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Introduction

Friedman’s (1970) doctrine of shareholder primacy is increasingly being challenged,
in business, society, and capital markets. These changes are attributed in part to
market shocks, such as the financial crisis, and to the gravity and urgency of systemic
‘wicked’ challenges, such as climate change and income inequality. To cope with this,
companies are expected to redirect their focus from maximising shareholder value to
a vision of corporate purpose that allows them to focus on providing ‘profitable
solutions for people and planet, without profiting from the creation of harm’ (British
Academy 2019; Mayer 2018). This poses a challenge to companies, as the financial
markets of the past half century have created a corporate focus vastly different
from this vision. While annual financial reports, accounting standards and stock
prices are intended to track and report a company’s financial health, they are very
limited in capturing information about the non-financial performance and intangible
value of a firm. In other words, if corporate purpose was to become a template for
the corporation of the future, current performance measurement would be largely
unfit.

Recent trends in corporate reporting and investment practice seek to address the
concern that current performance measurement is not holistic enough. At company
level, increased stakeholder pressure and a growing realisation of the linkages between
long-term liabilities and system level challenges are pushing boardrooms to engage in
conversations beyond traditional financial profit (Gordon 2018; Enacting Purpose
Initiative 2020; 2021). In recognition of these multiple objectives and concerns, and to
construct a sustainable strategy, many companies have begun to address and manage
the scarcity and vulnerability of intangible and non-financial assets, such as workers,
communities, and natural resources through a variety of disclosure mechanisms and
so-called ‘full cost accounting’ systems (Bebbington ez al. 2007; Unerman et al. 2018;
Stroehle & Rama Murthy 2019). In parallel, the incorporation of environmental,
social and governance (ESQG) factors into investment decisions has become important
to institutional investors. What used to be a niche strategy, often driven by ethical
values, has increasingly gone mainstream under the recognition that environmental
and social dependencies are important risk-factors which should be priced into the
construction of investment portfolios (Eccles et al. 2014; Khan et al. 2016; Beal et al.
2017).

Yet, despite the heightened awareness and practice around sustainability
measurement and reporting, performance in relation to corporate purpose remains
elusive. This is in part because there are no universally agreed-upon or mandated set
of non-financial measures; companies and investors must choose from a wide variety
of methodologies and definitions offered by a complex ecosystem of international
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organisations, non-governmental organisations (NGOs) and commercial data
vendors. It also relates to the fact that purpose and performance are seldom thought
about in conjunction: the one being a broad strategic goal of why the company exists,
the other relating to a set system of (mostly financial) metrics and objectives.

Making use of the definition of purpose set out by the British Academy’s ‘Future
of the Corporation’ programme, we outline how performance relates to purpose in
two dimensions. Firstly, purpose sets the frame of long-term success and defines
materiality for an organisation. It is therefore important for determining which non-
financial key performance indicators (KPIs) are material to assess the social or
environmental problem that a company addresses, and to measure the outcomes and
impacts associated with the activities it is pursuing in addressing this problem.
Secondly, performance in relation to purpose should measure profitability net of
negative externalities.! To achieve this, both a view of financial performance of a given
product or service, as well as an assessment of the negative externalities associated
with a product or service are important. A business solution in relation to purpose is
therefore only profitable if it can absorb the costs associated with maintaining or
rebuilding depleted social and natural capital and remedying harm done in the process
of providing business solutions.

Following this logic, the paper is structured as follows. In the next section, we
discuss materiality in relation to purpose and how it influences the choice of non-
financial performance measures. Section 3 reviews the current landscape of measure-
ment and reporting frameworks as well as current efforts of standardisation, discussing
whether and how these aid performance measurement in relation to purpose. Section
4 discusses how to apply measurements to purpose in three core areas and reviews
how notions of purpose can be included in the financial accounts. We highlight the
challenges of this and show how different management accounting methodologies
address and approximate a notion of profit net of harm through full-cost accounting
and impact valuation. Finally, we discuss the utility of non-financial measurement in
different areas, outlining the limits in current practice and discussing how a stronger
tie to purpose could be useful. We draw on nine expert interviews, four examples of
corporate practice and three focus groups of British Academy workshops to inform
our reading of the current measurement landscape.”> Section 5 summarises and
concludes.

""The concept of externalities originates from economics and describes the positive and negative effects of
market transactions on third parties that are not reflected in market prices.
2Details of the interviews and case studies are in Appendix 1 and Appendix 2.
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Measuring corporate purpose

Non-financial measures tend to approximate sustainability-related performance and
risk by looking at environmental, societal and governance aspects of a firm. In the
absence of standards, a wide range of services and frameworks have been developed
which propose measurement methodologies and reporting guidelines for companies
to define their non-financial performance. In parallel, external ESG evaluations (rank-
ings, indices, etc.) for investors are plentiful, making use of proprietary methodologies
for their assessments (Eccles & Stroehle 2018). These developments have led to a
confusing universe of choices for companies seeking to measure performance in the
context of purpose. In this section we reflect on purpose through the lens of material-
ity to navigate this universe. In financial reporting, ‘Information is material if omitting,
misstating or obscuring it could reasonably be expected to influence decisions that the
primary users of general purpose financial statements make on the basis of those
financial statements, which provide financial information about a specific reporting
entity.”® Further to this, materiality in relation to sustainability offers organisations
lenses for determining the environmental, social and governance issues that are most
important to them. Existing frameworks of reporting and advances towards a standard
in non-financial reporting cater to different materiality lenses, and we discuss whether
and how they can be helpful in supporting a view of performance in relation to
purpose.

Purpose-led measurement and materiality

Since the notion of corporate purpose focusses on providing profitable solutions to
the problems of people and planet, it stands to reason that performance in relation
to purpose then needs to measure the attainment of said solution. The selection of
non-financial KPIs is hereby key for a company to know whether it has achieved its
purpose. Since not all non-financial issues are relevant to solving a given problem, the
company needs to go through a process of reflection and select a set of indicators best
suited for articulating the alignment with its purpose. This is where materiality comes
into play. When defining materiality in the context of purpose, companies need to
know their organisational, operational, and wider boundaries and the stakeholders
associated with them. While the traditional boundary of the firm is tied to notions of
ownership and control, a purpose-driven company would, by nature of what it is
interested in, apply broader criteria which allow an assessment of its externalities,

3TASB, Conceptual Framework for Financial Reporting (2018), https://www.ifrs.org/news-and-events/
news/2018/10/iasb-clarifies-its-definition-of-material/
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i.e., the environmental and social consequences of its business activities for third
parties.

If a company looks beyond traditional firm boundaries, it can consider the
importance of externalities in two ways (see Figure 1). Firstly, the firm can recognise
the importance of people and planet for its sustained financial success. This is often
called ‘financial materiality’ or ‘single materiality’ and focuses on the impact that envi-
ronmental and social factors have on the financial performance of a firm. These are
particularly important factors from an investor perspective, and much of ESG
measurement tries to approximate whether and how firms manage environmental and
social risks and opportunities appropriately. Secondly, the firm can recognise the
impact of its activities for people and planet beyond the financial perspective. This is
also called the impact-perspective or ‘double materiality’, where companies seek to
gain an understanding of how their operations and products affect social and
environmental factors within and beyond their organisational and operational bound-
aries. The resulting information is of particular interest to stakeholders such as
policymakers and civil society.

Environmental and Social

Financial Materiality o

Materiality

Assesses which issues are most important to the
company’s economic value development,

performance and position.

Assesses which issues are most subjected to
organization’s environmental and social impacts.

)

Company operations
impact climate.

Climate change poses
a business risk.

Audience: Audience:
INVESTORS, MANAGEMENT CONSUMERS, SOCIETY, REGULATOR,
EMPLOYEES, MANAGEMENT, INVESTORS

Figure 1. Single and double materiality. Note: figure adapted from the EU Commission’s Climate-related
information reporting guidelines, 2019, p. 7 (https://ec.europa.eu/finance/docs/policy/190618-climate-
related-information-reporting-guidelines_en.pdf). Abbreviations refer to the Task-force for climate-
related financial disclosure (TCFD), the European Commission’s Corporate Sustainability Reporting
Directive (CSRD), and the Sustainable Finance Disclosure Directive (SFDR).
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The chosen materiality lens has direct consequences for non-financial measurement.
Performance measurement related to organisational and operational boundaries con-
sider corporate action (inputs) and the direct outputs created (such as production,
scope of distribution). They provide a shareholder-centric view. Performance measures
related to interest beyond the boundary of the firm, on the other hand, also focus on
outcomes (changes in the natural and social environment) and impacts (consequences
of these changes, such as environmental degradation, social unrest due to resource
scarcity, etc.) of corporate activities. This allows an impact-oriented view that
considers a wider group of stakeholders, of which shareholders are only one.

The notions of single and double materiality are not mutually exclusive and are
widely recognised as interdependent or even nested (Impact Management Project
[IMP], 2020) since a firm’s management of its externalities will inadvertently impact
the environmental and social risks it is exposed to. Climate change, for example, has
traditionally been seen as being within the realm of double materiality, i.e., as a
consequence of corporate activities. However, as more is known about physical and
transition risks, and as it becomes a priority in the public debate, climate change is
now widely recognised as a financial risk to business. The creation of emission trading
systems and carbon prices are an institutionalisation of this recognition, and frame-
works such as the Taskforce for Climate-Related Financial Disclosures (TCFD) have
emerged to capture and formulate the single materiality lens of climate change.

Still, because the two concepts essentially cater to different interests regarding the
information they provide, single and double materiality are often used in polemic
debates around extreme standpoints. Recently, NGOs have also brought up new notions
of context-related materiality into the discussion which tries to highlight the local
dependency of materiality. From a purpose perspective, the discussion about whether
single or double materiality is superior actually misses the point. If materiality is to
inform purpose it is not an either/or logic that applies but a both/and one. We map the
different logics of materiality to the different elements of corporate purpose to argue
that a company needs to consider both perspectives in order to meaningfully measure
performance in relation to purpose. We argue that any definition of performance in
context of corporate purpose would require non-financial measurements utilised in
corporate accounting and reporting to combine both shareholder and stakeholder
orientations. The former is necessary to assess whether companies’ actions are profit-
able, and the latter is required for evaluating if interventions indeed solve the problems
of people and planet. In other words, when looking through the lens of purpose, single
and double materiality are inextricably linked. Figure 2 illustrates this mapping.

Consistent with this mapping, Barker (2019) suggests: ‘More effective, from a
natural capital perspective, would be to link corporate reporting on environmental
impact to science-based social targets, aligned for example with the UN’s Sustainable
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“Corporate purpose is to find profitable solutions to the problems of

people and planet, while not profiting from the creation of problems.”

Profitable

Solutions

Net of harm

Single materiality:

Making sure that
solutions are
commercially
viable.

Measurement:

Financial

Making sure that
business actually
solves problems it

Measurement:

Non-financials in

Double materiality:

sets out to address.

Single materiality:

Measuring profit
net of externalities
by absorbing cost of
maintenance.

Double materiality:

Considering and

performance and
broader economic
value, i.e. market
growth potential.

own entity with
targets & progress
around outcomes
and impact.

managing value of
externalities to
society through
monetization.

Figure 2. Materiality through the purpose lens.

Development Goals (SDGs). And yet this would imply a stakeholder orientation,
which runs against the direction of travel of corporate reporting frameworks and
practice.” We argue it is only the combination of both that allows a holistic
perspective.

Frameworks for non-financial disclosure and materiality

To date a number of frameworks and guidelines exist to aid in the disclosure of non-
financial information. A selection of some of the most important frameworks and
standard setters in the non-financial reporting sphere are summarised in Table 1.
These are categorised into principles of practice, conceptual frameworks, and data
standards.

Principle of practice frameworks generally outline broad principles which describe
good practice and processes of due diligence that organisations should adopt if they
want to be responsible and long-term focussed. Work done by the IMP* suggests that
the broad understanding of what defines a sustainable and diligent process is relatively

4These insights were gained through interviews held for this British Academy project. Publication with
their evidence is said to be forthcoming.
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aligned in most of the principles of practice. As an anchor for what constitutes a
sustainable planet and society, many of these principles of practice reference the UN
SDGs. This follows a larger trend, which suggests that the SDGs have become the
primary global framework of reference for sustainability matters. A KPMG (2020)
report finds that in 2020, 69 per cent of a global sample of 3,983 companies mentioned
the goals in their corporate reporting, but the vast majority of companies referenced
only their positive impacts on SDGs. These numbers indicate that companies are
eager to demonstrate how they help solving social and environmental problems
(positive SDG impacts), but they are considerably less forthcoming about how their
activities might exacerbate these problems.

The conceptual frameworks for non-financial reporting and the data standards
mentioned in Table 1 outline more specifically how to report non-financial informa-
tion and which information to report. The most comprehensive non-financial reporting
frameworks and measurement standards are offered by the Global Reporting Initiative
(GRI) and the Value Reporting Foundation (VRF), which was created by a merger
between the Sustainability Accounting Standards Board (SASB) and International
Integrated Reporting Council (IIRC) in June 2021.°

Categories of how to structure measurement of non-financial information and
guidance on how to report on key-concepts, such as materiality, will often be part of
these frameworks. They are therefore important in guiding a company’s view of its
boundaries from a non-financial perspective. As such, different frameworks can be
mapped to the different materiality lens they provide. Frameworks that are commonly
viewed as describing a financial, single materiality view are the SASB Framework and
the Taskforce for Climate-Related Financial Disclosure (TCFD). The GRI Framework
is commonly viewed as focussing on a wider, double-materiality view. In addition,
principles such as the SDGs, and regulatory advances, such as the European
Commission’s Green Taxonomy and the Non-financial Reporting Directive (NFRD),
are advocating for a double-materiality perspective in their guidelines.

Regulation and standards for non-financial disclosure

With the proliferation of non-financial disclosure frameworks over the past twenty
years, calls for standardising — and thus simplifying — the increasingly complex non-
financial reporting landscape have grown louder. There is a wide consensus amongst
investors, companies and other stakeholders that there is both a strong market-need

SDespite merging into one organisation, the frameworks are still separate tools (at the time of writing)
and we thus refer to them as IIRC and SASB frameworks respectively in this paper.
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and a demand for standards for non-financial disclosure. This was confirmed in all the
interviews we led and the focus groups we observed. The assumption is that such
disclosure standards ultimately have the purpose of providing a transparent and com-
parable data-environment for all stakeholders, while creating a level playing field for
those companies under obligation to report on these standards. In our interviews the
biggest asks for standards revolved around the creation of clear and explicit definitions,
transparency around targets and aspirations, as well as the inclusion of legitimate
benchmarks. The hope is that this would create consistency across organisations and
time in reporting, allow the assessment of trends over time, link to a broader group of
stakeholders in supply chain and beyond, and allow for external assurance of
information.

Regulators and standard setters were initially slow to respond to these calls and
companies and stakeholders have been confronted with a heterogenous set of largely
voluntary disclosure frameworks. As late as 2018, senior representatives of IASB and
Financial Accounting Standards Board (FASB) displayed firm resistance to the idea
that financial standard setters should expand their mandate to the non-financial
sphere.® However, since then a number of organisations, including standard setting
bodies have significantly stepped up their efforts to harmonise non-financial disclosure
frameworks.

The European Commission, in particular, has pushed for standardising non-
financial disclosures in the European Union, launching an ambitious Sustainable
Finance Action Plan in 2018 that comprises three interlocking regulatory initiatives.
Firstly, the EU Taxonomy for sustainable activities is a classification system that
determines the sustainability of economic activities against a set of environmental
and social objectives. Providing detailed technical screening criteria for assessing the
environmental and social sustainability of economic activities, the Taxonomy intro-
duces a common language and benchmark for defining what is ‘sustainable’. Secondly,
the Sustainable Finance Disclosure Regulation (SFDR) defines the sustainability dis-
closure obligation of financial market participants and financial advisers towards
end-investors. The SFDR is designed to harmonise the disclosure of sustainability-
related information and partly builds on the Taxonomy. For instance, financial market
participants offering sustainable investment products need to disclose how the under-
lying investment in an economic activity is impacting either an environmental or social

¢Tn December 2018, an Oxford Union Debate saw eight high-level experts from the finance and accounting
sector debate the following motion: “This House believes that corporate sustainability reporting should
be mandated, and standardised by FASB and IASB, for it to be most useful for investors’. The result of
the debate was the following: two-thirds of the audience voted in favour of mandated non-financial dis-
closure by the international accounting standard setters. The representatives of FASB and IASB were
largely on the ‘nay’ side of the discussion.
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objective, as per the EU Taxonomy. Thirdly, the European Commission adopted a
proposal for a Corporate Sustainability Reporting Directive (CSRD), which would amend
the existing disclosure requirements under the Non-Financial Reporting Directive
(NFRD). In comparison to the NFRD, the requirements in the CSRD proposal would
apply to a considerably larger pool of companies, require disclosures to be audited, and
align disclosures with a set of mandatory sustainability reporting standards. At the time
of writing, these standards are being developed by the European Financial Reporting
Advisory Group (EFRAG), but the CSRD proposals makes clear that any reporting
requirements will need to be consistent with the Taxonomy and the SFDR.

Together, the three regulatory initiatives (Taxonomy, SFDR, CSRD) form the
backbone of the sustainability reporting requirements that underpin the EU’s sustain-
able finance strategy. While non-financial disclosure regulation is most advanced in
Europe, other jurisdictions follow similar trajectories. For example, China, Malaysia
and other jurisdictions (e.g. the UK) have developed or plan to develop taxonomies
for discerning the sustainability of economic activities (OECD 2020; ICMA 2021). In
North America, the U.S. Securities and Exchange Commission (SEC) announced in
early 2021 that it would turn its attention towards the standardisation of non-financial
disclosures and work ‘toward a comprehensive ESG [Environmental, Social,
Governance] disclosure framework’ (Herren Lee 2021). At the time of writing, the
SEC is expected to publish a proposal requiring climate-related disclosures — possibly
modelled on the TCFD framework — in the near future (Latham & Watkins 2021).

In parallel to the EU’s regulatory efforts, other leading providers of voluntary
non-financial disclosure frameworks have also initiated work streams to bring their
frameworks into closer alignment. In September 2020, a group of leading framework
providers, including GRI, SASB and IIRC, issued a joint statement of intent to work
together towards a comprehensive reporting system, which outlined an approach to
arrive at a standardised set of non-financial disclosure requirements. Also in September
2020, the International Financial Reporting Standard Foundation (IFRS), published
a consultation paper’ to determine whether there was a need for sustainability stan-
dards and the role the Foundation could play in developing such standards. After
receiving positive feedback on both accounts, IFRS Foundation established the
International Sustainability Standards Board (ISSB) in 2021 to set global standards
for sustainability measurement and reporting.® In April 2022, the ISSB delivered its
first exposure drafts for global consultation. Responses to the consultation, which
ended in July 2022, are currently being reviewed.

Thttps://www.ifrs.org/content/dam/ifrs/project/sustainability-reporting/consultation-paper-on-sustainability-
reporting.pdf
$https://www.ifrs.org/news-and-events/news/2021/03/trustees-announce-strategic-direction-based-on-
feedback-to-sustainability-reporting-consultation/
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Together, these developments constitute an accelerating push for the standardisation
of non-financial disclosure. And while agreeing on what companies should include in
their non-financial disclosure is important, the standardisation of this disclosure is
unlikely to be practically implemented without the corresponding technical clarity
and sophistication in terms of #ow companies are supposed to measure, monitor, and
report non-financial information. For example, it is one thing to agree on the need for
greenhouse gas (GHG) emission disclosure, but it is another thing entirely to define
exactly how GHG emissions are to be reliably and comparably measured across time
and companies. And while GHG emissions are seemingly straightforward to measure
and disclose, the most widely used approach for GHG emission reporting, the
Greenhouse Gas Protocol,” is beset with problems of complex estimates and
double-counting (Ramanna & Kaplan 2021). Similar challenges can be observed in
the realm of climate risk disclosures. Although there is a growing consensus that com-
panies need to disclose their exposure to climate risk and opportunities, it is less clear
how companies can, for example, accurately measure the risk of local assets being
impacted by the global increase in frequency and severity of extreme weather events.
These technical challenges become even more pressing when considering corporate
reporting on issues such as biodiversity or social impacts, where the complexity of the
underlying systems magnify the difficulties of obtaining meaningful measurements
and disclosures.

‘Accounting’ for purpose

In the previous section we noted that viewing materiality in relation to purpose gives
legitimacy to both single and double materiality perspectives and therefore the simul-
taneous measurement of a firm’s impact and its financial viability in relation to non-
financial goals. To retain a societal license to operate, however, organisations cannot
merely focus on the achievement of positive impacts but must also recognise and
account for the negative externalities.

While some externalities are slowly priced in through market-mechanisms (i.e.,
carbon prices), others are still largely ignored by the market and should therefore be
recognised at the entity level. This poses numerous challenges for both financial and
management accounting. The challenges straddle issues faced both by preparers of
financial statements for external financial reporting purposes and those faced by inter-
nal decision makers and management accountants. In this section we review some of
these challenges, for financial reporting and management accounting side. This leads

https://ghgprotocol.org/
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into a discussion of some new methodologies of multi-capital accounting for
externalities that seek to address these problems and what their limitations are.

Purpose in financial reporting

Under current accounting practices not all economic events are recognised in financial
statements. Some of the limitations exist due to uncertainty around identifiability,
measurability and control. Take the recording of investments as an example. While
many purpose-relevant metrics are connected to specific corporate investments in
things like renewable energy sources, waste-water management systems, employee
training programs, under current accounting standards, not all of these can formally
be recorded as investments. This has to do with the treatment of expenditures. In
financial accounting, an investment classifies an allocation of economic resources into
either a physical assets, land, financial assets, intangibles, or other companies, with the
hope and intention that these would appreciate (create a financial return on invest-
ment) with time. This means that only very specific types of expenditures can be
classified as investments and capitalised, that is, recorded as an asset on a company’s
balance sheet and depreciated (or amortised in the case on intangibles) over its
estimated useful life. Expenditures that don’t meet these criteria are treated as expenses,
thereby reducing net profit in that financial period.

Accounting for expenditures on fixed assets or certain types of stand alone
intangibles is straightforward and these can be recorded as an asset and with some
approximation a useful economic life determined. Similarly, operating expenses are
normally straightforward to identify and expense as incurred. However, not all expen-
ditures fall neatly into one or the other category, and principles of prudence and
conservatism require that if there is uncertainty about future economic benefits and
ability to control an asset, the expenditure should be expensed through the income
statement. This creates several challenges for accounting for purpose: management is
disincentivised to invest in social and environmental management, as it has direct
consequences for the bottom line, and long-term management of the value of social
and environmental assets is neglected as they are not carried on the balance sheet.

There is extensive literature about the treatment of non-financial and intangible
assets of a company. For example, from a purpose-driven management perspective,
investment in training employees is viewed as an investment in social and human cap-
ital for the company and the employees. This investment would be expected to yield
positive operational results and should therefore be capitalised. In financial reporting
practice, however, training costs are generally expensed as incurred (as operating
expense, through the income statement). Although there has been wide-ranging dis-
cussion about whether these could and should be capitalised, the recurrent accounting



Through the looking glass 103

issue is that while internally generated intangibles are likely to yield future returns,
these future economic benefits cannot be reliably measured and the assets cannot be
controlled (e.g., employees can leave). Therefore, most costs incurred in creating these
intangibles are treated as expenses. According to the TASB and FASB conceptual
frameworks for something to meet the criteria of an asset the reporting entity needs
to be able to control it directly or indirectly, it should generate future economic
benefits, and fulfil criteria such as identifiability and separability (IAS 38, IASB). The
identification of an intangible might be subject to interpretation and judgement and
depend on legal criteria in different jurisdictions. Often due to their subjective nature
they are not fully accounted for, thereby, potentially leaving gaps in the balance sheet.

A recent discussion paper!® of the UK Financial Reporting Council (FRC)
highlights the challenges of reporting intangibles and proposes ‘realistic’ solutions
from a current accounting perspective. The FRC paper however acknowledges the
constraints in reporting for intangible assets, especially where the definition of an
asset is constrained by the conceptual framework. At a practical level, because of the
uniqueness and subjectivity of intangibles (what should be considered an intangible
asset, and what shouldn’t), there is considerable variation in the practice of measuring
and recognising intangible assets. New types of businesses, technological develop-
ments and innovation mean that it is almost impossible to have an exhaustive list of
different intangibles, and prescriptive methodology on how to measure and account
for each of these quickly becomes dated. The challenges facing accounting for intan-
gibles are not dissimilar to those pertaining to the accounting for externalities and
impact, which face similar concerns of measurement and objectivity. Due to these
challenges, the discussion around the measurement of externalities and impacts is in
nascent stages, and under current practices there is no straightforward way by which
human, social and natural capital derived intangibles can be recorded.

Purpose in management accounting

Effective management accounting is fundamental to good decision making on several
dimensions such as resource allocation, product and service mix, and pricing. At the
heart of this is a detailed and accurate understanding of a firm’s costs, and this under-
standing is based on cost characteristics such as the traceability, nature and behaviour,
and purpose of costs. Analysis of these costs is not straight forward, and changing
business and economics conditions have thrown up various challenges. Broadly speak-

"Financial Reporting Council, 6. February 2019, Discussion Paper — Business Reporting of Intangibles:
Realistic Proposals https://www.frc.org.uk/consultation-list/2019/discussion-paper-business-reporting-
of-intangibles, last accessed May 2019.
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ing, costs fall into the categories of direct and indirect, fixed and variable, as well as
product or period costs. However, costs are often much more complex than this and
do not easily fit into these groups.

Insight into the functionality and purpose of the vast variety of costs is crucial in
internal decision making. In addition to problems with identifying and measuring
these internal costs in their various categories, further difficulties arise when inter-
facing these costs with information that is included in the company’s financial state-
ments. Certain disconnects exist between financial and management accounting, and
practitioners use several marginal and relevant costing principles for internal decision
making that are not identical to costs presented for external reporting purposes. The
inherent conflict between management needing to make decisions that are beneficial
in the medium to long-term and reporting positive results to shareholders in the short
run, creates distorted incentives and possible misallocation of resources (Johnson &
Kaplan 1991; Johnson 1994).

Considerable research literature and practice has been devoted to understanding
and updating our methodologies and toolsets to analyse and measure these costs as
we have moved from a post-war manufacturing to internet-based and intangibles-in-
tensive world. Adding to this, the complexity and conflicts inherent in incorporating
natural, social, and human costs raise considerable challenges. The costs of these
externalities cannot be readily derived from market prices because the underlying fac-
tors are not necessarily traded in deep and liquid markets. Still, the knowledge and
incorporation of such non-financial factors is increasingly important for management
accounting, particularly to manage long-term risks and to avoid profiting from social
and environmental harm. Selected methodologies on how to incorporate these
measures are presented below.

At present there is no single accepted path for accounting for costs — especially
those in the human, social, and environmental space. Models and methodologies for
cost-based non-financial accounting are therefore largely advanced and advocated
for by the academic community, not by the profession itself. Some companies
acknowledge the importance of expanding our understanding of costs and resource
consumption beyond the narrow view traditionally taken and make use of proprietary
methodologies to do so. The practical motivation for companies is often couched in
noble motivations — ending poverty, preserving the earth’s resources, building society
— rather than tied to the notion of purpose. The challenge remains in capturing all
these factors in ‘accounting acceptable terminology’. The following marks an account
of suggested methodologies which value and incorporate non-financial concerns into
accounting practices in various ways.
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Frameworks and methodologies for multi-capital accounting and valuation

The last ten years have seen the development of a variety of multi-capital reporting
and accounting frameworks that could enable full cost accounting, economic valua-
tion, and capital maintenance. Most of these frameworks seek to facilitate the
incorporation of negative and positive impacts of business operations on the material
non-financial capitals (or assets) of a business. Papers by Strochle & Rama Murthy
(2019) and Barby er al. (2021) list and categorise a variety of these frameworks which
seek to monetise non-financial information around performance. Organisations cur-
rently active in the space are, amongst others, the Value Balancing Alliance (VBA),
the Economics of Mutuality (EoM) foundation, the Harvard Impact-Weighted
Accounts Initiative (IWAI), and the Banking for Impact (BFI) project. Broadly speak-
ing, these frameworks put forward two methodologies through which corporate
externalities can be expressed in financial terms: (1) capital maintenance (building on
logics of full cost-accounting), and (2) impact valuation. In the following discussion
we evaluate how and whether these methodologies are useful in measuring perfor-
mance in relation to notions of purpose, and what conceptual and practical concerns
remain.

Capital maintenance and full-cost accounting

Barker & Mayer (2017: 12) lay out a cost concept for sustainability accounting, which
is defined as ‘a system that measures, reports and reconciles business activity from
both a financial and a sustainability perspective’. The methodology outlined in this
paper underpins the British Academy’s principle on performance and purpose. A truly
sustainable profit therefore accounts for negative externalities around material human,
social and natural capital to provide a view of ‘profit net of harm’.! In this approach,
‘the important point is that monetisation is concerned specifically with the cost of
making good any physical depletion of the natural resource; at heart, therefore, the
notion being employed is that of physical capital maintenance [...]" (Barker & Mayer
2017: 15). The theory of change focusses then on the incorporation of capital mainte-
nance (CM) processes and the provision of their cost on corporate income statements,
through which companies set strong incentives for their business executives to act and
manage the firm according to its purpose. Through this, companies can assess the cost
of externalities to the business, and create a monetary value for the single materiality
lens.

"'Refer to description of ‘Materiality’ earlier in this paper.
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According to the CM principle, all renewable non-financial capital assets that are
owned by a company are replaced upon consumption. Consumption of the asset is
expensed, while the sales value of the asset is recognised as income (Barker & Mayer
2017). The cost-based adjustment of the income statement includes two entries: the
cash inflow from customers and the capital outflow which is spent to replace the asset.
If the company were to choose not to replace the non-financial capital and instead
accept depletion, then a hypothetical replenishment cost would appear on the adjusted
income statement until the maintenance is performed. If non-financial capital is not
easily renewable (i.e., the use of coal has no logical replacement), cost-based sustain-
ability accounting can refer to the necessity of business transformation. In this case,
the focus would lie on investments in non-financial capital and internal or external
capacity building in order to find ways in which businesses can change their reliance
on non-replaceable natural assets.

CM for social and environmental assets builds in its logic on the so-called Full
Cost Accounting (FCA) approach which aims to capture the external impacts of
organisational actions on society and the natural environment. As such, FCA is part
of wider efforts to account for externalities, which seek to complement conventional
financial accounting systems by capturing the ‘social, environmental and broader eco-
nomic impacts arising from the activities of an entity that are borne by others and do
not feedback directly into short-term financial consequences for the entity’ (Unerman
et al. 2018: 498). While measures to internalise externalities have been extensively
discussed by economists at the national level, FCA is a concept from the social and
environmental accounting literature focused on ‘incorporat(ing) all potential/actual
costs and benefits including environmental (and perhaps social) externalities’
(Bebbington ez al. 2001b: 8).!> This also links to earlier notions of Sustainable Cost
Calculation, which ‘provides calculations of what additional costs must be borne by
the organisation if the organisational activity were not to leave the planet worse off,
i.e. what it would cost at the end of the accounting period to return the planet and
biosphere to the point it was at the beginning of the accounting period’ (Gray 1992:
419).

Impact valuation

Rather than using the notion of cost to assign monetary values to externalities, the
methodology of impact valuation (IVA) uses impact multipliers (such as shadow

12While the term FCA was coined by Bebbington ez al. (2001) in the early 2000s, attempts to incorporate
social and environmental impacts into corporate accounting practices can be traced back to the 1970s
(Antheaume 2007).
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prices) to estimate the magnitude of impact a firm has on its ecosystem. It therefore
represents the flipside of capital maintenance and FCA: rather than representing the
cost to business, IVA estimates the cost of externalities to society. The assumption
being that if externalities are not valued by the market, then companies need to value
them in order to communicate how their actions impact on stakeholders. This form of
monetisation therefore serves the double materiality view.

Methodologies that attempt to undertake an economic valuation of natural and
social impact do so by either observing or approximating market prices through hedo-
nistic techniques, or they use survey-based pricing techniques that assess the stated
preference, the revealed preference and changing consumer behavioural patterns in
relation to certain externalities (VBA 2021). Particularly in the latter approaches,
stakeholders themselves play a central role in determining the shadow price and value
of an externality through, for example, assessments of willingness to pay, willingness
to accept or induced purchasing behaviours. Antheaume (2004) further discusses the
application of three such valuation approaches — avoidance cost method, cost of
damages method, and collective consent to pay method — in an experiment that
examines the environmental impact valuation of an industrial process concerned with
feeding natural gas into domestic gas distribution networks. While the three methods
discussed differ in their specific design, they all rely on valuing environmental impacts
as economic consequences for third parties through the financial implications for
societal actors.

The idea of valuing non-financial impacts and dependencies in monetary terms
relates in many ways to the responsibility of knowledge. According to a prominent
promoter of impact valuation, Sir Ronald Cohen, the information that IVA offers can
help to shift investment decision towards “the adoption of a new paradigm of risk —
return — impact” (Cohen 2018: 15). Having a balanced view of IVA alongside risk
return is argued to aid in decision making and can facilitate comparison between
diverse categories of impact and dependence. It is also believed to help contextualise
decisions, where different economic and political environments under assessment may
warrant different weights for certain impacts. Apart from management accounting
IVA is also proposed as a valuable insight for the investor sphere. The Harvard Impact-
Weighted Accounts Initiative (IWAI), which uses the impact valuation methodologies
to adjust financial accounts to get an ‘impact-weighted’ view of corporate performance,
argues that valuation of this kind ‘translates all types of social and environmental
impacts into comparable units that business managers and investors intuitively
understand’ (Serafeim et al. 2019).
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Challenges in the monetisation of externalities

We show above how different monetisation methodologies can be useful to help
organisations take into account both the cost of their externalities to society (IVA and
IWAI) and their cost to the business itself (CM and FCA). We also highlight how the
latter represents a single materiality view, whereas the former represents a wider,
double-materiality view. This suggests that both methodologies are needed for com-
prehensive measurement of purpose. CM and FCA can be used to create an adjusted
view of the profitability of a purpose solution, describing it net of the costs absorbed
that were needed to maintain natural and social capital and therefore avoiding a
notion of profiting from harm. IVA and IWAI are useful to assess whether targeted
solutions actually create the desired impacts, and whether there may be any unintended
consequences or externalities of the venture that would need to be taken into consid-
eration by the management team. While the necessity and usefulness of monetisation
for the use of purpose may seem relatively straight-forward, there are a number of
conceptual and practical challenges associated with these methodologies.

Conceptual challenges

On a conceptual level the literature on FCA argues that there are limitations to the
commensurability of social and environmental impacts through monetisation (Frame
& O’Connor 2011). Unerman ez al. (2018) point out that the intersubjective consensus
required for achieving commensurability might be impossible to establish for some
externalities, given the high level of context-specificity of issues such as water use or
biodiversity. Furthermore, they argue that in the absence of ‘a process of widespread
intersubjective consensus-building, the resulting objectified externalities accounts risk
being misleading as well as non-comparable’ (Unerman et al. 2018: 510).

Secondly, the commensurability of social and environmental impacts is enmeshed
with moral and ethical considerations (Antheaume 2007). While the monetisation of
impacts has clear advantages in terms of complexity reduction, i.e. it translates dif-
ferent impacts into a common language, it also poses serious ethical questions. For
instance, can negative impacts in one area be compensated by positive impacts in
another area? Is it possible, or desirable, to offset negative environmental impacts with
positive social impacts or vice versa? Can, or should, a stable climate be traded-off
against positive corporate tax contributions? Depending on the philosophical, politi-
cal, and ideological commitments of an observer, the answers to these questions will
differ profoundly. Likewise, while [i]t can be argued that placing a value on such
things as life or biodiversity is not morally acceptable as these attributes may have an
infinite value’ (Antheaume 2007: 214), there are frameworks — such as, for example,
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the VBA approach — which argue that ‘the value of a statistical life has been used by
policymakers around the world when deciding whether regulations to reduce the like-
lihood of fatalities are worth the costs of implementing them’ (VBA 2021: 23), and
that such hedonic pricing is important to make informed policy and business
decisions.

Finally, FCA and IVA have a political dimension which manifests itself both in
terms of processes and design choices. On a processual level, this gives rise to the
question of which stakeholders are involved in the construction of full cost accounts,
that is, who has a say and whose voices are heard (Bebbington et al. 2007). Closely
related to this processual aspect is the issue of choosing the most relevant design
features of FCA approaches, including which impacts are considered and how these
impacts are assessed (Frame & O’Connor 2011).

Practical challenges

The practical challenges of FCA and IVA include technical difficulties, social dynamics
involved in implementing new accounting systems, and organisational and institu-
tional context factors. Firstly, technical difficulties stem largely from data availability
issues, both in terms of physical impact data as well as financial data to monetise these
impacts (Bebbington ez al. 2001; Herbohn 2005; Frame & Cavanagh 2009). Academic
case studies of FCA implementation attempts are relatively scarce and empirical
settings are often public or public-private entities such as a New Zealand-based
research institute (Bebbington & Gray 2001), an Australian government department
(Herbohn 2005), or infrastructure projects in New Zealand (Frame & Cavanagh
2009). Despite the relatively modest size of the entities under investigation in these
studies, a lack of data still constituted a serious impediment, often contributing to the
failure of implementing FCA within these organisations. Technical challenges
associated with data availability are even greater in the case of globally operating
companies with complex and dispersed value chains.

Furthermore, social dynamics can manifest themselves in the form of internal and
external stakeholders’ resistance against the implementation of FCA. For example, in
a case study of the implementation of FCA in an Australian Government Department
in charge of managing publicly owned forests, resistance against FCA emerged from
outside the organisation in the form of adversarial conservationist stakeholders and
from sceptical managers within the organisation, who both expressed philosophical
reservations against monetising aesthetic aspects of forests (Herbohn 2005). In addi-
tion, organisational and institutional contexts can interact with both technical and
social factors in obstructing the implementation of monetisation. External develop-
ments such as political pressures and resource constraints can limit the room for
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experimentation within organisations and distract managers’ attention away from
implementing new accounting systems (Herbohn 2005). Contextual factors such as
resource constraints seem to be particularly relevant in corporate settings, where take-
over threats or economic downturns can result in a strong focus on financial cost
control, thereby reducing the scope for dedicating resources to projects that might be
seen to pay off only in the mid- to long-term.

Finally, frameworks developed among private companies (such as the Mutual
profit and loss statement of the EoM foundation) are often developed for business
operations on project level, and are very granular and difficult to aggregate and report,
which is challenging for comparability. Valuation techniques try to address these
problems, yet standards would be necessary to transcend from entity-level method-
ological decisions. This is where the logic of organisations such as the VBA and
projects such as the Harvard IWAI comes to action. Only time will tell how successful
they can really be in creating methodological standards without either wide market
acceptance or institutional intervention.

Performance, materiality and purpose in practice

In this section we discuss how notions of sustainability-related materiality and concerns
about social and environmental issues and externalities are applied in three core areas:
investment practice, corporate governance and corporate decision-making. We assess
current practice to understand whether the notion of corporate purpose is actually
considered, and — if not — whether and how it would help to design more holistic perfor-
mance measurement. We use the notion of the investment chain to review how
information flows from companies to different capital market participants, and we
review the incentive structures that are created through the practices that consider this
information.

Since capital allocation from investors is key to enable corporate purpose at the
organisational level, it is important to understand how the concept of performance is
constructed by investors when they look at matters of social and environmental con-
cern, and how this influences management and decision-making at the corporate level.
We first examine notions of non-financial performance and materiality in investment
practice through the relationships between asset managers and asset owners. We then
shift the focus from investment practice to corporate governance, and in this we
explore the role of boards in the adoption of corporate purpose and discuss the impli-
cations of this for the company’s fiduciary duty. Finally, we examine how senior
management can implement purpose-oriented policy and decision-making through-
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out a company by focusing on the role of non-financial metrics in intra-organisational
processes and incentive structures.

Rethinking performance along the investment chain

There are many actors that make up the investment chain, including a wide variety of
investment intermediaries and advisors that create a complicated network of trans-
actions in capital markets (Arjalies et al. 2017). Notwithstanding, much of the
investment incentives are still set between asset owners, asset managers and compa-
nies. Asset owners are usually large capital owning entities (such as pension funds or
sovereign wealth funds) who invest on behalf of a beneficiary population (such as
pensioners or a specific government and its people). Asset managers usually manage
funds of asset owners and high net-worth individuals. They do so through either
active or passive investment strategies that make use of a mix of asset classes. Asset
owners usually give asset managers an investment mandate to allocate their capital in
a certain way: for example, with high risk and maximum returns, or as long-term,
stable yield, or under consideration of specific sustainability concerns.

Financial markets participants have been a major driver of non-financial disclosure
as both asset owners and asset managers increasingly seek to incorporate non-financial
factors into their investment practices. Some investors seek to incorporate non-
financial factors to reflect their moral concerns, and others use so-called sustainable
or ESG investing practices to manage long-term risk within their portfolios. While the
actual environmental and social impact of this investment practice is contested (Busch
et al. 2016; Koelbel et al. 2020), the importance of financial markets as enablers of
capital moving towards more sustainable and transformative businesses and innova-
tion strategies cannot be underestimated. Controlling the allocation of significant
amounts of financial capital (Hawley & Williams 2007), asset owners have been pro-
claimed as key drivers behind the efforts to integrate non-financial considerations into
investment processes (Clark & Hebb 2005; Lachance & Stroehle 2021). This argument
often cites the “‘universal ownership’ thesis (e.g. Hawley & Williams 2007), where large
institutional investors have such highly diversified and global portfolios that they are
inevitably exposed to large systemic risks, such as climate change, and therefore have
an inherent fiduciary duty to track and address these in an effort to minimise their
exposure and help create positive transformation.

Despite the growing interest in sustainable investing practice, many challenges
remain. Firstly, there are major data problems. To incorporate sustainability-objectives
into their capital allocation decisions, asset owners and asset managers need high-
quality, consistent, and comparable non-financial metrics. Current ESG datasets are
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subject to much criticism, as their scores vary widely (Chatterji et al. 2016; Berg et al.
2019) and their methodologies are opaque and change over time (Eccles & Stroehle
2018; Berg et al. 2020). While it is argued that the standardisation of non-financial
metrics would be helpful for strengthening the reliability and validity of ESG perfor-
mance assessments (Busch et al. 2016), there is doubt whether it will help investors
identify purposeful and long-term sustainable business models. And while most large
asset owners and asset managers have made some kind of commitment towards
sustainability-related goals, actual capital allocation — especially in asset classes
beyond public equity — often paint a much less earnest picture that lead to greenwash-
ingconcerns. Forexample, in July 2021, Bloomberg reported that the fund-classification
rules of the SFDR led to a drop of US $2 trillion in ESG-related funds in Europe —
suggesting that many of those were previously labelled green without sufficient rigour
in the underlying ESG assessment.'?

Secondly, incentive structures in the financial markets are often not aligned with
sustainable finance objectives. For this to change, clear mandates from asset owners to
asset managers, including expectations towards the integration of ESG considerations
and engagement practice are needed. Ideally, the contracted parties would set up some
due diligence processes and reporting alongside these requirements as proof of their
integration strategies. However, since asset managers usually deal with more than one
asset owner at a time, due diligence processes are often flawed, and asset managers are
given considerable freedom as to how to implement their mandate. There are also
concerns about relatively short time-frames of mandates which clash with the long-
term asset management logic of sustainable capital allocation. More and better
disclosure from asset owners and asset managers regarding their sustainable investing
activities could also lead to more stakeholder pressure and direct capital to those
investors with the more ambitious sustainability targets.

Thirdly, for sustainable investments to not only avoid bad companies, but to
actually induce change, capital allocation needs to be embedded in a broader notion
of stewardship. Stewardship activities flank investment activities with stakeholder col-
laboration, advocacy, and particularly, engagement and voting (Eccles ez al. 2021). In
addition to encouraging corporate disclosure of non-financial metrics, asset managers
therefore, increasingly engage with companies on questions regarding their long-term
strategy and value creation. Academic evidence (Gond et al. 2018) suggests that
effective and long-term ESG engagement can create important value for shareholders,
particularly through three dynamics: (a) communicative dynamics — engagement
enables the exchange of information between corporations and investors, creating

3Bloomberg, 2021, European ESG Assets Shrank by $2 Trillion After Greenwash Rules. https://www.
bloomberg.com/news/articles/2021-07-18/european-esg-assets-shrank-by-2-trillion-after-greenwash-rules


https://www.bloomberg.com/news/articles/2021-07-18/european-esg-assets-shrank-by-2-trillion-after-greenwash-rules
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‘communicative value’; (b) learning dynamics — engagement helps to produce and
diffuse new ESG knowledge amongst companies and investors, creating ‘learning
value’; and (c) political dynamics — engagement facilitates diverse internal and exter-
nal relationships for companies and investors, creating ‘political value’. However,
since the disclosure of material issues from companies is often minimal, engagement
efforts from different investors at the same company can diverge strongly. This may
limit the effectiveness of singular engagements on specific issues with companies, par-
ticularly if conversations are one-off and comparable to a box-ticking exercise. As a
result, joined investor initiatives, such as Climate Action 100+, have become more
popular to drive common engagement strategies on specific issues.

While corporate purpose is now also increasingly championed by the investment
world,' there is little evidence to suggest that purpose is used as an investment criteria,
and materiality frameworks used by investors are often exclusively focussed on single
materiality (i.e., which non-financial issues impact firm value and performance). Still,
developments in capital markets suggest that sustainable investing is becoming more
holistic and we argue that a purpose-lens could be helpful in supporting these trends.
Firstly, impact investing strategies have grown significantly over the last years,'
specifically focusing on companies that provide solutions to problems of people and
planet. Secondly, double materiality disclosure is increasingly mandated by regulatory
frameworks, particularly within the EU,' and investors can take this information into
account more readily. And thirdly, due to the growing importance of stewardship,’
corporate purpose can offer a powerful lens to investors to holistically assess a
company’s business model and potential for long-term value creation.

“Most prominently supported by BlackRock’s CEO Larry Fink, who stated in his 2019 letter to CEOs
that ‘Purpose is not a mere tagline or marketing campaign; it is a company’s fundamental reason for
being — what it does every day to create value for its stakeholders.” And that it was BlackRock’s fiduciary
duty to ‘help clients to invest for the long-term’. https://www.blackrock.com/americas-offshore/en/2019-
larry-fink-ceo-letter.

5The Global Impact Investor (GIIN) Survey 2020, for example, suggest that impact investing has grown
by 17% in 2020 alone. https://thegiin.org/assets/ GIIN%20Annual%20Impact%20Investor’20Survey’:20
2020.pdf

16See, for example, the European Commission’s proposal for the Corporate Sustainability Reporting
Directive and its view on double materiality: https://ec.europa.eu/commission/presscorner/detail/en/
QANDA_21_1806

17See, for example, the UK Stewardship Code from 2020 and its principle one in reference to “Purpose,
strategy and culture’. https://www.frc.org.uk/getattachment/5aae591d-d9d3-4cf4-814a-d14e156a1d87/
Stewardship-Code_Dec-19-Final-Corrected.pdf
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Purpose and performance in corporate governance

As environmental and social concerns become more important for shareholders and
stakeholders alike, there is increasing need and demand for corporate boards to out-
line how their companies are positioning themselves on these issues. If boards chose
to engage with these issues, the importance of performance in relation to purpose is
particularly relevant for them on three levels: (1) for the fulfilment of their fiduciary
duty, (2) for the formulation and implementation of strategy and purpose, (3) for
engagement with investors and for communication to stakeholders.

The board’s fiduciary duty is a key piece in the consideration of the environmental
and social performance and impact of a firm. While since the 1970s, fiduciary duty
was overwhelmingly viewed as the board’s responsibility to act in the interest of share-
holders, this viewpoint has been overturned in recent years (Eccles & Youmans 2016).
In the 2016 UK Corporate Governance Code, as well as in Section 172 of the UK
Company’s Act, the legal responsibility of boards is outlined as applicable to all
stakeholders of their firms, not just to shareholders. While UK law is particularly
progressive in this regard, changes are also seen elsewhere. A 2019 legal memo of the
US law firm Wachtell, Lipton, Rosen & Katz, for example, underlines a broader
notion of boards’ responsibilities by discussing a significant decision of the Delaware
Supreme Court interpreting the Caremark doctrine: The Court said to ‘satisfy their
duty of loyalty, ... directors must make a good faith effort to implement an oversight
system and then monitor it themselves ... , the existence of management-level compli-
ance programs is [therefore] not enough for the directors to avoid Caremark exposure’.'
This legal decision highlights the expanded notion of boards’ responsibilities, even in
the relatively more conservative legal system of the United States. Lipton (2019: 2),
and outlines that directors must: ‘recognize the heightened focus of investors on
“purpose” and “culture” and an expanded notion of stakeholder interests ... and
work with management to develop metrics to enable the corporation to demonstrate
their value.’

The changing expectations of company boards and directors in the context of
responsible stewardship and governance were further clarified by the Enacting Purpose
Initiative (EPI),"” a research project which engaged board members on the role of
purpose. The initiative’s reports (2020; 2021) underline that boards increasingly recog-
nise the mounting expectations they face to formulate a credible corporate purpose
and strategy. They also recognise that it must go beyond a mere empty pledge, such as
seen by the Business Roundtable in August 2019, where 181 CEOs pledged to a more

Bhttp://www.wlrk.com/webdocs/wlrknew/WLRKMemos/WLRK/WLRK.26467.19.pdf, last access Aug
2019
Yhttp://www.enactingpurpose.org/
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holistic, stakeholder-oriented version of the 2Ist century corporation yet never
adopted any meaningful changes thereafter. The EPI suggested a SCORE framework
that highlights how boards can enact purpose through five core principles: Simplify
purpose, Connect to strategy, Own purpose at the board level, Reward purpose and
Exemplify it through practice (Eccles et al. 2020). The framework therefore highlights
the importance of connecting purpose to both materiality and performance.

Current practice suggests, however, that boards seldomly link purpose with
measurement. Because of this, many directors feel ill-prepared to address or discuss
sustainability issues. Without clear objectives and targets, it is difficult to link purpose
to strategy and to communicate progress in relation to purpose to investors and other
stakeholders. It is therefore the link of purpose with materiality and non-financial data
within an organisation which can help the board deal more confidently with the most
material non-financial concerns. Some have suggested that the creation of a board-
signed Statement of Purpose would be a good start for companies to control the
narrative around who they think their significant stakeholders are (rather than just say-
ing ‘all stakeholders’ matter) and what material issues the firm recognises and intends
to make a priority in accordance with its purpose.?” The Statement can also be used to
communicate timelines (what the company understands as ‘long-term’) and be informed
and evaluated by the use of non-financial metrics, allowing both alignment within the
company and more targeted conversations with stakeholders outside the organisation.

The importance of purpose measurement for management decisions

As previously discussed, both financial and non-financial metrics play a critically
important role in informing and guiding corporate decision making to achieve corpo-
rate purpose. While financial measures are routinely reviewed, it is important for busi-
nesses to also have a strategic approach to managing both non-financial targets in
their own entity, as well as multi-capital accounting frameworks and impact valua-
tion. Stroehle & Rama Murthy (2019: 10) therefore argue that many sustainability
accounting frameworks

... have concentrated on the measurement of non-financial capitals. The management
of these non-financial capitals is [however] a separate stream of research. Managing
businesses to tackle societal and environmental concerns is explored as shared value
or system value. Practice tools such as Future-Fit can help companies to pursue social
and environmental goals and track extra-financial information for internal and
external audiences.

2Hermes Investment, 2019, https://www.hermes-investment.com/ukw/wp-content/uploads/2019/08/
statement-of-purpose-guidance-document-aug-2019.pdf, last accessed October 2019.
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The emphasis on embedding non-financial measurement into management
frameworks directs attention towards ways in which non-financial metrics are being
used within companies. A helpful concept in this context is the notion of management
controls, which ‘include all the devices and systems managers use to ensure that the
behaviours and decisions of their employees are consistent with the organisation’s
objectives and strategies’ (Malmi & Brown 2008: 290), or in other words, the company’s
purpose. Put differently, the sheer availability of non-financial metrics within organi-
sations might inform behaviour but it does not automatically shape practices and,
ultimately, decision-making: ‘While information systems may have an influence on
behaviour, they are not specifically designed to hold organisation members account-
able for their behaviour, nor do they relate behaviour to targets’ (Malmi & Brown
2008: 295). Hence, non-financial measures need to be embedded in control structures
that incentivise managers to consider these metrics in their decisions-making.

If measures are chosen according to their materiality and linked to corporate
purpose this can, for instance, be used to integrate relevant non-financial objectives
into (individual) performance targets, which, if achieved, unlock additional compen-
sation, benefits and promotion. Purpose then becomes an essential component of
incentivising and evaluating managers and staff and ultimately analysing firm perfor-
mance. Furthermore, material purpose targets can be integrated into key management
processes, such as strategy development, capital expenditures and risk management.
The recommendations of the TCFD, for instance, ask companies to disclose how
climate-related risks and opportunities are considered in governance, strategy, and
risk management processes.

Through these practices we observe that increased understanding and scholarship
on embedding purpose through multi-capital frameworks into performance frame-
works may see positive effects in decision making across the investment chain. These
frameworks could result in better long-term decision making on corporate invest-
ments such a capital expenditures. The challenges arise in creating environments
where a large proportion of firms commit to these expanded management frameworks,
and asset owners and managers are incentivised to take these into consideration when
making investment allocation decision. This entails an environment of rigour and
transparency in evaluating purpose driven performance from corporate decisions
through to asset owner level.

Conclusion

The performance principles of corporate purpose suggest that measurement needs to
reflect whether companies take into account the growing significance of workers,
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societies and natural assets both inside and outside a company’s legal boundaries, and
that performance should be evaluated in relation to attainment of corporate purposes
and profits measured after providing for costs of rectifying failures to fulfil them. This
paper examines the practicability, limitations and feasibility of these principles by
arguing that they are linked to three separate measurement considerations. In a first
instance, performance measurement needs to focus on the attainment of a problem
solved, as set out through a company’s purpose. These measures will be non-financial
in their own entities as well as impact-related to understand whether a given business
solution has (un)intended consequences. Second, purpose measurement must be
linked to a notion of profitability (although adjusted) and therefore to the idea of
single materiality and how the firm’s value and performance is influenced by its sur-
roundings. Third, purposeful companies need to take account of their externalities
by absorbing the cost of maintenance in relation to natural and social assets, and by
assessing and managing their impact in relation to their values to society.

We find that while the demand for non-financial reporting and disclosure is
growing rapidly and progress to provide this information has been made both in
regard to regulation and standardisation, considerable gaps and challenges persist for
actors at various levels to link these measures and activities to purpose. Corporate
purpose is still often seen and treated as a marketing tool: a high-level commitment to
broad sustainability-related goals, yet without any tractable commitments made in its
relation, nor any linked incentive structures. For purpose to be real it would have to be
considered in the way investors allocate their capital sustainably, in the way boards set
‘the tone at the top’, formulate strategy goals and fulfil their fiduciary duties, and in
the way managers are incentivised and evaluated.

Purpose without measurement runs the risk of being merely a mirage, or quickly
side-lined as soon as a more important (financial) concern arises. With the framework
we outline, we show that it is not impossible to establish measurement of purpose, in
particular when performance in relation to purpose is linked to existing frameworks
of measurement and notions of single and double materiality. Getting this implemen-
tation and measurement right is absolutely key, as we need to have good measurement
of long-term value-creation and public accountability for corporate externalities if we
want to successfully address the system-level challenges we are currently facing.
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Appendix 1. Examples of corporate practice
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Appendix 2. List of interviews and focus groups

Expert interviews

Organisation: Deloitte. Name: Veronica Poole, Global Head of IFRS. Interview date: August 2019

Organisation: Deloitte. Name: Neil Stevenson, Director Deloitte UK. Interview date: August 2019

Organisation: Hermes Investment Management. Name: Dr Michael Viehs, Associate Director. Interview
date: August 2019

Organisation: Impact Management Project. Name: Clara Barby, CEO. Interview date: September 2019

Organisation: International Integrated Reporting Council. Name: Charles Tilly, CEO. Interview date:
September 2019

Organisation: The Prince’s Accounting for Sustainability Project. Name. Jessica Fries, Professor of
Accounting, Executive Chair. Interview date: August 2019

Organisation: University of Oxford. Name: Professor Robert Eccles, Visiting Professor of Management
Practice and Founding Chairman of SASB. Interview date: August 2019

Organisation: University of Oxford. Name: Professor Richard Barker, Professor of Accounting.
Interview date: August 2019

Organisation: Value Balancing Alliance. Name. Christian Heller, CEO. Interview date: September 2019

Observed focus groups

British Academy, London, Future of the Corporation Workshop on Measurement & Performance.
Date: May 2019

British Academy, London, Future of the Corporation Workshop on Measurement & Performance.
Date: June 2019

British Academy, London, Future of the Corporation Workshop on Principles. Date: September 2019
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