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Foreword

Seeking Impact provides a clear perspective
onwhy itis soimportant for corporate boards
tostepbackfromthe mire of riskandreporting
frameworks and take a fresh look at long term
goals and how to create a successful path to-
wards value creation—particularly where there
is a need for a transformational change in the
core business model—to align with a net-zero
and climate resilient future.

It guides corporate boards through the com-
plex terrain of current approaches to taking
climate action with a clear, actionable frame-
work. It underscores the inadequacy of tradi-
tional approaches to corporate sustainability
thatfocuspredominantly onriskmanagement,
compliance, and superficial ESG metrics. In-
stead, it champions a proactive, impactful ap-
proach that requires a deep understanding of
the cause-and-effect relationship between
corporate actions, business success and en-
vironmental outcomes.

It argues that by using theories of change as
a tool, boards can gain clearer insight into
the actions needed to develop their business
model and contribute tangibly to the global
fight against climate change.

The importance of this issue cannot be over-
stated. Climate change is not a distant threat
but a current reality, impacting econo-
mies, ecosystems, and communities world-
wide. There is an urgent need for companies
to actively seek impactful ways to contrib-
ute to the broader goal of mitigating climate
change. The Centre for Climate Engagement
urges corporate boards to embrace the guid-
ance offered in Seeking Impact. The corpo-
rate sector needs to lead with courage, inno-
vation, and a deep commitment to ensure a
sustainable future forall.
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It’s not enough forboards
to respond to what
stakeholders are asking
fromthem, because
today’s approach

to sustainability is
unsustainable.

Insummary...

Whether they say it explicitly, or pursue it
through the lenses of risk and opportunity,
most companies taking climate action are
seeking to have an impact on the world. But
the causal links between what companies do
and the impact they seek can be obscure,
weak, and even broken. Simply following the
norms of target-setting, carbon accounting,
ESGreporting and disclosures can give a false
sense of whatis being achieved.

Theory of change is a discipline that boards
canuse to discover whether what their organi-
zations are doing will drive the impact they are
seeking. It is a long-established approach in
the sectors that have been seeking societal
impact forlongest—in public services, philan-
thropy and among NGOs. Used well, a theory
of change makes the critical assumptions ex-
plicit so they can be tested.

Research summarized here shows why this val-
idation is vital. The financialization of climate
action, through ESG and sustainable finance,
dominatesthe corporate agenda. Butas away
to seekimpact, itis severely constrained. Mo-
bilizing capitalis one thing; creating the condi-
tionswhere it can be deployedis another.

Climate action combines long-term commit-
ment with game-changing short-term uncer-
tainty. It’s not enough for boards to respond
to what stakeholders are asking from them,
because today’s approach to sustainability
is unsustainable. Boards need to understand
the fundamentals of how their organizations
can seek impact, so they can anticipate and
influence conditions as they evolve. Used as
described here, thisis the power and potential
of atheory of change.
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If we limit ourselves to a
risk mindset, everyone s
reacting to everyone else,
andnobody s driving the
agenda forward.

Looking beyondrisk in corporate climate action

Most large companies are acting on climate change
today. Collectively, the goal is clear; to reduce car-
bon emissions in line with the Paris Agreement, lim-
iting global warming to 1.5°C or thereabouts, and to
stay within other planetary limits. The urgency and
ubiquity of the climate agenda is driven by a desire
for this positive impact on the world.

Companies, however, often prefer to see the issue
in terms of risk and opportunity—even while setting
targets for net zero. Efforts to drive the transition
of the economy to limit climate change have been
recast as managing ‘transition risk’: defending the
company against loss of competitiveness, loss of
customers, stranded assets orhighercost of capital.

Positioning climate action as a business risk issue
seeks to align an enterprise’s financial and climate
concerns. ‘Climate risk is investment risk,” wrote
BlackRock CEO Larry Fink in his 2020 Letter to
CEOs. It also brings climate action within the man-
date of financial regulators.

This asserted alignment has allowed the global fi-
nancial services industry to deploy itself in service
of climate action, mobilizing capital on an unprec-
edented scale. It makes it relatively straightforward
for fiduciaries—whether board directors, asset
managers, or institutional asset owners—to consid-
erclimateissues, to the extent that these are arisk to
the financial value that fiduciaries seek to create for
their beneficiaries.

Climate action is consistent with a business’s finan-
cial self-interest over the long term, but arisk lens is
insufficient to see it oract onit at scale. Often there
are ways forcompanies toreducerisk to themselves
that do not help fight climate change, such as di-
vesting an asset, which changes its ownership with-
out decarbonizing it. And even when commercial
risks to a company are real, they may be hard to feel
orto quantify (because we haven’tdone thisbefore),
in comparison to the all too tangible and immediate
transition costs, so the business case falls through.

Worst of all, as we limit ourselves to a risk mindset,
everyoneisreacting to everyone else, and nobody is
driving the agenda forward. Companies focus their
efforts on disclosures and reporting on ‘ESG fac-
tors’, so thatinvestors can take these factorsincon-
sideration in their investment decisions. But as we
see below, ESGinvesting tends to favourcompanies
with superior disclosures andreporting, not superior
climate action. And in turn, major investors such as
Vanguard say they will not support shareholder pro-
posals that go ‘beyond disclosure and [encroach]
upon company strategy and operations,” because
strategy ‘should be decided by its board and man-
agement team.”

To deliverwhat the world needs and what stakehold-
ers want, companies and their boards need to seek
impact, notjust managerisk. Thisreport offers prac-
tical guidance for doingjust that.
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Figure 1. Asset owners are interestedin
impact and opportunity, not just risk

Most useful application of ESG data, ratings,
indexes, and tools

Managing and
mitigating ESG
risk (40%)

Enhancedreturn
opportunities
(24%)

Measurement of
impactinvesting
(33%)

Source: Morningstar (2023), Voice of the Asset Owner
Survey: Quantitative Analysis. n=500.

Seeking impact - because focusing on
risk management won’t manage the risk

A risk lens by itself is insufficient and ineffectual.
Here’s why:

1. Climaterisk is systemic. Even if every actor (inves-
tor, asset manager, bank, company) acts rationally
to minimize the risk they each face, this is a subop-
timal way to reduce the overall risk. We need more
directed, shared effort to reshape the system.

2. While more and more organizations are accounta-
ble fordisclosing and reporting, nobody is account-
able for acting on the information provided. Carbon
disclosure is not carbon reduction.

3. The problem of externalizing costs and exceeding
planetary boundaries goes beyond climate change.
Even if we could quantify and attribute responsibili-
ty for the world’s greenhouse gas emissions, where
thereis aunifying global commodity to measure, the
same approach would not work for circularity, biodi-
versity and other critical agendas.

4.We need creative destruction to drive a transition,
but risk management tends to reinforce the status
quo. This is partly because of well-documented hu-
man biases: confirmation bias, mental discounting,
rational inattention, and status quo bias itself. It is
also a rational response to the world deviating from
the 1.5°C pathit aspires to. If we are not confident of
the transition happening, then the commercial risk
of getting left behind may be less than the risk of
bettingtoo farahead.

Business leaders may assume that by doing what is
expected of them in complying with new reporting
regulations and voluntary standards they are man-
aging the long-term risk to their business and deliv-
ering for society and for concerned stakeholders,
but this is not necessarily so.

The idea that ESG is only about risk is a politically
convenient untruth. ‘Transition risk’ is a risk only be-
cause we collectively want and need a transition.

Morningstar’s 2023 survey of asset owners found
that ‘manging and mitigating ESG risk’ is just part of
what asset owners seek to do with all the ESG data,
ratings, indexes and tools (Figure 1)2. ‘Measurement
of impactinvesting’ and ‘enhanced return opportu-
nities’ togetheraccount for a greateruse of ESG.

A survey by BNP Paribas found that institutional in-
vestors see impact investing becoming the the
most prevalent ESG approachinthe nexttwo years.?
While there are commercial opportunities, they are
provinginsufficient. Andlike transitionrisk, they exist
only in the context of a quest forimpact.

Seeking impact (alongside managing risk) is how
businesses can address long-term risk while also
delivering for stakeholders and for broader society.

So how can a business make sure that what it is do-
ing has substantial societal impact, at the scale and
pace of the issues we face?
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‘There has to be some
reason—some theoretical
justification—to expecta
programto succeed..
Itisinprobing the
theoretical premises of the
program that evaluation can
ultimately become most
practical.’

Carol Weiss

Evaluation Research: Methods of assessing program
effectiveness

1972¢

Does what you do really drive the impact you want?
A theory of change can tell you.

Much of today’s climate action does not drive
meaningful impact. It might drive reporting and dis-
closures, but not necessarily emissions reductions.
It might displace emissions elsewhere in the eco-
nomic system, rather than reduce them. How can
you challenge and validate the causal links that con-
nect what your organization does to the impact you
want to see?

Theories of change provide a robust and practical
way to answer that question. They are widely usedin
the non-profit, philanthropic and public policy sec-
tors, where seeking impact has been the norm for a
long time.*

Often they are used as an organizational creed, or
statement of belief. Assumptions are either assert-
ed or unstated. One real-world example: ‘The the-
ory of change is that disclosing quality data leads
to smarter decisions and informs investors, com-
panies, and governments of the actions they need
to take.” But the core idea of a theory of change, as
it was conceived in the 1990s, is that assumptions
should be made explicit, and then tested. The value
is not in the theory itself; it is in the practical valida-
tion of the theory.®

This validation aspect makes theories of change
particularly well suited for use by boards. It provides
a framework for interrogating whether the activities
that an organization is focused on are truly, causally
linked to the impactin the way that is claimed.

In the remainder of this report we provide practical
guidanceforbusinessleadersandboards,onhowto
use theories of change to make sure you are seeking
impact effectively. The guidance comes from the
experience of using theories of change in diverse
organizations and settings; from relating theories
of change to business strategy and purpose, in the
corporate setting; and from using the framework
to test the theory of change of the financially driven
approachesto climate action, from ESGinvesting to
the Glasgow Financial Alliance for Net Zero (GFANZ),
that dominate the corporate climate action land-
scape.

Our guidance comesinfour parts:

1. Work backward fromimpact to activity.

2.Use financialization as a means not an end.

3. Look strategically at what to build, not reduce.

4. Demonstrate the need and role for government.
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1.
Work backward
from impact to activity
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1.

Figure 2. Core elements of a
theory of change

uleys ubisaqg

3.
Outcomes

3.
Strategy

1.

Activities

Causal chain

Work backward from impact to activity

The building blocks to construct a theory of change
are straightforward. Models and nomenclature vary,
but in general the theory sets out a causal chain, or
‘logic model’ (Figure 2), which shows how an organ-
ization’s activities produce certain outputs; how
these outputs contribute to outcomes in a social
system external to the organization; and how these
outcomes bring about the impact youwant to see.”

Figure 3 illustrates how the Bill and Melinda Gates
Foundation, as one of many examples, uses this
causal chain to evaluate and direct their programs,
using metrics at the ‘activities’ end of the chainto di-
rect how they operate at a project level, and metrics
toward the ‘impact’ end to direct overall goals and
approach.®

The causal chain helps you to look beyond your own
organization (your activities and outputs), to your
beneficiaries: the outcomes you drive for them and
the impact of these on the goal you are concerned
with. This is how a theory of change can help ensure
focus on activities and outputs that make a valuable
contributionto a societal goal.

As an operating business, however, starting with ac-
tivities would imply that you already know what you
are doing and you want to show its worth. If instead
you know what you want to achieve and are open
to how best to achieve it, then work the theory of
change the other way around, following the design
chainshowningreeninFigure 2.

The design chain offers a complementary lens to
the causal chain. It represents the same stepsin the
same chain, following the same logic. But it starts
that logic at the impact end, with the change you
want to see, and works back to determine what will
getittohappen.

Running the theory in this way maps closely to how
businesses already think about strategy and plan-
ning: from a vision of an external goal, to an insight
about how that goal could be achieved, to strategy,
to execution.

The design chain focuses attention on the critical
outcomes step. It demands insight about what it
takes to realize the vision, particularly drawing on
the capabilities that the organization brings. It won’t
acceptbland orwishful inference about what a pro-
ject’s outputs mightlead to.

Most importantly, the design chain highlights the
critical questions to ask at each step in order to re-
veal and test the assumptions that the causal chain
depends on. Figure 4 shows a template for con-
structing a theory of change using this approach.
Figure 5 shows an example application of this tem-
plate, assessing the theory of change behind carbon
accounting based onthe Greenhouse Gas Protocol.
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Figure 3. Example: Bill & Melinda Gates Foundation’s Actionable Measurement Matrix

Inputs Activities Outputs Outcomes Impacts

Strategy

Measure changesin
populations and systems

Initiative

Measure progress toward targets,

Sub-Initiative

test assumptions, identify what works, how, and why

Grant

Sub-Grant

Track implementation and progress toward targets

Source: Bill & Melinda Gates Foundation (2010), A Guide to Actionable Measurement

lllustrative actions

Revise theory of change
Modify strategy aims
Setnewimpact targets

Prioritize new investments to demonstrate
delivery of successfully developed products

Advocate for others to fund and carry on
approaches demonstrated at scale

Focusinvestments based onwhat has worked,
what has not, and what may be promising

Provide feedback to grantees to guide
progress toward milestones

Make decisions about renewal requests

Inform decisions about grant proposals for
similar work
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Figure 4. Template for a constructing a theory of change, highlighting the key
questions to ask and assumptions to test in order to validate the causal links

Assumptions to be tested about the
theory, not just the practice, to validate
the causal links:

What is the specific
end state we are work-
ing to achieve?

What are the barriers
to achieving that state?

3.

Outcomes What will break
through them?

How can we enable
those breakthroughes,
3. givenwho we are?

Strategy

What must we do to
create those enablers?

1.

Activities
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Figure 5. Derived theory of change for using carbon
accounting based on the Greenhouse Gas Protocol

3.

Outcomes

1.

Activities

3.
Strategy

What is the specific
end state we are work-
ing to achieve?

Assumptions to be tested about the
theory, not just the practice, to validate
the causal links:

Companies voluntarily taking actions to reduce the
greenhouse gas emissions in their value chains

Is knowing and disclosing the inven-
tory sufficient to drive action? Who

is asking for the action, and are they

What are the barriers Don’t Don’t get Notinterested or . 0
to achieving that state? know internally stakeholder cred- motivated to act willing and able to pay forit?
where to act its foracting
What will break Emissions inven- Transparency of the inventory to stakehold-
through them? tory: ‘What gets ers: 'NGOs, investors and other stakeholders
measured ’gets are increasinbly caI'Iing for g'rea'Eer corporate Is an inventory necessary to direct or
managed.’ (p11) disclosure of GHG information.’ (p12) motivate climate action, instead of a
focus onthe before-and-after of the
How can we enable ‘Ensure that the GHG inventory constitutes a true and fair action??
those breakthroughs representation of the company’s GHG emissions.’ (p8) '

given who we are?

Is atrue and fairrepresentation pos-
sible with a proportionate (practical

What must we do to
create those enablers?

Establish voluntary standards for accounting, and affordable) level of effort?©

reporting, and quantification of corporate emissions,
including the construct of Scopes1,2and 3.

Source: The Greenhouse Gas Protocol: A Corporate Accounting and Reporting Standard, Revised Edition 2004
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Use financialization
as a means not an end
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2.

‘The financial sector’srole
[is] as a supporterand
enabler, but not a driver, of
realeconomy

transition.’

Institute of International Finance
The role of the financial sectorin the net zero transition
2023

Use financialization as a means not anend

It’s clear that the climate transition will require
investments on a scale that can only come from
the private sector. Across the world, the financial
services industry is mobilizing itself to provide all
sorts of sustainable finance.

What is less clear is the role that the financial sector
can, should or will play. The theory of change behind
GFANZ andits consituent net zero alliances gives the
sector a driving role: financial institutions make net-
zero commitments that affect how they invest and
lend, and real-economy companies must align their
businesses with these goals if they want continuing
access to capital. But the financial sector’s industry
association, the Institute of International Finance,
has recently argued for the opposite. It asks
policymakers to recognize ‘the boundaries of the
financial sector’s role as a supporter and enabler,
but not a driver—of real economy transition.’”

The question for the financial sector is the same as
for real-economy companies: is it seeking impact,
by using its financing role to drive change in the real
economy, orisit managingrisk foritself, by ‘aligning’
itself with change that others drive? The answer is of
course different for different financial institutions,
and some pursue explicit impact goals.”? But
collectively, empirical research appears to support
the position of the lIF.

Figure 6 shows the chains of influence that need
to operate for the financial sector to drive change
in the real economy. In each case, we look at what

we would expect to see happening in a finance-led
theory of change, and what we see happening in
practice, drawing on academic and other studies.

The general picture is that what we would expect
to see is not happening—at least not consistently
and effectively. That does not mean the financial
effortis of novalue. Metrics and disclosures provide
an important foundation, building awareness and
highlighting where the opportunities are. But it does
mean that the financial sector’s role tends to be
supporting and enabling rather than driving.

While the sector can mobilize finance, it can’t make
the unfinanceable financeable. Its response to
that limitation can be to redefine the problem to
become something it can solve with the tools it has:
in this case carbon accounting, sustainable finance,
voluntary carbon markets. But this redefining can
miss the true impact (see box: Solving the problem
by redefining it? The financialization of poverty).

What this means is that companies seeking impact
need to pursue their own theory of change. It
would be easy to let the financialization drive the
effort. Reporting requirements have become so
demanding that many corporate sustainability
teams find they have little time for anything else. But
this is not the path to impact. The financialization
of climate action can make valuable contributions
to your climate agenda. But it can’t be your climate
agenda.

13
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Figure 6. What we would expect to see and what we do see in a finance-led theory of change

Real-economy

company

Asset

Manager

Bank

Do banks drive
companies toact?

What we would expect to see

Bank engagement influences corporate
target-setting

Companies with poor transition
performance experience divestment
andincreased cost of capital

What we see in practice

Companies borrowing from Net Zero Banking Alliance member banks ‘are no
more likely to set climate targets after theirlender makes a net-zero commit-
ment, nor do they reduce their verified emissions.’™

NZBA-member banks ‘have not differentially divested from emissions-inten-
sive firms... in the sectors for which they have set targets.™

Do asset manag-
ers drive compa-
niestoact?

Do asset owners
drive asset manag-
erstoact?

Companies achieving higher ESG
scores outperformin ESGimpact

Asset managers use theirinfluence to
demand and support climate action by
companies

Engagement by asset managers drives
changesin companies’ activities and/or
follow-through by asset managers

ESG funds deliver sustainably
competitive financial performance; or
owners are prepared to compromise
financial returns, at least at the margins

Impact-concerned ESGinvesting has
a sufficient share of AUM to drive what
assetmanagersdo

‘ESG scores are correlated with the quantity of voluntary ESG-related
disclosures but not with firms’ compliance records or actual levels of carbon
emissions.”™®

In proxy voting, Vanguard funds ‘did not support proposals that went beyond
disclosure and encroached upon company strategy and operations.’"

‘Average support for [proxy vote] proposals seeking corporate action or
disclosure plummeted [in 2023] to 21.8%, down one-third from a high pointin
20210f33.3%.

‘[Big Three] engagement does not seem to change either the voting behavior
of asset managers or the corporate governance practices of portfolio firms.’'®

Research on the Principles for Responsible Investing Blog acknowledges that
ESG investing structurally underperforms over time, in theory and practice.”

Research showing that ESG outperforms is ‘a statistical artifact’.2°

Owners say that ‘impact onreturns’is the biggest barrier to pursuing an ESG
investment strategy.?

Investors cite improved returns as a top motivation for ESG.??

ESG AUMremains moderate, depending on definition. Self-reported,
institutional owners say up to 30% ‘incorporate ESG’?, but ESG-focused
funds account for only about 3% of global AUM, with inflows slowed
substantially.?

14
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Microfinance has some striking parallels with climate fi-
nance. It came from the private sector and NGOs work-
ing together to pursue a societal goal—one where states
were seen not to be making effective progress. It built a
movement to mobilize capital in pursuit of that goal. It
introduced new financial solutions, roles and institutions
that were driven by motivations other than directly maxi-
mizing financial returns.

So what can we learn from its theory of change and how it
seeksimpact?

When Muhammad Yunus initiated the microfinance sector
in Bangladesh, his theory of change closely followed the
steps of the design chain described in this report:2®

1. A clear vision to end poverty, initially for individuals and
communities, later for the world.

2. Original insights about the barriers and how to break
through them: the untapped entrepreneurialism if you
can ‘turn on the engine of creativity inside each person’;
the need to address all aspects of people’s lives, ‘from
the economic dimension to the political, social, techno-
logical and psychological dimensions’, with microcredit
as the foundation but not the whole solution; the extraor-
dinary readiness and ability of people to ‘remain faithful
to their commitments’, driving the 95%+ repayment rate
that makes the business model viable.

3.Astrategyto create anew financial institution (Grameen
Bank) and propositions based on these insights, unen-
cumbered by banking orthodoxy on credit and credit-
worthiness.

4. Execution through a social business with a scope, val-
ues and culture designed for and dedicated to the mis-
sion.

As the microfinance movement evolved, however, not
everyone had the same single-minded focus on the soci-
etal vision andinsight.

A new industry of ‘microfinance institutions’ grew up to
intermediate between investors and entrepreneurs. So-
cially minded capital providers, who were happy to lend
money for no financial return ‘to implement their moral
visions’?¢ found that they were providing 0% finance only
to the intermediaries—NGOs and for-profit companies—
who were then charging sometimes high rates of interest
to the person receiving the loan. Stories emerged of the
extreme social pressures that increasingly underpinned
the high repayment rates: funding withheld from a com-
munity as a group punishment for an individual person’s
default, drivingwomen to borrow from traditional money-
lenders to avoid the social repercussions they would oth-
erwise faceinan ‘economy of shame’.?

Meanwhile researchers sought to validate the assump-
tions in the original theory of change—in particular, does
microfinance reduce poverty? Some microfinance insti-
tutions even operated randomized controlled trials, set-
ting up loan offices in some locations but not others in
order to measure and compare poverty levels and other
outcome andimpact metrics.?®

In 2011 a systematic review of the ‘evidence of the impact
of microfinance on the well-being of poor people’ by the
UK’s Department for International Development conclud-
ed that microfinance has ‘foundations of sand’. Its sum-
mary finding after detailed examination of 58 different
research studies: ‘It remains unclear under what circum-
stances, and for whom, microfinance has been and could
be of real, rather thanimagined, benefit to poor people.’?

The problem turns out to lie not in poor execution of the
idea but at the heart of the theory of change when ap-
plied at scale. Mobilizing capital increases the supply to a
low-income community, but ‘without any compensating
increaseinlocal demand or purchasing power, stimulating
anincrease in this local supply with the help of microcre-
dit would result in even more intense local competition,
which would serve to push down the average profits and
wages enjoyed by those already supplying the items and
servicesin question.’3°

By the time the problem was widely recognized, the in-
dustry of microfinance institutionshadits ownmomentum
and its own interests and challenges. Growth-seeking
intermediaries had to compete for the limited market of
micro-enterprises. They were not about to go back to the
drawing board to explore if there were better ways to pur-
sue the goal of ending poverty. Instead, they shifted their
goal from one they could not achieve—ending poverty—
to one that they could: financial inclusion.® Their narrative
was boosted by the World Bank’s 2014 Global Develop-
ment Report, titled ‘Financial inclusion’ and dedicated to
promoting the idea—eventhoughthatreport’s sectionon
measurement and impact found that ‘evidence on micro-
credit is mixed, with some cautionary findings on the pit-
falls of microcredit.’*?

The significance of this shift, and the relevance to climate,
is best seen in the causal chain in the theory-of-change
model. The goal has moved from seeking impact (ending
poverty), to seeking only an outcome (financial inclusion).
Itis an outcome thatis intuitively attractive for society, al-
though it has only speculative connection to impact. But
it is sufficiently aligned with the narratives and interests of
the NGOs and financial services players to energize the
industry to pursueiit.
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3.
Look strategically at
what to build, notreduce
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Figure 7. Risk, impact and
opportunity act together

Offensive
business case
(value creation)

Defensive
business case
(legal, reputation) Visibility
Strategic
alignment

Solution
innovation

Look strategically at what to build, not reduce

A carbon accounting approach, starting with
emissions inventories and looking for reductions,
won’t work at the scale required. It’s a recipe for
marginal reductions, not reinvention, and becomes
more and more onerous as you extend from climate
to nature, biodiversity and circularity. It's how
analysts build scenarios, but not how companies
build strategies to achieve them.

What makes the transition affordable at a company
level is the process of creative destruction: the
prospect of winning market share and creating new
value—and the risk of losing out as value migratesin
the economy.33

Building a theory of change using the design chain
(as opposed to the causal chain) helps to identify
such opportunities, starting from the vision and
insight. What are the barriers to break through? What
capabilities does your organization bring to help
break through them? What might others bring, that
you need to compete with?

Such questions shift management focus and
metrics from emissions, which are influenced by
many factors and only partly under your control, to
the strategic drivers of those emissions, which you
can manage and build a business around.

Recycling of packaging substrates may seem a
burdensome cost for a plastics manufacturer faced
with its Scope 3 carbon emissions. But it can be a
strategicopportunityforanaluminiummanufacturer:
aluminium recycles more cheaply and easily than

plastics, creating a growth opportunity with a great
environmental impact if recycled aluminium can win
share at the expense of plastics—in turn creating a
defensive imperative for the plastics company.34

To find these insights, it helps to consider risk,
impact and opportunity all together. While they are
three differentlenses, they don’tactindependently:
they reinforce each other(Figure 7).

Arisklensbyitselfislimiting, aswe saw earlier. Butrisk
and opportunity together can drive the innovative
solutions behind the breakthroughs needed.
Opportunity and impact together can generate the
value creationideas that drive an offensive business
case, asinthe aluminiumexample. And transparency
about impact—for example through the ‘impact
materiality assessments’ that are mandated by
the European Union’s Corporate Sustainability
Reporting Directive—can highlight new legal and
reputation risks that support a defensive business
case. Once you publicly attribute a (negative)
societal impact to your company, it becomes hard
to say that you are not changing anything.

In some organizations, different people are charged
with taking the risk, impact and opportunity lenses.
To get to acommercially viable and attractive theory
of change, there is merit in bringing these different
perspectives together.
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Figure 8. Global public desire for
government and businesses to work
together on climate

‘Utility’ (a combination of preference andimpor-
tance)
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Demonstrate the need and role for government

One thing that the financial sector and real econ-
omy companies are united on is that a successful
transition depends on regulation. Even most volun-
tary action by companies has a business case that
depends on anticipating a future cost of carbon or
some otherregulatory pressure.3®

In claiming only a supporting, not driving, role for
the financial sector, the Institute of International Fi-
nance highlights the need for government to drive:
‘Over-reliance on the financial sector and its regu-
lators to deliver the net zero transition risks diverting
attention from the fundamental policies needed to
catalyze actions across the entire economy.’3¢

It is therefore often appropriate to consider and
make explicit the role for government in a theory of
change, and avoid the false impression that the pri-
vate sectorcandoitalone.¥”

The rationale for government involvement is both
economic and political.

Economics

While the headline numbers for the cost of the tran-
sition are enormous, the incremental costs beyond
normal cyclical reinvestment are more modest. And
at a societal level, the business case for action vs.
inaction s clearly established. Companies are often
able to make the investment needed if given a level
playing field, because the primary demand elasticity
fortheir productsis quite low.

Without a level playing field, however,the same
companies stand to lose market share if they proac-
tivelyincrease their costs (and prices) even moder-
ately, because the cross elasticity for their products
is high.

Politics

Climate action, and sustainability more broadly,
involve moral choices and trade-offs. These are
recognized in the idea of a ‘just transition’ that is
written into the Paris Agreement. How to evaluate
the human-rights and local-environmental issues
of mining for the elements that enable the energy
transition? How to evaluate wind farms built where
indigenous people hunt reindeer? These are public
policy issues. Companies, and especially banks and
asset managers as financial intermediaries, are un-
derstandably reluctant to be the moral arbiter.

In pursuit of impact, government and business need
each other—not just as antagonists holding each
other to account, but as collaborators with comple-
mentary roles.38 This collaborative approach is what
the public wants: it is the clear preference of the
public in almost every country, across the G20 and
beyond (Figure 8).* Building the government role
explicitly into a theory of change, rather than treat-
ing the policy environment as an exogenous de-
pendency, can help to bring about the constructive
collaborations we will need.

19



Seeking Impact

Figure 9. The public expects general
business to lead the transition from
fossil fuels

‘If we want to stop orreduce society’s use of fossil
fuels to limit climate change, who needs to lead
the change?’
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23%

Industries and companies who
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who produce fossil fuels

Afterword: People are watching

Ultimately, a business’s stakeholders are people—
whether as employees, as the consumers at the end
of the value chain, as the owners or beneficiaries of
investment funds, or as voters electing the govern-
ments that set the rules. And across the world, peo-
ple are clear: if we want to stop or reduce society’s
use of fossil fuels, then the actors who need to lead
the change are not primarily the consumers, or the
fossil fuel companies, but the industries and com-
panies in between who use fossil fuels for what they
make and do (Figure 9).4°

This finding holds true for every one of the 23 coun-
tries where the public was asked the question,
across demographics and across the political spec-
trum. (It deliberately excludes governmentas anac-
tor, to focus on where people see that responsibility
lies along the commercial value chain.)

Source: Potential Energy, Yale Program on Climate Change Communication,

Meliore Foundation, Zero Ideas (2023), Lateris too late

How and whether this expectation will be realized
is a different question. As we have seen through-
out this report, the mechanisms that translate that
expectation into anything with the power to shape
what companies do need work. This is why we need
robustly tested theories of change.

But as carbon emissions continue to rise, and as the
world diverges further from the 1.5°C pathway it as-
pires to, itis clear who people are watching. People
know that it won’t work to simply constrain the sup-
ply of fossil fuels without substituting demand. And
they know they can’t make this happen themselves
with the choices currently on offeras consumers.

That doesn’t make it any easier for industries and
companies. But it does suggest that their ultimate
stakeholders are mandating them to lead the effort,
if we can get the theories of change right.
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