pressure to change their business models and become more sustainable.
Corporate governance codes across Europe have introduced the term ‘long-term value creation’
to capture companies’ social responsibility. However, the concept of long-term value creation
lacks tools that would enable its application. Companies still steer their investments based on
outdated valuation methods, which are entirely based on nancial value.

integrated value would give substance to long-term value creation.
Integrated value involves managing and balancing the nancial, social and ecological value



1 Introd ction

e economic system has brought great prosperity, but its negative social and ecological
results are increasingly apparent.  ere is an urgent need for better outcomes, for social
fairness and to stay within planetary boundaries®. Corporate governance codes across Europe
have introduced the concept of long-term value creation as a framework for companies’
broader responsibilities>.  ese codes are soft-law instruments: they are endorsed by the
government, but provide exibility to companies on how to achieve the stated principles
(including the principle of long-term value creation). e codes are updated periodically, as
currently, for example, in the Netherlands.

Companies are therefore under pressure to move away from the classical shareholder
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 https://www.se.com/ww/en/Images/afep-medef-code-revision-january-2020-en_tcm564-134746.pdf
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 https://www.multicapitalscorecard.com/multicapital-scorecard/

Developments in the last three years in impact valuation enable companies to measure
environmental and social e ects and express them in monetised form via cost-based prices
(Serafeimeral 2019; De Adelhart Toorop ez e/ 2019). e monetisation of the di erent value
components allows aggregation. In the integrated valuation concept, the decision rule for
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Directive®. isdirective, if adopted, would apply double materiality, meaning both the
impact of a company on society and nature, and the impact of society and nature on the
( nancial) value of the company would be reported. e International Reporting Financial
Standards (IFRS) foundation is still one step behind. e IFRS will develop International
Sustainability Standards based on a single materiality: the impact of society and nature on
company value®.

e key question is what can companies do with this new information?

o o

3 Steering on integrated 4 al e

is Policy Contribution proposes to use the impact information to steer investment deci-
sions. e idea behind the integrated concept of value is that a socially responsible compa-
ny would build value in all three areas: nancial, social and environmental (Mayer, 2018;
Schoenmaker and Schramade, 2019; Edmans, 2020). e economy would then be in quadrant
2 of the value matrix (Figure 3). To achieve this, ecological (E), social (S) and nancial (F)
value will need to become positive for most companies. Companies now in quadrant 1 will
have to move to quadrant 2 to remain in business or face collapse (quadrant 3). e objective
isquadrant2. e same for companies in quadrant 4 (charity). ese companies will have
to become pro table, if they want to scale up and achieve more societal impact. Transition
pathways to move to quadrant 2 are needed for quadrant 1 and 4 (Kurznack ez a/, 2021).  at
is a business opportunity for the frontrunners, especially at a time when governments are
likely to introduce new rules and taxes to internalise social and environmental externalities.
For example, many companies, such as Philips and Novozymes, will bene tfrom asigni cant
carbon price, because these companies have adopted a strategy aimed at reducing carbon
emissions ahead of their competitors (Schoenmaker and Schramade, 2019).

Fig re 3:Val e creation matgi

E+Svalue destroying  E+S value creating

Quadrant 1; Quadrant 2:

F value creatin
Y over-exploitation win-win

F value destroying RS Quadrant 4:
collapse charity

Source: Schramade (2020). Note: F is financial value, E is ecological value and S is social value.

We have designed decision rules for investment projects to get into quadrant 2 and then
to stay there (Schramade ez a/, 2021). e following principles underlie the decision model for
value balancing:

1. Multivalue creation: value creation is stimulated and is positive for all three value dimen-
sions. isisthe long-term goal for all decisions, but is not always immediately possible
for existing activities;

8 See https://ec.europa.eu/info/business-economy-euro/company-reporting-and-auditing/company-reporting/

corporate-sustainability-reporting_en.
9 See https://www.ifrs.org/projects/work-plan/sustainability-reporting/.
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2. Transition: Where value is destroyed, a transition pathway to recovery is established.
is applies to all three value dimensions. e path to ending value destruction must be
credible;

3. Non-substitutability: in principle, netting is not allowed. In principle, negative e ects on
one value dimension cannot be compensated for by positive e ects on the other value
dimension(s);

4. Purpose: companies have scope to de ne their own purposes and incorporate those into
decision-making; the purpose re ects what companies are good at'’; accordingly, the
company can prioritise a speci c type of value, without neglecting the others.
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re ects behavioural ndings about losses. Losing a certain sum represents a loss of wellbeing
of approximately twice that sum (Kahneman and Tversky, 1979).

Next, columns 2 and 3 of Table 1 summarise the details of the investment projects avail-
able to the oil company. Project 1 has pro t (1) with no externalities, while project 2 has a
positive impact on the environmental side (2), but makes losses (-1). We rst analyse the
choice of projects on a project base. e traditional net present value rule sees nodi erence
between the projects; they both create a value of 1 (just adding up the value components).
Punishing negative values in the new decision model leads to selection of project 1, which has
no negatives.

e second step is to analyse the projects in relation to the company’s value pro le. e
last two columns of Table 1 show that simple adding up results in no di erence between the
projects. Either project would improve the company valuation by 1. By contrast, the new deci-
sion model would select project 2, as this project would partly redress the value destruction
on the environmental side. e improvement from project 2 would be 3, while from project 1
would be only 1. In terms of Figure 3, the oil company is a quadrant 1 value destructive com-
pany, and can improve its value pro le through projects that generate positive impact. Box 1
illustrates the operation of the model with a real-world example in the oil industry.

Table 1: Change in, al e creationb an oil compan

{

Source: Bruegel. Note: This table shows the annual value profile of an oil company which has the choice of two projects. The first column
shows the valuation profile of the oil company. The next two columns show the value of the projects on a stand-alone basis. The last two
columns show the value profile of the oil company after the project (1 or 2). The top rows show the outcome for simple adding up of the
three values in rows 1 to 3. The bottom rows show our new decision model, where negative values count double (3 = 2) and the value
dimensions are equally weighted (B =y = 1). The annual value creation is obtained by adding the adjusted values in rows 7 to 12. The
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Bo 1:Shell (not) in transition

Shell has a negative ecological value because of the carbon emissions of its main products, oil
and gas*. s negative ecological value outweighs the positive nancial value (pro ts). In-
vestment in green energy companies, with simultaneous divestment of the exploration of new
oil and gas, can reduce this negative value. An example of this was the possible acquisition
in 2019 of Eneco, an energy utility company with a green strategy. With the integrated value
decision model, Shell would have arrived at a relatively high valuation of Eneco, because
Eneco would reduce Shell's negative ecological value score (which outweighs its positive
nancial value score). However, Shell applied its traditional nancial analysis model with a
high discount rate, resulting in a low valuation of Eneco. As a result, Japan's Mitsubishi was
able to acquire Eneco with a higher bid, and Shell continued to focus its investments on oil
and gas exploration*2.,

Business already practices value balancing. When strategy-setting, companies develop
long-term plans to prepare and adjust their businesses to future disruptions and to a world
in which their performance on climate change, consumer trust, employee satisfaction and
employee mental health is becoming as important as their nancial performance. Leading
companies are able to create both economic (F) and societal (E+S) value by continuously
adjusting their business and operating models to capture opportunities and mitigate risks
created by societal trends (Kurznack ez a/, 2021).

Financial and societal value can reinforce each other over the medium to long term.
Examples are sustainable companies that pay lower wages and/or attract higher talent
(Krueger et al, 2020), realise higher margins through customer awareness (Servaes and
Tamayo, 2013) or earn greater trust through social capital during times of crisis (Lins ez a/,
2017). ere can also be negative feedback loops. Exploitation of market power (Philippon,
2019), for example, increases pro ts (F) but reduces consumer surplus (S). Addressing carbon
emissions (E) may reduce pro tsin the short term (F), but improve a company’s competitive
position in the long run (F) when higher carbon taxes are implemented.

4 Steps to accelerate

e concept of integrated value involves managing and balancing the nancial, social and
ecological value dimensions of companies. is policy contribution introduces a decision
model to steer corporate investment on integrated value. e balancing of positive and
negative values across the nancial, social and environmental domains is a key element of
the decision model. Application of this decision model to concrete investment projects and
company valuations provides new forms of societal value creation and new insights.

But more is needed to promote the use of integrated value in the decision-making process.

e following four steps can foster acceleration:

11 A May court ruling in the Netherlands ordered Shell to reduce its emissions, showing that society expects
companies to include social and environmental value in their strategy strategies and business models in order
to retain (or regain) their social license to operate. See https://www.rechtspraak.nl/Organisatie-en-contact/

Organisatie/Rechtbanken/Rechtbank-Den-Haag/Nieuws/Paginas/Royal-Dutch-Shell-must-reduce-CO2-emissions.

aspx.
12 See https://fd.nl/ondernemen/1328800/waarom-greep-shell-mis-bij-de-verkoop-van-eneco-jfelcamKTfwI.
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1. Create an impact measurement standard. e impact-weighted accounts and the value
balancing alliance o er an interesting methodology for impact statements. Further work
isneeded to de neandre ne the core metrics of impact measurement. e ultimate goal
is to have a core set of impact metrics, which is harmonised internationally (see step 3).
Impact statements can be combined with the annual nancial report to arrive at inte-
grated reporting.

2. Publish faster and more frequently. Social and ecological impact data are still too far
behind nancial-economic data. e speed and frequency must be increased so that
managers can include this data in their investment decisions. Up-to-date social and eco-
logical data is crucial for integrated decision-making.

3. Support international harmonisation. Measuring integrated value, both in terms of impact
measurement and reporting standards, requires international harmonisation. atisan
important lesson from the history of accounting, which led to the successful International
Financial Reporting Standards (IFRS). e European Union and the IFRS Foundation are
already working on this.

4. Create international networks of companies. More companies are experimenting with
impact statements. Because no one knows exactly what the international sustainability
standards will look like, it is important to join forces and share knowledge. ereisalot of
willingness to share the knowledge with the IFRS foundation, which can eventually set the
international standard.

Even more important than new measurement and decision-making methods is the
willingness of company managers to focus on integrated value instead of nancial value. To
make the cultural change, we must rst of all adapt business, nance and accounting courses
at business schools and develop new textbooks based on concepts that include the social and
ecological value dimension. e integrated value concept (see Figure 1) is an example. Other
variants are also possible.

A culture change provides the foundations for the introduction of management informa-
tion and reporting systems that include social and ecological aspects. Based on these systems,
managers can then apply integrated thinking and decision-making in their everyday practice.
Knauer and Serafeim (2014) showed that companies can attract long-term investors through
integrated thinking, decision-making and reporting.  is allows companies to foster long-
term value creation.
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