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Course Introduction 

I. The Convergence of Two Disciplines 

Welcome to this comprehensive course on the intersection of Environmental Economics and 

Corporate Social Responsibility. Historically, economics and business ethics were taught as 

separate silos. One focused on market efficiency and resource allocation, while the other 

focused on morality and philanthropy. 

Today, those silos have collapsed. In a world characterized by climate change, resource 

scarcity, and globalized supply chains, environmental health is the foundation of economic 

stability. This course explores how firms internalize environmental costs and transform social 

challenges into strategic opportunities. 

II. The Economic Problem: From Externalities to Strategy 

At the heart of this course is the concept of the externality. For decades, pollution and social 

displacement were treated as "side effects" that were not reflected in a company’s financial 

statements. 

 Environmental Economics provides the tools to put a price on these effects (Carbon 

taxes, Cap-and-Trade, Resource valuation). 

 CSR provides the managerial framework to act upon these valuations, ensuring the 

firm remains legitimate and competitive. 

We will examine why Milton Friedman’s 1970 doctrine—that "the business of business is 

business"—is being replaced by the Triple Bottom Line: the requirement to account for 

People, Planet, and Profit simultaneously. Bowen, H. R. (1953). 

III. What You Will Learn 

This course is structured to provide both the theoretical "Why" and the operational "How": 

1. Market Failures and Policy: Why markets fail to protect the environment and how 

government regulations (taxes, subsidies) shape the business landscape. 

2. Strategic CSR: How to use the ISO 26000 and Stakeholder Theory to build a "Social 

License to Operate." 

3. Valuation and Metrics: Learning the basics of ESG (Environmental, Social, and 

Governance) data and how investors use it to measure a firm's long-term viability. 

 



6 

 

IV. Course Philosophy 

Our approach in this course is intellectually honest. We do not treat CSR as a magic wand. 

We acknowledge that: 

 There are often difficult trade-offs between short-term profit and long-term 

sustainability. 

 "Greenwashing" is a real risk that damages corporate credibility. 

 Effective CSR requires rigorous data and accounting, not just good intentions. 

"Can a corporation maximize value for its shareholders while simultaneously acting as a 

steward for the environment and a partner to society?" 

By the end of this course, you will not only be able to answer this question but also possess 

the tools to implement the answer in a professional setting. 
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Chapter 1:  

Foundations and Market Failures 

1.1  The Neoclassical Framework: Welfare and Efficiency 

The neoclassical framework serves as the "analytical benchmark" for environmental 

economics. It seeks to determine how a society can allocate scarce resources (including 

natural resources) to maximize social welfare. 

1.1.1. The Concept of Pareto Efficiency 

In the field of Environmental Economics, Pareto Efficiency (or Pareto Optimality) serves as 

the fundamental normative benchmark for evaluating resource allocation. Named after the 

Italian engineer and economist Vilfredo Pareto, this concept defines a state of maximum 

economic efficiency without requiring a subjective moral judgment on the distribution of 

wealth. 

I. Formal Definition and the Pareto Criterion 

An allocation of resources is defined as Pareto Efficient if it is impossible to reallocate those 

resources to make at least one individual better off without making at least one other 

individual worse off. 

 Pareto Improvement: A change in resource allocation that makes at least one person 

better off while harming no one. 

 Pareto Frontier: The set of all possible allocations that are Pareto efficient. Moving 

along this frontier involves a "trade-off"—to help one person, you must harm 

another. Bowen, H. R. (1953). 

II. The Three Marginal Conditions for Pareto Efficiency 

In a university-level microeconomic context, achieving Pareto Efficiency requires the 

simultaneous satisfaction of three specific conditions: 

1. Efficiency in Exchange (Consumption): 

Resources must be distributed among consumers such that their Marginal Rate of 

Substitution (MRS)—the rate at which they are willing to trade one good for another 

while maintaining the same utility—is equal. 

MRSA/{xy} = MRSB/{xy} = {P_x}/{P_y} 
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If this doesn't hold, consumers could trade with each other to increase their mutual 

satisfaction. 

2. Efficiency in Production: 

Firms must use inputs (Labor L and Capital K) such that their Marginal Rate of 

Technical Substitution (MRTS) is equal across all industries. 

MRTSx_{LK} = MRTSy_{LK} = {w}/{r} 

This ensures the economy is producing on the "Production Possibility Frontier" rather 

than inside it. 

3. Efficiency in Product Mix (Allocative Efficiency): 

The rate at which the economy can physically transform one good into another 

(Marginal Rate of Transformation, MRT) must equal the rate at which consumers are 

willing to trade them. 

MRT_{xy} = MRS_{xy} 

III. Pareto Efficiency and Environmental Market Failures 

While the Pareto criterion is a powerful tool, it presents significant challenges when applied 

to Environmental Economics: 

 The Status Quo Bias: The Pareto criterion is inherently conservative. If a factory is 

currently polluting a river for free, a regulation to stop the pollution would make the 

factory owner "worse off" (due to loss of profit). Thus, strictly speaking, 

environmental protection is rarely a Pareto Improvement unless the victims 

compensate the polluter. 

 The Kaldor-Hicks Compensation Principle: To solve this, economists often use 

"Kaldor-Hicks Efficiency." A policy is efficient if the winners (the public enjoying clean 

air) gain more than the losers (the polluting firm) lose, such that the winners could 

theoretically compensate the losers. 

 Externalities: In the presence of pollution, the market price does not reflect the social 

cost. Therefore, the "market-clearing" price fails to achieve Pareto Efficiency because 

it ignores the welfare of the third party affected by the pollution. 

  
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1.1.2. The First and Second Fundamental Theorems of Welfare Economics 

The relationship between competitive markets and the concept of Pareto Efficiency is 

formalized through the Two Fundamental Theorems of Welfare Economics. These theorems 

provide the mathematical and theoretical justification for why economists often default to 

market-based solutions, while also highlighting why government intervention is necessary 

for environmental protection and social equity. 

I. The First Fundamental Theorem of Welfare Economics: The Efficiency of Markets 

The First Theorem is often described as the modern mathematical proof of Adam Smith’s 

"Invisible Hand." 

 The Theorem: Under a specific set of assumptions, a competitive market equilibrium 

will lead to a Pareto Efficient allocation of resources. 

 The Logical Implication: If the market is left alone (Laissez-faire), it will naturally move 

resources to where they are most valued, maximizing total social surplus without the 

need for central planning. 

 The Crucial Assumptions (The "Catch"): For this theorem to hold, several conditions 

must be met: 

1. Complete Markets: There must be a market (and a price) for every single 

good, including clean air, biodiversity, and climate stability. 

2. No Externalities: The production or consumption of a good must not affect 

any third party. 

3. Perfect Information: All buyers and sellers must have full knowledge of the 

products and their impacts. 

4. Price-Taking Behavior: No individual or firm can have enough power to 

influence market prices (Perfect Competition). 

Environmental Failure: Because the environment usually lacks property rights (no one "owns" 

the atmosphere), there is no market for air quality. This violates the "Complete Markets" 

assumption, meaning the First Theorem fails, and the resulting market equilibrium is not 

Pareto Efficient. 

II. The Second Fundamental Theorem of Welfare Economics: Equity and 

Redistribution 

While the First Theorem focuses on efficiency, the Second Theorem addresses equity 

(fairness). 
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 The Theorem: Any Pareto Efficient allocation (any point on the Pareto Frontier) can 

be achieved as a competitive market equilibrium, provided that the government 

performs an initial redistribution of wealth through lump-sum transfers. 

 The Logical Implication: This theorem suggests that we can separate the goals of 

efficiency and distribution. If society decides that a "Green Economy" with low 

pollution and high social equity is the desired goal, the government can redistribute 

"endowments" (like pollution rights or wealth), and the market will then find the most 

efficient way to maintain that state. 

III. Synthesis: The Role of the Economist and the Policy Maker 

In the context of Environmental Economics and CSR: 

1. The First Theorem explains why pollution is a "market failure"—the "Invisible Hand" 

is broken because some costs are "invisible" to the price system. 

2. The Second Theorem provides the justification for government intervention (like 

Carbon Taxes or Cap-and-Trade). By changing the initial rules (e.g., forcing companies 

to own "permits" to pollute), the government can guide the market toward a more 

socially and environmentally desirable efficient point. 

1.1.3. The Invisible Hand (Adam Smith, 1776) 

In the history of economic thought, the "Invisible Hand" is perhaps the most influential 

metaphor. It represents the self-organizing nature of the market. Within the context of 

Environmental Economics, it serves as the theoretical justification for the "market-led" 

approach to resource allocation, while simultaneously providing the backdrop against which 

all environmental market failures are measured. Bowen, H. R. (1953). 

I. Philosophical Origins: The Wealth of Nations 

The term appears in Adam Smith’s seminal work, An Inquiry into the Nature and Causes of 

the Wealth of Nations (1776), specifically in Book IV, Chapter II. Smith argued that 

individuals, motivated by their own security and profit, unintentionally contribute to the 

public good: 

"He generally, indeed, neither intends to promote the public interest, nor knows how much he 

is promoting it... he intends only his own gain, and he is in this, as in many other cases, led by 

an invisible hand to promote an end which was no part of his intention." 

II. The Economic Mechanism: The Price System as a Coordinator 

In modern economic theory, the "Invisible Hand" is understood through the price 

mechanism. 
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1. Signaling: Prices act as signals of scarcity and value. If a resource (like timber) 

becomes scarce, its price rises. 

2. Incentivizing: Higher prices incentivize consumers to reduce consumption and 

producers to find alternatives or more efficient extraction methods. 

3. Equilibration: Without a central planner, the market reaches an equilibrium where 

the quantity supplied equals the quantity demanded, and the Marginal Private 

Benefit (MPB) equals the Marginal Private Cost (MPC). 

III. The "Invisible Hand" and Environmental Management 

Proponents of market-based environmentalism (such as Free-Market Environmentalists) argue 

that the "Invisible Hand" is the best tool for conservation, provided that property rights are 

established. 

 The Logic: If someone owns a forest, the "Invisible Hand" (self-interest) will lead 

them to manage it sustainably to ensure long-term profit, rather than clear-cutting it 

for immediate gain. 

 The Limitation: The Hand only "sees" what is priced. If the carbon sequestration or 

biodiversity of that forest has no market price, the Invisible Hand will ignore those 

values, leading to what economists call "market-driven degradation." 

1.1.4. The Invisible Foot (E.K. Hunt, 1973) 

If the "Invisible Hand" represents the success of the market in coordinating private interests 

for social gain, the "Invisible Foot" represents the systematic failure of the market to protect 

the environment and social well-being. Popularized by the heterodox economist E. K. Hunt, 

this concept provides a critical lens through which students can understand why profit-

maximization often leads to ecological degradation. 

I. The Conceptual Framework: Cost Externalization 

The core of the "Invisible Foot" theory is that in a competitive market, firms are not only 

incentivized to produce what consumers want, but they are also incentivized to externalize 

their costs. 

 The Rational Polluter: A firm that pays to clean its waste has higher costs than a firm 

that dumps its waste into a public river for free. 

 The Survival of the "Kicker": In a pure market without regulation, the firm that 

"kicks" its costs onto society (the Invisible Foot) will have lower prices and higher 

profits, eventually driving more ethical firms out of business. 

 The Inversion of Smith: Hunt famously argued that while the Hand leads to the 

maximization of commodities, the Foot leads to the maximization of social misery. 
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II. The Pervasiveness of Externalities 

Hunt’s critique of the neoclassical framework is that it treats pollution as an "exception." 

Hunt, building on the work of Ralph d'Arge, argued that: 

1. Thermodynamic Reality: Production cannot exist without waste (Entropy). Therefore, 

externalities are a permanent feature of the economic process, not a rare accident. 

2. Property Rights Failure: The "Foot" exists because common resources like the 

atmosphere or the oceans are "non-excludable." Since no one owns them, the 

"Hand" cannot price them, leaving them vulnerable to the "Foot." 

III. Relationship to CSR (Corporate Social Responsibility) 

The "Invisible Foot" is the theoretical justification for the necessity of CSR and government 

regulation. 

 If the market naturally rewards cost-shifting, then voluntary CSR is a struggle against 

the market's own gravity. 

 For CSR to be sustainable, the "Visible Hand" of the state must intervene to "cut off 

the Invisible Foot" by internalizing costs through taxes or laws. 

1.2. The Theory of Externalities 

In environmental economics, an externality is the primary mathematical and conceptual tool 

used to quantify market failure. While Section 1.1 discussed the philosophy of the "Invisible 

Foot," Section 1.2 focuses on the formal economic modeling of how pollution creates a 

divergence between private interests and social well-being. Carroll, A. B. (1979). 

1.2.1. Definition and Taxonomy 

An externality occurs when the production or consumption of a good or service imposes 

costs or benefits on a third party who is not involved in the market transaction. 

 Negative Production Externality: A factory emitting sulfur dioxide, causing respiratory 

issues for local residents (The focus of this chapter). 

 Positive Consumption Externality: An individual getting a flu vaccine, which reduces 

the probability of others getting sick. 

To build a rigorous academic corpus, we must move beyond a simple definition and 

categorize externalities based on their economic impact and the nature of the parties 

involved. In the neoclassical tradition, an externality (also termed a "spillover effect") is a 
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situation where the production or consumption of a resource has an unintended impact on a 

third party who is neither the buyer nor the seller in the transaction. 

I. The Economic Definition 

An externality exists when the utility function of a consumer or the production function of a 

firm includes variables whose values are chosen by others without regard to the effects on 

that consumer or firm's welfare. 

II. Taxonomy of Externalities 

For the purpose of environmental policy and Corporate Social Responsibility (CSR), we 

categorize externalities into four distinct quadrants: 

Type Description Environmental Example 

Negative 

Production 

A firm's production process 

reduces the well-being of others 

without compensation. 

A factory emitting CO_2 or dumping chemicals 

into a river, harming local fisheries. 

Positive 

Production 

A firm's production process 

increases the well-being of others. 

A commercial apiary (beekeeping) that 

provides pollination services to nearby apple 

orchards for free. 

Negative 

Consumption 

An individual's consumption 

reduces the utility of others. 

Use of a private internal combustion vehicle in 

a congested city, creating smog and noise for 

pedestrians. 

Positive 

Consumption 

An individual's consumption 

increases the utility of others. 

An individual planting a diverse, native garden 

that improves the aesthetic value and local 

biodiversity for the neighborhood. 

III. Pecuniary vs. Technological Externalities 

It is vital for university-level students to distinguish between these two, as only technological 

externalities constitute a market failure: 
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1. Technological Externalities: These affect the real physical possibilities of others (e.g., 

pollution damaging a crop). These lead to market failure because the "Invisible Hand" 

cannot price the physical damage. 

2. Pecuniary Externalities: These occur when an action affects another through a 

change in market prices. 

o Example: If many people move to a city, the price of rent increases, "harming" 

current renters. However, this is not a market failure; it is simply the market 

working to signal scarcity. Carroll, A. B. (1979). 

 

1.2.2. The Mathematical Model: Private vs. Social Costs 

To understand why the market "over-pollutes," we must distinguish between three types of 

costs: 

1. Marginal Private Cost (MPC): The cost to the firm of producing one additional unit of 

output (e.g., raw materials, labor, energy). 

2. Marginal External Cost (MEC): The value of the damage caused to society by the 

pollution generated by that additional unit of production. 

3. Marginal Social Cost (MSC): The true cost to society, representing the sum of private 

and external costs. 

MSC = MPC + MEC 

In a free market, a profit-maximizing firm ignores the $MEC$ and produces at the point 

where Price (P) = MPC. However, from society's perspective, the optimal level of production 

occurs where Price (P) = MSC. 

1.2.3. The Welfare Loss  

Because the market produces at the private equilibrium (Q_m) rather than the social 

optimum (Q_s), it results in over-production and over-pollution. 

 Between Q_s and Q_m, the cost to society (the area under the MSC curve) is greater 

than the benefit to consumers (the area under the Demand curve). 

 This creates a "triangle" of inefficiency known as Deadweight Loss (DWL), 

representing the net loss in social welfare caused by the failure to price the 

externality. 
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To move from a qualitative understanding of the "Invisible Foot" to a quantitative policy 

framework, we must model the divergence between the firm's objectives and society's well-

being. This divergence is known as the Welfare Wedge. 

I. The Components of the Model 

In a market with a negative production externality (e.g., carbon emissions from a steel mill), 

we define three distinct cost functions: 

1. Marginal Private Cost (MPC): The supply curve in a competitive market. It represents 

the internal costs incurred by the firm to produce one additional unit of output. 

MPC = f(Quantity) 

2. Marginal External Cost (MEC): The monetary value of the damage imposed on third 

parties for each additional unit produced. In environmental economics, this is often 

modeled as an increasing function, as the environment's "absorptive capacity" 

diminishes with more pollution. 

MEC = g(QuantityMarginal Social Cost (MSC): The total cost to society. It is the vertical 

summation of private and external costs. 

MSC = MPC + MEC 

1.2.4. Correcting the Failure: The Pigouvian Tax 

Named after Arthur Cecil Pigou, a "Pigouvian Tax" is a per-unit tax set exactly equal to the 

Marginal External Cost at the socially optimal level of output. 

 Internalization: The tax shifts the MPC curve upward until it coincides with the MSC. 

 The Result: The firm now "feels" the external cost as a private cost, leading it to 

reduce production to the socially optimal level Q_s. 

If the "Invisible Foot" represents the problem (market failure), the Pigouvian Tax represents 

the primary neoclassical solution. Named after the British economist Arthur Cecil Pigou, this 

policy instrument is designed to "internalize" the externality, forcing the polluter to account 

for the social damage they cause. Dasgupta, P. (2021). 

I. The Economic Logic of Internalization 

The fundamental goal of a Pigouvian tax is to align private incentives with social welfare. In 

the absence of a tax, the firm only sees the Marginal Private Cost (MPC). By imposing a tax 

(t), we modify the firm's cost structure. 
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 The Optimal Tax Rate: To reach the socially optimal level of production (Q_s), the tax 

must be set exactly equal to the Marginal External Cost (MEC) at that specific level of 

output. 

t = MEC(Q_s) 

 The New Private Cost: With the tax, the firm's new marginal cost becomes: 

MPC_{tax} = MPC + t 

At Q_s, MPC + t becomes equal to the Marginal Social Cost (MSC). 

II. Advantages and Criticisms 

The Pigouvian approach is highly regarded in academic circles for its Economic Efficiency, but 

it faces practical challenges: 

1. Efficiency (The "Double Dividend"): Not only does the tax reduce pollution, but the 

revenue generated can be used to reduce other distortionary taxes (like income tax), 

creating a "double dividend" for the economy. 

2. The Information Problem: In reality, it is extremely difficult to calculate the exact 

monetary value of environmental damage (the MEC). If the tax is set too high or too 

low, the market remains inefficient. 

3. The Distributional Impact: Critics argue that these taxes can be regressive, as they 

often increase the price of essential goods like heating or transport, 

disproportionately affecting low-income households. 

1.3. Public Goods and the Tragedy of the Commons 

While externalities (Section 1.2) explain how a transaction between two parties can harm a 

third, Section 1.3 addresses the broader structural failure of resources that are not owned by 

anyone but are used by everyone. This is the realm of Public Goods and Common-Pool 

Resources (CPRs). Dasgupta, P. (2021). 

1.3.1. The Taxonomy of Goods 

To understand environmental degradation, economists categorize goods based on two 

properties: 

1. Excludability: Can we prevent people who haven't paid from using the good? 

2. Rivalry: Does one person’s use of the good diminish its availability for others? 
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Rivalrous Non-Rivalrous 

Excludable Private Goods (Food, clothes) Club Goods (Netflix, private parks) 

Non-
Excludable 

Common Resources (Fish stocks, 
timber) 

Public Goods (Clean air, national 
defense) 

The environment primarily consists of Public Goods (non-rival and non-excludable) and 

Common Resources (rival but non-excludable). 

In environmental economics, the classification of a resource is the first step in determining 

whether the "Invisible Hand" will succeed or whether a "Market Failure" is inevitable. To 

achieve university-level rigor, we must categorize goods based on their physical and legal 

characteristics using two specific criteria: Excludability and Rivalry. 

I. The Two Defining Criteria 

1. Excludability: A good is excludable if it is possible to prevent those who have not paid 

for it from consuming it. This usually requires well-defined and enforceable property 

rights. 

o High Excludability: A loaf of bread (you must buy it). 

o Low Excludability (Non-excludable): The Earth's atmosphere (anyone can 

breathe or emit CO2 into it). 

2. Rivalry (Subtractability): A good is rivalrous if one person's consumption of the good 

diminishes the amount available for others. 

o High Rivalry: An apple (if I eat it, you cannot). 

o Low Rivalry (Non-rival): A lighthouse signal (my use of the light doesn't make 

it dimmer for you). 

II. The Four-Way Classification (The Matrix of Goods) 

By crossing these two criteria, economists derive four distinct categories of goods: 

Type of Good Characteristics Environmental Examples Economic Outcome 

Private Goods Rival & Excludable 
Timber, mineral rights, 

bottled water. 

Market efficiency (Invisible 

Hand). 
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Type of Good Characteristics Environmental Examples Economic Outcome 

Public Goods 
Non-Rival & Non-

Excludable 

Climate stability, 

biodiversity, clean air. 

Undersupply (Free-Rider 

Problem). 

Common-Pool 

Resources (CPRs) 

Rival & Non-

Excludable 

Fish stocks, groundwater, 

shared pastures. 

Over-exploitation (Tragedy 

of the Commons). 

Club Goods 
Non-Rival & 

Excludable 

Private nature reserves, toll 

roads. 

Under-utilization if fees are 

too high. 

III. Why Taxonomy Matters for the Environment 

The "Environment" is rarely a private good. Most ecological crises occur because resources 

move between these categories: 

 The Transition from Public to Common: Clean air used to be a pure Public Good 

(unlimited and non-rival). However, as industrial capacity grew, the air's ability to 

absorb waste became "rival." It became a Common-Pool Resource, leading to the 

"Tragedy of the Commons." 

 The Failure of Pricing: Because Public Goods and Common Resources are Non-

Excludable, the market cannot assign a price to them. Without a price, the "Invisible 

Hand" cannot function, and the "Invisible Foot" begins to kick. Elkington, J. (1997). 

1.3.2. The Tragedy of the Commons (Garrett Hardin, 1968) 

The "Tragedy of the Commons" describes the inevitable ruin of a shared resource when 

individuals act according to their own self-interest. 

 The Logic: Imagine a shared pasture. Every herdsman asks, "What is the utility to me 

of adding one more animal to my herd?" 

o The Positive Gain: The herdsman receives all the proceeds from the sale of 

the additional animal (+1). 

o The Negative Cost: The overgrazing caused by the animal is shared by all 

herdsmen (a fraction of -1). 

 The Outcome: Since the individual gain is greater than the individual share of the 

cost, rational actors continue to add animals until the pasture is destroyed. 
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 Environmental Application: This explains overfishing in international waters, 

deforestation, and the "dumping" of greenhouse gases into the global atmosphere. 

In the study of environmental degradation, the Tragedy of the Commons is the foundational 

paradigm for understanding why shared resources are systematically over-exploited. It 

explains the structural conflict between individual rationality and collective ruin. 

I. The Logic of the Commons 

The concept was popularized by the biologist Garrett Hardin in a 1968 article in Science. 

Hardin used a metaphor of a shared pasture (the "Commons") open to all local herdsmen. 

1. Individual Gain: Each herdsman seeks to maximize his own profit. When deciding 

whether to add one more cow to his herd, the herdsman gains the full marginal 

benefit of the sale of that cow (+1). 

2. Socialized Cost: The negative effect of adding the cow (overgrazing, soil depletion) is 

shared by every herdsman using the pasture. Therefore, the individual herdsman 

only suffers a fraction of the cost (-1/n). 

3. The Rational Choice: Since the private benefit (+1) is significantly higher than the 

private cost (-1/n), the rational choice for every herdsman is to add more cattle. 

The Inevitable Conclusion: As Hardin famously stated: "Freedom in a commons brings ruin to 

all." The cumulative effect of rational individual choices leads to the total destruction of the 

resource upon which everyone depends. 

II. Modern Environmental Applications 

The Tragedy of the Commons is not merely a historical metaphor; it is the primary driver of 

21st-century ecological crises: 

 Atmospheric Pollution: The atmosphere is a global commons. Each nation benefits 

from the industrial activity that produces  CO_2 , but the cost (global warming) is 

distributed across the entire planet. 

 Overfishing: International waters are non-excludable. Fishing fleets have an incentive 

to catch as many fish as possible today, fearing that if they leave the fish, another 

fleet will catch them tomorrow. 

 Groundwater Depletion: Farmers tapping into a shared aquifer may pump water at 

an unsustainable rate to maximize their current crop yield, even if it leads to the 

eventual drying of the wells for the entire community. 
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III. Hardin’s Proposed Solutions 

Hardin argued that there are only two ways to escape the tragedy, as the "Invisible Hand" 

(appealing to conscience) is insufficient: 

1. Privatization: Converting the commons into private goods (Section 1.3.1). If a 

herdsman owns the land, he will manage it sustainably to preserve its long-term 

value. 

2. Mutual Coercion, Mutually Agreed Upon: This refers to government regulation and 

the rule of law. Society agrees to limit individual freedom (e.g., fishing quotas or 

carbon taxes) to prevent collective ruin. Elkington, J. (1997). 

1.3.3. The Free-Rider Problem 

Public goods like "Climate Stability" suffer from the Free-Rider Problem. Because you cannot 

exclude someone from benefiting from a stable climate, individuals (and nations) have an 

incentive to let others pay the cost of carbon reduction while they enjoy the benefits for 

free. This leads to a systematic under-provision of environmental protection. 

In the framework of environmental economics, the Free-Rider Problem is the primary 

obstacle to the provision of Public Goods (Section 1.3.1). It explains why, even when 

everyone agrees that an environmental goal is desirable (such as limiting global warming), 

individuals, firms, and nations often fail to contribute to the cost of achieving it. 

I. The Economic Logic of Free-Riding 

Because Public Goods are non-excludable, once they are provided, they are available to 

everyone, regardless of whether they helped pay for them. 

1. The Incentive to Abstain: A rational, self-interested agent realizes that if society 

achieves "clean air," they will benefit from it even if they personally did nothing. 

2. The Dominant Strategy: If an individual contributes, they bear a private cost while the 

benefit is shared by millions. If they do not contribute, they save their money and still 

enjoy the benefit if others provide it. 

3. The Collective Failure: Since every agent faces the same logic, the "Invisible Hand" 

fails to provide the good. The result is that the public good is either under-provided 

or not provided at all. 

II. Environmental Examples and Global Implications 

The Free-Rider problem is most visible in international environmental agreements: 
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 Climate Change Mitigation: A "stable climate" is a global public good. If the European 

Union spends billions to reduce emissions, the entire world benefits. A "Free-Rider" 

nation might choose to keep using cheap coal to gain a competitive industrial 

advantage while still enjoying the global reduction in climate risk funded by the EU. 

 Lighthouse of Biodiversity: Preserving a rainforest in the Amazon provides oxygen 

and climate regulation for the whole planet. However, the cost of not developing 

that land (opportunity cost) is borne solely by the local country, leading to an 

incentive for others to "free-ride" on the forest's existence without compensating the 

host nation. 

III. Solutions to Free-Riding 

To overcome this failure, economists and policy makers look for ways to force or incentivize 

contribution: 

1. Government Provision: Using mandatory taxation to fund public goods (e.g., national 

parks or municipal waste management). 

2. Social Norms & Reputation: In small communities, social pressure and the fear of 

being labeled a "shirker" can reduce free-riding. 

3. Linkage & Sanctions: In international law, "Climate Clubs" (proposed by William 

Nordhaus) suggest that countries who refuse to act on climate should face trade 

tariffs or sanctions, effectively making "Free-Riding" more expensive than 

contributing. Freeman, R. E. (1984). 

1.3.4. Beyond the Tragedy: Elinor Ostrom’s Design Principles 

For decades, the only solutions proposed for the Tragedy were Privatization or Government 

Regulation. However, Elinor Ostrom (the first woman to win the Nobel Prize in Economics) 

proved that communities can manage commons successfully through local institutions 

without top-down intervention. 

 Polycentric Governance: Ostrom identified 8 "Design Principles" for stable local 

common-pool resource management, such as clearly defined boundaries, collective-

choice arrangements, and graduated sanctions. 

For decades, the "Tragedy of the Commons" (Section 1.3.2) led many economists to believe 

that shared resources could only be saved through privatization or top-down government 

control. However, Elinor Ostrom (the first woman to receive the Nobel Prize in Economic 

Sciences in 2009) challenged this "binary" choice. Her research proved that local 

communities can, and often do, manage common-pool resources (CPRs) sustainably for 

centuries through self-governance. 
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For decades, the "Tragedy of the Commons" (Section 1.3.2) led many economists to believe 

that shared resources could only be saved through privatization or top-down government 

control. However, Elinor Ostrom (the first woman to receive the Nobel Prize in Economic 

Sciences in 2009) challenged this "binary" choice. Her research proved that local 

communities can, and often do, manage common-pool resources (CPRs) sustainably for 

centuries through self-governance. Freeman, R. E. (1984). 

I. The Institutional Critique of Hardin 

Ostrom argued that Hardin’s "Tragedy" was actually a description of Open-Access regimes 

(where there are no rules) rather than Common Property regimes (where there are rules 

established by a community). She demonstrated that: 

 Communication Matters: Unlike the "Prisoner's Dilemma" (Section 1.3.3) where 

players cannot talk, real-world users of a forest or fishery communicate, build trust, 

and create their own "social contracts." 

 Local Knowledge: Local users often understand the ecological limits of their 

environment better than a distant government bureaucrat. 

II. The 8 Design Principles for Successful Commons 

Based on extensive field studies (from irrigation systems in Nepal to mountain pastures in 

Switzerland), Ostrom identified eight principles that allow communities to avoid the 

"Invisible Foot" and manage resources efficiently: 

1. Clearly Defined Boundaries: Who has the right to use the resource, and what are the 

limits of the resource itself? 

2. Congruence: Rules for using the resource must fit local conditions and the "costs" 

must be proportionate to the "benefits." 

3. Collective-Choice Arrangements: Most individuals affected by the rules can 

participate in modifying them. 

4. Monitoring: There must be "guardians" of the resource, and these guardians are 

accountable to the users. 

5. Graduated Sanctions: If someone breaks a rule, the punishment is mild at first and 

increases only with repeated violations. 

6. Conflict-Resolution Mechanisms: Cheap and easy access to local arenas to resolve 

disputes. 

7. Recognition of Rights to Organize: The government does not challenge the 

community’s right to make its own rules. 

8. Nested Enterprises (for large systems): Management activities are organized in 

multiple layers (local, regional, national). 
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III. Polycentricity: A New Governance Model 

Ostrom proposed Polycentric Governance, where multiple authorities at different scales 

(local, state, international) overlap and cooperate. This is particularly relevant for modern 

environmental challenges like Climate Change, where a single "Global Government" is non-

existent, and local actions must "nest" within international agreements. 
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Chapter 2: 

Literature Review on Corporate Social Responsibility (CSR) 

To develop a high-level Literature Review on Corporate Social Responsibility (CSR), we must 

categorize the academic evolution of the field. A strong literature review doesn't just list 

authors; it tells the story of how CSR moved from "corporate philanthropy" (optional) to 

"strategic ESG" (mandatory). 

Phase 1: The Foundational Period (1950s–1970s) 

 Howard Bowen (1953): Often called the "Father of CSR." In his book Social 

Responsibilities of the Businessman, he argued that companies are vital centers of 

power whose actions affect the lives of citizens in many points. 

 Archie Carroll (1979): Introduced the Pyramid of CSR. This is the most cited 

framework in CSR literature. He argued that CSR is not just about ethics but includes 

four layers: 

1. Economic: Be profitable (the foundation). 

2. Legal: Obey the law. 

3. Ethical: Do what is right/fair. 

4. Philanthropic: Be a good corporate citizen. 

The foundational period of CSR literature marks the transition from discretionary 

philanthropy (businessmen giving back as individuals) to corporate responsibility (the firm 

having obligations to society). During this era, the debate was centered on a fundamental 

philosophical question: Does a corporation have a soul, or is it merely a legal instrument for 

profit? 

I. Howard Bowen and the "Social Responsibilities of the Businessman" (1953) 

Howard Bowen is widely considered the "Father of CSR." Writing in the post-WWII era, he 

observed that the several hundred largest businesses were vital centers of power whose 

decisions affected the lives of citizens in many points. Marshall, A. (1890). 

 The Core Thesis: Bowen argued that industry has an obligation to pursue those 

policies, to make those decisions, or to follow those lines of action which are 

desirable in terms of the objectives and values of our society. 

 Significance: This was the first time the term "Social Responsibility" was formally 

defined in a business context. It moved the focus away from the individual manager's 

charity toward the institutional impact of the corporation. 
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While discussions regarding the ethics of commerce date back to antiquity, the formalization 

of Corporate Social Responsibility (CSR) as an academic and managerial discipline began in 

1953 with the publication of Howard R. Bowen’s seminal work, Social Responsibilities of the 

Businessman. Bowen, an economist and later President of the University of Iowa, is 

universally acknowledged as the "Father of CSR." His work provided the intellectual 

scaffolding for the modern ESG movement by shifting the focus from the individual 

merchant's morality to the institutional impact of large-scale enterprises. 

1. The Historical Context: The Post-War Social Contract 

To understand Bowen’s depth, one must look at the climate of the early 1950s. Following 

World War II, the United States saw a massive consolidation of corporate power. 

Corporations were no longer small, local shops; they were giant entities with the power to 

shape entire cities and national policies. 

Bowen observed that these companies had become "centers of power," and he argued that 

in a democratic society, great power must be accompanied by great responsibility. He was 

responding to a growing public sentiment that the "Social Contract" between business and 

society needed to be rewritten to prevent corporate tyranny and economic instability. 

2. Bowen’s Core Definition: The Obligations of Decision-Makers 

Bowen did not view CSR as a peripheral "charity" project. Instead, he embedded it directly 

into the decision-making process of the executive. He defined the social responsibilities of 

businessmen as: 

"The obligations of businessmen to pursue those policies, to make those decisions, or to 

follow those lines of action which are desirable in terms of the objectives and values of our 

society." Marshall, A. (1890). 

Key components of this definition: 

 The Focus on Action: It isn't about what a businessman feels, but what they do 

(policies and decisions). 

 Alignment with Societal Values: Bowen argued that the goals of a business should not 

conflict with the goals of the society in which it operates (e.g., public health, 

education, and economic security). 

 The "Businessman" as an Agent: At this stage, the literature focused on the individual 

leader (the "Businessman") because the legal concept of the "Corporation" as a 

person was less emphasized in social ethics than the agency of the person running it. 
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3. The "Doctrine of Social Responsibility" 

Bowen proposed that the "Doctrine of Social Responsibility" should be the guiding principle 

for the modern manager. He argued that there are several reasons why a businessman 

should accept this doctrine, even if it doesn't immediately maximize profit: 

1. The Moral Argument: Businessmen are citizens first. As members of society, they 

have a moral duty to contribute to the common good. 

2. The "Enlightened Self-Interest" Argument: Bowen was an early proponent of the idea 

that if business ignores social problems, society will eventually revolt or impose harsh 

regulations that destroy the business environment. Therefore, acting responsibly is a 

way to preserve the capitalist system. 

3. The Economic Utility: He argued that a more stable, healthy, and educated society 

provides a better workforce and a more robust consumer base for the corporation. 

4. Bowen’s Suggested Practical Reforms 

Bowen was not merely a theorist; his 1953 book suggested practical ways to institutionalize 

CSR, many of which were decades ahead of their time: 

 Social Audits: He suggested that companies should undergo an independent "Social 

Audit" to measure their impact on society, a precursor to modern ESG Reporting. 

 Change in Business Education: He called for a shift in how managers were trained, 

emphasizing ethics and social science alongside accounting and finance. 

 Representation on Boards: He toyed with the idea of having "public directors" on 

corporate boards to represent the interests of the community, a concept that mirrors 

modern Stakeholder Governance. Nordhaus, W. D. (1994). 

5. Critical Analysis and Legacy 

While Bowen’s work was revolutionary, it had limitations that later scholars (like Carroll and 

Freeman) would address: 

 The "Vagueness" Problem: Bowen didn't provide a specific list of what those social 

responsibilities were. He left it up to the businessman to interpret "societal values." 

 Voluntarism: He relied heavily on the voluntary "goodwill" of the manager. Later 

literature moved toward mandatory regulation and standardized frameworks. 

Despite these gaps, Bowen’s legacy is monumental. Every modern discussion on sustainable 

development, the UN Global Compact, and the IFRS sustainability standards can trace its 

lineage back to Bowen’s 1953 insistence that business is a sub-system of society, not an 

entity existing in a vacuum. Nordhaus, W. D. (1994). 
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II. The Iron Law of Responsibility (Davis, 1960) 

Keith Davis, another titan of early CSR literature, introduced a power-based justification for 

responsibility. He argued that social responsibility must be commensurate with social power. 

 The Iron Law: Davis famously stated that "social responsibilities of businessmen need 

to be commensurate with their social power." * The Warning: He cautioned that if a 

business fails to use its power in a way that society considers responsible, it will 

eventually lose that power as the "Social Contract" is renegotiated by the 

government and the public. 

If Howard Bowen was the "Father" of CSR, Keith Davis was the scholar who gave the 

movement its "teeth." Writing in 1960, Davis moved the conversation from a purely moral 

obligation (Bowen's view) to a functional relationship based on power. 

Davis is widely cited for his "Iron Law of Responsibility," a concept that remains a 

cornerstone in modern discussions of corporate governance and the social license to 

operate. 

1. The Power-Responsibility Equation 

Davis’s primary contribution was the realization that in a capitalist society, the corporation is 

the most powerful institution. He argued that social responsibility is not an "extra" activity, 

but a direct consequence of the social power that businessmen wield. 

He proposed a simple but profound equation: 

Social Responsibility = Social Power 

According to Davis, because business decisions affect the economy, the environment, and 

the lives of employees, businessmen are "public trustees" of the community’s resources. 

Therefore, they have a duty to oversee those resources in a way that serves the public 

interest. 

2. The "Iron Law of Responsibility" 

Davis’s most famous contribution to the literature is his warning to the corporate world, 

known as the Iron Law of Responsibility: 

"In the long run, those who do not use power in a manner which society considers responsible 

will tend to lose it." 
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The Logic of the Law: 

 Societal Consent: Business exists only because society allows it to exist. 

 The Pendulum of Regulation: If a firm abuses its power (e.g., by polluting or 

exploiting workers), society will eventually withdraw its "consent" through strikes, 

boycotts, or—most significantly—government regulation. 

 Institutional Survival: Therefore, CSR is not just an ethical choice; it is a strategic 

necessity for the survival of the private enterprise system. 

3. The "Two-Way Street" Argument 

Davis was one of the first to argue that CSR is a mutually beneficial relationship. He rejected 

the idea that what is good for society must be bad for the firm. 

 The Community as a Market: He argued that by improving the community (better 

schools, cleaner air, stable housing), a business creates a more prosperous 

environment in which to sell its products and recruit its talent. 

 The "Social Cost" Concept: Davis anticipated the modern concept of Externalities. He 

suggested that if a company causes a social cost (like traffic or noise), it has a 

responsibility to help mitigate that cost as a "cost of doing business." Ostrom, E. 

(1990). 

4. Critical Impact: Moving Toward the "Business Case" 

Davis’s work was pivotal because it provided a response to the "Friedman-esque" skeptics of 

the time. While critics argued that managers should only focus on profits, Davis proved that 

ignoring social responsibility is a long-term financial risk. By failing to act responsibly, 

companies invite "the heavy hand of government," which is far more expensive than 

voluntary social action. 

III. The Conceptual Model: Archie Carroll’s Early Work (Late 1970s) 

The period concluded with the most influential framework in the history of the field: Archie 

Carroll’s 1979 Conceptual Model. Carroll sought to reconcile the "profit vs. purpose" debate 

by suggesting that responsibility is multi-layered. 

 The Synthesis: He argued that the "social responsibility of business encompasses the 

economic, legal, ethical, and discretionary expectations that society has of 

organizations at a given point in time." 

 The Shift: This model transformed CSR from a vague, "fuzzy" concept into a 

structured, four-part framework that managers could actually measure and report 

on. 
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By the late 1970s, the literature on CSR was fragmented. Scholars had proposed numerous 

definitions, but managers remained confused about how to balance their conflicting 

obligations. In 1979, Archie B. Carroll published his landmark paper, "A Three-Dimensional 

Conceptual Model of Corporate Performance," in the Academy of Management Review. 

This work is widely regarded as the most significant turning point in the field because it 

provided the first comprehensive framework that integrated economic performance with 

social obligation. Ostrom, E. (1990). 

1. Defining the Four-Part Construct 

Carroll’s primary contribution was the argument that CSR is not a singular "altruistic" act, but 

a multi-layered construct. He proposed that for a definition of CSR to be complete, it must 

address the entire range of obligations a business owes to society. He defined these as: 

 Economic Responsibilities: The most fundamental layer. Before anything else, the 

business is an economic unit. It has a responsibility to produce goods and services 

that society wants and to sell them at a profit. Without economic viability, the other 

layers are impossible. 

 Legal Responsibilities: Society expects business to fulfill its "economic mission" within 

the framework of legal requirements. This represents the "codified ethics" of a 

society. 

 Ethical Responsibilities: These are the activities and practices that are expected or 

prohibited by societal members even though they are not codified into law. This layer 

reflects the changing norms and values of the public. 

 Discretionary (Philanthropic) Responsibilities: These are purely voluntary actions 

(e.g., corporate giving, community programs). While society desires these, it does not 

"demand" them in the same way it demands legal or economic performance. 

2. The Three-Dimensional Model (1979) 

While most students remember the "Pyramid" (which Carroll refined in 1991), his 1979 

Conceptual Model was actually a three-dimensional cube. It sought to measure "Corporate 

Social Performance" (CSP) by looking at: 

1. CSR Categories: The four responsibilities mentioned above (Economic, Legal, Ethical, 

Discretionary). 

2. Social Issues Involved: The specific areas where these responsibilities are applied 

(e.g., Environment, Product Safety, Discrimination, Employment Testing). 

3. Philosophy of Social Responsiveness: How the firm responds to these issues. Carroll 

categorized these responses along a spectrum: 
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o Reaction: Doing nothing until forced. 

o Defense: Doing the bare legal minimum. 

o Accommodation: Doing what is expected. 

o Proaction: Leading the way with industry-standard-setting behavior. 

3. Why Carroll’s Early Work Mattered 

Carroll’s 1979 model was revolutionary for three reasons: 

 It "Captured" the Business Case: By including Economic Responsibility as the base of 

CSR, Carroll silenced the critics (like Friedman) who argued that CSR was "socialism." 

He argued that being profitable is a social responsibility. 

 It Acknowledged Evolution: By including Ethical Responsibilities, he showed that what 

is "ethical" today (like carbon footprint reduction) often becomes "legal" tomorrow 

(like carbon taxes). 

 It Enabled Measurement: The model allowed researchers to begin quantifying 

corporate performance. If you can categorize an action (e.g., "This is a Proactive 

response to an Environmental issue"), you can track it over time. 

4. Critical Impact on the Literature 

Carroll's early work moved CSR out of the realm of "fuzzy" philosophy and into the realm of 

Managerial Science. It provided a common language for both academics and practitioners. It 

also laid the groundwork for the "Corporate Social Performance" (CSP) literature of the 

1980s, where scholars like Donna Wood would later expand on how these dimensions 

interact to produce measurable social outcomes. Ostrom, E. (1990). 

IV. The "Outside" Critique: Milton Friedman (1970) 

It is impossible to discuss the foundational period without the Counter-Perspective. In 1970, 

Milton Friedman published his famous critique in The New York Times. 

 The Argument: He argued that "the social responsibility of business is to increase its 

profits." 

 The Result: Friedman’s skepticism served as a "stress test" for CSR literature. It 

forced CSR scholars to move away from purely moral arguments and begin building 

the "Business Case"—proving that social responsibility could also lead to long-term 

profitability. Polman, P., & Winston, A. (2021). 

In 1970, while the academic world was building the foundations of CSR, Milton Friedman, a 

Nobel Prize-winning economist and the leader of the Chicago School of Economics, 

published a provocative article in The New York Times Magazine titled: "The Social 
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Responsibility of Business is to Increase its Profits." This critique remains the most famous 

counter-argument in the history of CSR literature. Friedman did not just disagree with CSR; 

he attacked it as "fundamentally subversive" to a free society. His work served as a "stress 

test" that forced CSR scholars to move away from purely moral arguments and begin 

building the "Business Case" for sustainability. 

1. The Agency Argument: The "Executive as Agent" 

Friedman’s primary argument was rooted in Agency Theory. He argued that a corporate 

executive is an employee of the owners (the shareholders). 

 The Fiduciary Duty: The executive has a direct responsibility to his employers to 

conduct the business in accordance with their desires, which generally will be to 

make as much money as possible. 

 The "Theft" Logic: If an executive spends company money on "social causes" (like 

reducing pollution beyond legal requirements), he is effectively spending the 

shareholders' money, or the customers' money (via higher prices), or the employees' 

money (via lower wages). Friedman viewed this as a form of "taxation without 

representation." 

2. The Political Critique: The Role of Government 

Friedman made a sharp distinction between the Private Sector and the Public Sector. 

 The Specialization of Roles: He argued that social problems (poverty, pollution, 

education) are the domain of the state. 

 The Lack of Mandate: Corporate executives are not trained in social policy, nor are 

they elected by the public. When they attempt to solve social problems, they are 

assuming a governmental role for which they have no democratic mandate and no 

expertise. Polman, P., & Winston, A. (2021). 

3. The "Rules of the Game" 

A common misconception is that Friedman advocated for "lawless" profit-seeking. In fact, he 

included a very specific constraint. He argued that the executive must maximize profit while: 

"...conforming to the basic rules of the society, both those embodied in law and those 

embodied in ethical custom." 

This caveat is crucial. It means that if a society passes a law against child labor or carbon 

emissions, the firm must follow it. However, the firm has no moral obligation to do more 

than what the law requires. 
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4. The Impact on CSR Literature: The "Strategic" Response 

Friedman’s critique did not kill CSR; it transformed it. Scholars realized that to defeat 

Friedman’s logic, they had to prove that CSR was profitable. 

 Enlightened Self-Interest: Scholars began arguing that social responsibility actually 

reduces risk and increases long-term value (e.g., preventing lawsuits, attracting 

talent). 

 Defensive vs. Proactive CSR: The literature began to distinguish between "Charity" 

(which Friedman hated) and "Strategic CSR" (which aligned with profit-making). 

Phase 2: The Stakeholder Revolution (1980s–1990s) 

If Phase 1 was about defining the nature of responsibility, Phase 2 was about defining its 

boundaries. The 1980s and 1990s marked a radical shift in management literature. The focus 

moved from the general relationship between "Business and Society" toward a more 

granular, manageable framework: Stakeholder Theory. 

During this era, scholars sought to provide managers with a "target" for their CSR efforts, 

arguing that a company is not responsible to a vague "society," but to specific groups that 

have a "stake" in its survival. 

 R. Edward Freeman (1984): Published Strategic Management: A Stakeholder 

Approach. He shifted the focus from "Shareholders" (owners) to "Stakeholders" 

(employees, customers, suppliers, communities). This provided the theoretical 

"target" for CSR activities. 

I. R. Edward Freeman and the Stakeholder Revolution (1984) 

In 1984, R. Edward Freeman, a professor of business administration, published Strategic 

Management: A Stakeholder Approach. This text is arguably the most influential book in the 

history of CSR literature, as it provided the theoretical framework that finally allowed 

managers to move past Milton Friedman’s "Shareholder Primacy." 

Freeman did not argue that profit was unimportant; rather, he argued that the only way to 

achieve sustainable, long-term profit was through the effective management of relationships 

with all parties who have a "stake" in the firm. Wood, D. J. (1991). 

1. The Core Definition: What is a Stakeholder? 

Freeman’s most enduring contribution is his expansive definition of a stakeholder. He moved 

the focus away from a narrow group of owners to a broader ecosystem. 
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 The Definition: A stakeholder is "any group or individual who can affect or is affected 

by the achievement of the organization's objectives." 

 The Scope: This definition forced managers to look beyond the balance sheet to 

include employees, customers, suppliers, local communities, government bodies, and 

even environmental groups. 

2. The Rejection of the "Separation Fallacy" 

A central pillar of Freeman’s work is the rejection of what he called the "Separation 

Fallacy"—the idea that business decisions and ethical decisions can be made independently 

of one another. 

 The Logic: Freeman argued that every business decision (e.g., closing a plant, 

launching a product, changing a supply chain) has social and ethical consequences. 

Conversely, every ethical stance taken by a firm has business consequences. 

 The Integration Thesis: He proposed that "business" and "ethics" are inextricably 

linked. Managing for stakeholders is not "doing ethics on the side"; it is simply good 

management. Wood, D. J. (1991). 

3. The "Managerial" vs. "Legal" Perspective 

Before Freeman, CSR was often seen as a philanthropic "add-on." Freeman shifted the 

perspective in two ways: 

1. Strategic Necessity: He argued that in a "turbulent" global environment, companies 

that ignore their stakeholders face higher risks of strikes, boycotts, lawsuits, and 

regulatory crackdowns. Therefore, stakeholder management is a survival strategy. 

2. The Fiduciary Shift: While the law generally emphasizes a manager's duty to 

shareholders, Freeman argued that from a functional perspective, managers act as 

the hub of a wheel, balancing the competing interests of all stakeholders to keep the 

wheel turning. 

4. The Three Levels of Stakeholder Theory 

Following the 1984 publication, the literature (most notably Donaldson & Preston, 1995) 

refined Freeman's ideas into three distinct approaches: 

 Descriptive: Does the company actually manage stakeholders? (Used to describe how 

corporations behave). 

 Instrumental: Does managing stakeholders lead to higher profits? (Used to build the 

"Business Case" for CSR). 
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 Normative: Should companies manage stakeholders because it is the morally right 

thing to do? (The philosophical core of CSR). 

5. Impact and Legacy 

Freeman’s 1984 work changed the "unit of analysis" in business research. Instead of looking 

at the firm as a "black box" that turns capital into profit, researchers began looking at the 

firm as a network of relationships. 

This shift laid the groundwork for: 

 ESG Investing: Which measures how well a company manages its environmental and 

social stakeholders. 

 Corporate Governance Reform: Moving boards of directors toward "Stakeholder 

Governance." 

 Purpose-Led Business: The idea that a firm's purpose is to create value for society, 

not just dividends for owners. 

 

III. Donna Wood (1991): The Corporate Social Performance (CSP) Model 

By the late 1980s, the CSR field was struggling with a "measurement gap." While scholars 

like Carroll had defined what responsibilities were, and Freeman had identified who they 

were owed to, there was no cohesive framework to evaluate a company's actual 

performance. 

In 1991, Donna J. Wood published "Corporate Social Performance Revisited" in the Academy 

of Management Review.1 This paper is considered a masterpiece of synthesis. She took the 

abstract concepts of the previous decades and organized them into a structured, three-

dimensional model that allowed researchers to move from theory to empirical 

measurement. Atkinson, A. B., & Stiglitz, J. E. (1980). 

1. Defining Corporate Social Performance (CSP) 

Wood redefined CSP not as a single "good deed," but as a comprehensive configuration. She 

defined it as: 

"A business organization’s configuration of principles of social responsibility, processes of 

social responsiveness, and policies, programs, and observable outcomes as they relate to the 

firm’s societal relationships." 
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2. The Three Components of the Wood Model 

Wood’s model is built on three distinct "facets" that work together to determine a firm's 

total impact. 

I. Principles of Corporate Social Responsibility (The "Why") 

Wood argued that responsibility operates at three different levels of society: 

 Institutional Level (Legitimacy): Business is a social institution. If it uses its power in 

ways society finds unacceptable, it loses its legitimacy (referencing Keith Davis's Iron 

Law). 

 Organizational Level (Public Responsibility): Each company is responsible for the 

specific outcomes related to its own primary and secondary involvement with society 

(e.g., a car company is responsible for tailpipe emissions, not world hunger). 

 Individual Level (Managerial Discretion): Managers are moral actors.2 They have a 

choice in how they exercise their authority to achieve socially responsible outcomes. 

II. Processes of Corporate Social Responsiveness (The "How") 

This facet focuses on how a company actually "listens" and "reacts" to the world around it: 

 Environmental Assessment: Scanning the horizon for social, legal, and environmental 

changes. 

 Stakeholder Management: Creating active channels to communicate with employees, 

NGOs, and communities. 

 Issues Management: Developing internal policies to handle specific challenges (e.g., a 

policy on child labor in the supply chain). 

III. Outcomes of Corporate Behavior (The "What") 

This was Wood's most critical contribution. She insisted that CSR is meaningless if it doesn't 

result in observable outcomes: 

 Social Impacts: The actual effect on people and the environment (e.g., tons of 3CO_2 

reduced, lives saved by safety features).4 

 Social Programs: The specific initiatives used to manage social issues. 

 Social Policies: The standing "rules" of the company that guide its long-term 

behavior. 
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3. Why Wood’s Model Was Revolutionary 

Wood shifted the academic focus from motivation (Are they doing it because they are 

"good"?) to results (What is the actual impact?). 

 From CSR to CSP: By focusing on "Performance," she aligned the field with the 

language of traditional business management. 

 The Empirical Bridge: Her model provided a "checklist" for researchers.5 For the first 

time, scholars could go into a company and say, "Let's look at their Principles, then 

their Processes, and finally their Outcomes." 

 The Foundation for ESG: Most modern ESG (Environmental, Social, and Governance) 

rating agencies (like MSCI or Sustainalytics) essentially use a digitized version of 

Wood’s CSP model to score companies today. 

 John Elkington (1994): Introduced the Triple Bottom Line (TBL). He proposed that 

success should be measured by Profit, People, and Planet, forcing environmentalism 

into the core of CSR literature. 

In the early 1990s, the literature on CSR was still searching for a way to integrate 

environmental sustainability with financial reporting. While Donna Wood had provided a 

model for performance, John Elkington provided the accounting framework. Atkinson, A. B., 

& Stiglitz, J. E. (1980). 

In 1994, Elkington, the co-founder of the British consultancy SustainAbility, coined the term 

"Triple Bottom Line" (TBL). He argued that the traditional "bottom line" (net profit) was an 

insufficient measure of corporate success in a world facing ecological collapse and social 

inequality. 

1. The Core Concept: People, Planet, Profit 

Elkington’s framework suggested that a corporation's ultimate success or failure should be 

measured by three distinct "bottom lines" rather than just one: 

 The Profit Bottom Line (Economic): This remains the traditional measure of corporate 

profit—the "Internal" financial value created by the firm. It ensures the company is 

viable and provides returns to investors. 

 The People Bottom Line (Social): This measures how socially responsible an 

organization has been throughout its operations. It includes fair wages, labor rights, 

diversity, and the impact the company has on the communities where it operates. 

 The Planet Bottom Line (Environmental): 
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2. From Philanthropy to Sustainability 

Elkington’s TBL was revolutionary because it shifted the narrative from "Corporate Social 

Responsibility" (which was seen as voluntary) to "Corporate Sustainability." * The 

"Sustainability" Shift: He drew heavily from the 1987 Brundtland Commission’s definition of 

sustainable development: "meeting the needs of the present without compromising the 

ability of future generations to meet their own needs." 

 Accounting for Externalities: The TBL forced companies to begin internalizing their 

Externalities (Section 1.1). If a company made a million-dollar profit but destroyed a 

local ecosystem and exploited its workers, the "Triple Bottom Line" would show a net 

loss for society. 

3. The Seven Drivers of the TBL 

In his 1997 book, Cannibals with Forks, Elkington identified seven "revolutions" or drivers 

that would force companies to adopt TBL accounting: 

1. Markets: Moving from compliance to competition. 

2. Values: Moving from "Hard" (economic) to "Soft" (social/human) values. 

3. Transparency: The rise of the "CNN world" where corporate secrets are harder to 

keep. 

4. Life-cycle Technology: Focusing on the impact of a product from "Cradle to Grave." 

5. Partnerships: Collaborating with NGOs and competitors. 

6. Time: Moving from short-term quarterly thinking to long-term sustainability. 

7. Corporate Governance: Redefining the role of the Board of Directors. 

4. The 2018 "Recall": Elkington’s Reflection 

In a rare move for a management theorist, Elkington published an article in the Harvard 

Business Review in 2018 "recalling" the TBL. He argued that it had been diluted into a mere 

reporting tool (a way for companies to look good) rather than a systemic change tool (a way 

to actually change how capitalism works). He urged the literature to move toward 

"Regenerative Capitalism," which focuses not just on "doing less harm" but on actively 

"doing more good." Bromley, D. W. (1990). 
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The Three Pillars of CSR 

 

 

Phase 3: Strategic CSR & Creating Shared Value (2000s–2010s) 

 Porter & Kramer (2006, 2011): Introduced Creating Shared Value (CSV). They argued 

that CSR shouldn't be "on the side" (philanthropy) but integrated into the value 

chain. They posited that corporate success and social progress are not a zero-sum 

game. 

 Garriga & Melé (2004): Classified CSR theories into four groups: Instrumental (profit-

making), Political (social power), Integrative (satisfying social demands), and Ethical 

(the right thing to do). This is an essential reference for mapping the literature. 

In the early 21st century, the literature underwent a profound transformation. CSR moved 

away from being viewed as an "add-on," a "cost center," or a response to pressure. Instead, 

scholars began to frame it as a source of competitive advantage. Bromley, D. W. (1990). 
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The defining theme of this era was alignment: how to align corporate strategy with social 

progress so that "doing good" and "doing well" (financially) were no longer seen as a trade-

off, but as a synergy. 

I. Michael Porter & Mark Kramer: Strategic CSR (2006) 

Before 2006, Michael Porter was known primarily for his work on "Five Forces" and 

"Competitive Advantage." When he turned his attention to CSR in the Harvard Business 

Review article "Strategy & Society", it signaled to the global business elite that CSR had 

officially become a boardroom priority. 

 The Critique of Generic CSR: Porter and Kramer argued that most companies’ CSR 

efforts were "unfocused" and "fragmented." Companies were giving money to 

random charities that had nothing to do with their business. 

 The "Inside-Out" and "Outside-In" Framework: They proposed that firms should look 

at: 

o Inside-Out Linkages: How a company's value chain impacts society (e.g., 

carbon emissions from logistics). 

o Outside-In Linkages: How social conditions impact the company's 

competitiveness (e.g., the availability of a skilled local workforce). 

 Strategic CSR: This involves choosing a unique position where the company can do 

something for society that no other company can do, specifically because of its 

business expertise. 

II. Creating Shared Value (CSV) (2011) 

In 2011, Porter and Kramer evolved their theory further with the concept of Creating Shared 

Value (CSV). They argued that the "Shared Value" approach could reinvent capitalism and 

unleash the next wave of global innovation. 

 The Definition: CSV is defined as policies and operating practices that enhance the 

competitiveness of a company while simultaneously advancing the economic and 

social conditions in the communities in which it operates. Coase, R. H. (1960). 

 Three Ways to Create Shared Value: 

1. Reconceiving Products and Markets: Meeting social needs through products 

(e.g., micro-finance or affordable health-food). 

2. Redefining Productivity in the Value Chain: Improving resource efficiency or 

supplier viability (e.g., Nestlé helping cocoa farmers improve yields to secure 

their own supply chain). 

3. Enabling Local Cluster Development: Improving the local environment 

(infrastructure, suppliers, and schools) to support the industry. 
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III. The Business Case for CSR and "Materiality" 

During this phase, the literature became obsessed with proving the link between CSR and 

Financial Performance (CFP). 

 Materiality (Eccles & Serafeim, 2013): A critical breakthrough in the literature was 

the discovery that not all CSR is equal. They proved that firms that perform well on 

material sustainability issues (those that actually matter to their specific industry) 

outperform those that don't. 

 The "Win-Win" Narrative: Researchers like Kurucz et al. (2008) identified four 

"business case" categories: 

1. Cost and risk reduction. 

2. Competitive advantage. 

3. Reputation and legitimacy. 

4. Synergistic value creation. 

IV. Critique of Phase 3: "Shared Value" or "Corporate Spin"? 

While CSV became incredibly popular, it also faced academic criticism. Scholars like Crane et 

al. (2014) argued that: 

 CSV ignores the trade-offs that still exist (sometimes what is good for society is 

expensive for the firm). 

 It is "unoriginal" and simply rebrands older ideas like Stakeholder Theory or the Triple 

Bottom Line. 

 It frames the corporation as the "hero" and ignores the role of government and 

NGOs. 

 

Phase 4: The Modern Era (2020s–Present) 

 Eccles & Serafeim (2013): Focused on Materiality. They proved that only "material" 

CSR (issues that affect the business model) leads to financial outperformance. 

 Institutional Theory (Campbell, 2007; Matten & Moon, 2008): These authors look at 

how "Explicit CSR" (voluntary actions in the US) differs from "Implicit CSR" 

(regulations in Europe). 

 The "S" in ESG: Recent literature focuses heavily on Social Justice, Diversity, Equity, 

and Inclusion (DEI) following global movements like BLM and the COVID-19 

pandemic. 
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In the current decade, the literature has moved beyond the debate of "whether" CSR is 

necessary to "how" it can be institutionalized at a systemic level. This era is defined by the 

transition from CSR (a corporate activity) to ESG (an investment and regulatory framework) 

and the urgent response to the Climate Crisis. 

The narrative has shifted from "Creating Shared Value" to Systemic Resilience and 

Regenerative Business. Coase, R. H. (1960). 

I. From CSR to ESG: Financialization and Standardization 

The most significant shift in recent years is the "financialization" of social and environmental 

issues. ESG (Environmental, Social, and Governance) has largely replaced CSR in boardroom 

discussions. 

 Standardization: Literature now focuses on the convergence of reporting standards. 

The creation of the International Sustainability Standards Board (ISSB) in 2021 

marked a milestone in treating sustainability data with the same rigor as financial 

data. 

 The "Double Materiality" Debate: Modern scholars distinguish between Financial 

Materiality (how ESG affects the company's value) and Impact Materiality (how the 

company affects the world). The European Union’s Corporate Sustainability 

Reporting Directive (CSRD) has institutionalized this "Double Materiality" approach. 

II. Climate Risk and the "E" in ESG 

Following the Paris Agreement and the rise of the Task Force on Climate-related Financial 

Disclosures (TCFD), the environmental limb of CSR has become specialized. 

 Carbon Accounting: Literature has moved toward technical frameworks like the GHG 

Protocol (Scope 1, 2, and 3 emissions). 

 Net Zero vs. Science-Based Targets: Recent research critiques corporate "Net Zero" 

pledges, emphasizing the need for Science-Based Targets (SBTi) that align with a 

$1.5^\circ\text{C}$ warming limit. 

 Climate Risk: Scholars like Carney (2015) introduced the concept of "Tragedy of the 

Horizon," arguing that the catastrophic impacts of climate change will be felt beyond 

the traditional horizons of most actors—imposing a cost on future generations that 

the current generation has no direct incentive to fix. Dasgupta, P. (2021). 

III. The "S" in ESG: Social Justice and Human Rights 

The 2020s saw a resurgence of the "Social" pillar, driven by the COVID-19 pandemic and 

global movements like Black Lives Matter. 
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 Diversity, Equity, and Inclusion (DEI): Literature now treats DEI not just as an HR 

policy but as a core component of corporate governance and risk management. 

 Human Rights Due Diligence: Following the UN Guiding Principles on Business and 

Human Rights, there is a massive growth in literature regarding supply chain 

transparency and the prevention of forced labor. 

IV. Regenerative Business and the Circular Economy 

The most recent frontier in the literature is the move away from "Sustainability" (doing less 

harm) toward "Regeneration" (restoring and renewing). 

 The Circular Economy: Scholars argue that the traditional "take-make-waste" linear 

model is economically and ecologically obsolete. The literature now focuses on 

"Closed-Loop" systems. 

 Regenerative Capitalism: Figures like John Elkington (2020) and Paul Polman (2021) 

argue that businesses must become "Net Positive"—giving back more to the world 

than they take out. Dasgupta, P. (2021). 

 Chapter Conclusion:  

The literature review of Corporate Social Responsibility reveals a profound transformation in 

the relationship between the corporation and society. What began in the Foundational 

Period (1950s–1970s) as a philosophical debate over the moral obligations of individual 

"businessmen" has evolved into a sophisticated, data-driven framework for Global Systemic 

Resilience. 

I. Key Themes in Evolution 

The journey through these four phases highlights three critical shifts in academic and 

managerial thought: 

1. From Macro to Micro-Targeting: The field moved from a vague responsibility toward 

"society at large" (Bowen) to a precise management of specific Stakeholders 

(Freeman) and Material Issues (Eccles). 

2. From "Cost" to "Competitive Advantage": The narrative successfully countered the 

Friedmanite critique by moving CSR from a peripheral philanthropic expense to a 

core Strategic Driver (Porter & Kramer) that reduces the cost of capital and fosters 

innovation. 

3. From Voluntary to Institutionalized: CSR has transitioned from "discretionary" acts of 

kindness to a highly regulated and standardized ESG Framework, where social and 

environmental performance is audited with the same rigor as financial profit. 
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II. The "Full Circle" of Responsibility 

Interestingly, the modern era has returned to the foundational concerns of the 1950s, but 

with greater urgency. While Howard Bowen spoke of the "Social Responsibilities of the 

Businessman" to preserve democracy, modern scholars like Paul Polman and Rebecca 

Henderson speak of "Net Positive" business to preserve the very biosphere that makes 

commerce possible. 

The "Social Contract" described by Keith Davis in 1960 has been updated for the 21st 

century: it is no longer just about maintaining "legitimacy" to avoid regulation; it is about 

maintaining "Resilience" to survive a volatile, uncertain, complex, and ambiguous (VUCA) 

world. 
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Chapter 3:  

Corporate Social Responsibility (CSR) Deep Dive 

While Chapter 1and 2 focused on why markets fail to protect the environment (the "Invisible 

Foot"), Chapter 3 explores the voluntary and regulatory response of the private sector: 

Corporate Social Responsibility (CSR). In a neoclassical sense, CSR is the attempt by firms to 

internalize externalities and manage "Common-Pool Resources" without direct state 

coercion. 

Corporate Social Responsibility (CSR) represents the institutional and strategic response to 

the failures identified in the previous chapter. While traditional neoclassical theory views the 

firm as a "black box" designed solely for profit maximization, the modern global economy 

increasingly demands that companies act as social citizens. This chapter provides a deep dive 

into the evolution of CSR, moving beyond simple philanthropy to a rigorous analysis of how 

social and environmental objectives are integrated into corporate DNA. 

The Evolution of the Corporate Mandate 

The discourse on CSR has evolved through three distinct phases that this chapter will analyze 

in detail: 

1. The Defensive Phase: CSR as a "buffer" against regulation and social protest. 

2. The Strategic Phase: The realization that environmental efficiency (e.g., waste 

reduction) directly correlates with economic efficiency. 

3. The Purpose-Driven Phase: The emergence of "Shared Value," where social progress 

and corporate success are inextricably linked. 

To navigate this "Deep Dive," we will employ three foundational pillars: 

 The Normative Pillar: What should a company do? (Carroll’s Pyramid and Ethics). 

 The Analytical Pillar: To whom is the company responsible? (The Shareholder vs. 

Stakeholder debate). 

 The Managerial Pillar: How is CSR measured and reported? (Triple Bottom Line and 

ESG metrics). 

Chapter Objectives 

By the end of this chapter, the student should be able to: 

 Deconstruct the mathematical and philosophical arguments of Milton Friedman 

regarding the "social responsibility" of business. 
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 Identify the eight primary stakeholder groups in Freeman’s Stakeholder Theory and 

analyze their competing interests. 

 Evaluate the "Business Case for CSR" by examining how internalizing externalities can 

create a competitive advantage. 

 Critically assess the risks of Greenwashing and the limits of voluntary self-regulation 

in a competitive global market. 

3.1. Defining CSR: From Philanthropy to Strategic Integration 

CSR is no longer merely "corporate giving." In academic literature, it is defined as a 

management concept whereby companies integrate social and environmental concerns in 

their business operations and interactions with their stakeholders. 

To understand Corporate Social Responsibility (CSR), we must first recognize that it is a 

dynamic concept. It has evolved from 19th-century "Industrial Paternalism" (where factory 

owners provided housing for workers) to a sophisticated strategic framework integrated into 

global supply chains. In this section, we define the boundaries of CSR and analyze the most 

influential model for categorizing corporate duties. 

3.1.1. Carroll’s Pyramid of CSR (1991) 

The most enduring definition of CSR was proposed by Archie B. Carroll. He argued that for a 

firm to be truly socially responsible, it must satisfy four distinct levels of responsibility 

simultaneously. These levels are often visualized as a pyramid, suggesting that while the 

base is fundamental, the higher levels are what distinguish a "good" corporate citizen. 

1. Economic Responsibility (Required): The foundation of the pyramid. A firm’s primary 

duty is to produce goods and services that society wants and to sell them at a profit. 

Without economic viability, the other levels are irrelevant. 

2. Legal Responsibility (Required): Society expects firms to operate within the "rules of 

the game." This means complying with environmental laws, labor codes, and tax 

regulations. This is the "codified ethics" of society. 

3. Ethical Responsibility (Expected): This level involves doing what is right and fair, even 

when it is not mandated by law. It addresses the "Invisible Foot" (Section 1.1.4) by 

voluntarily avoiding harm to stakeholders and the environment. 

4. Philanthropic Responsibility (Desired): The "icing on the cake." These are 

discretionary activities, such as charitable donations or community projects, aimed at 

improving the quality of life. Elkington, J. (1997). 

The Pyramid of Corporate Social Responsibility, developed by Archie B. Carroll, remains the 

most dominant and widely cited conceptual framework in the history of business ethics. To 
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understand why firms act (or fail to act) on environmental and social issues, one must 

deconstruct the four layers of Carroll’s model. Carroll’s genius was in recognizing that CSR is 

not a monolithic "feeling" or a simple act of charity, but a multifaceted set of obligations that 

a firm must balance. 

I. The Economic Layer: The Foundational Requirement 

At the base of the pyramid is Economic Responsibility. Before a firm can be a social actor, it 

must be a viable economic entity. 

 The Mandate: To produce goods and services that society wants and to sell them at a 

fair price—a price that society deems represents the value of the materials and labor 

used, while leaving a profit for the owners. 

 The Neoclassical Link: This aligns with the "Invisible Hand" (Section 1.1.1). If a firm 

fails at this level, it goes bankrupt and can no longer provide jobs, taxes, or products. 

 Key Metrics: Return on Investment (ROI), profit margins, and market share. 

 The Trap: Many firms stop at this layer, arguing that "the business of business is 

business," leading to the "Invisible Foot" (Section 1.1.4) when they prioritize short-

term profit over long-term stability. 

In Carroll’s taxonomy, the Economic Layer is the bedrock upon which all other corporate 

responsibilities rest. It is characterized not as a "choice" but as a fundamental prerequisite 

for existence. If a firm cannot maintain its economic viability, it becomes a "social liability" 

rather than a social asset, as it ceases to provide jobs, taxes, and innovations. 

1. The Neoclassical Justification 

From the perspective of classical and neoclassical economics, the primary "social" 

contribution of a firm is precisely its economic success. This layer aligns with Adam Smith’s 

view that by pursuing profit, the merchant is led by an "Invisible Hand" (Section 1.1.1) to 

promote an end which was no part of his intention: the enrichment of society. 

 Wealth Creation: By transforming raw materials into value-added goods, firms 

increase the total utility of society. 

 Efficiency: Competitive markets force firms to minimize costs, ensuring that society’s 

scarce resources are not wasted. 

 Employment: The firm acts as a vehicle for income distribution through wages. 

2. The Mandate: "Profit as a Moral Obligation" 
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Carroll argues that for a business, being profitable is a duty to shareholders and a 

responsibility to society. A firm that operates at a loss is consuming more of society's 

resources than it is producing in value. Therefore, the Economic Layer requires: 

 Maximizing earnings per share. 

 Maintaining a strong competitive position. 

 Maintaining a high level of operating efficiency. 

3. The Conflict: Economic Profit vs. The "Invisible Foot" 

While the Economic Layer is the foundation, it is also the source of the greatest tension in 

environmental economics. 

 Short-Termism: If a firm focuses exclusively on the Economic Layer (quarterly profits), 

it may be tempted to externalize costs (pollution) to save money. 

 The Survival Paradox: In a highly competitive market, a firm that chooses to be 

"Ethical" (Level III) by paying for expensive waste-treatment may find its costs so high 

that it fails at the "Economic" (Level I) stage and goes out of business. 

II. The Legal Layer: The Codified Ethics 

The second layer is Legal Responsibility. Society does not just want firms to be profitable; it 

requires them to play by the "rules of the game." 

 The Mandate: To comply with all local, state, federal, and international regulations. 

This includes environmental laws (e.g., Clean Air Act), labor laws, and anti-corruption 

statutes. 

 The "Floor" of Morality: Carroll describes the law as "codified ethics." It represents 

the minimum standard of behavior that society has formally agreed upon. 

 The Limitation: Law is often "reactive." As we saw in the Theory of Externalities 

(Section 1.2), the law often lags behind environmental damage. A firm that is "merely 

legal" may still be causing significant social harm. Elkington, J. (1997). 

II. The Legal Layer: The Codified Ethics 

If the Economic Layer is what a firm must do for itself, the Legal Layer is what a firm must do 

for society. In Carroll’s Pyramid, legal responsibility is defined as the obligation of the firm to 

comply with the "codified ethics" of a society—the formal rules and regulations enacted by 

the state to ensure that private enterprise does not infringe upon the public good. 

1. The Concept of "Codified Ethics" 
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Carroll famously described the law as "codified ethics." This implies that the legal system is 

essentially a historical record of what society has deemed to be right and wrong. When a 

behavior (like dumping toxic waste into a public stream) is recognized as universally harmful, 

society moves it from the realm of "Ethical Choice" to "Legal Requirement." 

 Compliance: The firm is expected to fulfill its economic mission within the framework 

of the law. 

 The "Rules of the Game": This aligns with Milton Friedman’s caveat that business 

should seek profit "while conforming to the basic rules of the society, both those 

embodied in law and those embodied in ethical custom." 

2. Environmental Law as the Counter to the "Invisible Foot" 

For the environmental economist, the Legal Layer is the primary mechanism for internalizing 

externalities (Section 1.2). The state uses command-and-control regulations to "cut off" the 

Invisible Foot: 

 Emission Standards: Limits on how much CO_2 or SO_2 a factory can release. 

 Liability Laws: Ensuring that if a firm causes an oil spill, it is legally mandated to pay 

for the cleanup (The "Polluter Pays" Principle). 

 Disclosure Requirements: Laws requiring firms to report their environmental impact, 

reducing information asymmetry. 

3. The Limitations of the Legal Layer 

While the law is a powerful tool, it is often an insufficient guardian of the environment for 

several reasons: 

 The Lag Effect: Technology and industrial practices move faster than the legislative 

process. A firm can cause "new" types of environmental damage that aren't illegal 

yet. 

 Regulatory Capture: Large firms may use their economic power to influence the laws 

that govern them, effectively "weakening" the legal layer to suit their profit motives. 

 Jurisdictional Arbitrage: In a globalized economy, a firm might move its production to 

a country with "weak" legal layers (pollution havens) to maintain its Economic Layer 

while bypassing environmental responsibility. 

 Reactive Nature: Law generally punishes harm after it has occurred rather than 

incentivizing the proactive innovation needed for sustainability. 

 

 



49 

 

4. The Distinction between "Legal" and "Ethical" 

A firm that only focuses on the Legal Layer is practicing Compliance Management, not 

necessarily CSR. True CSR begins where the law ends. For example, a company that emits 

just 1% less than the legal limit is "Legal," but a company that aims for "Net Zero" when the 

law doesn't require it is "Ethical." Henderson, R. (2020). 

III. The Ethical Layer: The Spirit of Responsibility 

The third layer is Ethical Responsibility. This is where the "Deep Dive" into CSR truly begins. 

Ethical responsibilities embrace those activities and practices that are expected or 

prohibited by societal members even though they are not codified into law. 

 The Mandate: To do what is right, just, and fair. This involves avoiding harm to 

stakeholders (employees, consumers, and the environment). 

 Internalizing the Externality: At this level, a firm might voluntarily install carbon 

scrubbers that go beyond what the law requires because it recognizes the moral cost 

of pollution. 

 The Grey Area: Ethical responsibilities are often under-defined and constantly 

evolving. What was considered "ethical" in the 1970s (e.g., basic waste disposal) is 

now seen as the bare minimum, while modern ethics demand supply chain 

transparency and carbon neutrality. 

III. The Ethical Layer: The Spirit of Responsibility 

If the Legal Layer (Level II) represents the "codified ethics" of society, the Ethical Layer 

represents the unwritten social contract. This layer embodies those standards, expectations, 

and behaviors that the public, employees, and stakeholders deem "fair" or "just," even 

though they are not yet mandated by law. In environmental economics, this is where the 

firm proactively addresses the "Invisible Foot" (Section 1.1.4) by internalizing costs because 

it is the "right thing to do." Henderson, R. (2020). 

1. The Proactive Nature of Ethical Responsibility 

Unlike the Legal Layer, which is often reactive (responding to a disaster with a new law), the 

Ethical Layer is proactive. 

 Beyond Compliance: A firm at this level does not ask, "What is the maximum amount 

of pollution I can legally release?" but rather, "How can I minimize my impact to 

ensure long-term ecological health?" 
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 The Moral Compass: It involves operating in a way that is consistent with societal 

mores and ethical norms. This often means anticipating new laws before they are 

passed. 

2. The Relationship Between Levels II and III 

Carroll noted that there is a constant "osmosis" between the Ethical and Legal layers. 

 The Pipeline: Today’s "Ethical Expectation" (e.g., reducing single-use plastics) often 

becomes tomorrow’s "Legal Requirement" (e.g., plastic bag bans). 

 The Conflict: A firm may be "100% Legal" but "0% Ethical." For example, a company 

might legally use a chemical that is known to be harmful but hasn't been banned yet. 

While they are safe from prosecution, they fail the Ethical Layer of the pyramid. 

3. Challenges in the Ethical Layer 

This layer is the most difficult for managers to navigate because it is defined by ambiguity: 

 Cultural Relativity: What is considered an ethical labor or environmental practice in 

Germany may differ from expectations in Vietnam. 

 The Business Case Tension: Ethics often carry a high price tag. Investing in renewable 

energy or sustainable sourcing increases costs in the short term, potentially creating 

a conflict with the Economic Layer (Level I). 

 Information Asymmetry: Because these actions are voluntary, firms are often 

tempted to "Greenwash"—pretending to be ethical for PR purposes while 

maintaining status-quo operations. 

4. Ethical Responsibility as Risk Management 

In the 21st century, the Ethical Layer has become a tool for risk mitigation. Firms that ignore 

ethical trends risk: 

 Reputational Damage: Social media can turn an "unethical but legal" act into a global 

PR disaster in hours. 

 Stranded Assets: Investing in "legal" coal today may result in "stranded assets" 

tomorrow when ethical pressure forces a legal ban. 

IV. The Philanthropic Layer: The Discretionary Apex 

At the pinnacle of Carroll’s Pyramid lies Philanthropic Responsibility. While the first three 

layers are required or expected, the philanthropic layer is purely discretionary. It represents 
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the firm’s desire to be a "good corporate citizen" by actively contributing to the welfare of 

the community through the donation of time, money, or resources. 

 

1. The Nature of Discretionary Giving 

In the context of the pyramid, philanthropy is not a "duty" in the legal or ethical sense. If a 

firm fails to be philanthropic, it is not considered "unethical" or "illegal," though it may be 

seen as less "virtuous." 

 Corporate Citizenship: This involves the firm acting as a member of the community. 

Examples include sponsoring local literacy programs, funding cancer research, or 

donating to international disaster relief. 

 The Motive: While the Ethical Layer (Level III) is about "not doing harm," the 

Philanthropic Layer (Level IV) is about "doing good." 

2. The Relationship Between Philanthropy and the "Invisible Foot" 

For the environmental economist, philanthropy can be a double-edged sword. 

 Positive Impact: A tech company might fund a massive reforestation project that 

helps restore local biodiversity, acting as a voluntary "reparations" for the 

environmental footprint of their servers. 

 The "Masking" Risk: This is where the term Greenwashing often originates. A firm 

may be failing at the Legal or Ethical layers (e.g., an oil company with a poor safety 

record) but attempts to "buy" social license by funding a high-profile museum or 

park. This is known as "Window Dressing" philanthropy. 

3. From Philanthropy to "Strategic Giving" 

Modern firms are moving away from "cheque-book philanthropy" (writing a random check 

to a charity) toward Strategic Philanthropy. This involves aligning the firm's giving with its 

core competencies: 

 Example: A pharmaceutical company donating vaccines to developing nations. This 

utilizes their specific expertise to create a massive social impact while also building 

future markets and brand reputation. 

 Shared Value: When philanthropy is strategic, it supports the Economic Layer (Level I) 

by improving the business environment or the brand’s "Soft Power." 
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4. Critique of the Philanthropic Layer 

Academic critics, most notably Milton Friedman, argue that philanthropy is the most 

problematic layer of the pyramid: 

 The Agency Problem: Managers are spending "other people’s money" (the 

shareholders'). If a CEO wants to be philanthropic, they should do it with their own 

salary, not the company’s profit. 

 Social Engineering: Critics argue that corporations lack the democratic mandate to 

decide which social causes are "worthy" of funding, a role they believe should be 

reserved for governments and NGOs. Ng, Y-K. (2004). 

At the top of the pyramid is Philanthropic Responsibility. These are activities that are neither 

required by law nor generally expected of business in an ethical sense, but are desired by 

society. 

 The Mandate: To be a "good corporate citizen" by contributing resources to the 

community and improving the quality of life. 

 Examples: Corporate giving, supporting the arts, or building schools in developing 

nations where the firm operates. 

 The Critique: Critics often argue that firms use this layer as "Greenwashing"—

spending a small amount on charity to distract from a failure at the Economic or 

Ethical levels (e.g., an oil company building a playground while ignoring a massive 

spill). Ng, Y-K. (2004). 

V. The Dynamic Nature of the Pyramid 

It is a common misconception that the layers are meant to be handled sequentially (first get 

rich, then follow the law, then be ethical). Carroll emphasized that the firm should strive to 

satisfy all four levels simultaneously. 

However, the "tension" between these layers is the primary challenge of modern 

management: 

 Economic vs. Ethical: Reducing plastic packaging may hurt the bottom line 

(Economic) but fulfills the Ethical duty to the planet. 

 Legal vs. Philanthropic: Following a weak local environmental law (Legal) while 

donating to a global climate fund (Philanthropic). 

To master Carroll’s framework at a university level, one must move beyond viewing the 

pyramid as a static stack of "to-do" items. In practice, the layers are interconnected, 
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overlapping, and constantly in tension. The "Dynamic Nature" of the pyramid refers to how 

these responsibilities shift over time, across cultures, and in response to corporate crises. 

1. The Simultaneity Principle 

A common student error is to assume that the pyramid is a sequential checklist (i.e., "first 

we make a profit, then later we worry about the law"). Carroll explicitly clarified that the 

firm should strive to satisfy all four levels simultaneously. 

 The total CSR of a business is the sum of these four components. 

 A manager's job is not to pick one layer, but to navigate the "trade-offs" between 

them. For example, deciding to pay a "Living Wage" (Ethical) may reduce short-term 

earnings per share (Economic), but protects the firm's long-term "License to 

Operate." 

2. The "Venn Diagram" Evolution (Schwartz & Carroll, 2003) 

Recognizing that the "pyramid" shape implied a hierarchy where the base was more 

important than the top, Carroll later collaborated with Mark Schwartz to propose a Venn 

Diagram model. This model emphasizes that the Economic, Legal, and Ethical domains often 

overlap. 

 The "Purely Ethical" Domain: Actions with no clear economic gain and no legal 

requirement. 

 The "Economic/Legal/Ethical" Sweet Spot: Actions that are profitable, required by 

law, and morally right (e.g., developing energy-efficient technology). 

3. Cultural Relativity and Global Dynamics 

The "weight" of the layers changes depending on the geographical and institutional context. 

 Western Context: The Legal and Ethical layers are highly scrutinized by NGOs and 

media. 

 Developing Nations: As research by Wayne Visser (2006) shows, in many developing 

economies, the Philanthropic layer is often elevated to the second most important 

position (after Economic). Because the state is weak, society expects the firm to 

provide the schools and hospitals that the government cannot. 

4. The "Issue Life-Cycle" 

The dynamic nature is best seen in how issues migrate up the pyramid over time: 
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1. Stage 1 (Philanthropic/Discretionary): A few "pioneer" firms start recycling as a PR 

move. 

2. Stage 2 (Ethical): Most people expect firms to recycle; it becomes a social norm. 

3. Stage 3 (Legal): The government passes a law mandating recycling for all businesses. 

4. Stage 4 (Economic): Recycling becomes so efficient that it actually saves the company 

money on raw materials. Nordhaus, W. D. (2013). 

3.1.2. The Shift to Strategic Integration 

In the early stages of CSR, activities were often "siloed"—relegated to a public relations 

department and treated as a cost. Modern theory, however, emphasizes Strategic CSR, 

which moves the focus from "giving away profits" to "changing how profits are made." 

 Philanthropy: Often reactive and disconnected from core business (e.g., a mining 

company sponsoring a local marathon). 

 Strategic Integration: Proactive and embedded in the value chain (e.g., the same 

mining company investing in water-recycling technology that reduces both 

environmental impact and operational costs). 

The evolution of CSR is marked by a transition from Peripheral CSR (discretionary acts of 

charity) to Strategic CSR (social and environmental initiatives integrated into the core 

business model). In the early 20th century, CSR was often viewed as a "tax" on profits; in the 

21st century, it is increasingly viewed as a driver of value creation. Nordhaus, W. D. (2013). 

1. Defining Peripheral vs. Strategic CSR 

To understand the shift, we must distinguish between how a firm interacts with social issues: 

 Peripheral (Responsive) CSR: Acts that are decoupled from the company’s core 

business. This is often "cheque-book philanthropy" aimed at improving reputation or 

satisfying pressure groups. While beneficial to the recipient, it does not change the 

firm’s "Invisible Foot" (Section 1.1.4). 

 Strategic CSR: Social and environmental initiatives that are specifically designed to 

create a "competitive advantage." Here, the firm identifies social issues that are most 

closely linked to its specific business operations and value chain. 

To understand the modern "Deep Dive" into CSR, we must distinguish between two 

fundamentally different approaches to corporate citizenship. This distinction determines 

whether an environmental initiative is a "side-project" for the marketing department or a 

"core-driver" for the Board of Directors. 

A. Peripheral (Responsive) CSR 
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Peripheral CSR—often termed "Responsive" or "Add-on" CSR—is characterized by social or 

environmental activities that are decoupled from the firm’s core business operations. 

 The Logic: The firm views CSR as a "tax" or a discretionary expense needed to 

maintain its "Social License to Operate." It is often a reaction to external pressure 

from NGOs, media, or regulators. 

 Method of Implementation: Usually through corporate philanthropy, sponsorships, 

or employee volunteering. The activities are often managed by a PR or 

"Communications" department rather than the Chief Operating Officer. 

 Environmental Impact: While beneficial (e.g., planting trees to offset a carbon 

footprint), it does not change the way the company actually produces its goods. It 

addresses the symptoms of the "Invisible Foot" without fixing the underlying 

production process. 

 The Risk: High susceptibility to Greenwashing.2 Because the activity is peripheral, it 

can be easily cut during an economic downturn without affecting the company's 

survival. 

B. Strategic CSR 

Strategic CSR represents a profound shift where social and environmental issues are woven 

into the very fabric of the firm’s competitive strategy.3 

 The Logic: The firm identifies social issues that offer opportunities for Shared Value—

where a social improvement directly leads to a corporate benefit. It is based on the 

idea that a healthy society and a healthy environment are necessary for a healthy 

business. 

 Method of Implementation: Integrated into the Value Chain. This involves 

redesigning products, sourcing sustainable raw materials, and investing in energy-

efficient infrastructure. It is managed by the C-suite and integrated into the firm’s 

KPIs (Key Performance Indicators). 

 Environmental Impact: It addresses the "Invisible Foot" at its source. Instead of just 

planting trees to "offset" waste, the firm reengineers its factory to produce zero 

waste in the first place. 

 The Reward: It creates a "Competitive Advantage" that is difficult for competitors to 

copy.4 A firm that masters a low-carbon production process today will be more 

profitable than its peers when a carbon tax (Section 1.2) is eventually implemented. 
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C. Summary Comparison Table 

Feature Peripheral CSR Strategic CSR 

Primary Goal Reputation Management Competitive Advantage 

Business Link Decoupled (Side-project) Integrated (Core business) 

Timing Reactive (responding to pressure) Proactive (identifying opportunities) 

Resource Usage Philanthropy / Donations Innovation / Value Chain redesign 

Sustainability Vulnerable to budget cuts Permanent part of the business model 

 

2. The Value Chain Analysis (Porter & Kramer) 

According to Michael Porter and Mark Kramer, strategic integration occurs when a firm 

analyzes its Value Chain (the internal processes of the business) and its Competitive Context 

(the external environment): 

1. Inside-Out Linkages: Every activity in a company’s value chain touches on the 

communities in which the firm operates, creating either positive or negative social 

consequences. Strategic integration involves transforming these impacts. 

o Example: A logistics firm that optimizes its delivery routes. This reduces CO_2 

emissions (environmental gain) while simultaneously reducing fuel costs 

(economic gain). 

2. Outside-In Linkages: This involves the external social conditions that influence a 

firm's ability to compete. 

o Example: A tech firm investing in STEM education in its local community to 

ensure a high-quality future workforce. 

In their landmark 2006 Harvard Business Review article, Michael Porter and Mark Kramer 

introduced the Value Chain Analysis as the primary tool for mapping the relationship 

between a firm and society. They argued that for CSR to be strategic, it must move beyond 
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generic social issues and focus on the specific points where the company’s operations 

intersect with social and environmental systems. Ostrom, E. (1990). 

This analysis is divided into two dimensions: Inside-Out Linkages and Outside-In Linkages. 

I. Inside-Out Linkages: Mapping the Social Impact of the Value Chain 

"Inside-Out" linkages refer to the impact that a firm’s business activities have on society 

through its normal operations. Every activity in a firm’s value chain—from procuring raw 

materials to final waste disposal—inevitably creates positive or negative social and 

environmental consequences. 

Strategic CSR involves auditing each "link" in the chain to identify where the "Invisible Foot" 

(Section 1.1.4) is most active: 

 Inbound Logistics: Impact of transportation (emissions) and sourcing (e.g., fair trade, 

deforestation). 

 Operations: Energy consumption, hazardous waste, and worker safety. 

 Outbound Logistics: Packaging waste and the carbon footprint of distribution. 

 Marketing & Sales: Truth in advertising and the ethical treatment of consumer data. 

 After-Sales Service: Disposal of the product at the end of its life (Circular Economy). 

II. Outside-In Linkages: The Competitive Context 

"Outside-In" linkages refer to the external social conditions that influence a firm's ability to 

execute its strategy and remain productive. A firm does not operate in a vacuum; it requires 

a healthy, stable society to thrive. Porter and Kramer identify four categories of the 

Competitive Context: 

1. Factor Conditions: The availability of high-quality inputs, such as a skilled workforce, 

efficient transport infrastructure, or a clean water supply. 

o Strategic Response: A beverage company investing in local water-shed 

protection to ensure its own long-term supply. 

2. Demand Conditions: The nature of local customer needs. 

o Strategic Response: Anticipating more stringent "green" consumer 

preferences before they become mainstream. 

3. Context for Strategy and Rivalry: The rules and incentives that govern competition, 

such as intellectual property rights and anti-corruption laws. 

4. Related and Supporting Industries: The presence of local suppliers and service 

providers. 

o Strategic Response: Helping local small-scale farmers improve their yields to 

create a more resilient supply chain. Ostrom, E. (1990). 
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III. The Integration: Choosing Which Social Issues to Address 

Porter and Kramer argue that no company can solve all of society’s problems. Instead, they 

must prioritize based on the Value Chain Analysis: 

 Generic Social Issues: Important to society but neither significantly affected by the 

firm’s operations nor influencing its long-term competitiveness (handled via 

Philanthropy). 

 Value Chain Social Impacts: Issues significantly affected by the firm’s activities 

(handled via Mitigation/Innovation). 

 Social Dimensions of Competitive Context: External issues that significantly affect the 

firm’s competitiveness (handled via Strategic CSR). 

 

3. The Shift from "Cost" to "Innovation" 

In the strategic model, environmental constraints are no longer seen as legal burdens but as 

catalysts for innovation. This is often referred to as the Porter Hypothesis, which suggests 

that strict environmental regulations can trigger the discovery and introduction of cleaner 

technologies and environmental improvements, making production processes more 

efficient. 

 Eco-Efficiency: Doing more with less. Integrating sustainability into the 

manufacturing process reduces waste and resource consumption, directly impacting 

the "Economic Layer" of Carroll's Pyramid. 

 Sustainable Product Differentiation: Using ethical or "green" attributes to capture a 

specific market segment (e.g., Patagonia or Tesla). 

In neoclassical economics, environmental regulation is traditionally viewed as a "burden" 

that shifts resources away from productive uses toward pollution abatement, inevitably 

raising costs and lowering profits. However, Michael Porter and Claas van der Linde (1995) 

challenged this static view with what is now known as the Porter Hypothesis (PH). 

They argued that properly designed environmental regulations can trigger "innovation 

offsets" that not only mitigate the costs of compliance but can, in some cases, exceed them, 

leading to increased competitiveness. 

I. The Core Argument: Pollution as Economic Waste 

The fundamental insight of the Porter Hypothesis is that pollution is a manifestation of 

economic waste. 
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 Resource Inefficiency: Emissions, scrap, and toxic discharges are signs that resources 

have been used incompletely, inefficiently, or ineffectively. 

 The Innovation Trigger: When a regulation forces a firm to reduce pollution, it 

essentially forces the firm to look for ways to increase resource productivity. 

"Pollution is a sign of inefficiency. It means you are throwing away raw materials or energy 

that you paid for." — Michael Porter 

II. The Two Types of Innovation Offsets 

Porter and van der Linde categorize the benefits of regulation-induced innovation into two 

groups: 

1. Product Offsets: Occur when environmental regulation leads to a better-performing 

or higher-quality product. 

o Example: A ban on certain toxic chemicals might force a company to redesign 

a product, resulting in a safer version that commands a higher market price or 

has lower packaging/disposal costs. 

2. Process Offsets: Occur when regulation triggers changes in the production process 

that reduce costs. 

o Examples: 

 Materials Savings: Using less raw material or recycling by-products. 

 Energy Efficiency: Reducing energy consumption during 

manufacturing. 

 Reduced Waste Disposal: Lowering the fees paid to manage hazardous 

waste. 

III. The "Weak" vs. "Strong" Versions 

Academic literature differentiates between two interpretations of the hypothesis: 

 The Weak Porter Hypothesis: Asserts that regulation triggers some innovation, but 

does not claim that this innovation necessarily offsets the costs. (Widely accepted by 

economists). 

 The Strong Porter Hypothesis: Asserts that the "innovation offsets" are large enough 

to more than compensate for the costs of compliance, making the firm more 

profitable than it was before the regulation. (Highly debated and case-specific). 

IV. The Role of Regulatory Design 

Not all regulations trigger innovation. For the Porter Hypothesis to work, Porter and van der 

Linde argue that regulations must be: 
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 Outcome-Oriented: Focus on the result (e.g., total CO_2 allowed) rather than the 

technology (e.g., mandating a specific filter). 

 Flexible: Give firms the freedom to innovate their way to the target. 

 Strict: Sufficiently challenging to force firms to look beyond "business as usual." 

4. Risks of Strategic Integration: The "Market for Virtue" 

While strategic integration aligns profit with purpose, it faces a neoclassical critique: The 

Market for Virtue (David Vogel). If CSR is only strategic (i.e., only done when it pays), what 

happens to social and environmental issues where there is no "business case"? 

 Strategic integration may lead firms to "cherry-pick" easy environmental wins (low-

hanging fruit) while ignoring systemic issues that require significant capital 

expenditure with no immediate ROI. Pareto, V. (1906). 

While Strategic CSR and the Porter Hypothesis suggest a "win-win" scenario where profit and 

planet align, academic rigor requires a critical examination of the limitations of this 

approach. In his influential work, The Market for Virtue, political scientist David Vogel argues 

that while a "market for virtue" exists, it is a niche market with significant structural 

boundaries. 

The primary risk of strategic integration is that it treats environmental and social progress as 

a commodity subject to market forces, rather than a fundamental right or a systemic 

necessity. 

I. The "Cherry-Picking" Problem 

If a firm only engages in CSR when it is "strategic" (i.e., when it provides a competitive 

advantage or cost saving), it will naturally ignore social and environmental issues that do not 

offer a clear Return on Investment (ROI). 

 The Low-Hanging Fruit: Companies rush to save energy because it cuts costs (Internal 

Efficiency). 

 The Systemic Neglect: Companies may avoid tackling complex issues like deep-sea 

biodiversity or long-term climate adaptation because the costs are high and the 

economic benefits are "externalized" or too far in the future. Pareto, V. (1906). 

II. The Limits of Consumer Demand 

Strategic CSR often relies on the "Green Premium"—the idea that consumers will pay more 

for ethical products. 
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 The Attitude-Behavior Gap: Research shows that while many consumers say they 

value sustainability, only a small percentage actually change their purchasing 

behavior when faced with a higher price tag. 

 Niche vs. Mass Market: This creates a "market for virtue" that works for luxury 

brands (like Tesla or Patagonia) but fails to transform the "Invisible Foot" of mass-

market, budget-conscious industries. 

III. The Risk of Greenwashing and Decoupling 

When CSR becomes strategic, it becomes a marketing tool. This creates a powerful incentive 

for Decoupling: 

 Symbolic Action: A firm may adopt the language of sustainability (e.g., "Net Zero 

goals") and produce glossy sustainability reports while its core business model 

remains unchanged. 

 Information Asymmetry: Because consumers and investors cannot easily verify a 

company's internal "Value Chain" claims, firms may exaggerate their "innovation 

offsets" to gain a reputational boost without doing the hard work of re-engineering. 

IV. The "Crowding Out" of Regulation 

A major political risk of strategic integration is that corporations use their voluntary 

"strategic" successes to argue against government regulation. Polman, P., & Winston, A. 

(2021). 

 The Argument: "We are already innovating voluntarily, so we don't need a carbon 

tax." 

 The Reality: Voluntary strategic CSR is rarely sufficient to meet global targets (like the 

Paris Agreement). By framing CSR as a "market opportunity," firms may inadvertently 

delay the necessary "Legal Layer" that would force all competitors to internalize their 

externalities. 

3.1.3. CSR vs. ESG (Environmental, Social, and Governance) 

While "CSR" is the term used for a company's internal philosophy and activities, the modern 

financial sector uses ESG as the metric for external evaluation. 

 CSR is the act (the company’s narrative and culture). 

 ESG is the data (the measurable performance used by investors to assess risk). 

In the modern corporate landscape, the terms CSR (Corporate Social Responsibility) and ESG 

(Environmental, Social, and Governance) are often used interchangeably by the media. 
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However, in academic and financial circles, they represent two distinct stages of the 

corporate "Social Contract." 

While CSR is the qualitative philosophy a company adopts to be responsible, ESG is the 

quantitative data used by the capital markets to measure that responsibility. 

I. Defining the Divergence 

To distinguish the two, one can look at the audience and the objective: 

1. CSR: The Internal Narrative 

o Focus: A company's internal culture, values, and philanthropic activities. 

o Objective: To improve the "Social License to Operate," build brand loyalty, 

and align with employee values. 

o Measurement: Often reported in glossy, narrative-driven sustainability 

reports. It is frequently criticized for being "soft" or difficult to compare 

across different companies. 

2. ESG: The External Metric 

o Focus: Specific, measurable data points across three pillars: Environmental 

(carbon footprint, waste management), Social (labor standards, diversity, data 

privacy), and Governance (board composition, executive pay, anti-

corruption). 

o Objective: To provide investors with a standardized way to assess the "risk 

profile" of a company. 

o Measurement: High-level scores (0–100 or AAA–CCC) provided by rating 

agencies like MSCI, Sustainalytics, or Bloomberg. 

I. Defining the Divergence 

To move beyond the colloquial use of these terms, the academic must distinguish between 

CSR and ESG based on their underlying logic, their target audience, and how they attempt to 

solve the "Invisible Foot" (Section 1.1.4). While both concepts address the firm's impact on 

society, they do so from opposite directions: CSR is top-down (normative), while ESG is 

bottom-up (analytical). Polman, P., & Winston, A. (2021). 

1. CSR: The Normative Narrative 

CSR is primarily a management philosophy. It is rooted in Business Ethics and asks the 

question: "What is the company’s duty to society?" 

 Direction: Inside-Out. The company decides its values and projects them outward to 

the world. 
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 Audience: Stakeholders (Employees, local communities, NGOs, and the general 

public). 

 Nature of Reporting: Qualitative. CSR reports are often narrative-heavy, using stories 

of philanthropy, community engagement, and "sustainability journeys" to build a 

brand’s reputation. 

 The Neoclassical Critique: Because CSR is often discretionary, economists like Milton 

Friedman argue it is a "tax" on shareholders that lacks accountability and clear ROI. 

2. ESG: The Analytical Framework 

ESG is a financial framework. It is rooted in Investment Theory and asks the question: "How 

do environmental, social, and governance factors affect the company’s long-term financial 

risk and valuation?" 

 Direction: Outside-In. The market (investors and rating agencies) demands specific 

data from the company to assess its viability. 

 Audience: Capital Markets (Institutional investors, asset managers, banks, and 

insurers). 

 Nature of Reporting: Quantitative. ESG relies on hard data—metric tons of CO_2 

emitted, percentage of board diversity, or liters of water used per unit of production. 

 The Neoclassical Shift: ESG silences many of Friedman's critiques by framing 

sustainability not as "charity," but as Risk Management. A company with a poor "E" 

score is seen as more likely to face future lawsuits, carbon taxes, or stranded assets. 

3. Comparison Summary: The "What" vs. The "How" 

Feature 
CSR (Corporate Social 

Responsibility) 

ESG (Environmental, Social, 

Governance) 

Origin Social Activism & Ethics Financial Risk Management 

Primary Driver Corporate Values Investment Data & Materiality 

Reporting Style 
Annual Sustainability Report 

(Narrative) 

ESG Disclosures 

(Quantitative/Standardized) 
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Feature 
CSR (Corporate Social 

Responsibility) 

ESG (Environmental, Social, 

Governance) 

Incentive To be a "good" company To be a "sustainable" investment 

Role of the 

Environment 

A moral obligation to protect 

nature 

A variable that impacts the bottom 

line 

. The Synergy: How They Work Together 

In a high-performing firm, the two are not in conflict; they form a feedback loop. 

1. CSR provides the vision and culture: An ethical culture (CSR) ensures that employees 

actually care about reducing waste. 

2. ESG provides the accountability: The data collected for ESG reporting allows the 

board to see if the CSR vision is actually achieving measurable results. 

Without CSR, ESG is just "compliance" (Level II of Carroll's Pyramid). Without ESG, CSR is just 

"greenwashing" (Level IV of Carroll's Pyramid). 

II. The Three Pillars of ESG 

For the environmental economist, the ESG framework is the practical tool for identifying the 

"Invisible Foot" through data: 

 Environmental (E): Measures how a firm performs as a steward of nature. It looks at 

CO_2 intensity, water stress, and biodiversity impact. 

 Social (S): Evaluates how a firm manages relationships with employees, suppliers, and 

customers. It includes "Human Capital" metrics like turnover rates and safety 

records. 

 Governance (G): Examines the internal "Rules of the Game." This is crucial because 

poor governance (e.g., lack of independent board members) is often a leading 

indicator of future environmental or social scandals. 

To transition from the broad philosophy of CSR to the rigorous data of ESG, environmental 

economists rely on the "Three Pillars." These pillars categorize a company’s impact into 

measurable variables that allow for cross-industry benchmarking and risk assessment. 
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1. The Environmental Pillar (E): Stewardship of the Planet 

The "E" in ESG is often the most scrutinized by environmental economists. It measures how a 

firm performs as a steward of the natural world, focusing on the internalization of ecological 

externalities. 

 Climate Change & Carbon Footprint: Measured via Scope 1 (direct emissions), Scope 

2 (indirect emissions from purchased energy), and Scope 3 (supply chain emissions). 

 Resource Depletion: Metrics such as water withdrawal by source, usage of recycled 

materials, and land-use impact (deforestation rates). 

 Waste & Pollution: Tracking total waste generation versus recycling rates, and the 

Water Pollution Index (mg/L). 

 Biodiversity: Assessing the company’s impact on local ecosystems and its 

commitment to habitat restoration. 

The Environmental Pillar is the most data-intensive component of the ESG framework. It 

evaluates how a company performs as a steward of the physical environment, focusing on its 

consumption of natural resources and its impact on the climate. For the environmental 

economist, this pillar is the primary mechanism for quantifying the negative externalities—

the "unpaid costs" like carbon emissions or toxic runoff—that were traditionally ignored in 

financial balance sheets. 

I. Climate Change and Greenhouse Gas (GHG) Emissions 

The centerpiece of the "E" pillar is the measurement of carbon intensity. To ensure 

transparency, emissions are categorized into three "Scopes" according to the globally 

recognized Greenhouse Gas Protocol: 

 Scope 1 (Direct Emissions): Emissions from sources that are owned or controlled by 

the company. 

o Example: The fuel burned by a company’s delivery fleet or the CO_2 released 

during on-site chemical manufacturing. 

 Scope 2 (Indirect Energy Emissions): Emissions from the generation of purchased 

electricity, steam, heating, or cooling consumed by the company. 

o Example: The carbon footprint of the power plant that provides electricity to 

a firm’s corporate headquarters. 

 Scope 3 (Value Chain Emissions): All other indirect emissions that occur in the 

company’s value chain, both upstream and downstream. 

o Significance: This is the "Holy Grail" of ESG. For most firms, Scope 3 accounts 

for over 70% of their total footprint, covering everything from the production 
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of raw materials to the final disposal of products by consumers. Porter, M. E., 

& Kramer, M. R. (2011). 

II. Resource Stewardship and Circularity 

Beyond climate change, the Environmental Pillar tracks how a firm manages the "factor 

inputs" it extracts from nature: 

 Water Stewardship: Measuring water withdrawal, consumption, and discharge 

quality. This is particularly critical in "water-stressed" regions where a firm's 

consumption might compete with the basic needs of local communities. 

 Waste Management: Tracking the total weight of waste generated and the 

percentage diverted from landfills through recycling or composting. The ultimate goal 

in this metric is the transition to a Circular Economy (where waste is designed out of 

the system). 

 Resource Depletion: Calculating the usage of non-renewable materials versus 

sustainable/recycled inputs. 

III. Biodiversity and Land Use 

Often the most neglected but rapidly rising metric is Biodiversity. This measures the firm’s 

impact on living systems and ecosystems. 

 Impact on Sensitive Biomes: Tracking if operations are located in or near "high 

biodiversity value" areas (like rainforests or wetlands). 

 Nature-Positive Commitments: Quantitative goals for habitat restoration, such as 

"Net-Positive Impact" on local species. 

 Deforestation: Specific tracking of "forest-risk commodities" (e.g., soy, palm oil, 

timber) in the supply chain. 

2. The Social Pillar (S): Human Capital & Social Contract 

The "S" evaluates how a firm manages its relationships with people—employees, suppliers, 

customers, and the communities in which it operates. This pillar addresses the "social 

license" part of the corporate mandate. 

 Labor Standards: Metrics include the Total Recordable Incident Rate (TRIR) for 

workplace safety and the percentage of workforce covered by collective bargaining. 

 Diversity, Equity, and Inclusion (DEI): Quantitative data on gender/ethnic 

representation in leadership and gender pay equity ratios. 

 Human Rights: Audits of the supply chain to ensure freedom from forced labor or 

child labor. 



67 

 

 Customer Protection: Data privacy policies and product safety records. 

While the "E" pillar focuses on a firm's relationship with the planet, the Social Pillar 

evaluates how a company manages its relationships with people—its workforce, customers, 

suppliers, and the communities in which it operates. In environmental economics, the "S" 

pillar is the measurement of a firm's Social Capital. It asks: Is the firm’s growth sustainable 

from a human perspective, or is it depleting the social fabric to achieve profit? 

I. Human Capital Management (The Internal Social Contract) 

The most critical component of the "S" pillar is the treatment and development of a 

company's own employees. Investors view "Human Capital" as a primary driver of long-term 

innovation and resilience. 

II. Diversity, Equity, and Inclusion (DEI) 

The "S" pillar views diversity not just as a moral goal, but as a risk management and 

innovation strategy. 

 The Business Case: Diverse teams are proven to be better at identifying "blind spots" 

and avoiding "groupthink," which is essential for navigating complex environmental 

risks. 

 Key Metrics: * The Gender Pay Gap: The ratio of median earnings for women vs. men. 

o Representation: Percentage of underrepresented groups in management and 

on the Board of Directors. 

o Equity: Audits of promotion rates to ensure "equal opportunity for equal 

talent." 

III. Supply Chain & Human Rights (The External Social Contract) 

A firm is increasingly held responsible for the behavior of its partners. The "S" pillar audits 

the "upstream" value chain to prevent: 

 Modern Slavery & Child Labor: Particularly in sectors like cobalt mining (for EV 

batteries) or garment manufacturing. 

 Responsible Sourcing: Ensuring that the extraction of raw materials does not violate 

the rights of indigenous peoples or local communities. 

 Supply Chain Due Diligence: The process of identifying, preventing, and mitigating 

social risks across all tiers of suppliers. Porter, M. E., & Kramer, M. R. (2011). 
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IV. Customer Responsibility and Community Impact 

 Data Privacy and Security: Protecting customer information is now a core social 

requirement in the digital age. 

 Product Safety & Quality: Ensuring that products do not cause "social externalities" 

like health crises or safety hazards. 

 Community Relations: The firm’s "Social License to Operate" in the local area, 

measured by philanthropic investment and the management of local impacts (e.g., 

noise, traffic). 

3. The Governance Pillar (G): The Rules of the Game 

Governance refers to the internal system of controls and procedures used to direct and 

manage the firm. While "E" and "S" look at outward impact, "G" looks at the internal 

integrity that makes those impacts possible. 

 Board Composition: The percentage of Independent Directors and board diversity 

ratios. 

 Executive Compensation: The "Pay Ratio" between the CEO and the median worker, 

and whether bonuses are linked to ESG targets. 

 Business Ethics: The number of confirmed corruption cases and the presence of 

robust "Whistleblower" policies. 

 Shareholder Rights: The ability of minority shareholders to vote on key corporate 

decisions. 

While the Environmental and Social pillars focus on the "outward" impacts of a firm, the 

Governance Pillar examines the "inward" integrity of the organization. In environmental 

economics, Governance represents the Internal Rules of the Game—the systems of checks 

and balances that ensure a company’s promises (like "Net Zero by 2050") are actually being 

pursued and not just used as marketing filler. 

Poor governance is often the root cause of environmental and social disasters. Whether it is 

an oil spill or a labor scandal, the post-mortem usually reveals a failure in board oversight, a 

lack of transparency, or perverse executive incentives. 

I. Board Structure and Oversight 

The Board of Directors is the "brain" of the corporation. The Governance pillar assesses 

whether this brain is equipped to manage modern sustainability risks. 
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 Board Independence: The percentage of directors who are not employees of the 

company. Independent voices are crucial for challenging the CEO on long-term risks 

that might hurt short-term profits. 

 Diversity of Expertise: Investors now look for "Sustainability Competence" on 

boards—directors who actually understand climate science or international labor 

law, rather than just finance. 

 Board Diversity: Beyond ethics, diversity in gender and background is a metric for 

cognitive diversity. Research shows that more diverse boards are less prone to 

"groupthink" and are better at identifying "Black Swan" environmental risks. 

 Dedicated Committees: The presence of a standing ESG or Sustainability Committee 

that reports directly to the board, ensuring that environmental issues aren't buried 

under the general "Audit" or "Risk" agendas. United Nations. (2015). 

II. Executive Compensation and Incentives 

In economics, "incentives are everything." The Governance pillar looks at how the firm 

solves the Agency Problem (where managers might prioritize their own bonuses over the 

long-term health of the company). 

 ESG-Linked Pay: A growing percentage of firms now tie a portion of executive 

bonuses (e.g., 10–20%) to specific ESG targets, such as reducing carbon emissions or 

improving workplace safety. 

 Clawback Provisions: Policies that allow the company to take back bonuses if it is 

later discovered that the executive oversaw environmental or ethical breaches. 

 CEO-to-Worker Pay Ratio: A metric of internal social equity; a massive gap is often 

seen as a governance risk that can lead to low employee morale and high turnover. 

III. Ethics, Transparency, and Compliance 

This sub-section measures the "Moral Infrastructure" of the firm: 

 Anti-Corruption and Bribery: The rigor of internal audits and the history of legal fines. 

This is vital for firms operating in developing nations where environmental permits 

might be subject to "facilitation payments." 

 Whistleblower Protection: The existence of anonymous channels for employees to 

report misconduct without fear of retaliation. This is often the first line of defense 

against "Greenwashing." 

 Tax Transparency: Whether the firm pays its "fair share" in the jurisdictions where it 

generates profit, or uses aggressive tax-haven strategies that deplete the social 

resources of host nations. 
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IV. Summary: Key Governance Indicators (KGIs) 

Feature Key Governance Metric 

Independence % of Independent Board Members 

Incentives % of Executive Pay tied to ESG Targets 

Integrity Number of Ethics/Corruption Breaches per year 

Transparency Disclosure of Political Contributions and Lobbying spend 

Diversity % of Female/Underrepresented members on the Board 

 

3.1.4. Materiality and the "Business Case" 

The primary challenge in ESG is the "noise" of data. With hundreds of potential metrics—

from honeybee health to executive travel—how does a firm decide which ones to prioritize? 

This is where the concept of Materiality becomes the bridge between Chapter 1’s 

externalities and the company's financial bottom line. 

In accounting, information is "material" if its omission or misstatement could influence the 

decisions of a reasonable person (typically an investor). In the context of CSR and ESG, 

materiality defines which social and environmental issues are significant enough to impact a 

firm’s long-term value creation. 

I. The Three Dimensions of Materiality 

Modern ESG strategy recognizes that materiality is not a single fixed point, but a multi-

dimensional lens: 

1. Financial Materiality (The "Outside-In" Perspective): 

o Focuses on how ESG issues affect the company’s financial performance, cash 

flows, and cost of capital. 
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o Example: For a real estate firm, rising sea levels are a financially material risk 

because they threaten the value of coastal properties (Physical Risk). 

1. Financial Materiality (The "Outside-In" Perspective) 

In the context of ESG and environmental economics, Financial Materiality represents the 

"investor-centric" view of sustainability. It is often referred to as the "Outside-In" 

perspective because it focuses on how external environmental and social factors—such as 

climate change, resource scarcity, or shifting labor laws—penetrate the corporate boundary 

to impact the firm’s financial health. Wood, D. J. (1991). 

Under this lens, an environmental issue is only "material" if it has a high probability of 

affecting the company’s valuation, cash flows, or cost of capital. 

A. The Mechanism of Impact Financial materiality identifies the "Economic Risks" that arise 

from the "Invisible Foot". These risks are typically categorized into two types: 

1. Physical Risks: Direct financial losses resulting from environmental changes. 

o Example: For an agricultural giant, a prolonged drought (an external 

environmental event) is financially material because it destroys crop yields, 

leading to a direct drop in revenue. 

2. Transition Risks: Financial impacts stemming from the shift toward a lower-carbon 

economy. 

o Example: For an automotive manufacturer, new government regulations 

banning internal combustion engines (the "Legal Layer") are financially 

material because they render current factory equipment obsolete (creating 

"Stranded Assets"). Wood, D. J. (1991). 

B. The Investor’s Perspective Institutional investors (like BlackRock or Vanguard) prioritize 

financial materiality because they have a fiduciary duty to maximize returns for their clients. 

They use this data to determine the "Risk-Adjusted Return" of an investment. 

 If a company ignores a financially material ESG risk (e.g., a coastal hotel ignoring 

rising sea levels), investors view that company as "mispriced" and may divest or 

demand a higher interest rate on loans. 

C. The SASB Standard The leading authority on Financial Materiality is the Sustainability 

Accounting Standards Board (SASB). Unlike broad CSR frameworks, SASB identifies only the 

specific subset of ESG issues that are "reasonably likely to impact the financial condition or 

operating performance of companies in an industry." 
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 For a Bank: Carbon emissions are largely financially immaterial to their own 

operations, but "Data Security" and "Systemic Risk" are highly material. 

 For an Oil Company: "Carbon Emissions" are the most material factor because they 

dictate the firm's future tax burden and legal liability. 

 

2. Impact Materiality (The "Inside-Out" Perspective) 

While Financial Materiality looks at how the world affects the company, Impact 

Materiality—often called the "Inside-Out" perspective—reverses the lens. It evaluates the 

significant impacts, both positive and negative, that a company’s actions and operations 

have on the environment and society. 

This perspective is rooted in Stakeholder Theory and the principle of Public Accountability. It 

asserts that a company’s footprint is "material" if it affects the well-being of the planet or 

people, even if that impact does not immediately or directly translate into a loss of profit for 

the firm. 

A. Beyond the Balance Sheet In environmental economics, Impact Materiality is the primary 

tool for identifying and reporting Externalities. 

 The Logic: Even if it is currently "legal" and "free" to emit a certain pollutant 

(meaning it has no financial materiality), that pollutant is still materially impacting 

the health of a local river or the respiratory health of a community. 

 The Goal: To provide transparency to non-investor stakeholders—such as NGOs, 

regulators, and local residents—about the company’s "Invisible Foot." 

B. Defining "Significant Impact" Under frameworks like the Global Reporting Initiative (GRI), 

an impact is considered material based on two factors: 

1. Severity: The scale (how grave the impact is), the scope (how widespread it is), and 

the "irremediable character" (can the damage be undone?). 

2. Likelihood: The probability that the impact will occur. 

Example: A fashion retailer might find that while water usage in its offices is financially 

material (it’s a utility cost), the impact of toxic dye runoff from its third-party factories in 

Bangladesh is Impact Material, as it severely damages the local ecosystem and the health of 

thousands of people, regardless of whether the retailer is ever fined for it. Wood, D. J. 

(1991). 
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C. The Intersection with Human Rights and Nature Impact Materiality often captures social 

and environmental "rights" that financial markets are slow to value: 

 Human Rights: Does the supply chain rely on child labor? 

 Biodiversity: Does the expansion of a new factory destroy a critical habitat for an 

endangered species? 

 Climate Justice: How do the firm's total lifetime emissions contribute to the warming 

of the planet, affecting vulnerable populations in the Global South? 

Double Materiality is the synthesis of both Financial and Impact Materiality. It is the defining 

principle of modern sustainability regulation, most notably within the European Union’s 

Corporate Sustainability Reporting Directive (CSRD). 

The core philosophy of double materiality is that the two perspectives are not mutually 

exclusive. Instead, they represent a feedback loop: what is an "impact" on society today 

often becomes a "financial risk" to the company tomorrow. 

I. The "Two-Way Street" Logic 

Double materiality requires companies to report under two distinct but related obligations: 

1. The Sustainability Impact (Social/Environmental): How the company’s business model 

affects people and the planet (e.g., carbon emissions, water pollution, human rights 

in the supply chain). 

2. The Financial Impact (Economic): how those same sustainability matters create "risks 

and opportunities" that affect the company's value (e.g., carbon taxes, reputational 

damage, or the opportunity to sell new "green" products). 

II. The Concept of "Dynamic Materiality" 

A crucial aspect of this framework is the understanding that materiality is dynamic, not 

static. This is the "migration" of issues across the boundary of the firm: 

 The Process: A social issue (like the use of non-recyclable plastic) might start as an 

Impact Materiality issue (it harms the ocean). As public pressure grows and new laws 

are passed (like a plastic tax), it "migrates" and becomes a Financial Materiality issue 

(it now costs the company money). 

 The Role of Regulation: Double materiality forces companies to look "ahead of the 

curve" by reporting on impacts before they become financial liabilities. 
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III. Regulatory Implementation: The CSRD and ESRS 

The most significant real-world application of double materiality is the European 

Sustainability Reporting Standards (ESRS). Bromley, D. W. (1990). 

 Scope: Applies to approximately 50,000 companies operating in the EU. 

 Requirement: Companies cannot simply choose to report on what they want. They 

must perform a "Double Materiality Assessment" and disclose their findings. If an 

issue is material from either perspective, it must be included in the audited 

management report. 

This is now a legal requirement under European regulations (CSRD). 

II. The Materiality Matrix: Prioritizing the "Business Case" 

To visualize these priorities, firms conduct a Materiality Assessment and plot the results on a 

Materiality Matrix. This tool allows managers to see where stakeholder concerns intersect 

with business impact. 

 The Y-Axis: Influence on Stakeholder Assessments and Decisions. 

 The X-Axis: Significance of Economic, Environmental, and Social Impacts on the 

Business. 

 The "Top Right" Quadrant: This is the "Strategic Sweet Spot." Issues here (e.g., 

Carbon Emissions for an airline) are those where the business case for action is 

strongest. 

The Materiality Matrix is the strategic tool used by senior management and boards of 

directors to visualize and prioritize the ESG issues identified during the assessment process. 

It transforms a long list of environmental and social concerns into a structured "heat map," 

allowing the firm to focus its limited resources on the areas where the Business Case for 

sustainability is strongest. Bromley, D. W. (1990). 

1. Structure of the Matrix 

The matrix typically plots issues along two primary axes: 

 The Y-Axis: Influence on Stakeholder Assessments and Decisions. This represents the 

"Impact Materiality" . It measures how important an issue is to external groups such 

as NGOs, local communities, regulators, and employees. 

 The X-Axis: Significance of Economic, Environmental, and Social Impacts on the 

Business. This represents the "Financial Materiality" . It measures the likelihood that 

an issue will affect the company’s profitability, share price, or operational continuity. 
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2. The Four Quadrants of Prioritization 

The position of an ESG issue on the matrix dictates the firm’s strategic response: 

1. The "Critical" Quadrant (Top Right): 

o Description: High importance to stakeholders AND high impact on the 

business. 

o Strategy: These are the "Strategic Integration" issues. They must be managed 

as core business priorities with clear KPIs and board-level oversight. 

o Example: For an airline, "Carbon Emissions" sits here because of both high 

public pressure and the direct threat of carbon taxes and fuel costs. 

2. The "Operational" Quadrant (Bottom Right): 

o Description: High impact on the business but lower external stakeholder 

visibility. 

o Strategy: Manage through internal efficiency and process optimization. 

o Example: "Data Center Energy Efficiency" for a bank—it saves millions in costs 

but isn't the primary concern of the general public. 

3. The "Monitoring/Reputational" Quadrant (Top Left): 

o Description: High importance to stakeholders but lower direct impact on the 

financial bottom line. 

o Strategy: Manage through communication, philanthropy, and reporting to 

maintain the "Social License to Operate." 

o Example: Corporate donations to local schools or literacy programs. 

4. The "Low Priority" Quadrant (Bottom Left): 

o Description: Low impact on both axes. 

o Strategy: Monitor for changes but do not allocate significant strategic 

resources. 

3. Building the "Business Case" 

The Materiality Matrix serves as the "Evidence Folder" for the business case. By moving an 

issue to the top-right quadrant, a sustainability officer can justify to the CFO that a specific 

environmental investment is not "charity," but a necessity for survival. Bromley, D. W. 

(1990). 

 Evidence of Risk: It shows which issues could lead to stranded assets or legal fines. 

 Evidence of Opportunity: It identifies where "Green Innovation" can lead to new 

market share. 
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III. The SASB Approach: Industry-Specific Materiality 

The Sustainability Accounting Standards Board (SASB) revolutionized this field by creating a 

"Materiality Map" for 77 different industries. They argue that "Environment" means 

something different to a bank than it does to a mining company. 

 For a Tech Company: "Material" issues are Data Privacy (S) and Energy Management 

of Data Centers (E). 

 For a Food & Beverage Company: "Material" issues are Water Scarcity (E) and Supply 

Chain Labor Standards (S). 

 For a Financial Services Firm: "Material" issues are Systemic Risk Management (G) 

and Transparent Selling Practices (S). 

The Sustainability Accounting Standards Board (SASB), now part of the IFRS Foundation, 

revolutionized the ESG landscape by arguing that a "one-size-fits-all" approach to 

sustainability is inefficient. For a data point to be useful to an environmental economist or 

an investor, it must be comparable and industry-specific. 

The SASB approach is built on the reality that the "Invisible Foot" of a software company 

(energy for servers) looks nothing like the "Invisible Foot" of a mining company (biodiversity 

loss and toxic tailings). 

1. The Materiality Map 

SASB developed a comprehensive Materiality Map that identifies which of 26 sustainability 

categories are "reasonably likely" to impact the financial condition or operating performance 

of a typical company within 77 different industries.2 

 The Horizontal Axis: Covers five broad "Sustainability Dimensions": Environment, 

Social Capital, Human Capital, Business Model & Innovation, and Leadership & 

Governance.3 

 The Vertical Axis: Lists specific industries grouped into sectors (e.g., Financials, Food 

& Beverage, Healthcare, Extractives). 

2. Comparing Industry Profiles: A Tale of Two Sectors 

To understand the SASB logic, consider the divergent materiality profiles of two distinct 

industries: 
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Sustainability 

Issue 
Industry A: Metals & Mining Industry B: Software & IT Services 

Water 

Management 

High Materiality: Critical for 

processing; risks of local water 

scarcity and conflict. 

Low Materiality: Only relevant for 

cooling some data centers. 

Data Privacy 
Low Materiality: Minimal sensitive 

consumer data handled. 

High Materiality: The core risk; 

breaches lead to massive fines and 

loss of trust. 

Labor Relations 
High Materiality: Safety in hazardous 

environments is a major financial risk. 

Medium Materiality: Focuses more 

on "Talent Recruitment and 

Retention." 

GHG Emissions 
High Materiality: Direct emissions 

from heavy machinery and smelting. 

Low/Med Materiality: Primarily 

indirect emissions from electricity 

(Scope 2). 

3. The Goal: Decision-Usefulness 

The SASB approach moves away from "Boilerplate" reporting (generic statements like "We 

care about the environment") toward Decision-Useful data. Carroll, A. B. (1979). 

 Standardization: By providing specific metrics for each industry (e.g., "Number of 

data breaches" for IT vs. "Total weight of tailings waste" for Mining), SASB allows 

investors to compare "Apples to Apples" within a sector.5 

 Cost-Effectiveness: Companies do not waste resources reporting on 200 irrelevant 

metrics; they focus on the 5-10 that actually drive value in their specific field. 

4. Integration with Financial Accounting 

Unlike the GRI (which focuses on impact to society), SASB standards are designed to be 

integrated directly into a company’s Form 10-K or annual financial filing.6 This signals to the 

market that these ESG factors are not "extra-curricular" but are fundamental to the firm’s 

fiduciary duty. 
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IV. The Business Case for Sustainability 

When a firm addresses its material ESG issues, it isn't just "being good"; it is building a 

competitive advantage. This "Business Case" is built on four pillars: 

1. Cost Reduction: Efficiency in energy, water, and waste (The Porter Hypothesis). 

2. Risk Mitigation: Avoiding lawsuits, stranded assets, and regulatory fines. 

3. Revenue Growth: Capturing the "Green Premium" from conscious consumers. 

4. Access to Capital: High ESG scores lead to lower interest rates on "Green Bonds" and 

higher investment from institutional funds. 

The "Business Case" is the final bridge that connects environmental economics to corporate 

finance. It argues that addressing material ESG issues is not a drain on resources, but a 

prerequisite for long-term Value Creation. For a manager, the business case provides the 

justification for sustainable investment to a skeptical Board of Directors or CFO. 

This case is built upon four fundamental pillars: Cost Reduction, Risk Mitigation, Revenue 

Growth, and Access to Capital. 

1. Cost Reduction (The Efficiency Pillar) 

Building on the Porter Hypothesis, this pillar views sustainability as a tool for operational 

excellence. 

 Eco-Efficiency: By reducing the "Invisible Foot" (waste, energy consumption, and 

water usage), a firm directly lowers its operating expenses (OPEX). 

 Resource Productivity: Doing more with less. For example, a manufacturer that 

redesigns its packaging to use 20% less plastic saves millions in raw material costs 

and shipping fuel. 

 Employee Productivity: Social sustainability (fair wages and DEI) reduces "Churn" 

(employee turnover). Replacing a skilled worker can cost 1.5x–2x their annual salary; 

retaining them via a strong "Social Pillar" is a massive cost saving. 

2. Risk Mitigation (The Resilience Pillar) 

This pillar focuses on protecting the firm from "Value Destruction." In a world of increasing 

environmental volatility and regulatory scrutiny, sustainability is a form of Insurance. 

 Avoiding "Stranded Assets": Ensuring the company doesn't invest in technology (like 

coal-fired boilers) that will be taxed out of existence or banned by future laws. 
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 Supply Chain Resilience: Identifying "Social" and "Environmental" weak points (e.g., a 

supplier in a flood-prone region or one using forced labor) before they cause a global 

shutdown of production. 

 Legal and Reputational Protection: Staying "ahead of the curve" on regulations to 

avoid massive fines and the "loss of social license" that follows an environmental 

disaster. 

 

3. Revenue Growth (The Innovation Pillar) 

Sustainability is a powerful driver of top-line growth by meeting the demands of the 

"Conscious Consumer." 

 Market Differentiation: Products with verified "Green" or "Ethical" credentials can 

command a price premium or capture market share from "brown" competitors. 

 New Markets: Solving environmental problems creates entirely new industries (e.g., 

renewable energy, plant-based proteins, or carbon capture technology). 

 Brand Equity: A strong CSR reputation increases customer loyalty, making the brand 

more resilient during economic downturns. 

4. Access to Capital (The Valuation Pillar) 

Perhaps the most significant shift in the last decade is that sustainability now lowers the cost 

of money. 

 Green Finance: Access to "Green Bonds" or "Sustainability-Linked Loans" where the 

interest rate drops if the company meets its ESG targets. 

 Institutional Investment: Large funds (like BlackRock) now use ESG scores as a 

primary filter. A low ESG score can lead to "Divestment," which lowers the stock 

price; a high score attracts "Sticky Capital" from long-term investors. 

 Lower Cost of Capital: Research shows that firms with high ESG ratings face lower 

systematic risk and, therefore, a lower weighted average cost of capital (WACC). 

3.2. Theoretical Perspectives on CSR 

Why do firms engage in CSR? Academics divide the motivations into two primary schools of 

thought: 

To understand why modern corporations behave the way they do, we must examine the two 

clashing theories that define the purpose of a firm. This is not just an academic debate; it is 

the foundation of corporate law, executive incentives, and the global "Social Contract." 



80 

 

3.2.1. Milton Friedman and Shareholder Theory (The Neoclassical View) 

In 1970, Nobel laureate Milton Friedman published a landmark article in The New York Times 

Magazine titled: "The Social Responsibility of Business is to Increase its Profits." This became 

the "North Star" for neoclassical economics for half a century. Dasgupta, P. (2021). 

I. The Core Tenets of "Friedmanism" 

Friedman’s argument is built on three logical pillars: 

1. The Agency Argument: Executives are "agents" (employees) of the "principals" (the 

owners/shareholders). If an executive spends company money on social causes, they 

are effectively spending someone else's money without their consent. 

2. The Taxation Argument: Friedman argued that social problems are the domain of the 

government. When a CEO uses corporate funds for "social responsibility," they are 

imposing a "tax" on shareholders and deciding how that tax money should be 

spent—a role for which they were never elected. 

3. The Efficiency Argument: A firm’s primary contribution to society is to be as efficient 

and profitable as possible. By maximizing profit, the firm creates jobs, pays taxes, and 

provides products that society wants. Diverting focus to "social goals" leads to 

economic inefficiency. 

"Businessmen who believe that business has a social conscience... are preaching pure and 

unadulterated socialism." — Milton Friedman 

To appreciate the gravity of Milton Friedman’s position, we must look beyond the "greed" 

stereotype often associated with his theory. Friedman’s critique of CSR was rooted in 

political philosophy and contract law. He believed that when corporate executives "do 

good," they are often acting undemocratically and inefficiently. 

I. The Agency Argument (The Contractual Lens) 

Friedman’s most potent point is based on Principal-Agent Theory. In a corporation, the 

shareholders (Principals) hire managers (Agents) to run the business on their behalf. 

 The Fiduciary Duty: The manager has a primary responsibility to the owners. This 

responsibility is to conduct the business in accordance with their desires, which is 

generally to make as much money as possible. 

 The "Agent" Becomes "Principal": If a manager spends company funds on a social 

cause (e.g., funding a local park or reducing pollution beyond legal requirements), 

they are no longer acting as an agent. They are acting as a principal, essentially 

spending the shareholders' money on their own personal moral preferences. 
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"If the executive is to be a social activist, then he must be elected by a democratic process. If 

he is to impose taxes and spend the proceeds, then governmental machinery must be set up 

to monitor him." — Milton Friedman 

II. The "Socialist" Taxation Critique (The Political Lens) 

Friedman famously argued that CSR represents "taxation without representation." He broke 

this down into three steps: 

1. Imposing the Tax: By spending money on social projects, the executive reduces 

returns to stockholders (taxing the owners), lowers wages (taxing the employees), or 

raises prices (taxing the customers). 

2. Spending the Proceeds: The executive then decides how to spend this "tax" money. 

3. The Democratic Deficit: In a free society, the power to tax and spend is reserved for 

elected government officials who are accountable to the public. A CEO has no 

mandate, no expertise in social policy, and no accountability to the voters. Dasgupta, 

P. (2021). 

III. The "Market for Virtue" Counter-Argument 

Friedman acknowledged that a company might engage in "socially responsible" actions if 

they lead to higher profits. 

 Example: If a firm provides local amenities to attract better talent or reduces waste 

to save costs, Friedman does not call this CSR; he calls it "good business" or "self-

interest." 

 The Warning: He warned that calling these profit-seeking actions "CSR" is a form of 

hypocrisy that "strengthens the already too prevalent view that the pursuit of profit 

is wicked and immoral." 

IV. Legacy: The "Shareholder Primacy" Era 

This theory dominated the global economy from the 1970s until the 2010s. It led to: 

 Short-termism: A focus on quarterly earnings to satisfy shareholders. 

 Executive Incentives: Tying CEO pay almost exclusively to stock price performance. 

 Externalization: A systemic incentive to push costs (like carbon emissions) onto the 

environment to keep the "internal" balance sheet profitable. 

 

II. The Neoclassical "Rules of the Game" 



82 

 

It is a common misconception that Friedman advocated for "lawless" profit-seeking. He 

famously added a crucial caveat: 

 Firms must maximize profits "while conforming to the basic rules of the society, both 

those embodied in law and those embodied in ethical custom." 

 For the environmental economist, this means that if the government sets a carbon 

tax, the firm must pay it. However, the firm has no moral obligation to do more than 

what the law requires. 

The primary economic critique of Friedman’s theory is its handling of Externalities. 

If a firm can legally dump waste into a river for free, Friedman’s logic dictates they should do 

so to maximize profit. 

 This creates a "Race to the Bottom," where firms lobby governments to keep 

regulations weak so they can continue to externalize their costs onto society. 

3.2.2. R. Edward Freeman and Stakeholder Theory (The Modern View) 

In 1984, R. Edward Freeman published Strategic Management: A Stakeholder Approach, 

providing the theoretical antidote to Friedman. He argued that the very idea of separating 

"business" from "ethics" is a fallacy (The Integration Thesis). 

I. Defining the Stakeholder 

A Stakeholder is any group or individual who can affect or is affected by the achievement of 

the organization's objectives. This includes: 

 Primary Stakeholders: Shareholders, Employees, Customers, Suppliers, and Local 

Communities. 

 Secondary Stakeholders: Governments, NGOs, Media, and the Environment itself. 

II. The Interdependence Logic 

Freeman argues that a firm cannot sustain long-term value if it ignores its stakeholders. 

 If you mistreat employees, productivity drops. 

 If you pollute the community, you face lawsuits and boycotts. 

 The "Win-Win" Synthesis: Managing for stakeholders is not "charity"; it is better 

management. By creating value for all stakeholders, the firm ultimately creates more 

sustainable value for the shareholders. 
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Milton Friedman: The Agency Argument and the "Taxation" Critique 

To appreciate the gravity of Milton Friedman’s position, we must look beyond the "greed" 

stereotype often associated with his theory. Friedman’s critique of CSR was rooted in 

political philosophy and contract law. He believed that when corporate executives "do 

good," they are often acting undemocratically and inefficiently. GRI (Global Reporting 

Initiative). (2021). 

I. The Agency Argument (The Contractual Lens) 

Friedman’s most potent point is based on Principal-Agent Theory. In a corporation, the 

shareholders (Principals) hire managers (Agents) to run the business on their behalf. 

 The Fiduciary Duty: The manager has a primary responsibility to the owners. This 

responsibility is to conduct the business in accordance with their desires, which is 

generally to make as much money as possible. 

 The "Agent" Becomes "Principal": If a manager spends company funds on a social 

cause (e.g., funding a local park or reducing pollution beyond legal requirements), 

they are no longer acting as an agent. They are acting as a principal, essentially 

spending the shareholders' money on their own personal moral preferences. 

"If the executive is to be a social activist, then he must be elected by a democratic process. If 

he is to impose taxes and spend the proceeds, then governmental machinery must be set up 

to monitor him." — Milton Friedman 

II. The "Socialist" Taxation Critique (The Political Lens) 

Friedman famously argued that CSR represents "taxation without representation." He broke 

this down into three steps: 

1. Imposing the Tax: By spending money on social projects, the executive reduces 

returns to stockholders (taxing the owners), lowers wages (taxing the employees), or 

raises prices (taxing the customers). 

2. Spending the Proceeds: The executive then decides how to spend this "tax" money. 

3. The Democratic Deficit: In a free society, the power to tax and spend is reserved for 

elected government officials who are accountable to the public. A CEO has no 

mandate, no expertise in social policy, and no accountability to the voters. Hunt, E. K. 

(1973). 
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III. The "Market for Virtue" Counter-Argument 

Friedman acknowledged that a company might engage in "socially responsible" actions if 

they lead to higher profits. 

 Example: If a firm provides local amenities to attract better talent or reduces waste 

to save costs, Friedman does not call this CSR; he calls it "good business" or "self-

interest." 

 The Warning: He warned that calling these profit-seeking actions "CSR" is a form of 

hypocrisy that "strengthens the already too prevalent view that the pursuit of profit 

is wicked and immoral." 

IV. Legacy: The "Shareholder Primacy" Era 

This theory dominated the global economy from the 1970s until the 2010s. It led to: 

 Short-termism: A focus on quarterly earnings to satisfy shareholders. 

 Executive Incentives: Tying CEO pay almost exclusively to stock price performance. 

 Externalization: A systemic incentive to push costs (like carbon emissions) onto the 

environment to keep the "internal" balance sheet profitable. 

III. Comparison Table: Friedman vs. Freeman 

Feature Shareholder Theory (Friedman) Stakeholder Theory (Freeman) 

Primary Goal Maximize Shareholder Wealth Balance Stakeholder Interests 

View of CSR A "tax" or "misuse" of funds A core strategic necessity 

Time Horizon Short-to-Medium Term Long-Term Sustainability 

The "Environment" A resource or a legal constraint A critical stakeholder 
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3.3. The Stakeholder Mapping Tool: Power, Legitimacy, and Urgency 

In a perfect world, a manager would satisfy every stakeholder equally. In the real world, 

resources are scarce. To solve this, Mitchell, Agle, and Wood (1997) developed the 

Stakeholder Salience Model. This tool helps managers determine which stakeholders "count" 

more than others based on three specific attributes. 

I. The Three Attributes of Salience 

1. Power: The ability of a stakeholder to influence the firm through coercive 

(force/legal), utilitarian (financial), or normative (prestige) means. 

o Example: A major institutional investor has the power to crash the stock price; 

a government has the power to revoke a license. 

2. Legitimacy: The perceived validity of the stakeholder’s claim. Is their demand based 

on a legal contract, a moral right, or an established social norm? 

o Example: A local community has a legitimate claim to clean air; a random troll 

on social media may not. 

3. Urgency: The degree to which the stakeholder’s claim calls for immediate attention. 

This is defined by how time-sensitive the issue is and how important it is to the 

stakeholder. 

o Example: A chemical leak is an urgent claim for local residents; a request for a 

new sponsorship is not. Hunt, E. K. (1973). 

To move beyond the "Separation Fallacy," managers need a systematic way to weigh 

competing interests. The Mitchell, Agle, and Wood model posits that stakeholders are not 

defined by who they are (e.g., "an employee"), but by the attributes they possess at a 

specific moment in time. These attributes are dynamic—they can be gained or lost as a 

situation evolves. 

1. Power: The Ability to Influence Power is the extent to which a party has the means to 

impose its will upon the firm. In an economic context, this is the "muscle" behind the 

stakeholder’s demand. It is categorized into three types: 

 Coercive Power: Based on physical force, violence, or restraint (e.g., a militant activist 

group or a government using police power). 

 Utilitarian Power: Based on material or financial resources (e.g., a major shareholder 

threatening to divest or a sole-source supplier halting shipments). 

 Normative Power: Based on symbolic resources like prestige, social esteem, or media 

influence (e.g., a high-profile influencer or a respected NGO like Greenpeace). 
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2. Legitimacy: The Right to Influence Legitimacy is the generalized perception that the 

actions or claims of a stakeholder are desirable, proper, or appropriate within a social 

system of norms, values, and beliefs. Nordhaus, W. D. (1994). 

 Contractual Legitimacy: Derived from formal agreements (e.g., employees' right to a 

safe workplace). 

 Moral Legitimacy: Derived from ethical standards (e.g., a community’s right to 

breathe air that is not toxic, regardless of whether a law explicitly forbids the 

pollution). 

 Legal Legitimacy: Derived from statutory law (e.g., a regulator's right to audit 

environmental records). 

3. Urgency: The Call for Immediate Action Urgency adds a temporal dimension to the 

relationship. A claim is urgent when it is both time-sensitive (delay is costly or impossible) 

and critical (of high importance to the stakeholder). 

 Example: A routine request for a donation is legitimate but not urgent. However, if a 

company's chemical tank leaks into a local school's playground, the community's 

claim becomes both legitimate and highly urgent. 

The Dynamic Nature of Attributes 

The most important takeaway for a manager is that these attributes are variable. 

 Attribute Acquisition: A "Dependent" stakeholder (Legitimacy + Urgency) like a local 

fishing community can become a "Definitive" stakeholder if they form a coalition 

with a "Power" stakeholder (like a national media outlet or a law firm). 

 Attribute Loss: A "Dominant" stakeholder (Power + Legitimacy) can lose their salience 

if they fail to exercise their power during a critical window, causing their urgency to 

fade. Nordhaus, W. D. (1994). 

II. The Salience Categories 

By overlapping these three attributes in a Venn diagram, we can categorize stakeholders into 

eight distinct types: 

 Latent Stakeholders (1 Attribute): Low priority. Includes Dormant (Power only), 

Discretionary (Legitimacy only), and Demanding (Urgency only) stakeholders. 

 Expectant Stakeholders (2 Attributes): Moderate priority. 

o Dominant (Power + Legitimacy): Often the formal "owners." 

o Dangerous (Power + Urgency): Could use coercion (e.g., strikers or violent 

protestors). 
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o Dependent (Legitimacy + Urgency): Rely on others to carry out their will (e.g., 

local wildlife impacted by a spill). 

 Definitive Stakeholders (3 Attributes): Highest Priority. When a stakeholder has 

Power, Legitimacy, AND Urgency, management must address them immediately. 

By overlapping the three attributes of Power, Legitimacy, and Urgency, the Mitchell, Agle, 

and Wood model identifies seven distinct types of stakeholders (plus an eighth "non-

stakeholder"). These categories tell a manager exactly how much attention each group 

requires. Nordhaus, W. D. (2013). 

1. Latent Stakeholders (One Attribute) 

These groups have low salience and typically require minimal management effort unless 

they acquire a second attribute. 

 Dormant Stakeholders (Power Only): They have the means to impose their will but no 

legitimate relationship or urgent claim. They are "sleeping giants." 

o Example: A wealthy individual with no interest in the company who could 

suddenly launch a hostile takeover. 

 Discretionary Stakeholders (Legitimacy Only): They have a valid claim but no power 

to enforce it and no urgency. 

o Example: Beneficiaries of corporate charity or non-profit partners. 

 Demanding Stakeholders (Urgency Only): These are the "mosquitoes" of the 

corporate world. They are vocal and want immediate attention but have no power or 

legitimate standing. 

o Example: A lone protestor with a megaphone outside a headquarters. 

2. Expectant Stakeholders (Two Attributes) 

These stakeholders are "expecting" something from the firm. They have moderate salience 

and are often the focus of mid-level management. Nordhaus, W. D. (2013). 

 Dominant Stakeholders (Power + Legitimacy): These are the formal "insiders." Their 

influence is assured because they have both the right and the means to act. 

o Example: The Board of Directors, major institutional investors, or government 

regulators. 

 Dangerous Stakeholders (Power + Urgency): These groups lack legitimacy but can be 

coercive or even violent. They are a significant risk to safety and reputation. 

o Example: Hacktivists performing a cyberattack or wildcat strikers. 
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 Dependent Stakeholders (Legitimacy + Urgency): They have a rightful, pressing claim 

but lack the power to enforce it. They depend on others (like NGOs or the media) to 

provide the "Power" they lack. 

o Example: Local residents living downstream from a chemical plant leak. 

3. Definitive Stakeholders (Three Attributes) 

When a stakeholder possesses Power, Legitimacy, and Urgency, they become Definitive. 

They have the "Highest Salience." 

 Strategy: Management must prioritize these stakeholders above all others. A failure 

to address a definitive stakeholder usually results in a catastrophic loss of value, legal 

action, or a total shutdown of operations. 

 Example: A group of "Dependent" local residents who successfully lobby a 

"Dominant" regulator to shut down a factory due to an "Urgent" toxic spill. 

III. Summary Table: Salience and Action 

Stakeholder Class Attributes Salience Level Management Response 

Latent 1 Low Monitor / Inform 

Expectant 2 Moderate Consult / Satisfy 

Definitive 3 High Prioritize / Immediate Action 

III. Strategic Application 

Using this mapping tool allows a firm to move beyond the "Separation Fallacy". It provides a 

data-driven way to prioritize: 

1. Identify: List all potential stakeholders. 

2. Score: Assign 1 or 0 for Power, Legitimacy, and Urgency. 

3. Map: Place them on the Venn diagram. 

4. Action: Allocate the most resources to the "Definitive" group. 

The ultimate purpose of the Stakeholder Salience Model is to move a firm from reactive 

crisis management to proactive strategic planning. By identifying which stakeholders are 

Latent, Expectant, or Definitive, a manager can allocate capital, time, and human resources 
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where they will most effectively protect the firm’s "Social License to Operate." Polman, P., & 

Winston, A. (2021). 

The application follows a four-step cycle: 

1. Identification and Attribute Scoring 

Managers begin by listing all potential stakeholders and scoring them (0 or 1) across the 

three attributes. This process must be dynamic because salience changes over time. 

 The Power Audit: Who can stop our operations? Who can influence our stock price? 

 The Legitimacy Audit: Who has a legal or moral contract with us? 

 The Urgency Audit: Who is demanding an immediate response, and why? 

2. The Resource Allocation Strategy 

Once mapped, the firm applies the Principle of Proportionality: 

 Definitive Stakeholders (The Core): Receive direct engagement, dedicated budget, 

and board-level reporting. 

 Expectant Stakeholders (The Buffer): Receive regular consultation and proactive 

communication to prevent them from becoming "Dangerous" or "Definitive" in a way 

that harms the firm. 

 Latent Stakeholders (The Periphery): Receive low-cost communication (e.g., 

newsletters or website updates) but are monitored for "Attribute Acquisition." 

3. Monitoring "Attribute Migration" 

The most sophisticated strategic application involves predicting how stakeholders move 

between categories. 

 Coalition Building: A manager must realize that "Dependent" stakeholders 

(Legitimacy + Urgency) often seek out "Dormant" stakeholders (Power) to become 

"Definitive." 

 Example: Local residents (Dependent) partnering with a national law firm (Power) to 

sue a company. Strategic management involves addressing the "Dependent" group's 

concerns before they find a "Power" partner. Polman, P., & Winston, A. (2021). 

4. Integration with the Materiality Matrix 

Strategic application reaches its peak when the Salience Model is overlaid with the 

Materiality Matrix : 
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 Issues in the "Top-Right" of the Materiality Matrix are usually driven by Definitive 

Stakeholders. 

 This alignment ensures that the firm is not just checking boxes on an ESG list, but is 

actively managing the human and environmental relationships that determine its 

survival. 

 

4.3 ISO 26000: The International Standard for Social Responsibility 

While the academic phases discussed in the previous chapter provided the theoretical 

evolution of CSR, ISO 26000, launched in 2010 by the International Organization for 

Standardization, represents the first global consensus on what social responsibility actually 

looks like in practice. 

Unlike other ISO standards (like ISO 9001 for quality or ISO 14001 for environment), ISO 

26000 is a guidance standard, not a certification standard. This means companies cannot be 

"ISO 26000 Certified"; instead, they use it as a framework to integrate social responsibility 

into their existing operations. 

I. The Seven Core Subjects 

ISO 26000 breaks social responsibility down into seven distinct areas. This is the most 

practical application of the "Stakeholder Theory" (Freeman) and "CSP" (Wood) models we 

explored earlier. 

The Seven Core Subjects of ISO 26000 

The "Core Subjects" represent the practical heart of ISO 26000. While traditional CSR often 

focused heavily on philanthropy or basic environmentalism, ISO 26000 demands a holistic 

approach. It argues that an organization cannot be "partially" responsible; it must address all 

seven areas to claim social responsibility. 

These subjects are interrelated, meaning that a decision in one area (e.g., Procurement) will 

inevitably impact others (e.g., Human Rights and Environment). 

1. Organizational Governance 

Governance is the most critical subject because it is the system that enables the other six. It 

is the framework through which an organization pursues its social responsibility objectives. 
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 Focus: Integrating accountability, transparency, and ethical behavior into the 

decision-making process. 

 Strategic Action: Ensuring that "Social Responsibility" is not just a department, but a 

standing item on the Board of Directors' agenda. 

2. Human Rights 

ISO 26000 aligns strictly with the Universal Declaration of Human Rights. It moves beyond 

the organization’s own walls to look at its entire sphere of influence. 

 Focus: Due diligence, avoiding complicity in human rights abuses, and resolving 

grievances. 

 Strategic Action: Auditing supply chains to ensure that subcontractors in developing 

nations are not using forced labor or violating civil rights. Porter, M. E., & Kramer, M. 

R. (2011). 

3. Labour Practices 

This subject encompasses all policies and practices related to work performed within, by, or 

on behalf of the organization. 

 Focus: Social dialogue (talking to unions), health and safety, and human development 

(training). 

 Strategic Action: Implementing a "Living Wage" policy rather than just a "Minimum 

Wage" policy to ensure employees can participate in society. 

4. The Environment 

The standard requires a shift from "compliance" to a "precautionary approach." 

Organizations must take responsibility for the environmental burdens they create. 

 Focus: Prevention of pollution, sustainable resource use, and climate change 

mitigation. 

 Strategic Action: Transitioning from a linear "Take-Make-Waste" model to a Circular 

Economy approach. 

5. Fair Operating Practices 

This subject concerns the ethical conduct of the organization when dealing with other 

entities, including government agencies, partners, and competitors. 

 Focus: Anti-corruption, responsible political involvement, and fair competition. 
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 Strategic Action: Implementing robust "Whistleblower" protections to prevent 

bribery within the international bidding process. 

6. Consumer Issues 

Organizations have a responsibility to provide value while minimizing risks to those who use 

their products or services. 

 Focus: Fair marketing, protecting consumer health and safety, and data privacy. 

 Strategic Action: Designing products with "Planned Obsolescence" in mind—ensuring 

products are repairable and recyclable to protect consumer interests and the planet. 

7. Community Involvement and Development 

This subject moves beyond "charity" toward "development." It views the organization as a 

partner in the community’s growth. 

 Focus: Education and culture, employment creation, and wealth/income creation. 

 Strategic Action: Partnering with local universities to create vocational training 

programs that prepare the community for the "Jobs of the Future." Porter, M. E., & 

Kramer, M. R. (2011). 

II. The Seven Principles of Social Responsibility 

ISO 26000 also defines the "mindset" an organization must adopt. These principles serve as 

the "Ethical Layer" of Carroll’s Pyramid: 

 Accountability: Accepting scrutiny for the organization's impact on society. 

 Transparency: Being open about decisions and activities that affect others. 

 Ethical Behavior: Based on honesty, equity, and integrity. 

 Respect for Stakeholder Interests: Actively listening to and considering the needs of 

those impacted. 

 Respect for the Rule of Law: Mandatory compliance with all legal requirements. 

 Respect for International Norms of Behavior: Even when national law is weak, the 

firm should follow global standards (like UN Human Rights). 

 Respect for Human Rights: Recognizing their importance and universality. 

While the Seven Core Subjects (Governance, Human Rights, etc.) define what an 

organization should do, the Seven Principles of ISO 26000 define how it should think. They 

represent the "roots" of the organization’s culture. ISO 26000 argues that for an organization 

to be truly socially responsible, these seven principles must be integrated into its core values 

and day-to-day decision-making. 
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1. Accountability 

Accountability is the state of being answerable for decisions and activities to the 

organization’s governing bodies, legal authorities, and stakeholders. 

 The Principle: An organization should accept responsibility for its impact on society, 

the economy, and the environment.1 

 Management Application: This involves establishing clear reporting structures and 

being willing to rectify negative impacts (e.g., admitting a fault in a product and 

issuing a transparent recall).2 

2. Transparency3 

Transparency requires an organization to be open about its decisions and activities that 

affect society and the environment.4 

 The Principle: Information should be available, accessible, and understandable to 

those who are affected by the organization.5 

 Management Application: Publishing annual sustainability reports that include not 

only successes but also challenges and "shortfalls" (e.g., failing to meet a carbon 

reduction target). 

3. Ethical Behavior 

Ethical behavior is based on the values of honesty, equity, and integrity.7 These values imply 

a concern for people, animals, and the environment. 

 The Principle: An organization’s behavior should be consistent with international 

norms of behavior and professional standards.8 

 Management Application: Implementing a robust Code of Conduct and 

"Whistleblower" protections to ensure that corruption or harassment is reported 

without fear of retaliation. 

4. Respect for Stakeholder Interests9 

This principle directly echoes R. Edward Freeman’s work (Phase 2). It acknowledges that 

while shareholders are important, they are not the only ones with a "stake" in the firm. 

 The Principle: An organization should identify its stakeholders, recognize their legal 

rights, and respond to their expressed concerns.10 

 Management Application: Creating a "Stakeholder Engagement Plan" that includes 

regular town halls with local communities or surveys for frontline employees.11 
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5. Respect for the Rule of Law12 

This is the "Legal Layer" of Carroll’s Pyramid. Social responsibility implies that an 

organization must comply with all applicable laws and regulations.13 

 The Principle: No individual or organization is above the law, and the organization 

must ensure its own personnel follow the legal framework of every country where it 

operates. 

 Management Application: Conducting regular legal audits and compliance training to 

prevent "regulatory drift" in foreign subsidiaries. Stiglitz, J. E. (1994). 

6. Respect for International Norms of Behavior 

This is one of the most unique aspects of ISO 26000. It addresses the "governance gap" that 

occurs when a company operates in a country with weak or non-existent laws. 

 The Principle: In situations where the law or its implementation does not provide for 

adequate environmental or social safeguards, an organization should strive to 

respect international norms (e.g., UN or ILO standards).15 

 Management Application: Refusing to use child labor in a country where it might be 

legally "permitted" because it violates international human rights norms.16 

7. Respect for Human Rights 

Human rights are the basic rights to which all people are entitled. 

 The Principle: An organization should recognize the importance and universality of 

human rights and ensure that its own operations (and those of its partners) do not 

violate them.18 

 Management Application: Implementing "Human Rights Due Diligence" across the 

supply chain to ensure that minerals or textiles are not sourced from conflict zones. 
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Comparison: Principles vs. Subjects 

Principle (The "Why/How") Core Subject (The "What") 

Accountability Organizational Governance 

Respect for Human Rights Human Rights 

Transparency Consumer Issues / Fair Practices 

Ethical Behavior Fair Operating Practices 

 

III. Strategic Importance of ISO 26000 

For a manager, ISO 26000 is the bridge between Theory and ESG Reporting. 

 Holistic Framework: It prevents "Greenwashing" by forcing a company to look at all 

seven subjects. A company cannot claim to be "socially responsible" for recycling 

(Environment) if it uses child labor (Human Rights). 

 Global Language: It provides a common vocabulary for multinational supply chains. A 

supplier in Algiers and a buyer in Paris can use ISO 26000 to agree on what "Fair 

Operating Practices" mean. 

 Stakeholder Identification: It provides a detailed methodology for identifying and 

engaging with stakeholders, moving from Freeman's general theory to a specific 

mapping process. Stiglitz, J. E. (1994). 

The strategic value of ISO 26000 lies in its ability to transform social responsibility from a 

vague ethical concept into a structured management system. While it is not a certification 

standard, its implementation provides a "social license to operate" and a competitive edge 

in a global economy increasingly driven by ESG (Environmental, Social, and Governance) 

metrics. 

From a strategic management perspective, ISO 26000 serves three critical functions: 
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1. Risk Mitigation and Global Compliance 

ISO 26000 acts as an early-warning system for reputational and legal risk. 

 Beyond Local Law: By following Principle 6 (Respect for International Norms), firms 

protect themselves from "complicity risk" in regions with weak legal oversight. 

 Supply Chain Stability: Standardizing expectations across global suppliers reduces the 

likelihood of labor strikes, environmental disasters, or human rights scandals that 

could halt production. 

 Example: A tech firm using ISO 26000 to audit its mineral supply chain prevents the 

reputational "contagion" of conflict minerals. 

2. Enhancing Stakeholder Trust and Brand Equity 

In the "Transparency Era" (Phase 4 of our literature review), stakeholders have more 

information than ever before. ISO 26000 provides a rigorous methodology for engagement. 

 Credibility: While you cannot be "certified," stating that your sustainability report is 

"aligned with ISO 26000" signals to investors and NGOs that you are using a globally 

recognized framework rather than a custom "marketing" report. 

 Attracting Talent: Modern employees—particularly Millennials and Gen Z—prioritize 

working for organizations that can prove their social impact. ISO 26000 provides the 

internal structure to demonstrate that impact. 

3. Operational Efficiency and Innovation 

Applying the Seven Core Subjects often leads to the discovery of operational inefficiencies. 

 Resource Productivity: The "Environment" subject forces a focus on resource 

efficiency, which directly lowers costs through reduced energy and water 

consumption. 

 Creating Shared Value (CSV): Strategic alignment with "Community Development" 

can open new markets. For example, a telecommunications company building 

infrastructure in an underserved rural area simultaneously creates a new customer 

base. 
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Comparison: ISO 26000 vs. Traditional CSR 

Feature Traditional "Ad-Hoc" CSR ISO 26000 Strategic CSR 

Driver Public Relations (PR) Organizational Strategy 

Scope Philanthropy / Charity All 7 Core Subjects 

Stakeholders Reactive (responding to noise) Proactive (Mapping & Engagement) 

Goal "Doing Good" Systemic Sustainability 

IV. Strategic Integration into the Value Chain 

To extract the most value, an organization must integrate the standard into its Value Chain 

(Porter, 1985). This means: 

 Inbound Logistics: Selecting suppliers based on Human Rights. 

 Operations: Managing waste and carbon in the factory. 

 Marketing/Sales: Transparent advertising and data privacy. 

Chapter Conclusion 

This chapter traced the historical and theoretical journey of Corporate Social Responsibility 

(CSR), mapping its transformation from an academic philosophy into a global management 

standard. 

1. The Theoretical Foundations (1953 – 1990) 

 Howard Bowen (1953): Established the "Social Responsibilities of the Businessman," 

arguing that large corporations are centers of power whose actions must align with 

societal values. 

 Keith Davis (1960): Introduced the Iron Law of Responsibility: "In the long run, those 

who do not use power in a manner which society considers responsible will tend to 

lose it." 
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 Milton Friedman (1970): Provided the critical counterpoint, arguing that "the social 

responsibility of business is to increase its profits," which forced the CSR movement 

to build a rigorous "Business Case." 

 Archie Carroll (1979): Synthesized the field with his CSR Pyramid, categorizing 

responsibilities into four layers: Economic, Legal, Ethical, and Philanthropic. 

2. The Stakeholder & Strategic Revolution (1984 – 2010s) 

 R. Edward Freeman (1984): Shifted the unit of analysis from the shareholder to the 

Stakeholder, defining the firm as a network of relationships that must be managed 

for long-term success. 

 John Elkington (1994): Introduced the Triple Bottom Line (TBL) framework—People, 

Planet, Profit—moving CSR toward accounting and sustainability reporting. 

 Michael Porter & Mark Kramer (2011): Developed Creating Shared Value (CSV), 

arguing that social problems can be solved through business models that drive 

innovation and competitive advantage. 

3. Practical Institutionalization: ISO 26000 (2010 – Present) 

ISO 26000 represents the transition from theory to a standardized international framework. 

 The 7 Principles: Define the mindset of a responsible organization (Accountability, 

Transparency, Ethical Behavior, Respect for Stakeholders, Rule of Law, International 

Norms, and Human Rights). 

 The 7 Core Subjects: Define the scope of action (Governance, Human Rights, Labor 

Practices, Environment, Fair Operating Practices, Consumer Issues, and Community 

Development). 

CSR is no longer an optional "extra" or a PR tactic. It has evolved into a Strategic 

Management System. ISO 26000 serves as the bridge between abstract philosophy and 

operational reality, allowing organizations to manage risks, build trust, and ensure long-term 

resilience in a globalized economy. 

 

 

 

 

 



99 

 

Final conclusion of the course 

The journey through this course has demonstrated that Environmental Economics and 

Corporate Social Responsibility (CSR) are no longer opposing forces. We have moved from 

the "Friedman era," where social goals were seen as a tax on efficiency, to a "Shared Value 

era," where environmental stewardship is a prerequisite for long-term economic survival. 

The core lesson is that externalities—the costs a firm imposes on society—eventually return 

to the firm’s balance sheet, whether through regulation (Pigouvian taxes), reputational 

damage, or resource scarcity. 

Throughout our modules, we have established three fundamental pillars for the modern 

firm: 

1. Economic Realism: Markets are often imperfect. Understanding Market Failures 

(Bator, 1958) allows managers to anticipate regulatory shifts and internalize social 

costs before they become liabilities. 

2. Managerial Ethics: Through ISO 26000 and Stakeholder Theory, we have seen that a 

firm's "Social License to Operate" depends on its ability to create value for all 

stakeholders, not just shareholders. 

3. Environmental Limits: By applying the Doughnut Economics (Raworth) and Natural 

Capital frameworks, we recognize that business is a subsystem of the environment. 

Growth that destroys its own foundation is economically irrational. 

As we look toward 2030 and beyond, the focus is shifting from "doing less harm" to "Net 

Positive" impact. The rise of ESG (Environmental, Social, and Governance) metrics means 

that capital markets now track carbon footprints and diversity scores with the same rigor as 

profit margins. 

The future belong to the "Strategic CSR" model—where firms do not just solve problems in 

the world, but solve the world's problems profitably. 

The most significant takeaway from this course is the dismantling of the Separation Thesis—

the outdated idea that business decisions and ethical/environmental concerns are 

independent of one another. We have established that economic efficiency and social 

responsibility are two sides of the same coin. 

In the modern landscape, a firm that ignores its environmental impact is not "efficient"; it is 

merely subsidizing its profits by depleting common-pool resources (Ostrom, 1990) and 

creating social costs that it will eventually have to pay for through taxes, fines, or lost market 

share. 
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I. Theoretical Integration: A Dual Perspective 

This course has equipped you with a dual lens to analyze the role of the firm: 

1. The Economic Lens (The "How"): Through the works of Pigou, Coase, and Nordhaus, 

we learned that the environment is a finite asset. We explored how to use market 

mechanisms—such as carbon pricing and property rights—to correct Market Failures. 

We now understand that "Polluter Pays" is not just a slogan, but a fundamental 

principle of welfare economics. 

2. The Managerial Lens (The "Why"): Through Freeman’s Stakeholder Theory and ISO 

26000, we learned that legitimacy is the currency of the modern corporation. By 

managing the Seven Core Subjects, a firm builds resilience. It moves from being a 

"predatory" entity to a "symbiotic" one that creates Shared Value (Porter & Kramer). 

II. The Strategic Evolution: From Compliance to Regeneration 

The conclusion of our study marks a shift in the corporate maturity curve: 

 1970s–1990s (Compliance): Doing what is legally required to avoid fines. 

 2000s–2010s (Optimization): Improving efficiency to reduce waste and save costs. 

 2020s–Future (Regeneration): Transitioning toward Net Positive business models 

(Polman, 2021). 

Today’s leading firms do not just aim for "Sustainability" (staying at zero); they aim for 

Regeneration—restoring the social and natural capital they utilize. This is the ultimate goal 

of combining Environmental Economics with CSR. 

The Role of ESG and Financial Markets 

We conclude by recognizing that the "Invisible Hand" is being guided by a new "Green 

Finger." The massive shift in Sustainable Finance means that capital is flowing toward 

companies with high ESG scores. This institutionalization proves that the market has finally 

begun to price in the "Internalities" of social and environmental performance. As 

Schoenmaker & Schramade (2019) argued, finance is no longer just about profit; it is about 

the long-term allocation of resources for a stable society. 

Final Thought 

"The economy is a wholly-owned subsidiary of the environment, not the other way around." 

— Gaylord Nelson 
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