apartheid period the country experienced the
outsourcing of labour and subcontracting within Mondi and practically throughout
the country’s entire industrial sector due to the implementation of new labour market
regulations that experts perceived to be disproportionately employee-centred.! This had
positive, short-termeconomiceffects forcompanies, butthe socio-economicconsequences,
such as high unemployment rates (with all the corresponding implications), proved
to be pressing. Many of the mentioned Mondi SD projects within South Africa were
designed by individual business units to cope with these challenges.

So, it was clear to Hathorn that inside-knowledge of the societal and political
dynamics in South Africa was an important requirement for Mondi’s new SD director
- and McMenamin had that knowledge. Coming from outside of the corporation, he
thought, she would also have an unbiased perception of the socio-economic impact
of Mondi’s business and SD activities in South Africa, which would allow for their
objective assessment and the improvement of Mondi’s social performance within the
country - “one of our most prominent challenges”, said Hathorn, next to developing the
new group-wide SD strategy. Two weeks after their discussion McMenamin agreed to
accept Mondi’s offer. She was officially appointed as the group’s SD director in March
2004 and was anxious to do a good job.

The Mondi Group

By 2007, Mondi was an international paper and packaging group with key operations
in western and emerging Europe, Russia and South Africa. The group was principally
involved in the manufacture of packaging paper and converted packaging products,
uncoated fine paper as well as speciality products and processes, including coatings,
release liners and consumer flexibles. The group was fully integrated across the paper
and packaging production process, from the growing of wood and manufacture of
pulp and paper, to the converting of packaging paper into corrugated packaging and
industrial bags. Based on its 2007 sales, the group was Europe’s number-one producer
of kraft and office paper and the continent’s leading bag converter. In addition, Mondi
was South Africa’s number-one manufacturer of corrugated and plastic packaging as
well as containerboard.

Trends shaping the paper and packaging industry

In his 2008 survey, Top Ten Issues: 2008, Paper and packaging industry, published
on Deloitte’s corporate website, John Dixon presented trends which he thought
would affect the industry in the near future. He predicted that paper and packaging
companies would perpetuate their process of consolidation and thus make costs and
pricing more stable — as they strive to find creative ways to cut energy costs (which
already account for up to ten percent of total costs in industry-typical companies).
Organisational structures would continue to flatten, he presumed, while the industry’s
vertical integration was being questioned due to massive timberland sales conducted
by some of the market leaders. End-consumers in the developed world, he projected,
would continue to exert pressure up the supply chain as they increasingly demand
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environmentally friendly production processes. Emerging markets, he finally stated,
would become large consumer markets as the use of copiers and printers increased,
while continuing to be low-cost locations for routine operations. This remark echoed
Mondi’s own wording in its 2007 sustainability report, which expressed their group-
aim to be “the lowest-cost producer in our market, by selectively investing in forestry
and production capacity in low costs regions.”

Mondi in detail

Mondi’s roots reach back to 1967, when Anglo American built the Merebank Mill.
Following more than twenty years of growth and consolidation in South Africa, Mondi
came to Europe in the early 1990s and started a long period of expansion through
acquisitions. Businesses were bought in the UK, France, Russia, Slovakia, Poland,
Hungary, Denmark, the Netherlands, Bulgaria and Italy, as well as Austria (where
the 200 year-old paper producer Neusiedler AG was taken over in 2000). In November
2004, Mondi’s business units (Mondi SA and Mondi Europe) were restructured into
Mondi Business Paper and Mondi Packaging. By 2008, after having successfully
demerged from Anglo American the previous year, the group operated two divisions
- namely Europe & International and South Africa, with corporate offices in the UK
and South Africa.

In 2007, Mondi had production operations running in 127 sites across 35
countries and an average of 35,000 employees. Its three primary business streams
were Corrugated (products ranging from shelf-ready packaging solutions to heavy
duty packaging), Bags and Specialities (such as kraft paper, market pulp, industrial
paper bags and flexible plastic-based products), Uncoated Fine Paper (office paper,
market pulp and specialised paper-based print products).

Mondi had a dual listed company DLC structure comprised of Mondi Ltd., a
company registered in South Africa, and Mondi plc, a company registered in the UK.
Mondi Ltd. had a primary listing on the Johannesburg Stock Exchange, while Mondi plc
was primarily listed on the London Stock Exchange. Nineteen Mondi Ltd. shareholders
held 49.96 percent of company shares on December 31, 2007; 53 shareholders had 79.65
percent of all the Mondi plc shares that same day. As of 2007, the company had revenues
of EUR 6.2 hillion and an EBIT of EUR 502 million. Packaging product sales accounted
for 62.9 percent of total revenues and paper sales accounted for 37.1 percent. For
comparative purposes: International Paper was the industry’s peer in 2007. It’s 51,500
employees generated revenues of USD 21,9 billion with an EBIT of USD 1.1 billion.

Sustainable Development at Mondi

Mondi’s mentioned aim to be the lowest-cost producer in the industry was reflected
in the following facts: In 2007, Mondi owned or leased 1.9 million hectares of forest in
the low-cost regions of Russia and South Africa (which corresponded to 47.9 percent
of Austria’s entire forest area that year). This allowed an annual cut of eight million
solid cubic meters of wood, which were then processed into 3.8 million tonnes of pulp.
In his opening statement of the group’s 2007 sustainability report, Hathorn expressed
his commitment to community engagement and global standards of employment
throughout the company’s operations, including in the low-cost regions, in addition
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to focusing on issues such as responsible procurement of wood and the reduction of
CO,-emissions.

In fact, as Mondi experienced rapid growth in transitional economies, it was
of particular importance to the company to enable the integration of employees and
external stakeholders within local, regional and global value chains. The company’s
proprietary socio-economic assessment toolbox SEAT, developed by Anglo American
in 2002, was designed to help initiate that integration process by assessing the social
impact of its business operations.

Historically, the forestry industry had often been a focus of criticism for its
less than acceptable environmental practices. The impact of some operations -
especially the unsustainable exploitation of northern and tropical forests — was too
drastic to be easily forgotten. Mondi has addressed these concerns by implementing
scientifically sound environmental practices in its forestry operations, while taking
into consideration those communities which rely on the forests for their livelihood.
In Russia, the company initiated a multi-stakeholder dialogue process to set aside
areas of pristine virgin forests while enabling rural people to continue making their
living from these forests. In South Africa, wall-to-wall planting and the inappropriate
use of grasslands and wetland areas created environmental and social problems on
Mondi properties. As of 2002, Mondi was creating plantation-free buffer zones around
wetlands and riparian zones (areas close to rivers, streams or lakes) to conserve water
resources and associated biodiversity on its 350,000 hectares in South Africa.

Mondi challenged to address forest fires in South Africa

A decade earlier, in the 1990s, Mondi was confronted with an unusually high
occurrence of forest fires in South Africa, particularly in the Mkhondo business unit.
Company estimations suggested that a yearly average of circa 1,000 forest fires on the
75,000 hectares of the Mkhondo business unit alone resulted in losses of ZAR (South
African rand) 50 million (EUR 5.5 million).2 Why did this occur? It was difficult to
find a direct answer to that question, but probably some of the main reasons were
outsourcing and subcontracting.

Between 1994 and 2004 (the first ten years after apartheid) South Africa
experienced an enormous economic catch-up: A yearly real GDP growth rate of 3 percent
between 1995 and 2003 was about double the rate recorded between 1980 and 1994.
But the official unemployment quota remained high, namely at 26 percent in 1994 and
in 2004. What were the reasons? One was the implementation of somewhat employee-
focused labour market regulations, which not only nourished unemployment, but also
employment avoidance from the corporate side: Firms developed complex mechanisms
to avoid labour legislation costs, including outsourcing and subcontracting®. This was
also the case with Mondi as the following facts referring to the Mkhondo business
unit show.

With its 75,000 hectares of forestry plantations, the Mkhondo business unit
produced wattle pulp, mining timber, gum pulpwood and pine pulpwood. In 2004, it
had an average yearly wood-product output of 1.1 million tonnes and directly supplied
the company’s packaging mills in Piet Retief and Richards Bay, as well as the Mining
Timber mill in Piet Retief. This business unit was located in the Mkhondo Local
Municipality, which was a part of Gert Sibande District Municipality, one of the three
district municipalities in the Mpumalanga province. Mkhondo covered 4,868 km2 and
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had a population of about 147,000, which meant that it was practically double the size

of Luxembourg while having one third of that country’s population. The predominant

language in Mkhondo was Zulu, one of the eleven official languages in post-apartheid The Mkhondo business
South Africa. By 2004, the Mkhondo business unit had 41 direct employees; another unit had 41 diract
4,000 were employed indirectly via eight contractors appointed by the unit to run its employees;

’ another 4,000 were
silviculture and harvesting operations in five sub-units called Amsterdam, the Bends, employed indirectly
Zoar, Vrede/Mooihoek and Tower Forest/Derby. But business operations had not always
been managed that way.*

In the course of its long period of expansion and consolidation within South
Africa, Mondi bought Natal Tanning Extract’s core plantations in 1992 and formed
what was later known to be its Mkhondo business unit. Prior to 1998, the workers were
directly employed by the company and received fixed wages. In 1999, Mondi decided
to outsource forestry operations. The aforementioned sub-units were given contractor
status. Former supervisors became the managers of these newly established firms,
which were now in charge of their own logging operations. Retirement packages of
ZAR 15,000 (EUR 1,650) were given to the workers and they were requested to choose
whether they wanted to work for the new contractors under their conditions or seek
new jobs elsewhere. The contractors paid their workers on an output-related, per-
pole-basis. From a short-term, cost-related point of view, these measures achieved
their objectives: Prior to 1998 the unit’s harvesting costs stood at an average of ZAR
75 (EUR 8.25) per tonne of harvested wood; the new operational system led to an
average saving of ZAR 49 (EUR 5.39) per tonne. From a long-term perspective these
measures unfolded to become a hindrance for sustainable business operations as
local community infrastructure deteriorated in an outsourced model.

Redefining Mondi’s SD activities

In March 2004, when McMenamin started her new job as the Mondi group’s SD director,

she frequently met with Mondi executives in order to evaluate how to best drive SD

across a consolidated company. Apart from gathering information on ongoing SD In 2004, Mondi evaluated
activities, she focused especially on reviewing the SD risks and opportunities that the ::yetzpdr:::tsa“:r‘:si:a:'e
group was facing in order to then define SD priorities. By September 2004, she was able consolidated company
to bullet-point the risks, opportunities and SD objectives, which were then published in

the group’s 2004 SD report. The risks and opportunities perceived by Mondi were:

= Good SD practices in Europe

Growing group exposure in transnational economies

® Increasing contracting

Stakeholder expectations that Mondi assumed increased responsibility for forestry

The opportunity to profile the group around environmental excellence and innovation
® The successful integration of new acquisitions
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any tangible results

The SD objectives that were thus defined were as follows:
® The implementation of good governance

® The development of economic development guidelines
® The pursuit of environmental excellence

® The improvement of the group’s social performance, especially in transitional
economies

Measures were then short-listed to achieve these objectives. These ranged from
the establishment of a SD committee to coordinate SD issues throughout the
group (governance), the development of local economic development guidelines
(economic), the creation of a group energy strategy (environment) and the increased
understanding of the communities in which Mondi operated through further SEAT
assessments (social).

Shifting focus from the outcome of SD activities ...

More fully engaging with and listening to stakeholders to improve the group’s
social performance was of specific importance in South Africa, McMenamin quickly
understood. Why? Because the various, respective SD activities Mondi implemented
in the country on divisional, regional or local level did not seem to adequately respond
to the socio-economic context of its business operations. They might be outcome-
oriented in the sense that they achieved their project objectives, McMenamin often
said when talking to executives in South Africa, but they lacked an impact from a
corporate and a societal perspective. This became very clear to McMenamin during a
briefing with regard to the Mkhondo business unit.

Roughly estimated 10,000 people were living in 56 villages on Mondi’s property
in Mkhondo. Average unemployment rates stood at 40 percent. The majority of the
people were subsistence farmers, living off raising cattle.

Low levels of education were predominant, as was a lack of basic water and
energy supply, sanitation and health services. Many villages only had one or two
water pumps, which very often were located as far as 200 metres from the nearest
dwelling and frequently needed repair. None of the 56 villages had a sewage system,
only one had electricity supply. Stable housing hardly existed. Rates of HIV/AIDS
infections were estimated to be around 35 percent.’

... 1o business operations’ socio-economic impact ...

In order to cope with these pressing facts, Mondi had engaged in a number of SD
activities in Mkhondo during the late 1990s and early 2000s, encompassing education
and health services that were coordinated by the community engagement facilitator
CEF, a member of Mondi’s full-time staff. The CEF was chiefly responsible for the
management of social issues associated with the operation and the establishment of
working plan units WPU forums, which allowed for local stakeholder complaints and
issues to be raised and addressed.
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One of the SD concepts in the Mkhondo business unit had been the proposed
idea of village consolidation (called the Nodal System): Mondi planned to solve the
aforementioned acute need for basic infrastructure provisions by regrouping the
majority of the residents of the 56 poorly planned and equipped villages into five
consolidated nodal villages, which could then be more efficiently supplied with basic
infrastructure, provisions and services. But the project had to be stalled in late 2003
without any tangible results because of the lack of capacity to deliver at a local level.

... in order to cope with pressing social needs in South Africa

Generally speaking, Mondi’s historical socially-focused SD efforts had not made a
difference to the overall socio-economic picture in Mkhondo. In early 2004, forest fires
were still acommon way for the local inhabitants not only to rob wild beehives on Mondi
property, but also to express their sentiment of general discontent. Therefore, in order
to more fully understand stakeholders’ needs, McMenamin decided to focus on and
evaluate the immediate socio-economic impact of Mondi’s business operations (rather
than the company’s individual SD projects). Business operations (not separate SD
activities) were the company’s main interface with society. Evaluating Mondi’s socio-
economic impact from that perspective would thus lead to a deeper understanding of
stakeholders and improve the group’s social performance in South Africa. Shifting
from outcome to impact was a question of efficiency.

Socio-economic assessment toolbox: The SEAT process

In the early 2000s it became clear that other companies within the Anglo American
group in South Africa were confronting similar challenges. Executives were trying to
professionally evaluate the socio-economic impact of business operations in order to
more fully understand stakeholders and to improve their individual company’s social
performance. Within this framework SEAT emerged in 2002 and when McMenamin
joined Mondi in 2004, she was pleased to have a seemingly effective tool at hand to
assess the impact of Mondi’s South African business operations from a socio-economic
perspective.

“The SEAT process can be broken down into five distinct stages”, said McMenamin
when explaining SEAT to executives in South Africa, “Stage one”, she said, “refers to
the definition of the specific objectives of the SEAT process. Stage two”, she continued,
“profiles the local Mondi business unit and its neighbouring communities apart from
identifying key issues at stake. Stage three aims at evaluating Mondi’s economic and
social impact. Stage four provides guidance on management responses to kKey issues,
while stage five consists of reporting back to stakeholders” (see Exhibit 1 for a bullet-
point overview of the key steps in the SEAT process).

Although the SEAT process in Mkhondo had the highest priority for reputational
reasons, McMenamin also wanted SEAT to be implemented in SiyaQhubeka forestry
operation in Zululand, the Richards Bay pulp operation in Richard Bay, the Merebank
paper operation in Durban and in the Peak Timbers operation in Swaziland. To her
the number one objective for an implementation of SEAT in all the five business units
would be to identify and assess the (positive and negative) socio-economic impacts
that Mondi’s operations had on local communities and other relevant stakeholders
within the company’s zone of influence.
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Would they succeed? She was positive they would due to a number of reasons:

= The SEAT process contained group-wide best practice experience and encouraged
third-party involvement throughout the entire process, all of which would build
trust and credibility.

® The process was designed not only to consult with directly affected stakeholder
groups, but to also consult with interested parties (such as neighbouring farmers
and church leaders) as well as local authorities. This broad perspective, she
believed, would help to construct a wide picture of reality.

® Finally, she thought the interactive quality of SEAT would foster true dialogue and
build confidence.

The SEAT processes were set up by Mondi together with two local consultants, KSE-
Ukhozi Environmentalists and Environment Resources Management ERM in 2004.
They were then carried out from November 2004 to February 2005. Quantitative data,
such as exact population figures, were drawn from municipal documents. Qualitative
data, such as perceptions and attitudes, were collected through open-end one-to-one
interviews as well as moderated open-end group discussions. In Mkhondo, a total of
1,800 individuals, representing 21 stakeholder groups, were consulted in that time.
They ranged from Mondi employees to private medical services (see Exhibit 2 for an
overview of the 21 consulted stakeholder groups).

The insights SEAT provided

The stakeholders mentioned a number of (positive and negative) socio-economic
impacts they linked to Mondi’s business operations in Mkhondo. They were pleased
to see Mondi initiating a large-scale stakeholder dialogue. They also endorsed the
company’s ongoing contribution to the local economy.

But they were less satisfied with the weak flow of information from the company
to the communities. Poor communication between Mondi’s management and the local
communities was perceived to be a factor significantly contributing to community
discontentment.

Stakeholders also mentioned that Mondi did not always deliver on its commitments
and they raised numerous other concerns regarding the working conditions under
contractors (such as working hours, remuneration and safety).

Furthermore, overgrown plantations were perceived to create unsafe conditions
for women and children (such as crime and rape) and tensions had arisen between
Mondi and village inhabitants over the grazing of cattle and the collection of firewood
on company property.

Finally, concerns were raised that Mondi stood to lose a large proportion of their
work-force due to the high percentage of labourers reportedly being HIV positive.6

Lack of social perspective: Using the insights of SEAT process to re-align SD efforts

Did this feedback relate to the results found in the other business units’ SEAT reports?
By February 2005, McMenamin knew it did: Poor communication was mentioned on
numerous occasions, as were problems relating to subcontractors. The reduction of
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local employment opportunities in forestry operations due to the use of mechanical
harvesters — which was perceived as a negative socio-economic impact in the other Large numbers of
four business units — suggested that large proportions of employees in South Africa employees feared loss of
feared the loss of employment. employment
When analysing the feedback, McMenamin understood that a lack of social
perspective was the key problem in those communities with which Mondi had engaged
via SEAT. In Zululand, Richards Bay, Durban and Swaziland, people said they were
afraid of losing their jobs. In Mkhondo, the problems and tensions with regard to the
collection of firewood and grazing cattle conveyed the same fear, but from a different
angle: People were trying to make a living (e.g., by cattle farming) within their own
socio-economic perspective and this perspective did not relate to Mondi. In fact, their
perception was that Mondi and its policies were hindering people’s means of survival.
In general terms this meant that people did not experience Mondi as a socio-
economic enabler. McMenamin realised that one way in which Mondi could improve Stakeholders did not
its social performance in South Africa was to focus on substantially contributing to experience Mondi as a
human capacity building; in other words contributing toward the alleviation of the soclo-economic enabler
country’s “chronic skill deficiencies™.
McMenamin knew that this had one main implication with regard to the ongoing
socially-focused SD projects in South Africa: They would have to concentrate on
developing and enabling specific skills of people.

Management responses and evaluation

In February 2005, the findings of the five SEAT processes carried out in South Africa
were summarised. The respective reports were distributed to Mondi’s stakeholders,
Mondi’s management in South Africa and Europe and to Anglo American’s top-level
management in London. Additionally, the reports were published on the company’s
corporate website. Reactions were very positive from all sides. Adequate management
responses focusing on improvements in communication and human capacity building
soon followed.

What did these responses look like in concrete terms? In Mkhondo, Mondi’s
management decided to centre its efforts on three main ideas:

Cattle and firewood

Subsistence cattle farming could possibly be used as a lever to enable community
inhabitants to make a living and thus open socio-economic opportunities. Therefore,
in areas with a low density of seedlings, setting aside grazing areas for the winter
months would be granted to livestock owners. But it would be even more important to
build human capacity (possibly together with local NGOs) to turn these subsistence
farmers into market suppliers. In addition, Mondi would address current sensitivities
with its existing firewood policy. As many village inhabitants stole wood due to a lack
of housing material, a complementary housing-programme would be installed.

Nodal System
During the SEAT process, it was discovered that many stakeholder groups had never

heard about the Nodal System and key stakeholders remained sceptical. Management
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would thus expand its consultations with key stakeholder, as well as widen its general
communications on the topic, thereby shedding light on the specific socio-economic
benefits implied by the Nodal System. Didn’t entrepreneurial village inhabitants lack
the basic infrastructure to start their own microbusinesses? Somebody who wanted
to open and run a bar or a barbershop, for example, would need a steady supply of
water and electricity — and that’s what the Nodal System was aiming to establish.

HIV/AIDS

Many former employees not only lacked perspective due to the socio-economic
setting in which they lived, but were further limited by their poor physical condition.
Therefore, Mondi would also embark on a number of initiatives aimed at addressing
the impact of HIV/AIDS. Helping to increase the role of peer education, and access
to testing, treatment and counselling appeared to be a feasible way