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Looking Inside Out: Mapping the Social Impact of the Value Chain

The value chain depicts all the activities a company engages in while doing business It can be used as a framework to
identify the positive and negative social impact of those activities These “inside-out” linkages may range from hiring and
layoff policies to greenhouse gas emissions, as the partial list of examples illustrated here demonstrates

« Relationships with universities

» Ethical research

practices {e g . animal testing,

GMOCs}
= Product safety

« Conservation of raw materials
]- Recycling

« Financial reporting
practices

» Government
practices

 Transparency
» Use of labbying

+» Education & job training

+ Safe working conditions

« Diversity & discrirmination

» Health care & other benefits
» Compaensation policies

+ Layoff pclicies
resources

* Procurement & supply chain
practices (e g . bribery, child
tabor, conflict diamonds,
pricing to farmess}

» Uses of particular inputs
{e g . animal fur)

» Utilization of natural

Firm Infrastructurn

8 18.q., linancing, planning, investor refations)
=
E Hutnan Resouren Management
2 {e g, recriting, training, compensation system)
g \ Techaolagy Development
g {e g . product design, tesung. process design, material research market research)
n -
Procurement /
(eg cumpum.ms machinarny advanmrg & ser\nces}
inbound Opcmtions Ouibuund Mmketmg & Aftur Sates
“ Logistics Logistics Sales Service
2 e g, incoming  assembly, ey, order (a ? sales {e.g . instellation,
kS mataria component rocessing, " or by Customer suppor,
8 storage, date.  fabricotion  warahousing gdsg;!ﬂi;i%g complaint resolution
3 coligction proposal repai)
= service, aperpiions) preperation) writing, Wab
£ customer site}
[ access)

/

{
+ Transportation

impacts (e g .
emissions, ¢on-
gestion. iogging
roads}

i .
» Emissions & waste

*» Biodiversity &
ecoiogical impacts

* Energy & water
usage

« Worker safety &
labor relations

» Hazardous materials

Source: Michael E Porter, Competitive Advontage. Creating and Sustaining Superior Performance. 1985

. Packaging use
and disposal
{McDonald's
clamshell)

» ransportation

\\\ \
1 .

i 1
» Markating & advertising
le.g . truthful advertising.
advertising to children)

» Pricing practices e g .
price discrimination
among customers,
anticompetitive pricing
practices. pricing policy
1o the poor)

+ Consurner information
* Privacy
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* Disposal

of cbsolete
products

+ Handiling of
consumables
&g, motor
oil. printing
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« Customer
privacy
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Looking Outside In: Social Influences on Competitiveness

in addition to understanding the social ramifications of the value ¢hain. effective CSR requires an understanding of the
sacial dimensions of the company’s competitive context - the “outside-in” linkages that affect its ability to improve pro-
ductivity and execute strategy These can be understood using the diamond framework. which shows how the condi-
tions at a company’s locations {such as transportation infrastructure and honestly enforced regulatory policy) affect its
ability to compete

» Availabifity of human resources (Marrioft's job « Fair and cpen local competition
training} (e.g . the absence of trade barriers.
« Agcess to research institutions and universities fair regulations)
(Microsoft’s Working Connections} + Inteliectual property protection
« Efficient physical infrastructure « Transparency le g . financiat report-
« Efficient administrative infrastructure e ing. corruption: Extractive Industries

o T ) S Transparency Initiative)
« Availability of scientific and technological Context for - « Rule of law (e g , security. protection

infrastructure (Nestle's knowledge 0N LEX _
transfer to milk farmers) Eg&%ﬁ}tﬁv of property. legal system)

« Sustainablie natural resources _ T B ¥ o 5 X ] :\/Ieratocrtaéi’c |n>ceir;‘g\tf§ g)ystems
{GrupoNueva's water - he rules and e g . antidiscriminatio
conservation) ‘incentives that

. ) goverh competition
= Efficient access to capital o

+ Avatlability of tocal suppliers
{Sysco’s locally grown produce;
Nestiés milk collection dairies)

= Sophistication of local demand (e g
appeal of social value propositions:
Whole Foods' custorners)

+ Access to firms in related fields « Demanding regulatory standards
(California auto emissions &

mileage standards)

* Unusual local needs that can be
servad nationally and giobally
{Urbi's housing financing. Unilever's

= Presence of clusters instead of isolated
industries

“bottom of the pyramid” strategy}

Source: Michael £ ?c:rtcr. The Campeuuve Advantage ofNanans LT+ ]
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justifiable pride from their company’s positive involve-
ment in the community.

The best corporate citizenship initiatives involve far
more than writing a check: They specify clear, measurable
goals and track results over time. A good example is GE's
program to adopt underperforming public high schools
near several of its major U.S. facilities. The company con-
tributes between $250,000 and $1 million over a five-year
period to each school and makes in-kind donations as
well. GE managers and employees take an active role by
working with school administrators to assess needs and
mentor or tutor students. In an independent study of ten
schools in the program between 1989 and 1999, nearly all
showed significant improvement, while the graduation
rate in four of the five worst-performing schools doubled
from an average of 30% to 60%.

Effective corporate citizenship initiatives such as this
one create goodwill and hmprove relations with local gov-
ernments and other important constituencies. What's
more, GE's employees feel great pride in their participation.

ters based in England. The company has begun to ana-
lyze systematically tens of thousands of products in its
hundreds of stores against a list of a dozen social issues—
from climate change to working conditions at its suppli-
ers’ factories— 1o determine which products pose poten-
tial social responsibility risks and how the company
might take action before any external pressure is brought
to bear.

For most value chain impacts, there is no need to rein-
vent the wheel. The company should identify best prac-
tices for dealing with each one, with an eye toward how
those practices are changing. Some companies will be
more proactive and effective in mitigating the wide
array of social problems that the value chain can create.
These companies will gain an edge, but - just as for pro-
curement and other operational improvernents—any ad-
vantage is likely to be temporary.

Strategic CSR. For any company, strategy must go be-
yond best practices. It is about chooesing a unique posi-
tion - doing things differently from competitors in

resources —and benefit society.

Typicaily the more closely tied a social issue is to a company’s
business, the greater the opportunity to leverage the firm’s

;
i

i

Their effect is inherently limited, however. No matter
how beneficial the program is, it remains incidental to the
company’s business, and the direct effect on GE's recruit-
ing and retention is modest.

The second part of responsive CSR - mitigating the
harm arising from a firm's value chain activities—is essen-
tially an operational challenge. Because there are a myr-
iad of possible value chain impacts for each business unit,
many companies have adopted a checklist approach to
CSR, using standardized sets of social and environmental
risks. The Global Reporting Initiative, which is rapidly be-
coming a standard for CSR reporting, has enumerated a
list of 141 CSR issues, supplemented by auxiliary lists for
different industries.

These lists make for an excellent starting point, but
compartdes need a more proactive and tailored internal
process. Managers at each business unit can use the value
chain as a tool to identify systematically the social im-
pacts of the unit’s activities in each location. Here operat-
ing management, which is closest to the work actually
being done, is particularly helpful. Most challenging is to
anticipate impacts that are not yet well recognized. Con-
sider B&Q, an international chain of home supply cen-
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a way that lowers costs or better serves a particular set of

customer needs. These principles apply to a company’s
relationship to society as readily as to its relationship to
its customers and rivals.

Strategic CSR moves beyond good corporate citizen-
ship and mitigating harmful value chain impacts to
mount a small number of initiatives whose social and
business benefits are large and distinctive. Strategic CSR
involves both inside-out and outside-in dimensions
working in tandem. It is here that the opportunities for
shared value truly lie.

Many opportunities to pioneer innovations to benefit
both society and a company’s own competitiveness can
arise in the product offering and the value chain. Toyota's
response to concerns over automobile emissions is an ex-
ammple. Toyota’s Prius, the hybrid electric/gasoline vehi-
cle, is the first in a series of innovative car models that
have produced competitive advantage and environmen-
tal benefits. Hybrid engines emit as little as 10% of the
harmful pollutants conventional vehicles produce while
consuming only half as much gas. Voted 2004 Car of the
Year by Motor Trend magazine, Prius has given Toyota a
lead so substantial that Ford and other car companies are

HARVARD BUSINESS REVIEW i HER ORG

)




licensing the technology. Toyota has created a unique po-
sition with customers and is well on its way to establish-
ing its technology as the world standard.

Urbi, a Mexican construction company, has prospered
by building housing for disadvantaged buyers using
novel financing vehicles such as flexible mortgage pay-
ments made through payroll deductions. Crédit Agricole,
France's largest bank, has differentiated itself by offering
specialized financial products related to the environment,
such as financing packages for energy-saving home im-
provements and for audits to certify farms as organic.

Strategic CSR also unlocks shared value by investing in
social aspects of context that strengthen company com-
petitiveness. A symbiotic relationship develops: The suc-
cess of the company and the success of the community be-
come mutually reinforcing. Typically, the more closely
tied a social issue is to the company’s business, the greater
the opportunity to leverage the firm’s resources and capa-
bilities, and benefit society.

Microsoft’s Working Connections partnership with
the American Association of Community Colleges
(AACC) is a good example of a shared-value opportunity
arising from investments in context. The shortage of in-
formation technology workers is a significant constraint
on Microsoft's growth; currently, there are more than
450,000 unfilled IT positions in the United States alone.
Community colleges, with an enrollment of 11.6 million
students, representing 4% of ali 1.5, undergraduates,
could be a major solution. Microsoft recognizes, however,
that community colleges face special challenges: IT curric-
ula are not standardized, technology used in classrooms is
often outdated, and there are no systematic professional
development programs to keep faculty up to date.

Microsoft's $50 million five-year initiative was aimed at
all three problems. In addition to contributing money and
products, Microsoft sent employee volunteers to colleges
to assess needs, contribute to curriculum development,
and create faculty development institutes. Note that in
this case, volunteers and assigned staff were able to use
their core professional skills to address a social need, a far
cry from typical volunteer programs. Microsoft has
achieved results that have benefited many communities
while having a direct-and potentially significant-impact
on the company.

Integrating inside-out and outside-in practices. Pio-
neering value chain innovations and addressing social
constraints to competitiveness are each powerful tools
for creating economic and social value. However, as our
examples illustrate, the impact is even greater if they work
together. Activities in the value chain can be performed
in ways that reinforce improvements in the social dimen-
sions of context. At the same time, investments in compet-
itive context have the potential to reduce constraints on
a company’s value chain activities. Marriott, for example,
provides 180 hours of paid classtoom and on-the-job train-
ing to chronically unemployed job candidates. The com-
pany has combined this with support for local community
service organizations, which identify, screen, and refer the
candidates to Marriott. The net result is both a major ben-
efit to communities and a reduction in Marriott’s cost of
recruiting entry-level employees. Ninety percent of those
in the training program take jobs with Marriott. One year
later, more than 65% are still in their jobs, a substantially
higher retention rate than the norm.

When value chain practices and investments in com-
petitive context are fully integrated, CSR becomes hard to
distinguish from the day-to-day business of the Company.
Nestlé, for example, works directly with small farmers in

Value Chain Social Dimensions

Generic Social

Impacts Social Impacts of Campetitive
Context

T e e e e = —— +
{ Good citizenship  Mitigate harm ! Strategic philanthropy i
E from value chain | that ieverages capa- :
! activities ; bilittes to improve !
! e ———— + salient areas of '
! ' competitive context
! ! Transform value- h
! 1 chain activities to !
' Responsive | benefit society Strategic '
1 CSR 1 while reinforcing CSR i
H ! strategy H
: ! :
L SO i

developing countries to source the basic commaodities,
such as milk, coffee, and cocoa, on which much of its
global business depends. (See the sidebar “Integrating
Company Practice and Context: Nestlé's Milk District”)
The company’s investment in local infrastructure and its
transfer of world-class knowledge and technology over
decades has produced enormous social benefits through
improved health care, better education, and economic de-
velopment, while giving Nestlé direct and reliable access
to the commodities it needs to maintain a profitable
global business. Nestlé’s distinctive strategy is inseparable
from its social impact.

Creating a social dimension to the value proposition.
At the heart of any strategy is a unique value proposi-
tion: a set of needs a company can meet for its chosen cus-
tomers that others cannot. The most strategic CSR occurs

when a company adds a social dimension to its value
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proposition, making social impact integral to the overail
strategy.

Consider Whole Foods Market, whose value pioposi-
tion is to sell organic, natural, and healthy food products
to customers who are passionate about food and the en-
vironment. Social issues are fundamental to what makes
Whole Foods unique in food retailing and to its ability
to command premium prices. The company’s sourcing
emphasizes purchases from local farmers through each

store’s procurement process. Buyers screen out foods con-
taining any of neatly 100 common ingredients that the
company considers unhealthy or environmentally dam-
aging. The same standards apply to products made inter-
nally. Whole Foods' baked goods, for example, use only
unhleached and unbromated flour.

Whole Foods' commitment to natural and environmen-
tally friendly operating practices extends well beyond
sourcing. Stores are constructed using a minimum of

Nestié's approach to working with smail farmers exermnpli-
fies the symbiotic relationship between social progress
and competitive adventage fronically, while the com-
pany’s reputation remains marred by a 30-yearold contro-
: varsy surrounding sales of infant formula in Africa, the cor-
| poration's impact in developing countries has often been
| profoundly positive.
| Consider the history of Nestié's milk business in India.
‘ In 1962, the company wanted 1o enter the Indiar: market,
and it received government permission to build a dairy in
the northern district of Moga Poverty in the region was se-
vere; pecpie were without electricity, transportation, tele-
phones, or medicai care. A farmer typicaily owned less
than five acres of poorly irrigated and infertile soil Many
kept a single buffale cow that produced just enough milk
for their own consumption Sixty percent of calves died
newborn. Because farmers lacked refrigeration. franspor-
tation, or any way to test for quality, milk could not travet
far and was freguently contarninated or diluted

Nestié came to Moga to build a business. not to engage
in CSA But Nestlé's value chain, derived from the com-
pany's origins in Switzerland. depended on estabiishing
local sources of milk from a large, diversified base of small
farmers Establishing that vatue chain in Moga required
Nestlé to transform the competitive context in ways that
created tremendous shared velue for both the company
and the regicn

Nestlé built refrigerated dairies as collection points for
mitk in each town and sent its trucks out to the dairies 1o
coltect the milk With the trucks went veterinarians, nutri-
tionists, agronomists, and quality assurance experts Med-
icines and nutritional supplements were provided for sick
animals, and monthiy training sessions were held for local
farmers Farmers learned that the mitk quality depended
on the cows’ diet, which in turn depended on adequste

feed crop irrigation With financing and technical assis-
tance from Nestlé. farmers began to dig previously unaf-
fordable deep-bore weils improved irrigation not only fed i
cows but increased crop vields, producing surplus wheat
and rice and raising the standard of living

When Nestlé's milk factory first opened, only 180 local
farmers supplied mitk Today. Nestié buys mitk from more
than 75.000 farmers in the region, collecting it twice daily
from more than 650 village dairies The death rate of calves
has dropped by 75%. Mitk production has increased 50-
fold As the quelity has improved, Nestlé has been able to
pay higher prices to farmers than those set by the govern-
ment, and its steady biweekly payments have enabled
farmers o obtain credit. Competing dairies and milk facto-
ries heve apened, and an industry cluster is beginning to
develop.

Today. Moga has a significantly higher standard of living
than other regions in the vicinity. Ninety percent of the homes
have electricity. and most have ielephones; all villages have
primary schools, and many have secondary schools Moga
has five times the number of doctors as neighboring regions
The increased purchasing power of focal farmers has also
greatly expanded the market for Nestlé's products, further
supporting the firm's economic success

Nestig's commitment to working with small farmers is
central to its strategy |t enables the company to obtain a
stable supply of high-guality commodities without paying
middiermen The corporation’s other core products-coffee
and cocoa-—are often grown by small farmers in develop-
ing countries under similar conditions. Nestlé's exparience
in setting up coliection points. training farmers, and intro-
ducing better technology in Moga has been repeated in
Brazil, Thailand, and a dozen other countries, including.
mast recently. China In each case, as Nestlé has pros-
pered, 50 has the community
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virgin raw materials. Recently, the company purchased
renewable wind energy credits equal to 1008 of its elec-
tricity use in all of its stores and facilities, the only For
tune 500 company to offset its electricity consumption en-
tirely. Spoiled produce and biodegradable waste are
trucked to regional centers for comnposting. Whole Foods’
vehicles are being converted to run on biofuels. Even the
cleaning products used in its stores are environmentally
friendly. And through its philanthropy, the company has
created the Animal Compassion Foundation to develop
more natural and humane ways of raising farm animals.
In short, nearly every aspect of the company’s value chain
reinforces the social dimensions of its value proposition,
distinguishing Whole Foods from its competitors.

Not every company can build its entire value proposi-
tion around social issues as Whole Foods does, but adding
a social dimension to the value proposition offers a new
frontier in competitive positioning. Government regula-
tion, exposure to criticism and liability, and consumers’ at-
tention to social issues are all persistently increasing. As
a result, the number of industries and companies whose
competitive advantage can involve social value proposi-
tions is constantly growing. Sysco, for example, the largest
distributor of food products to restaurants and institu-
tions in North America, has begun an initiative to pre-
serve small, family-owned farms and offer locally grown
produce to its custoners as a source of competitive differ-
entiation. Even large giobal multinationals—such as Gen-
eral Electric, with its “ecomagination” initiative that fo-
cuses on developing water purification technology and
other“green” businesses, and Unilever, through its efforts
to pioneer new products, packaging, and distribution sys-
tems to meet the needs of the poorest populations -
have decided that major business opportunities lie in
integrating business and society.

Organizing for CSR

g ntegrating business and social needs takes more than
@ good intentions and strong leadership. It requires ad-
1 justments in organization, reporting relationships,
and incentives. Few companies have engaged operating
management in processes that identify and prioritize so-
cial issues based on their salience to business operations
and their importance to the company’s competitive con-
text. Even fewer have unified their philanthropy with the
management of their CSR efforts, much less sought to
emmbed a social dimension into their core value proposi-
tion, Doing these things requires a far different approach
to both CSR and philanthropy than the one prevalent
today. Cornpanies must shift from a fragmented, defen-
sive posture to an integrated, affirmative approach. The
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focus must move away from an emphasis on image to an
emphasis on substance.

The current preoccupation with measuring stakeholder
satisfaction has it backwards. What needs to be measured
is social impact. Operating managers must understand
the importance of the outside-in influence of competitive
context, while people with responsibility for CSR initia-
tives must have a granular understanding of every activity
in the value chain. Value chain and competitive-context
investments in CSR need to be incorporated into the per-
formance measures of managers with P&E responsibility.
These transformations require more than a broadening
of job definition; they require overcoming a number of
long-standing prejudices. Many operating managers have
developed an ingrained us-versus-them rnind-set that re-
sponds defensively to the discussion of any social issue,
just as many NGOs view askance the pursuit of social
value for profit. These attitudes must change if compa-
nies want to leverage the social dimension of corporate
strategy.

Strategy is always about making choices, and success
in corporate social responsibility is no different. It is about
choosing which social issues to focus on. The shortterm
performance pressures cornpanies face rule owt indiscrim-
inate investments in social value creation. They suggest,
instead, that creating shared value should be viewed like
research and development, as a long-term investment in
a company'’s future competitiveness. The billions of dol-
lars already being spent on CSR and corporate philan-
thropy would generate far more benefit to both business
and society if consistently invested using the principles
we have outlined.

While responsive CSR depends on being a good corpo-
tate citizen and addressing every social harm the busi-
ness creates, strategic CSR is far more selective. Compa-
nies are called on to address hundreds of social issues, but
only a few represent opportunities to make a real differ-

- ence to society or to confer a competitive advantage. Or-

ganizations that make the right choices and build fo-
cused, proactive, and integrated social initiatives in
concert with their core strategies will increasingly dis-
tance themselves from the pack.

The Moral Purpose of Business

By providing jobs, investing capital, purchasing
f?:-m goods, and doing business every day, corpora-
feee? tions have a profound and positive influence on
society. The most important thing a corporation can do
for society, and for any community, is contribute to a pros-
perous economy. Governments and NGOs often forget
this basic truth. When developing countries distort rules
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and incentives for business, for example, they penalize
productive companies. Such countries are doomed to
poverty, low wages, and selling off their natural resources.
Corporations have the know-how and resources to change
this state of affairs, not only in the developing world but
also in economically disadvantaged cominunities in ad-
varnced economies.

This cannot excuse businesses that seek short-term
profits deceptively or shirk the social and environmental
consequences of their actions. But CSR should not be only
about what businesses have done that is wrong - impor-
tant as that is. Nor should it be only about making phil-
anthropic contributions to local charities, lending a hand
in time of disaster, or providing relief to society’s needy—
worthy though these contributions may be. Efforts to find
shared value in operating practices and in the social di-
mensions of competitive context have the potential not
only to foster economic and social development but to
change the way companies and society think about each
other. NGOs, governments, and companies must stop
thinking in terms of “corporate social responsibility” and
start thinking in terms of “corporate social integration.”

Perceiving social responsibility as building shared value
rather than as damage control or as a PR campaign will re-
quire drarnatically different thinking in business. We are

convinced, however, that CSR will become increasingly
important to competitive success.

Corporations are not responsible for all the world’s
problems, nor do they have the resources to solve them
all. Each company can identify the particular set of soci-
etal problems that it is best equipped to help resolve and
from which it can gain the greatest competitive benefit.
Addressing social issues by creating shared value will lead
to self-sustaining solutions that do not depend on private
or government subsidies. When a well-tun business ap-
plies its vast resources, expertise, and management tal-
ent to problems that it understands and in which it has
a stake, it can have a greater impact on social good than
any other institution or philanthropic organization. ©

1. An early discussion of the idea of CSR as an opportunity rather than a cost
can be found in David Grayson and Adrfan Hodges, Corporate Social Opporty-
nity (Greenleaf, 2004).

2 For a more complete discussion of the importance of competitive context
and the diamond model, see Michael E Porter and Mark R, Kramer, “The
Competitive Advantage of Corporate Phitanthropy” HBR December 2002, See
also Michael Porter's book The Competitive Advantage of Natigns (The Eree
Press,1990) and his article “Locations, Clusters, and Company Strategy!” in The
Oxford Handbook of Economic Geography, edited by Gordon [ Clark, Maryann
P Feldman, and Meric 5. Gertler (Oxford University Press, 2000).
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“Sorme men are born great, some achieve greatness,
and some are allowed to work for great men like me”
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