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DISCLAIMER

The designations employed and the presentation of the material in this publication do not imply the
expression ofany opinion whatsoever onthe part ofthe United Nations Environment Programmc concerning
the legal status of any country, territory, city or area or of its authorities, or concerning delimitation of its
trontiers or boundaries.

Morcover, the views expressed do not necessarily represent the decision or the stated policy of the United Nations
Environment Programme, nor does citing of trade names or commercial processes constitute endorsement.

COPYRIGHT NOTICE

This publication may be reproduced in whole or in part and in any form for educational or non-profit
purposes without special permission from the copyright holder, provided acknowledgement of the source

is made.
UNEP would appreciate receiving a copy of any publication that uses this publication as a source.

No use of this publication may be made for resale or for any other commercial purpose whatsoever without
prior pcrmission in Writing from the United Nations Environment Programmc.

UNEP promotes
environmentally sound practices
globally and in its own activities.

This publication is printed on 100 per cent
recycled paper, using vegetable-based inks
and other eco-friendly practices.

Our distribution policy aims
to reduce UNEP’s carbon footprint
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There once was a debate over whether sustainability could be considered financiaiiy material. That debate has been
fading from view as evidence becomes clear thac the parameters ofsustainabiiity have a significant role to piay in the

financial pcrformancc ofcompanics.

There are now well over 200 academic reports Cstabiishing positive and statisticaiiy significant rciationships between
sustainability pcrformancc and financial pcrformancc, and an incrcasing volume of sell-side financial reports covcring
sustainabiiity issucs ranging from climate changc and energy cfficicncy to gcndcr divcrsity, safcty and healch.

Sustainability is no longer a fringe issuc in finance.

That bcing SO, sustainabiiity comes under the umbrella that shelters every other issue in corporate tinance and
performance:  governance.  Corporate governance is the overarching structure under which everything else—
competitiveness, strategy, pcrformancc, capitai budgcting, and operations—occurs. Investors and other stakeholders
interested in sustainabiiity poiicics and pcrformancc of corporations expect to see the inclusion of sustainabiiity in

COFPOI’atC govcrnancc.

Yet more often than not, governance structures and opcrations still tend to either ignorc sustainabiiity or pigconhoic
it. This should pcrhaps not come as a surprise. Even the traditional parameters ofgood governance are not aiways
common in today’s pubiiciy traded companics. For Cxampic, while there is a iivciy debate about remuneration,

succession planning, especially for sustainabilicy, is rare.
P & ¢sp Y b

Though many investors agree on what good governance looks like, companics that manifest all the aceribures ofgood
governance are in the minority. For cxampic, arecent studyI found evidence that proxy access—the right to nominate
directors to serve on corporate boards, and for those nominees to be on the company’s annual proxy ballot—is valued
on financial markets, yet it is rare tor companies in most devciopcd markets to providc sharcholders with access to
the proxy for director elections. A recentarticle in the New York Times described proxy access as “‘dead”in the United
States” A report by the Global Compactin 2010 found that oniy 39% of the 1,300 companies survcycd had boards

that addressed corporate sustainabiiity issues on a routine basis.?

Bo Becker, Daniel Bergstresser & Guhan Subramanian, “Does Shareholder Proxy Access Improve Firm Value? Evidence from the Business Roundtable Challenge” Harvard
Business School Working Paper 11-052, January 19, 2012

Steven M. Davidoff, A Lesson for Boardroom Bales” The New York Times Dealbook, August 30, 2013, hutp://dealbook nytimes.com/2013/08/30/ a-lesson-for-boardroom-
battles/?_php=truec_type=blogses_r=0.

Cited in Aron Cramer; “CSR in the Boardyoom: The Board's Role in Advancing Sustainability, Business for Social Responsibility, April 19, 2011. hitp://wwwbsrorg/en/

our-insights/bsr-insight-article/csr-in-the-boardroom-the-boards-role-in-advancing-sustainability,
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[s routine consideration of sustainability by boards sufticient to make sustainability an intcgral part of corporate
stratcgics? This report argues thatitis not. The ICPOIT SCts out a new model ofgovcrnancc that puts sustainability
at the heart of governance and corporate boards” strategic agendas. The report makes a compelling case for the
dcvclopmcnt and execution of sustainable strategiesin corporations, and illustrates Wliy the currentstate ofgovcrnancc
is not well suited to advancing sustainability Cffcctively. It then lays out a model oflntcgratcd Governance, a model
that moves sustainability issues from the periphery of corporate strategy to the heart of it. Examples are provided as
illustrations tbroughout the report. We believe that this report can bea good starting point for investors interested

in sustainability, and how that is handled in wcll—govcrncd Corporations.

Making integrated governance areality will depend on the work of many actors—asset owners, investment managers,
sharcholders, and companies. One spccific group of actors that could make a major difference is the proxy voting
service firms. The AMWG reached out to major proxy voting service providers to seck their reactions to this reporr,
and three of them—ISS, Glass Lewis and Proxinvest —responded. We believe thacit will be useful and instructive for

readers to compare the responses of these three firms, so we included their responses in chis report.

A decade ago, the Asset Management Worl(ing Group of UNEP FI released ics first report on the matcriality of
social, environmental and corporate governance issues to equity pricing, We have since released a series ofrcports
on the materiality of sustainability measures, sustainability and fiduciary duty for investors and asset owners, and
various spccific issues in i'csponsiblc and sustainable investing, We are plcascd to introduce this reportas our newest

contribution to the field.

Julie Fox Gorte Gianluca Manca

SVP for Sustainable Invcsting
Pax World Management LLC

Head of Sustainability

Eurizon Capital

Co-Chair Co-Chair
UNEP FI Asset Management UNEP FI Asset Management
Working Group Working Group
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The focus of this reportis to idcntify corporate governance practices thatcould promotea durable culture of sustainability
within corporations. As companics incrcasingly rccognizc the need to dcvclop asustainable strategy, where sustainability
issues are integrated into the core of the business model, a respective need is created for a governance model that is able

to supervise the formulation and execution of such a strategy.

In this report we propose a new governance model, which we call “Integrated Governance.” Integrated governance is
“the system by which companies are directed and controlled, in which sustainability issues are intcgratcd in a way that
ensures value creation for the company and beneficial resules for all stakeholders in the long term.” Integrated governance
combines bringing sustainability oversight in the boardroom together with addressing some of the identified current

govcrnancc wcal(ncsscs that prcvcnt boards from opcrating in thC most CH:CCtiVC mannecr.

Integrated governance expresses an end state of governance practices. Therefore any firms aiming to operate under
those practices will have to go through a series of changcs. We propose that the ultimate target for companices would
be to move from “govcrnancc for sustainability” to an intcgratcd governance perspective. There are three major stages,
cach with its unique characteristics that describe the journey cach company has to go through to achieve a model of
intcgratcd governance. In phasc I are companics, which are not integrating sustainability issues into their strategic
agcnda, and mcrcly have some (or even no) sustainability projects. In phasc 1 there is no discussion ofsustainability risks
and opportunities at the board level and the responsibility of any sustainability projects lies with small isolated teams.
For these companics to move to the next phasc in their journcy for intcgratcd governance, an undcrstanding of the value
creation process through sustainability is rcquircd. Sctting up a sustainability committee could also signiﬁcantly assist
in driving companies through their journey from phase 1 to phase 2, from having sustainability outside of the board’s

agcnda to having governance for sustainability become part of it.

Phase 2, governance for sustainability, describes firms that have established a sustainability committee. These firms usually
start to measure the pcrformancc oftheir efforts through KPlIs,issuca sustainability report, and frcqucntly appointa Chief
Sustainability Ofhcer. Although companies in phasc 2 bring the sustainability issues onto the agcnda ofboard meetings,
sustainability is still being treated as a separate function and is compartmentalized. These companies have a sustainability
strategy rather than a sustainable strategy. A progression to phasc 3, intcgratcd governance, would require a holistic
integration of sustainability in the corporate strategy, without the need fora scparate sustainability committee since cach
board member is now thinking inaway that would promote a sustainable strategy for the firm. Each board committee can
integrate sustainability issues in their charter and rcplacc the need fora dedicated sustainability committee. Adoption of
intcgratcd reporting, adds signiﬁcant value in monitoring the progress against both financial and environmental, social
and governance (ESG) targets, and helps understand the benefits of the integrated governance approach. In order to
achieve intcgratcd governance a company needs to make sure four elements are in placc: Indcpcndcncc both at the

individual and ac che group level, aligncd incentives and investor long term active owncrship

In section 2 of the report we discuss the increasing concentration of economic activity in a rclativcly small number of
corporations and their increasing impact on the environment and society. Entrcprcncurs and the corporations created
as a result of the entreprencurial spirit have provided enormous benehits to society fuelling unprecedented economic
growth and raising billions of pcoplc out of poverty by creating job opportunitices. We describe the process of value
creation inside organizations, cmphasizing that the resules of externalities from corporate activities can affect corporate
financial performance. Importantly, we show how company competitiveness depends on the viability of human, natural,

financial, intellectual, physical, and social capital.
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Having cxplaincd how environmental and social issues affect the Viability of the different forms ofcapital and as a result
company competitiveness, in section 3 we make the case for the devclopmcnt of a sustainable strategy, one that enables
a company to create value for its sharcholders, while at the same time contributing to a sustainable society. Evidence of
superior financial pcrformancc from companies adopting sustainable strategiesis prcscntcd. We highlignt the importance
of corporate governance and a wcll-functioning board as the necessary condition for the successful supervision and
execution of a sustainable strategy. We list activities that the various board committees (corporate governance, audit,
compensation, and nomination) could carry out as part of their sustainability ovcrsight to show actual Cxamplcs of

intcgrating sustainability into corporate governance practices.

In section 4, we discuss the current state of governance practices and seck to understand some of the systematic problcms
that lead to governance failures. We review both board dynamics, such as the expertise of individual directors and the
time they spend governing, and compensation structures, such as the level, form and time horizon of incentives provided
to senior executives, to show that tlle are inadcquatc for the effective supervision of a sustainable strategy. Case studies

ofcompanics arc prcscntcd throughout tl]C section to providc cxamplcs ofgovcrnancc practices aCross firms.

Section 5 introduces the intcgratcd governance model, as a response to the question: Tf current governance practices
are incffective in promoting a culture of sustainability, then what is the alternative?” We describe the journey that a
corporation would have to go through to reform their corporate governance practices towards an integrated governance
model. As companies move from treating sustainability asa pcriphcral issue that is not intcgratcd into their strategic
decisions to placing sustainability at the core of their business model, governance should move in the same direction. We
discuss cach component of the integrated governance framework and also present case studies. Integrated governance
requires a better definition of director indcpcndcncc, one that covers both the individual and the group level, couplcd

with aligncd interests and investor long—tcrm active owncrship. Throughout section S we outline our recommendations.

With chis reportwe hopc to providc institutional investors with insignts and suggcstions that tncy could consider when
cngaging with corporations and cxcrcising their owncrship rights. Corporations may also use the intcgratcd governance
model as a guide to benchmark themselves against this new practice and their competitors and identity arcas for

improvement in their governance practices.

We have chosen not to include in this paper an in depth investigation of the role of governmental intervention and
rcgulations. While governments do have an important role in driving corporate governance transformations, tncy are
not the only way to drive better integration of social and environmental factors, as well as financial ones, with governance.
We believe that these transformations should happen even in the absence of regulation, as market forces push companies
towards more robust conﬁgurations of their governance arrangements. In chis report we shed light on what these

configurations might look like, although we rccognizc that such conﬁgurations might differ across companics.
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2.1

2.2

Concentration of economic activity

Companies have been the engine behind the unprecedented economic growth of the past century. The big companies
through their opcrations have managcd to raise billions ofpeoplc from poverty, providc cmploymcnt and education

opportunitics and unlock the human potcntial for innovation and creativity.

By comparing the evolution of the world’s largcst 1,000 publicly listed companies (Global 1,000) from 1980 t0 2012,
the progressive concentration of economic activity around the largcst corporations can be observed. In 1980, the
world’s largest 1,000 companies made $2.64 trillion in revenues or $7.0 trillion in 2012 dollars (adjusted using the
consumer price index), whereas by 2012 they made $34 trillionin revenue. In 1980, the Global 1,000 dircctly Cmploycd
21 million pcoplc, whereas in 2012 thcy Cmploycd 73 million pcoplc. Finally, in terms of market capitalization, in
1982 they had a total of close to $900 billion ($2.4 trillion in 2012 dollars), or 33 percent of the world total, compared
to a staggering $28 trillion market capitalization (50 percent of the world total) in 2012.

Given the size of these companies, the impact they have on society is becoming apparent. The Global 1,000 can now
influence billions of people around the world, from employees to suppliers, customers, and even regulators. Out of
206 countries recognized by the United Nations, only 26 had nominal Gross Domestic Product (GDP) higher than
the sales numbers reported by Royal Dutch Shell and Wal-Mart ($454 billion and $447 billion, respectively) in 2011
Another Cxamplc is the concentration of food supply in a handful of multinationals like Nestle, Kcllogg’s, General
Mills, PepsiCo, Kraft, Unilever, and Procter & Gamble.? These companies have a large cffect on the dictary lifestyle
of consumers and therefore influence any impact this lifestyle has on consumers” health and well-being,

The socioeconomic ccosystem

Corporations do not operate in isolation, but as part of a broader ecosystem consisting of the society as a whole and the
environment (Figurc 1). The largc corporations today have enormous power to do good, bcyond the benefits arising
from their opcrations. As just one Cxamplc, many Corporations providcd support to the victims of the Indonesian

tsunami, a support that was much more than what could have been mobilized in such a short timeframe by governments.

CORPORATIONS

Figure 1
The Socioeconomic ecosystem

UNEP FI Asset Management Working Group report - INTEGRATED GOVERNANCE - A NEW MODEL OF GOVERNANCE FOR SUSTAINABILITY
8



At the same time, the goods, services, and wealth COrporations create Come at a Cost. Their operations require the
consumption of vast amounts of natural resources, they pollutc the local and global environment at little or no cost,
they can throw economies into recession due to poor risk management as in the case of large financial institutions,
and can hurt individual Cmployccs’ wcll-bcing ifwagcs and Working conditions are inadcquatc. Dow estimates that it
is consuming on a daily basis as much energy as Australia does. Some food supply companies have been accused of
consciously contributing to the increasing problem of obesity.” Foxconn, the Chinese electronic contract manufacturer,

has been rcpcatcdly criticized over its labor practices.

Socicty consists of numerous stakeholders that affect and can be affected by a company’s operations.” Employecs,
consumers, governments, local communities and institutional investors are Cxamplcs of some of these stakeholders. The
various stakeholders within the society do not nccessarily have aligncd interests. Consumers of goods and services require
high quality products at reasonably low prices. This is not necessarily aligned with what employees want (job security, fair
compensation, and comfortable benefits). Investors want a good return on the money thcy invested in the company. Local
communities want an environment as undisturbed as possiblc and some compensation for giving companics a license to
operate in their area. The larger a company is, the more diverse the range of stakeholders that are aftected by its operations
and the more pressure thcy will apply to satisfy their needs. Globalization hasled to further complcxity, since companics that

now supply their goods and services in other geographics will face a divcrgcnce of interests and incentives.’

Almost as a response to the immense growth of the world’s Iargcst corporations, national and trans-national non-
govemmental organizations (NGOs), which exist to represent the interests of the civil socicty, have also grown in power
and influence.* More people now than ever show trustin NG Os as recent public opinion surveys show.” Their human capital
and financial resources have signiﬁcandy grown in size. NGOs in 26 countries account for 31 million Cmployccs, or almost
7 percent of the total workforce of those countries. Annually, NG Os in these 26 countries spend about $1.2 trillion, almost
as much as the largest 1,000 companies of the world spend in capital expenditures.® These resources have been mobilized to
producc more effective and impactful campaigns. Aided by information tcchnologics such as the internet and social media,

thCif campaign rcach has CXPaﬂdCd, since now a large numbcr OEPCOPIC can l)C informcd.

NGOs often work in collaboration with corporations. The Investor Network on Climate Risk (Ceres/INCR),
the Institutional Investors Group on Climate Change (IIGCC), the Carbon Disclosure Project (CDP) and several
other investment-oriented NGOs work with corporations to bring sustainability issues in the discussion and into
public policy. A good cxamplc is the Climate Declaration, a project of Ceres, which is a statement that companics

sign as a declaration of their efforts to fight against climate change.’

With this rapid expansion of access to information it is increasingly difficult for corporations to indulge in activities
that could harm peoplc, communities or the environment without attracting negative attention. This negative
attention could damagc a company’s reputation and brand name and reduce its social capital. Now that most
companies’ market capitalizations are more than double the value of their tangible assets, a loss of repurtational or
brand value could prove detrimental. chulatory actions have also come as a result of such campaigns, togcther with

shifts in customer attitudes, in some cases putting a company’s license to operate or even entire industries at risk.

INTEGRATED GOVERNANCE - A NEW MODEL OF GOVERNANCE FOR SUSTAINABILITY - UNEP FI Asset Management Working Group report
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2.3

2.4

The role of governance

Corporations should aim to create sustainable shareholder value over che long term while at the same time managing
their rclationsbips with the various stakeholders from society and minimizing any ncgativc impact on the environment.
Since corporate governance is the system by which corporations are directed and controlled, it is through corporate

govcrnancc tbat tl’lC interests Ol: &ll thCSC stakcboldcrs and tllC interaction Wltl] tllC environment can l)C managcd.

Directors as fiduciaries acting in the best interests of the corporation have several important responsibilities. Some of these
rcsponsibilitics are approving the corporate strategy, rcvicwing risk management, sctting pcrformancc objcctivcs and Cnsuring

that audit and accounting controls are in placc. Several publications include comprcbcnsivc lists of these rcsponsibilitics.“" 1

By examining and undcrstanding the rcsponsibilitics of the board of directors, the kcy role of corporate governance in
the rclationsbip of corporations with society and the environment becomes apparent. Institutional investors will engage
directly with the board about their request for governance reforms. The NGO campaigns might trigger business model
cbangcs at the corporate level. Decisions about how to manage negative externalities such as carbon emissions, or waste
become items on the board’s strategic agcnda. Customers and sharcholders will seck accountability atthe management
level in the case of a bribery scandal or ethics breach. These are just a few examples of the multiple way that governance

is the mechanism driving the corporate interactions with society and the environment.

ThC ValllC creation Process

Firms use resources to producc and providc their products and services. These resources can be classified as natural capital,
such as water, forest, and minerals; human capital, such as skills, capabilitics, and experiences of pcoplc; and financial capital,
such as funds from investors and lenders or from the reinvestment of funds obtained from operations. Firms use these
resources during the production process to dcvclop additional resources. These additional resources can be classified as
pbysical capital, such as factory cquipment; intellectual capital, rcsulting from cmploycc cfforts that generate intangiblc
assets; and social capital, deriving from the relationship between a firm and society that secures its license to operate.

chcraging these additional resources, firms sell products and services in cxchangc for financial compcnsationi

Productsand services are not the only output generated by a company. Externalities are another outcome of a company ‘s activities.
Positive externalities arise whena company’s actionsgenerate marginal private beneficthatis smaller than the marginal social benefit.
Consider, for cxamplc, the case of cmploycc training. While the company benefits by improving the skills of its cmployccs, italso
creates benefies for other companies that these employees might join in the future. Negative externalities arise when a company’s
actions generate marginal private costs thatare smaller than the marginal social costs. Consider, for cxamplc, childlabor. Employing
children aclvcrscly affects other companics because the pool ofskilled cmployccs in the fucure will be smaller; since children chatare

working are unable to attend school. Figure 2 illustrates the interrelationships in the value creation process.

While both positive and ncgativc externalities can be imposccl by a.company on socicty, ncgativc externalities in particular
have affected the value creation process described above. Negative externalities such as pollution, human rights” violations,
and excessive risk taking have signiﬁcantly impaircd many corporations’ social capital, putting their license to operate at
risk. The public revolt against financial institutions that assumed excessive risks and caused one of the worst financial crises
in history has resulted in limitations on the bonuses that bankers can receive in Europe. As of 2012, many large financial
institutions had been forced to divest many of their higb-risl{ businesses and increase their capital requirements. The result

has been a drastic reduction in their proﬁt margins and stock market valuations.?
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Case study

In 2011, UBS announced a strategic plan to reshape its investment banking division and transform the group in order to
create the UBS of the future, a firm focused on its core business lines committed to deliver more sustainable and attractive
returns. UBS is not the only bank to be scaling back its investment banking activities and restructuring in accordance
with the new operating realities; almost all big European banks are doing so in one way or another. UBS has accelerated
the implementation of this restructuring in 2012 to protect the bank’s reputation. «Capital strength, cost discipline and
strong operational risk framework are critical to our long term success», was announced in a June 2013 investor relations
presentation. As a result, UBS will exit non-core and legacy portfolio positions to achieve its Basel I requirements.
Business lines, predominantly in fixed income, that have been rendered uneconomical by Changcs in rcgulation and market
developments will be closing down by 2015 and UBS’s headcount will be reduced as a consequence. «As a result of these
actions [...] UBS will be capable of maximizing valuc for its employces and sharcholders.

NATURAL CAPITAL
HUMAN CAPITAL
FINANCIAL GAPITAL

PRODUCTS/SERVICES PHYSICAL CAPITAL
EXTERNALITIES INTELLECTUAL CAPITAL
FINANCIAL RETURN SOCIAL GAPITAL

Figure 2
The value creation process
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The nature of the products and services delivered has also been under intense scrutiny in recent years. Tobacco
companies were among the first to be affected by a public outery against the negative externalities of their products.
However, health concerns from the consumption of products and services have not been restricted to tobacco
companics. Many food and l)cvcragc companies, including McDonalds and PcpsiCo, are also under scrutiny for the

healch effects of their products.

Morcover, environmental concerns about many natural resources have disrupted business models even if these
natural resources have been regulated by the price system and as a result would not be considered externalities. For
cxamplc, Coca-Colawas accused ofdcplcting water wells in India to make carbonated sugar soft drinks, lcaving local
communities without water supplics. Coca-Cola’s plant at Plachimada was shut down in 2005 following a protracted
legal battle and a sustained campaign by civil rights groups. Coca-Cola responded by increasing the water efficiency
of its plants and working to replenish 100 percent of the groundwatcr that the company uses throughout India. As of
2012, the company claimed to rcplcnish approximatcly 93 percent of the groundwatcr it uses through the creation
of rainwater harvesting structures, restoration of ponds, and traditional water bodies and interventions focused on

improving water use cfficicncy in agriculturc.13

Similarly, social concerns, such as employee safety, fair wages, and child labor, have also disrupted business models.
In 2012, platinum mine workers in South Africa went on a series of strikes over pay negotiations. Violent clashes
between rival groups of miners and the policc resulted in the death of 46 workers at the Marikana platinum mine.
The mine’s owner, Lonmin PLC, resolved the strike by ol-fcring workers a pay increase of up to 22 percent but unrest
soon sprcad to other mines." Within a few weeks, approximatcly 25 percent of all mineworkers in South Africa
had gone on strike according to the Chamber of Mines, capital was ﬂying out of the country, and production had
stopped. Gold, platinum, coal, diamond, and iron ore mines had all been affected. President Jacob Zuma claimed that
work stoppages, including strikes, had cost the government $368 million in the first six months of 2012.1

Firms with products and services that are thought to generate ncgative externalities face difticulties in attracting
talent and raising finance.'*"On the other hand, research has shown that firms wich better CSR pcrformancc have
better access to finance, due to superior stakcholder engagement and increased transparency originating from
publicly disclosing CSR metrics." Research has also shown thata company can use its corporate social performance
activities to attract job applicants and therefore dcvclop a competitive advantagc. Employccs will be attracted to
companies with a good reputation rcgarding quality products and services, treatment of the environment and issues

ofdivcrsity.19

These environmental, social and governance (ESG) issues have made many observers question the appropriate
role of the corporation in socicty. Should companies try to climinate ncgativc externalities and provide positivc
externalities? How should companics rcspond to changing social cxpcctations? Will intcgration of ESG issues in the

strategy and business model of a company increase or decrease its compctitivcncss?

Intcgrating environmental and social issues in the business strategy of a company can present tremendous
opportunities for innovation and growth while failing to do so might result in significant risks. If integration of
ESG issues is necessary to manage all these risks and to also create a competitive advantage for the company then
corporate governance mechanisms should be mobilized to ensure that this integration liappcns. Governance is the
mechanism that ultimatcly affects cvcrything acorporation does; hence, making sustainability an intcgral component

of corporate governance is both prudent and necessary.
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3.1

Integration of ESG issues in the business strategy.

Does it pay oft?

George Serafeim and Robert Eccles of Harvard Business School have proposcd a framework showing how a
company's competitiveness depends on preserving and enhancing the different types of capital in order to deliver
excellent products and services, while concurrently minimizing the amount ofncgativc externalities.?’ This can be
achieved tbrough the systematic integration of ESG factors in the business strategy and as a result, firms succcccling

in chis intcgration will outpcrf‘orm their compctitors in the long—tcrm.

However, the mechanisms to improve long-tcrm pcrformancc will not be the same for every company since it is
dependent on how critical each form of capital is for a company. Although these mechanisms are unique to cach
company, there is one common underlying factor and that is governance. All companies have some sort of governance
structure and most, if not all companices, rely on that governance structure to provide guidance and feedback to the
accomplishment of specified goals. Therefore these ESG factors need to be brought into their governance structures

and processes if their ultimate goal is intcgration of ESG issues in their business strategy.

Companices are currendy facing the challenge of deciding how they will adapt their strategy to satisty the needs and
respond to the pressurc of multiple stakeholders. In doing SO, thcy need to understand the rclationship between
adopting sustainability initiatives and their effect on their financial resules.?! If there is a direct positive correlation of
environmental and social performance with financial performance, then any decision becomes more straightforward.
A signiﬁcant study investigating this rt:lationsliip has examined a matched samplc of two virtually identical sets of
firms in terms of size, financial pcrformancc, and growtb prospects of 180 US companies over the pcriod from the

bcginning of 1993 to the end 0f 2010.%

The authors classified 90 of these companics as Higb Sustainability firms because long ago thcy adoptcd corporate
policics rcgarding commitments to enhance environmental and social pcrf‘ormancc; the other 90 were classitied as
Low Sustainability firms because thcy had not. The Low Sustainability firms correspond to the traditional model of
profit maximization in which social and environmental issues are prcdominantly rcgardcd as ‘externalities” created by
the firm’s actions. The High Sustainability firms, in contrast, take into account these externalities in their decisions
and operations; this is manifested in their rclationsliips with stakeholders such as Cmployecs, customers and NGOs
representing civil society. In other words, the notion of “sustainability” appears to be embedded in a holistic and

multidimensional manner wichin and throughout the organization.
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3.2

The authors found that firms in the High Sustainability group signiﬁcantiy outpcrformcd firms in the Low Sustainabiiity
group in terms of both stock market performance (although both sees did beteer than the marketasawhole) and accounting
measures. Investing $1 in the beginning of 1993 in a value-weighted (equal-weighted) portfolio of sustainable firms would
have grown to $22.6 ($14.3) by the end 0f 2010, based on market prices. In contrast, investing $1 in the beginning of 1993 in
avalue-weighted (equal-weighted) portfoiio of traditional firms would have only grownto $15.4($11.7) by the end of 2010.
Similar results were found for the measures of return-on-assets and return-on-cquity.

Importantiy, the High Sustainabiiity group exhibited fundamcntaiiy different governance proccdurcs and practiccs from
the Low Sustainability group. Boards of directors were formally delegated responsibility over sustainability, and executive
compensation was more iii(ciy to be linked to ESG metrics for this group. Moreover, High Sustainabiiity firms were more iii(ciy

O measurc and CiiSCiOSC their ESG pcrformance, and o aiiocatc resources to a rigorous stakchoider Cngagcmcnt PI'OCCSS.

Other studies have added evidence for the positive correlation of ESG and financial pcrformancc. A mcta—anaiysis carried
out by Deutsche Bank in 2012 concluded that 89 percent of more than 56 academic studies, rescarch papers, and meta-
studies showed that companies with high ESG performance ratings exhibit market-based outperformance compared to
industry peers, and 100 percent of the academic studies agree that companics with high ESG ratings have a lower cost of

capitai in terms of both debrt (loans and bonds) and equity capiteii.23

Further evidence is provided by the California Public Employees Retirement System (CalPERS) engagement process.
CalPERS engages with selected firms from their Governance Focus list due to concerns around cheir weak sustainabiiity
performance. These firms produced cumulative returns averaging 39 percent below their benchmarks in the three years
prior to CalPERS Cngaging with the companices and 17 percent above their benchmark returns for the five years after the
engagement was undertaken Morcover, as we already mentioned in the previous section, there are a number of studies

documenting benefits for companies that have better ESG performance in capital and labor markets.

Therefore the answer to the qucstion Does intcgration of ESG issues in the business strategy pay oft?” would be: it can, if
implemented successtully. Key points for ensuring successful implementation are: appropriate governance processes and practices,

stakeholder engagement, measurement and rcporting of ESG pcrformancc and the abiiity to think and actwith a iong—tcrm view.

Eftectively implementing a sustainable strategy

Assustainable strategyisone thatenablesa company to create value forits sharcholders, while contributing toasustainable society.
A sustainable society is one that meets the needs of the current generation without sacrificing the needs of future generations.
Thus a sustainable strategy is one that minimizes its negative externalities and integrates the material sustainabiiity issues for its
sector and strategy into the core of its operations. Since there is clear evidence of benefits from successfuiiy implcmenting a

sustainable strategy, the nextlogical question is how do you effectively implement a sustainable strategy?

Dcspitc the fact that rescarch has shown that better ESG performancc ofa corporation is positivciy associated with financial
performance and more specifically to access to finance, customer loyalty and satisfaction, and employee engagement, notall
companices have embedded sustainabiiity issues in their strategy. The main reason behind thisis the compicxity of integrating
these ESG issues in a way that improves financial performancc. The same appiics to companies that have formulated a

sustainable strategy but failed to effectively execute it.
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3.3

A recent publication introduced the concept of the Performance Frontier’, an illustrative way to show the relationship
between financial and ESG performance. According to the authors, in the absence of substantial innovation, the
financial performance of a firm declines as its ESG perlormance improves. To simultaneously improve both kinds of

performance, COlTlPElHiCS HCCCl to innovate in terms ofnew products, processcs, and business lT]Od.ClS.25

Although many companies have managed to pluck the lovv—hanging fruit of introducing minor innovations, especially
around energy el'i'iciency programs and reduction of carbon emissions, chis has only pushed the performance frontier
upa bit. Major innovations arc required to shift the overall slope and create a positive relationship between financial and

ESG performance, innovations that would include large-scale investments and long payback periods.

The correlation between financial performance and ESG performance has highlighted the criticality for companies to
consider the interests of a broad range of stakeholders in their decision making process. The focusis no longer only on the

¢ Later empirical research

corporation’s sharcholders as stakeholder theory, introduced by Edward Freeman, has shown.
has demonstrated that superior stakcholder relations (e.g. with employees, customers, and local communities) can be a
source of competitive advantage by not only enabling a firm with above average performance to sustain its competitive
advantage for a longer period of time, but also by helping poorly performing firms to recover from disadvantageous

positions more quicl{ly.f’

Board committees and their link to sustainability

Corporations that have graspcd the importance of sustainability in the value creation process and the necessity for
innovation in products, processcs, and business models have made the first important step towards a sustainable strategy.
However, realization on its own is not enough if it is not followed by implementation. To enable innovation and make
sustainability considerations core to a company’s strategy and operations, a company needs to have a governance structure
and process thatis supportive of developing and executing a sustainable strategy. The decisions around sustainability need to
be made at the top, asa result of discussions about the overall strategic agenda. Corporate governance hasa key role in the
implcmcntation ofasustainable strategy as the board of a firm is rcsponsiblc for sctting the overall direction and crcating the

appropriate systems that will facilitate it.

By examining archival data on how many firms embrace this approach today, we have found that the governance of
sustainability is still at an embryonic stage. Using Bloomberg daca for the 2011 fiscal year, we found that out of 3512
companies (in a rotal universe of abour 60,000 companies) that report at least one ESG data point, only 56 companies
had a non-executive director with rcsponsibility over sustainability. Another 14 companies had an executive director with
similar responsibility. Only 374 companics had a sustainability committee that reports directly to the board but none of
its members were part of the board. Similarly, only 10 companics linked compensation to ESG metrics for the board and
only 32 for top management. These very low numbers suggest that most companics still have not taken rcsponsibility for

sustainability issues at the highest governing body of the corporation.Zg
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Studying committee charters can providc further insight into how different companices are assigning the accountability for
sustainai)iiity issues. A recent study Cxamining names and charters of board committees at North American Companics to

identify board-level oversight of environmental and social issues identified several important trends:*

In the Russell 3000 only 8 percent of committees have a name that suggests oversight of environmental and social issues.

In the S&P 100 there is a much highcr sustainabiiity ovcrsight through at least one commitree (65 percent of the companics).
However the focus of these committees is concentrated on oniy afewitems. The report lists seven key factors that boards should
be addressing: oversight for policies and compliance, trend assessment, strategy and performance, risk management, stakeholder
engagement, sustainabiiity reporting, incident management and environmental and social impact assessment of business
decisions. Most of the committee charters examined in the report focuson reviewing and monitoring of poiicics and compiiancc
around corporate responsibility. Less than half of these committees provide oversight on any of the rest of the categories or require

their directors to monitor and make forward—iooi(ing recommendations about sustainabiiity trends, stratcgics Or targets.

In order to examine how a board can intcgratc these sustainabiiity issues, the typicai charters of several board committees were

examined and the possibic link each committee could have with sustainabiiity is described.
CORPORATE GOVERNANCE COMMITTEE

This committee is usually responsible for setting the overall approach to corporate governance of an organization and for
reviewing and assessing with the board the appropriate skills, experience, and baci(ground that the company is iooi{ing forin its
board members. The corporate governance committee also decides on the size and composition of the board and i rcsponsibic
for evaluating the diversity of the board members in terms of gender, ethnicity and age. Other responsibilities might include
setting the board’s meeting schedule or idcntifying directors who should leave the board and faciiitating thar transition. All of

this needs to be done in close coordination with the Board Chairand the CEO and so most governance committees are chaired

by the Board Chair and have the CEO on them.

Corporate governance committee and sustainability:

The corporate governance committee has the very crucial role of assessing the appropriateness of the board’s divcrsity and
mix of skills and experiences. Idcntifying the right size for the board is also very important, as will be discussed in further detail
in section 5, since it has been found that it is directly related with the board’s effectiveness in governing an organization. The
corporate governance committee can build the right environment for dccision-mai{ing and create and sustain a board that can

cfit:ctivciy support and oversee a company’s activities.

In companies that have no stand-alone sustainability committee or are in the process of integrating sustainability issues into every
committee’s agcnda, the corporate governance committee would have in its charter several of the sustainabiiity related activities

like monitoring sustainabiiity trends, rcporting on sustainabiiity risks and opportunitics and oversccing sustainabiiity projects.

Some of the rcsponsibiiitics the corporate governance committee could undertake as part of its sustainabiiity intcgration

are the following:
Oversee matters of corporate governance, corporate rcsponsibiiity, sustainabiiity (inciuding sustainabiiity trends) and the
impact of environmental, social and governance issues to the business.

Review the director orientation and education program forensu ring the appropriatc cxpcrtisc and i(llOWiC(igC is present overall.

Include training around sustainabilicy.
Assistin monitoring and rcvicwing corporate governance and rcputationai risk exposures.

eview company wide policies regarding Corporate Governance Principles.
R pany d p | g d g Corp G P pi
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AUDIT COMMITTEE

Every board has an audit committee. This committee is mandated with the task to provide oversight of the CFO
function, the auditors, and related matters like tax compliance, SEC compliance etc. Some of the responsibilities of

the audit commiteee are the Foiiowing:

Monitor the integrity of financial statements and the cornpany’s accounting and financial reporting processes
Opversee the company’s compiiance with legal and regulatory requirements

Ensure the risk management process is comprehensive

Evaluate the performance of the company’s intiependent auditor and internal audit function

Discuss with management and the independent auditor the annual and quarteriy financial statements, earnings

results, carnings guidance

Audit committee and sustainability:

One of the most important links of the audit committee with sustainability is that of ESG reporting and disclosure.
A recent study has shown that 60 percent of CFOs at companies with average annual revenue of $17 billion
indicated that sustainabiiity chalienges will Change financial reporting and the associated auditing activities.” Since
sustainability reporting is becoming mainstream, pressure for greater transparency and focus on the ESG reporting is
building up, and the conceprofintegrated reporting is gaining momentum, the audit committee needs to understand

thC chaiienges presented:”

The International Integrated Reporting Council (IIRC) defines integrated reporting as: a process founded on
integrated thinking that resultsin a periodic integrated repore, by an organization about value creation over time and
related communications regarding aspects of value creation. An integrated reportis a concise communication about
how an organization’s strategy, governance, performance and prospects, in the context of its external environment,
lead to the creation of value over the short, medium and long term.” The Association of Chartered Certified
Accountants (ACCA) has recently become the first global accountancy body to introduce integrated reporting

into its qualification.”

Another link of the audit committee with sustainabiiity is that ofcorporate communications. There hasbeena strong
belief that the provision of regular carnings guidance is an effective and efficient way for managers to communicate
their beliefs to the market, differentiate their companics from peers and allow investors to make better-informed
decisions. Earnings guidance is the i‘egular disclosure ofpoint or tight range carnings forecasts for future quarters

or the next fiscal year. However, some of the perceived benefits of carnings guidance have recently been scrutinized.
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A recent report has studied in depth the costs and benefits of this manageriai practice.34 The report found that some
of the perceived benefits like lower information asymmetry, higher anaiyst coverage and reduced stock Volatility
have not been thoroughly investigated up until now. There are also several potential costs associated with regular
earnings guidance that could undermine a company’s iong-term vision and financial health. The most important
costs identified are: earnings management, attracting short-term investors, anaiyst iierding and insider trading. Some
big corporations have already introduced changes in their corporate communications towards an elimination of

carnings guidance (c.g. Coca Cola, Unilever and Google).”

The audit committee could greatly support the development of sustainable strategies by understanding the new
reporting chaiienges and proactiveiy introduce integrated reporting and also manage the risks arising from earnings

guidance by appropriateiy adapting corporate communications.
Some ofthe responsibiiities the audit committee could undertake as part ofits sustainability integration are the foiiowing:

Significant effort has been put into promorting listing standards for stock exchanges that include requirements for

36

sustainabiiity disclosure.”® The audit committee could have the responsibiiity of carrying out an ESG materiaiity

assessment, and ofdiscussing the company’s process for determining the ESG factors material to the business as well

as the outcome of the assessment within the annual financial filings.”
Understand any risks and opportunities related with reporting on the sustainabiiity performance of the firm.

Ensure the quaiity of communications and data around sustainabiiity. Assist in defining what the company should
be reporting on and understand how the investment community, regulators, consumers and the public, will perceive

the information.

Modify corporate communications towards the elimination of Earnings Guidance. To achieve this, the audit
committee should identify appropriate long-term strategic financial benchmarks that could be communicated and

establish ways to measure the progress towards these goais.

Introduce integrated reporting and ensure the quaiity of information reported.
Actively monitor latest research and development in the world of sustainabilicy.
Ensure compiiance with new reguiations around sustainabiiity.

Ensure che appropriate ethical standards are set that reward good behaviour and at the same time discourage excessive

risk taking
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COMPENSATION COMMITTEE

The compensation committee provides oversight of the Company’s compensation plans, including equity
compensation, andalsois dircctiy involvedin sctting the compensation of the CEO and often the senior management

team. Some of the rcsponsibilitics of the compcnsation committee are the foilowing:

Review and recommend remuneration arrangements for the senior management including the CEO.

Ensure that che organization’s compensation plans arc appropriatc to allow attraction and retention of the best talent

in the market.
Ensure that there is no loss of value for the sharcholders due to over ‘gencrous’ compensation.
Decide on the structure of the compensation plans (restricted stocks, options, bonuses etc.).

Decide on the incentive strategy (short-term vs. long term performance targets).

Compensation Committee and Sustainability:

The Compcnsation committee hasa very tight link with sustainability in thatitis the committee that should structure
compensation packages with appropriate short and long-term incentives thatare challenging and lead to the creation

of sustainable social as well as financial recurns on investment that are durable over iong term spans.

The compensation committee needs to strike the difficult balance of attracting and retaining the right talent but at
the same time avoiding excessive compensation packagcs and loss of value for the sharcholders. The compensation
committee needs to be aware of the market trends and current compensation levels among competitors, which
means access to information. Caution should be exercised when compensation consultants are used, in order to avoid

any possibic ratchcting of remuneration as will be discussed in further detail in section 5.

Some of the responsibilities the compensation committee could undertake as part of its sustainability integration
are the foiiowing:
Link sustainability issues material to the business to ESG targets.

Determine the percentage compensation from meeting ESG and financial targets for the CEO and the executives

and compare with market data of comparable companies or competitors.
Identify any risks related to the compensation structures and the time horizon of the associated targets.

Review the annual pcrformancc evaluations of the objcctivcs relevant to cheir compensation of the CEO and

other executives.

Engage with investors and stockholders around their proposals related to compensation matters.
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NOMINATING COMMITTEE

The nominating committee is responsible for oversecing the recruitment and on-going development of board

members. Some of the rcsponsibilitics of the nominating committee are the following:

Identify appropriate candidates in the event of a board vacancy.
Review and recommend to the board, the criteria for a board mcmbcrship and the desired competencics of board members.

Opversee the evaluation of the pcrformancc of the board and the management, including the CEO.

Nominating committee and sustainability:

Succession planning is one of the most important rcsponsibilitics of the nominating committee and a kcy requirement

for the creation of sustainable strategics.

The nominating committee has to ensure that there is an existing process behind appropriate succession planning.
Succession planning is rccognized as one of the weaknesses in current corporate governance practices and an arca
that boards need to focus further effort and attention. Succession planning should be considered part of the board’s
agcnda and notan event thatis triggcrcd only when things are notgoing well. Ifitis intcgratcd aspart of the sustainable
strategy of a firm then it will not be pcrccivcd as a sensitive and sometimes awkward issue for current CEOs who are
performing well. Keeping this in mind, the CEO succession planning should almost start the firse day a new CEO

starts tlicirjob. The same principlc would apply for the succession ofany board members.

The nominating committee is also responsible for identifying prospective new board members to replace departing
ones or to Cxpand the board. Therefore if the board does not have the necessary expertise in sustainability, itis the

nominating committee’s rcsponsibility to idcntify the appropriatc candidates who do have the Cxpertisc needed.

Some of the rcsponsibilitics the nominating committee could undertake as part of its sustainability intcgration are

the following:

Maintain an up—to—datc skills record for board directors. Introduce sustainability skills in the directors” selection process.

Establish an assessment ofpcrformancc of the board as a whole and its individual members. Ensure that sustainability

metrics are part of the overall assessment

Proactivcly communicate the succession plan.
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Case study

Some cxampics of how companics have so far addressed intcgrating sustainability issues in their commitcee charters

are presented in the list below:

CORPORATE GOVERNANCE COMMITTEE

Review ona rcgular basis the Company’s practice for director orientation and education (Biogcn Idec).

Reviewandreportto the Board onaperiodicbasis with regards to matters of corporate responsibility and sustainabilicy
pcrformancc, inciuding potcntiai iong and short term trends and impacts to their business of environmental, social,

and governance issucs, inciuding the company’s pubiic reporting on these topics (INTEL).

Review with the Board from time to time the appropriatc skills and characteristics rcquircd of Board members in
the context of the current makc-up of the Board, including issues of divcrsity, age, skills such as undcrstanding of

manufacturing, technology, finance and marketing, and international background (INTEL).

AUDIT COMMITTEE

Review any significant changcs in accounting principlcs or dcvclopmcnts in accounting practices and the effects of

these changes upon the Company's financial reporting (IBM).

Review the consolidated social and environmental statement in the Annual chort. Monitor and review the
adcquacy and effectiveness of the systems of internal controls over financial, social and environmental reporting and
approve significant changcs therein. Monitor the effectiveness of the risk managementsystems in relation to financial
rcporting and review and discuss poiicics with respect to risk assessment and risk management. Review iong—tcrm
incentive programs and the calculations and achievement of financial targets in the long—tcrm incentive programs for

Senior Management (Novo Nordisk).

Discuss with management and the indcpcndcnt rcgistcrcd pubiic accounting firm, as appropriatc, carnings results,

carnings guidancc, and significant tinancial disclosure issues (Biogcn Idec)
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Case study, continued

COMPENSATION COMMITTEE

Assess the results of the company’s most recent advisory vote on executive compensation (INTEL)

Review and makc rccommendations Wlth l’CSPCCt to StOCkhOldC[' proposals and StOCl{hOldCf Cngagcmcnt rclatcd to

compensation matters (INTEL)

Annually review anassessment of any potential conflicts of interest raised by the work of compensation consultants, whether
retained by the Compensation Committee or management, who are involved in detcrmining or recommcnding executive

or director compensation (INTEL)

Review the succession plans and leadership development for the executive officer positions, including a review of the

Company’s development, succession management and diversity effores (NIKE)
Review the Company’s overall philosophy and practices regarding executive compensation (NIKE)

Oversce the leadership development (Unilever)

NOMINATING COMMITTEE

chularly discuss long term succession planning for the Board and presenta proposal to the Board (Novo Nordisk)

Annually review developments in respect of required and desired diversity aspects for boards of directors and review the
composition of the Board in relation to diversity (Novo Nordisk)

Develop and oversee orientation materials or programs for new Board members (NIKE)

Oversee an annual self-evaluation of the Board and each committee of the Board (NIKE)

UNEP FI Asset Management Working Group report - INTEGRATED GOVERNANCE - A NEW MODEL OF GOVERNANCE FOR SUSTAINABILITY
22




3.4

Promoting effective corporate governance practices

Several governments and organizations have been contributing to the creation of an imperative for companies and
investors alike to take sustainability issues scriously and to implcment more effective corporate governance processes

in this rcgard. Their efforts have come mostly in the form ofrcgulations and rcporting standards.

SOlﬂC Of tliC organizations tbat l]S.VC l')CCI'l CStabliSllCCl to promotc govcrnancc rcforms and llClp mitigatc agcncy

problcms, train individuals and disseminate l(I‘iOWlCClgC are the following:

ICGN: The International Corporate Governance Network (ICGN) is an investor-led organization of governance
profcssionals with the mission to inspirc and promote effective standards of corporate governance to advance

efficient markets and economies worldwide.

PRI: The United Nations-supported Principles for Responsible Investment (PRI) is an international network of

investors working together to put the six Principles for Responsible Investment into practice.

GCGF: The Global Corporate Governance Forum (GCGF) is part of the International Finance Corporation
(IFC) Corporate Governance group. The GCGF supports corporate governance reforms in emerging markets
and dcvcloping countries like the United Kingdom, have made significant progress towards regulations promoting
effective corporate scv;ovcrnancc.‘“78 The UK Corporate Governance Codesets outstandards ofgooclpracticc inrelation
to board leadership and effectiveness, remuncration, accountability and relations with sharcholders.”” A requirement
has been added to the Listing Rules of the London Stock Cxcliangc, that companies filing for a premium listing
should reportona “comply or cxplain” basis, either confirming that tbcy have complicd with the recommendations,

or wbcrc tl’lC bavc not), I'OVidlﬂ an ¢x lanationwb tl’lC bavc not ClOﬂC SO.
Y p g p y they

A Premium Listing means the company is cxpcctcd to meet the UK's highcst standards of rcgulation and corporate
governance and as a consequence may enjoy a lower cost of capital through greater transparency and through building
investor confidence. In 2010 the UK Stcwardsbip Codewas publishcd, which aims to enhance the quality ofcngagcmcnt

thWCCI’l assct managcrs and companics to l’lClp improvc long«tcrm risk—adjustcd recurns to Sllél[‘CllOlClCI‘S.40

Disclosure and reporting standards can also be a driver for cbangc. Asan Cxample, sustainability reporting can have
a significant cffect on l<cy country characteristics. Countries that mandate sustainability rcporting througb various
laws and regulations enjoy an enhanced social responsibility of business leaders within society, with companies
attributing bigbcr priority to both sustainable dcvelopmcnt and Cmploycc traiiiing.4l In countries that adopt
mandatory sustainability rcporting, the adoption of ethical practices by firms and efticient corporate governance

becomes significantly more widespread.
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Some of the kcy organizations behind efforts to create frameworks and standards around rcporting of ESG information are:

GRI: The Global Reporting Initiative (GRI) is an organization promoting the use of sustainability reporting as a way for
organizations to become more sustainable and contribute to sustainable dcvclopm61lt.43 Their vision is a sustainable global
cconomy where organizations manage their economic, environmental, social and governance performancc and impacts

responsibly and report transparently.

SASB: The Sustainability Accounting Standards Board (SASB) is a non-profit organization that provides standards for
use by companies listed in the US* SASB secks to develop sector-specific sustainability accounting standards suitable for
disclosure within the Securities Exchange Commission’s Forms 10-K and 20-F (or other standard filings). Alchough SASB’s
work is mostly US-centric, given that most large US companies operate and compete globally, and that ESG issues chat
are material for a sector will largely be the same all over the world, SASB's standards are highly likely to be transferable and

ElpPlICdeC O MoOost COI’POI’S.UOHS around EhC WOfld.

IIRC: The International Integrated Reporting Council (IIRC) is non-profit organization that has created the “International
<IR> Framework” which it is testing with a Business Network Pilot Prc>gram.4S The IIRC is sccking to build a consensus
around the casc foran integrated reporting framework and also develop a consistent methodology. In this multi-stakcholder
engagement process, Corporations, investors, accountants, securities rcgulators, standard—setting organizations and the civil

society have been involved.
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4.1

Ar ¢ current gOVCI' nance Pl’ actices adequate ?

Aithough the role ofgovcrnancc is fundamental for impicmcnting a sustainable strategy, there are currentiy several
fundamental weaknesses hindering the seamless integration of sustainability and business strategy. Some of these
corporate governance weaknesses and cheir effectin corporations today will be discussed in this section. We illustrate

the importancc of those weaknesses by providing spcciﬁc Cxampics.

BOARD OVERSIGHT OF SUSTAINABILITY

As prcviousiy discussed in section 3, there are several rcsponsibiiitics that che various board commiteees can intcgratc

into their charters to ensure sustainability oversight.

So far boards ofcompanics in the sectors that have been traditionaiiy scrutinized for their negative externalities (C.g.,
environmental impact and poor labor practiccs) like the Energy, Basic Materials and Urilities Sectors are more iikciy

46

to have committees that have been assigned corporate responsibility and sustainability oversight.* Other sectors
that were so far considered to face fewer concerns of this kind like the chhnoiogy, Communications and Financial
sectors are less iikciy to address environmental and social matters with a board commiteee focused on the issue. A
recent report examined Cisco Systems as a case study. In its 2009 annual report Cisco mentioned that the board of
directors is involved in ovcrsight ofsustainabiiity issues, buta foiiowing review of their committee charters revealed

that the company had failed to assign these rcsponsibiiitics to any one of their committees.”

The intcgration of sustainabiiity issues in the board committees™ charters is of paramount importance because it
demonstrates commitment to these issues and also defines accountabiiity. Dcfining targets and pcrformance
measures will follow assigning accountability. Without these crucial steps taking place, there can be no significant

pl’OngSS towards a sustainabic stratcgy.

BOARD DIRECTORS: DO THEY HAVE THE EXPERTISE TO GOVERN AN ORGANIZATION?

The composition of skills and experiences ofa company’s board of directors must match the strategy of the company.
Asbusinesses cxpand giobaiiy, adiversitied board of directors with experience in international markets is ofincrcasing
importance. Directors with a dccp knowiedge offorcign markets can provide the company with guidzmcc on forcign
expansion and operations, increasing their chances of success.” In addition, a director’s industry experience and

Si(iiiSCt must bC rcicvant to thC Company and compicmcnt thOSC Ofti]C OthCl’ board mcmbcrs.
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The audit committec is a good Cxampic of how important particular skills are in carrying out the work involved. For
audit committees there are several requirements around the director’s expertise to ensure the appropriate quaiifications
are in place. For example, the New York Stock Exchange has established this listing requirement: Each member of the
audit committee must be ﬁnanciaiiy literate, as such quaiiﬁcation is intcrprctcd by the company’s board in its business
judgmcnt, or must become financiaiiy literate within a reasonable pcriod of time after his or her appointment to the
audit committee. In addition, at least one member of the audit committee must have accounting or related financial

management expertise, as the company’s board interprets such quaiii‘ication in its business judgmcnt.”

The same rationale should apply for the rest of the committees. Therefore cither in the case of a sustainability
committee or in the case ofintcgrating sustainability issues into an cxisting committee’s charter, the directors should

have the rcquircd skills and cxpcricncc orbe givcn the tools to dcvciop it.

Directors that lack the necessary experience or background can have ncgativc effects on the effective functioning of

thC board and thC i:U.tU.I’C pcrformancc OFti’lC company.

Case study

NVIDIA, an American giobai tcchnoiogy company, had revenues of $4 billion in 2012.%° According to NVIDIA’s 10-K
ICPOLT, «a majority of our revenue is gcncratcd from customers located outside the United States, and a signiiicant portion
of ourassets, inciuciing cmpioyccs, are located outside the United States.»> NVIDIA generated 78 percent, 83 percent, and
84 percent of total revenue for years 2012,2011, and 2010, rcspcctivciy, from sales to customers outside of the United States
and other Americas.” NVIDIA has a nine-person board, yet only one board member has international work experience,

and none have an academic dcgrcc from an institution that resides outside of Norcth America.”

Amazon.com, Inc. is an American e-commerce company, with $61 billion in revenue in 2012* Amazon has a diversified
board of directors, with members coming, from the investment community, tcchnology sector, law, and phiianthropy. In
2010, when Amazon was cxpanding its offcring in the Ebook and tablet field, the company elected Jonathan Rubinstein,
head of Hewlete-Packard’s Palm smartphone unit, to its board of directors® And in 2012, Amazon clected Jamie S.
Gorelick, Deputy Attorney General during the Clinton Administration, to its board. Ms. Gorelick’s experience includes
representing corporations in the regulatory and enforcementarenas.’ Each clection represents a strategic move by Amazon

to CLIitiVQIC a board Wld’l ti’lC cxpcrtisc ncccssary fOK' Amazon’s stratcgy.
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BOARD OF DIRECTORS AND TIME SPENT GOVERNING

The amount of time spent by the board of directors with a company has been recently scrutinized because of the
trend observed of directors acquiring several dircctorships. The time spent by these so-called ‘busy directors has
been proven to be associated with weaker corporate governance and inferior financial pcrformancc. Directors are

considered busy if they serve on three or more boards.”

Scrving on a company’s board of directors requires a serious time commitment, requiring both preparation and
attendance at the board meetings. In addition, most directors join at least two board committees, which demand
additional preparation and mcctings.SS Traci(ing the number of board meetings a year can providc an accurate gauge
of the amount of time directors spcnd on corporate matters.”” In 2010, 4lpcrccnt of boards met between four and
six times, while 35percent met between seven and nine times. The average number of meetings was 7.8.°' Another
measure to gauge director commitment and time spent is the total number of boards that directors sit on. Those

directors sitting ona highcr number of boards will ncccssariiy have limited time for each company.

The number ofdircctorships an individual holds is also related to board meeting attendance. Directors with muitipic
board seats exhibit a highcr tendency to be absent from board mef:tings.é2 The number of board mectings and the
frequency with which directors attend these, has been found to be positively related with firm stock performance
during the latest financial crisis.”* Board meetings and the attendance at these meetings are important channels

through which directors obtain ﬁrm—specific information and fulfill cheir monitoring role.%

Case study

Sirius XM Radio, an American broadcasting company, had revenues of $3.4 billion in 2012.% Sirius’s board is composcd of
13 members, and has seven mcctings ayear. Members sit on an average of 2.9 boards, with three directors sitting on more

than four boards.“ In 2011, one member failed board attendance minimums (75percent).”

Hertz Global Hoidings, Inc., is an American car rental company with locations in 145 countries. In 2012 the company had
revenues of $8.8 billion Hertz has 12 board members, and 14 board mectings a year. Members sit on an average of 1.5

boards, and no member sits on more than five boards.®” In 2011, no members failed the attendance minimum (75pcrccnt).7°
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COMPENSATION - CEO REMUNERATION

CEO pay has increased dramatically in recent years, and a significant divergence from the average employee has
been created. Median CEO-to-employee pay in the US has risen from 42 in 1980 to 343 in 2010.”" Ron Johnson,
former CEO of ].C. Penney, got a compensation package worth 1,795 times the average wage and benefics of a US
department store employee when he was hired in 2011.7

According to an Economic Policy Institute study, CEO compensation grew more than 725 percent between 1978
and 2011.7 The CEO-to-employee compensation ratio, which measures the ratio between CEO pay and that of
the average cmpioycc, has also changcd dramatically, going from 18.3-to-1 in 1965, pcai(ing at 411.3-to-1 in 2000,
and dccrcasing to 209.4-to-1 in 2011. Large CEO salaries are defended on the grounds that thcy arc necessary to
attract and retain top talent in a globalized marketplace and that the amount is just compensation for an extremely
chaiicnging job that includes motivating cmpioyccs, crafting avision for the company, and succcssfuiiy executing a
strategy. Furthermore, CEOs are capable of carning huge amounts for their company’s sharcholders, such thar their

salaries pale in comparison.™

Argumcnts against high pay include the fact that high pay paci{agcs distort a CEO’s outlook and create perverse
incentives. A high compensation package can reward decisions and behaviors that are not in the long-term interest of
the company, to the detriment ofcmployccs, sharcholders, and stakeholders.” High executive compensation can also
ncgativciy affect cmpioycc motivation, productivity, and turnover.”® A recent working paper has found that “firms
that pay their CEOs in the top 10 percent of excess pay earn negative abnormal returns over the next three years of
approximatcly 8pcrccnt.”7-’ The use of executive compensation consultants has been suggcstcd to be contributing to

spiraiing CEO pays.ﬂ8

Apart from the absolute CEO pay, the pay disparity, the difference between the CEO pay and that of other senior
exccutives has recently been at the centre of attention. Investors, rating agencies and regulators have begun to examine
the effect pay disparity has in efficient corporate governance.” Moody’s would consider as a red flag for credic risk
a large pay disparity between the CEO and other senior executives, more specifically when CEO pay is more than
tripic that ofany other exccutive named in the proxy statement.®’ Through the Dodd-Frank law, listed companics are
required to disclose the ratio of a CEO’s pay to the median pay of all other employees of the company. Sharcholders
can view a iargc pay disparity as a symptom of CEO entrenchment, impiying more opportunistic behaviors during
his tenure and highcr succession risk when he leaves. Bebchuk et al. have found that exccutive pay disparity is
associated with lower firm value and lower future cash flows.* Further research by Chen et al. has shown thar there is
a significant and positive correlation between executive pay disparity and the cost ofcquity capitai impiicd in stock
prices and anaiysts) carnings forecasts. The positive association is more pronounccd the more iikciy the CEO is to
leave in the near future and the more difficultitis to find a suitable successor.™ These results highlight the importance

of succession pianning.
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European exccutive pay levels tend to be lower than in the US. A recent paper examining CEO pay found thac US CEOs
made 26 percent more than their foreign counterparts for the year 2006, after controlling for the size of the firm, its sales,
and the type of board and ownership** However, CEO pay is rising similarly in Europe as the US, with Germany providing
a representative Cxamplcz “Avcragc Cmploycc wages have increased by 6.1 percent since 2000, while the salaries of senior
executives at companics traded on Germany’s DAX stock exchange index have risen by almost 55 percent during that
time period.”™ There has been regulatory pressure in both the US and Europe to cap CEO pay, with the US proposing the
disclosure of the CEO-to-worker pay ratio at public companices, and different Europcan countries wanting to cap bonuses,

EIHOW sharcholdcrs to set executive COI’DPCI’ISE{tiOI’l, limit gOldCl’l parachutcs, and morc l’lCElVily rax severance packagcs.gs

Examining the data in Table 1 can provide an insight into the costs of excessive CEO pay. The list of CEOs in table 1 is
taken by areport of exccutives who were awarded the largcst pay packagcs during the pcriod 1992-2005.% These firms were
identified in a Wall Street Journal article in 2006. For those firms we collected data of company stock price performance
over six years (2008-2013) and compared it to the performance of their main competitors for the same period. The purpose
of this exercise was to idcntify any systematic competitive advantagc given by cmploying members from this list of highly
paid CEOs. In other words, what is the competitive advantage and financial health of firms that awarded the largest pay
packagcs to their CEOs? If CEO compensation reflects also the extent to which board directors take into account how
well the firm s positioned for long-term success then one would expect these firms to outperform competitors in the
future. In contrast, it CEO compensation reflects potentially above normal current performance at the expense of building
a long—tcrm sustainable competitive advantagc then one would expect these firms to undcrpcrform their competitors in the
future. Rather consistent with this second Cxplanation, 12 out of 20 companies have undcrperformcd their COMPpEItors.
Interestingly out of the 8 companies in the list that did outperform their competitors, three had CEOs who were cither

founders or co-founders of the companies (Lawrence Ellison — Oracle, Irwin Jacobs — Qualcomm, Dwight Schar - NVR).

Case study

Novartis AG is a multinational corporation based in Switzerland, spccializing in the rescarch, dcvclopmcnt, manufacture,
and markcting ofa range of healthcare products driven by pharmaccuticals.37 The company had revenues of $56.7 billion
in 2012. Novartis's CEO, Joe Jimenez, is the highest paid CEO in Switzerland, with total compensation of 13.2 million
Swiss francs in 2012.% In comparison, the average pay for CEOs of companies in Europe’s Stoxx 600 index which disclosed
executive salaries was 2.7 million curos (3.3 million Swiss francs).¥” Novartis rcccntly sparked public outrage within
Switzerland when it proposed a $78 million compensation package for outgoing Chairman Daniel Vasella.”' In March 2013,
Swiss voters approvcd a referendum that will require publicly listed companies to give their sharcholders a binding annual

vote on top executives’ pay, while also Climinating the practicc of “golden handshakes™ and “goldcn parachutc:s.m)l

Swedbank is a Sweden-based bank offcring retail banking, asset management, and financial services. In 2012, the bank had
revenues of SEK 144 billion” Swedbank’s CEO, Michacl Wolf, carned SEK 11.3 million ($1.69 million) in 2012 Along
with other top executives at the bank, he is not eligible for a bonus.” Commenting on his compensation, Wolf stated, “And

I'm not undcrpaid - relative to many workers in Sweden, | am very well pelid.”95
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COMPANY

COMPETITORS

INDUSTRY (S&P INDUSTRY
CLASSIFICATION) EONMESNNY CEO S(;C))(él:'::&E S(:;:))%':'APSIG(;E ADJUST
Managed Care United Health William McGuire 273 570 297

Group Stephen Hemsley
Systems Software Oracle Lawrence Ellison 82.7 33.7 49.0
Diversified Banking Citigroup Sandford Weill -90.6 8.2 -98.8
Movies & Disney Michael Eisner 90.0 62.2 27.8
Entertainment
Consumer Finance C.a il B Richard Fairbank -13.7 29.7 -43.4
Finance
Internat Software & IGEI Barry Diller 323 48.0 803
Services InteractiveCorp
0il & Gas Driling Nabors Industries  Cu9¢ne Isenberg 47.0 323 79.3
Anthony Petrello
Computer Hardware  Dell Michael Dell 489 71.0 119.9
Kevin Rollins
!S”ter.”‘* Software & yanoo Terry Semel 50 100.0 95.0
ervices
Eommumcanons Cisco Systems John Chambers -7.3 1.1 -18.4
quipment
Communlcatlons Qualcomm Irwin Jacobs 65.1 -4.3 69.4
Equipment
Genentech (26
Biotechnology LE LD Arthur Levinson 16.1 253 M4
acquired by La
Roche)
g“ef,”et Software & - googie Omid Kordestan 9.7 30.9 65.8
ervices
Home Building NVR Dwight Schar 53.4 -31.2 84.6
Pharmaceuticals R Howard Solomon 136 80.0 936
Laboratories
Trucking Avis Budget Grp Henry Silverman 41.0 72.0 -31.0
0il & Gas Refining & -
Marketing Valero Energy William Greehey -30.5 79.0 -109.5
Restaurants Starbucks Howard Schultz 97.2 7.7 24.5
Thrifts & Mortgage NI Angelo Mozilo 90,0 239 66.1
Finance Financial
United ,
Aerospace & Defence ) George David 59.2 31.6 27.6
Technologies
Investment Banking &  Lehman Brothers Richard Fuld Jr. -100.0 -30.3 -69.7

Brokerage

Table 1

List of CEOs who have profited the most from stock options in the period 1992-2005 together with their
company’s stock performance over six years 2008-2013. The performance of the main competitors for the
same period is given for comparison
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COMPENSATION - STOCK OPTIONS

The short-term nature of some of the current incentive based compensation schemes has often been associated
with excessive risk taking and short-term opportunism. Variable pay packagcs consisting of bonuses based on ycarly
financial pcrformancc create the wrong incentives, the results of which one can clcarly sce within the financial sector.
While the idea of stock option-based compensation appears to be a good solution for aligning managerial and
sharcholder incentives, recent research has shown that some of its unintended consequences can be damaging to

organizations and markecs.”

Stock options are incrcasingly part of a CEO’s remuneration packagc and are quickly bccoming universal. However,
there are several caveats that make this alignment considerably less than perfect. First, stock options allow a CEO
substantial upside without much downside. When the stock price increases, the CEO gains, and when the stock
slides, the CEO doesn’tlose money but rather makes less. This promotes a degree of risk taking, as the payoff can be
quite large if the risk pays off”” Second, stock options aren’t usually granted with any regard to the performance of
other companies.” Most options will pay out even if companies perform worse than their competitor firms. Ina bull

market, with the market lifting all stock prices, everyone will benefit, even the industry laggards.99

Dennis Michaud and Yunwei Gai investigated the relationship between CEO compensation and the effect on a firm’s
performance.'™ 276 firms were sclected (out of the S&P) for a 10-year period (1995-2004) for which firm performance
was measured by return on equity, return on equity average and economic value added. CEO compensation was
measured by six categories: CEO salary, restricted stock grants, options awarded, bonus, long term incentive pay-
outs and total CEO compensation. Interestingly the authors found that a firm’s performance is not affected by CEO

compensation, nor by the incentive components of the compcnsation like bonuses and stock options.

Case study

01 L awrence

Oracle, an American multinational computer technology company, had $37 billion in revenues in 2012.
Ellison, the CEO of Oracle, was the highest paid CEO of any US public company in 2012, with a total compensation of
$96.2 million. Aithough his salary was only $1, he received $90.7 million in stock options, representing about 94 percent
of his salary."”” He did not receive any restricted stock awards or incentive awards."” In fiscal 2012, Oracle’s stock price

fell by 22 pcrccnt.m

Tesoro, a Fortune 100 company, is a Texas-based refiner of oil and petroleum products. Ies revenues in 2012 were $33
billion."” The company has begun to move away from stock options as a form of exccutive remuncration. Rob Patterson,
managing director ofcompcnsation and benefits at Tesoro, commented, «Itis not the ideal vehicle to use any longcr. »106
They have attempted to incentivize employees with other means, including time-vested restricted stock and rewarding

Cmployccs with cash for hitting certain pcrformancc targets.
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COMPENSATION - TIME HORIZON

Executives often have minimal time horizons for compensation. A 2012 study of the 1,500 largest companies in the
ound that less than 8 percent tied executive compensation to metrics with performance periods longer than four

US found that less than 8 p d P h perf periods longer than f
yf:ars.m7 Recent studies from financial industry groups have recommended that variable compensation and bonuses
¢ deterred more than three years. onger tenure and time horizons for compensation are necessary so tha S
be deferred than three years.'” Long dtmeh f p y so that CEO

don’t sacrifice short-term financial gains for the long—tcrm strategy and financials of a company.109

Aboard thatis engaged in a sustainable strategy formulation is more likely to focus more heavily ona CEO’s strategy

implcmcntation and Iong—tcrm success, rather than short-term financial results.

Case study

Voestalpine AG is an Austria-based company that produces, processes, and distributes steel products. The company
supp]ics the automotive, household appliancc, rai]way, and oil and gas industries."® In 2011/2012, their revenues
were €12 billion.!! Vocstalpinc AG’s CEO, \Wolfgang Eder, received compensation of €2.3 million in 2012. His
compensation did notinclude any long—tcrm incentive plans,‘ 2The CEO’s time horizon to meet full compensation
was only one year, and no management or board members had remuneration linked to targets or objectives more

than two years forward lOOkiI’lg.ll}

Eaton Corporation, a US-based power management company, had revenues of $16.3 billion in 2012."* In addition to
using afour year pcrformancc pcriod when sctting pay for executives, part of the incentive compcnsation is based on the

cash flow return generated by capital'?
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SUCCESSION PLANNING

One of the most important responsibilitics of the board is a sustainable CEO succession plan. The process of
succession planning includes the selection, dcvclopmcnt, evaluation and compensation of the CEO. The high
turnover rate of CEOs being recently observed and the increased sharcholder pressure for new CEOs at some
companies, make succession planning a key strategic subjectin a board’s agenda. A recent report carried out by PwC
showed that CEO succession was the second mateer after strategic planning that directors would like to devote more

time, with 66 percent cxprcssing a desire to spcnd more time discussing je!e

Succession planning and internal talent dcvclopmcnt have become a fundamental component of risk management
for companics. [nvestors, rating agcncics and government entitics are starting to request more information about

succession planning.

A lack of proper CEO succession planning shows underpreparedness and a weakness in corporate governance, and
has been scrutinized by investors. Recent examples are the retirement of Steve Ballmer as a CEO for Microsoft and
the lack ofrcplaccmcnt and the case of Bank of America, which had its board directors caught by surprise from the

117,

announcement of Ken Lewis lcaving the firm."" "% [t took the board almost three months to find a successor, during

which time the company’s stock fell 10 percent.

Case study

Occidental Petroleum is a California-based oil and gas cxploration and production company. The company had revenues
of $24.1 billion in 2012 operating primarily in USA, Middle East and Latin America. Concerns over Occidental’s
governance practices triggered a joint letter from Anne Shechan, the director of corporate governance at the California
State Teacher’s Retirement System (CaLSTRS) and Ralph Whitworth, founding member and principle at Relational
Investors LLC, an activist investment fund. In their leter, thcy criticized the company’s compensation, succession
planning and board composition. Some observations along different board dimensions are given in table 2. The non-
executive directors of the board are listed togcthcr with some l(cy characteristics around their background. The summary
resules of the overall row are sul)jcctivc based on our analysis. The analysis reveals that directors have very long tenure
and high median age. Their industry expertise scems to be relevant for the business. There is a good match between the
gcographic locations of the operations of the firm and the director’s geographic expertise. The board has low gcndcr
divcrsity and seems to be rclativcly l)usy. The size of the board has been found to be rclativcly largc with respect to the
main competitors (15 directors for Occidental vs 11 for ExxonMobil, 13 for Chevron and 10 for Anadarko)
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INDUSTRY

INDUSTRY GEOGRAPHIC GEOGRAPHIC

[EENUEE AGE EXPERTISE RELEVANCE EXPERTISE RELEVANCE BUSY; GENDER
Abraham 7 57  Politics Yes USA Yes M
Chalsty 16 76  Finance Yes USA Yes M
Dierejian 16 71 Yes Middle East Yes M
(Politics)
Feick 14 66  Engineering Yes USA Yes M
Gutierrez 3 56  Finance Yes KSNFa“n Yes M
merica
Maloney 18 70 [ No USA Yes M
equipment
Poladian 4 58  Real estate No USA Yes M
i q USA/Latin
Segovia 18 73 Construction No America Yes M
Syriani 29 67  Conglomerate Yes Middle East Yes M
Tomich 32 72 Construction No USA Yes F
Weisman 10 74 Healthcare No USA Yes M
Overall v v Va4 Va4 v
Table 2

Occidental’s non-executive directors as of 2011 and a list of key characteristics
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5.1

The next question to answer is “If current governance practices are ineffective in promoting aculture ofsustainabiiity,
then what is the alternative?” Integrated governance is a model that combines bringing sustainability oversight in
the boardroom together with addressing some of the identified current governance weaknesses that prevent boards

from operating in the most effective manner.

In the first part of this section we describe the journey that a corporation would have to go through to reform
its corporate governance practices towards an integrated governance model. As companies move from treating
sustainability asa peripherai issue thatis not integrated in their strategic decisions to piacing sustainabiiity at the core
of their business models, governance should move in the same direction. In the second part we discuss in more depth

hOVV some OEthC current governance WC&i{HCSSCS can IZ)C addressed.

The Integrated Governance Framework

Integrated governance is “the system by which companies are directed and controlled, in which sustainability issues
are integrated in a way that ensures value creation for the company and beneficial results for all stakeholders in the
long term. We call this new model of governance “Integrated Governance” to highlight the need for the governance
model of the organization to ensure the management of all types of capital, described in section 3, in an integrated

way. Integrated governance is the mechanism that can enable the realization of a sustainable strategy.

Integrated governance expresses an end state of governance practices. Therefore any firms aiming to operate under
those practices will have to go through a series of changes. We propose that the ultimate target for companies would

be to move from “governance for sustainabiiity” to an integrated governance perspective.

We have identified three major stages, cach with its unique characteristics that describe the journey cach company
has to go through to achieve a model ofintegrated governance (shown in figure 3). Phase 1 depicts sustainabiiity
outside of the board’s agenda. In phase 1 are companies, which are notintegrating sustainability issues in their strategic
agenda, and mereiy have some (or even no) sustainabiiity projects. In phase 1 there is no discussion ofsustainabiiity
risks and opportunities at the board level and the responsibiiity ofany sustainabiiity projects lies with small isolated
teams. As discussed carlier, for these companies to move to the next phase in their journey for integrated governance,

an understanding of the value creation process through sustainabiiity is required.

The establishment of a board level sustainability committee with the purpose of overseeing sustainability initiatives
could add significant value. Having board members responsibie and accountable for managing sustainabiiity issues
would bring the conversation directly in the boardroom. Cleariy identified action owners, with set targets and
performance measures are the keys to success of such a committee. The members of such a committee should be
equipped with the appropriate tools to be able to carry out their responsibiiities. This involves training and keeping
up to date with the latest news in the world ofsustainability. Attending conferences and seminars when needed can
help them develop a better understanding of the current issues and get to know how their peers are dealing with

similar probiems, and the innovations they have deveioped to address them.
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A sustainability committee should have a clear mandate to support value creation by intcgrating ESG issues into the
daily business activities of the corporation. Some of the l<cy objcctivcs a sustainability committee should have in its

charters are:

Dcvelop and communicate a strategy for sustainability initiatives and link those initiatives to business prioritics.

Increase stakcholder awareness of the benefits of a sustainable strategy.

Escablish the material issues that could affecta Company’s operations and based on these dcvclop adetailed matcriality
matrix. A matcriality matrix is a visual tool that displays the issues that pose risk or present opportunitics to the

business balanced against the issues that are of most concern to the external stakeholders.

Idcntify potcntial shortand long- term trends and impacts to the business of ESG issues. Determine the l(cy risks chat

might impact the long-term compctitivcness of the firm.

Oversee sustainability initiatives and make recommendations to the board regarding any activities the company

should be Cngaging in.
Set sustainability goals and rargets and monitor the reporting and progress against these.
Collaborate with the Audit Committee to ensure accurate reporting on ESG information.

Collaborate with the Nominating Committee to idcntify the l<cy sustainability skills and expertise rcquircd by

directors with respect to unclcrstancling the major sustainability Challcngcs of the business.

Collaborate with the Compensation Committee to create the appropriate incentive schemes and compensation

pacl(agcs. Introduce ESG metrics in compensation pcrformancc reviews.

Intcgratc sustainability issues into the company’s “Code of Ethics, crcating one if it does not exist.

Sctting up a sustainability committee could drive companies tbrougb their journey from pbasc I to pbasc 2, from
having sustainability outside of the board’s agenda to having governance for sustainability become part of it. Phase
2, governance for sustainability, describes firms that have established a sustainability committee.  These firms, usually
following the creation of the sustainability committee, start to measure the pcrformancc of their efforts tbrougb KPlIs,
issue a sustainability report, and frequently appoint a Chief Sustainability Ofhcer. Although companies in phase 2 bring
the sustainability issues onto the agenda ot board meetings, sustainability is seill bcing treated as a scparate function and

is compartmcntalizcd. These companics have a sustainability strategy rather than a sustainable strategy.

Currcntly sustainability ovcrsigbt is citherat the board level (main board or one of its committees like the nominating/
corporate governance committee) or falls into the realm of an executive that ICpOrts to the CEO. This dcpcnds onthe
size of the company, with larger companies assigning sustainability oversight at the board level and smaller companies
dclcgating it to the CEO. Only a small number ofcompanics have a dedicated standing sustainability committee at
the board level (7.5 percent for nonfinancial services, 2.9 percent for financial services; the report analyscd ﬁ'ndings

from a survey of 359 business corporations issuing equity securities registered with the US SEC)."”

As Aron Cramer, President and CEO of Business for Social Responsibility (BSR) has well articulated: “Over the
long run, the best solution is to integrate sustainability into all board activities so that it becomes «mainstream. »
This mirrors the indispcnsablc effort by many company leaders over the past decade to integrate sustainability into
business strategy and operations. ldcally, dedicated board committees would be seen as redundantin a decade’s time

but they might be needed now to catalyze the transition.”
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PHASE 1 PHASE 2 PHASE 3

Sustainability outside Governance for Integrated
of board’s agenda sustainability Governance

= Sustainability is not one of = Sustainability issues = Qversight of a sustainable strategy
the agenda items during are included in is overseen by the board
the board meeting the board’s agenda
= Sustainability risks and
= There might be = The governance body sets up opportunities
some sustainability initiatives a committee to think about a are seamlessly part of the
taking places as strategy for sustainable initiatives strategic agenda for the firms
independent projects. or assigns that responsibility
to a chief sustainability officer = No need for a sustainability
committee
= Metrics and KPIs
to measure performance = |ntegrated reporting is used as
against these sustainability the means to measure progress
incentives are being set up in both financial

and non-financial targets

STEPS REQUIRED FOR NEXT PHASE

= (Create Sustainability = Each member of the board is = |nnovate through sustainability
Committee responsible for contributing
to the formulation of a = Extending the Performance

= Understand the value of sustainable strategy Frontier
creating a governance for
sustainability = Adopt integrated reporting

Sustainability and strategy L :
Sustainability strate Sustainable strate
are disconnected by 9y 9y

Figure 3
The journey in their corporate governance practices companies have to go through to adopt an integrated
governance model

While in Phase 2, assigning the accountability of sustainability needs to be coupled with the appropriate incentives.
Targets should be established and the progress towards these should be monitored. The compensation schemes of
the directors and any other Cmployccs involved should have the right incentive structure. The pay levels and stock
options should have a long-term horizon and awarded as a function of the performance against these targets.
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A progression to phase 3, integrated governance, would require a holistic integration of sustainability in the corporate
strategy, without the need for a scparate sustainability committee since cach board member is now thinking in a way
that would promote a sustainable strategy for the firm. As described in section three each board committee can
integrate sustainabiiity issucs in their charter and rcpiacc the need fora dedicated sustainabiiity committee. Adoption
ofintcgratcd reporting adds significant value in monitoring the progress against both financial and ESG targets, and
helps understand the benefits of the integrated governance approach.

In order to achicve integrated governance, as described in phase 3 of Figure 3 a company needs to make sure four
clements are in place: independence both at the individual and at the group level, aligned incentives and investor long

term active owncrship.

We redefine independence as an independent way of thinking, Independence starts at the individual level, from the
capabiiitics rcquircd by the directors to be able to serve Cffcctivciy on a corporate board. For an indcpcndcnt way
of thinking at the individual level we consider it essential that directors have functional expertise, time to spend
governing the organization, a record of integrity and high ethical standards, and no material affiliation to exccutives

in the company. We consider all four as necessary conditions in order to have an indcpcndcnt board.

Once independence is ensured at the individual level, the second step is establishing independence at the group level,
by identifying the best structure for the board. We suggest that the size of the board is appropriate for the company
after taking into account the needs of the firm, but also considerations of optimai board size. chping the board
diverse is also a very important. By diversity we aim to cover more than the traditional gender and race definition and
include diversity in the background and experiences of the different directors.

After the board is fully functional it has to make sure that the third element, executive compensation, is structured
inaway that iong-tcrm incentives are used and cxccssivciy high compcnsation packagcs are not awarded. Finaiiy, the

fOU.I‘ti’l Cicmcnt concerns [hC investment community. WC PI‘OPOSC that investors act anci Cngagc Wlti’l companics as

long-term owners. Figure 4 below depicts the four elements of integrated governance.

INVESTOR LONG TERM ACTIVE OWNERSHIP

INDIVIDUAL LEVEL GROUP LEVEL ALIGN INTERESTS

= Expertise

= Size = |ongterm
compensation incentives

= Time = Diversity

= Fthics

= No affiliation

Figure 4
The four key elements of Integrated Governance. The steps from the individual level of board independence to
the group level and then the alignment of incentives are supervised by investor long-term active ownership.
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5.2

5.2.1

Board independence at the individual level

There are several key ateributes that a board of directors should exhibit to be able to perform appropriate corporate
governance. Availability, indcpcndencc, divcrsity ofcxpericncc, competitiveness of remuneration, transparency and
evaluation are some, as described in the Europcan Corporatc Governance chort.121 The traditional definition of
board independence revolves around a director’s character and judgment. Companies are meant to be reporting in
their annual report their non-executive directors considered to be indcpcndcnt and also idcntify any circumstances
that could aftect this indcpcndcncc. Some of these circumstances that could affect a director’s indcpcndcncc are the
following: i) it the director has been an cmploycc of the company or group within the last five years, ii) if che director
has had a material business rclationship with the company, i) if the director has received or receives additional
remuneration from the company, iv) if the director has close family ties with any of the company’s cmployccs, v) if
the director has links with other directors through dircctorships he might hold in other companics, vi) it the director

represents a significant shareholder and vii) if the director has served the board for over nine ycarsi122

The traditional definition of independence could serve well as a compliance checklist but is not adequate. By
indcpcndcncc we mean an indcpcndent way oftiiinl(ing. Several l(cy elements are needed to characterize a director
truly indcpcndcnt to carry out the rcsponsibilitics and his fiduciary duty at the individual level. Togcthcr with
ensuring there is no affiliation with the company, a director should have the appropriate expertise to be on the board,
devote Cnough time and effortin undcrstanding the business and exhibit liigh integrity.

Expertise

It is imperative that the board of directors, as the govcrning body of an organization has the expertise rcquircd
for decision mal{ing. A long list of qualitics could characterize ‘Cxpcrtisc’, but the most important are: appropriatc

qualiﬁcations and skills, cxpcricncc, functional cxpcrtisc and gcographic/markct l(IlOWlCCigC.

The board of directors need to have a minimum level ofqualifications and skills in order to be truly indcpc‘ndcnt.m
Too many times directors do not have the necessary qualifications or dccp undcrstanding of the industry the company
is operating in. Consider directors of financial institutions that do not understand pricing of exotic derivatives,
multi-factor Volatility models, and how to price illiquidity in financial markets. If directors do not understand these
concepts then how can thcy understand how a financial institution creates value, be able to raise their voice and
act indcpcndcntly? It is no surprise then that directors of most financial institutions were taken by surprise when
the companics thcy were governing were suddcnly banl{rupt‘ A recent study has shown that while many non-
executive directors have C-suite experience, former or current CFOs are less rcprcscntcd in the board of financial
services companices than it would be CXPCCth, with the percentage of CFOs, tinancial directors and treasurers in
manufacturing and nonfinancial services bcing 9 percent and 9.2 percent rcspcctivcly while in financial services 6.7

pereent (the report analyscd findings from a survey of 359 business corporations issuing equity sccuritics rcgistcrcd

with the US SEC).!#
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By functional expertise we mean expertise on the types ofcapital that are considerably important for the firm. For
a.company for which human capital is important, directors with HR expertise are valuable, for eompanies for which

innovation capital is the most important, directors with experience in entreprencurship are essential.

The need for expertise has also been highlighted by arccent study, finding that some of the most desirable atcributes
for board candidates are industry expertise (48 percent), financial expertise (41 percent) and operational expertise

(37 percent).'

Equally important is understanding the value creation process within an organization. Unfortunately, this is not
the case currently. Only 43 percent of nonexecutive directors of listed companics believe that they can affect their
organization’s strategy.l% Of course, affecting an organization)s strategy does not only require a deep understanding
of a value creation process, but the ability to implement change in the presence of powertul corporate executives.
Instead offocusing on reviewing the strategy and sustainability ofan organization, they focus on checl(ing boxesona
long list oflegal requirements. We do not argue that directors should ignore their legal duties, rather that they should
be more actively engaged in the strategic issues that an organization faces.

Some companices have also started to include sustainability and corporate responsibility skills as one of the criteria
for board member selection. Prudential Health is one example of such a company. In their 2012 sustainability report
Constance J. Horner, Chair of the Governance and Business Echics Committee clearly states: “Sustainability is
firmly entrenched in the values and principles that guide Prudential’s Board. Our commitment is clear and tangible:
environmental, sustainability and corporate responsibility experience are among the skills that should be represented

on Prudential’s Board.'”

Although the nominating committee would drive the decision around the recruitment of new directors and
identifying that they have the required expertise, it would be the responsibility of the corporate governance
committee to furcher develop that expertise and skills. In particular, providing ESG education could significantly

help in assigning sustainability oversight to every board member.

Recommendation:

Carry out a careful examination of the appropriateness of the qualifications and experience each individual board

member brings to the table and always with respect to the industry and markets the company is operating in.
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5.2.2

Time spent governing

The time spent govcrning has been touched upon in section 4 where the concept of‘busy directors’ and their adverse

effectin corporate governance and financial pcrformancc ofa company was invcstigatcd.

The director’s work is incrcasingly bccoming more demanding and complcx. Companics are Cvolving more rapidly
than ever before in terms of business models, innovations and tcchnology brcakthroughs. More dcmanding rcgulatory
requirements are being put in place. These changes need to be inevitably reflected in the effort required by the board
of directors. A signiﬁ'cant point to be made is that by time spent governing we do not simply consider attendance
of the board’s meetings i.c the quantity of time spent but also the quality of time spent. The quality of time spent
includes any preparation needed for the meetings, further training required, personal effort and time spent ete.

Several surveys have been carried our, examining board attendance numbers. The average number of board meetings
per year in Europe is 9.4 and even given the low number of yearly meetings, some countries have less than 50 percent
average attendance.'”® Rescarch has shown that female directors have better attendance records than male directors
and gcndcr-divcrsc boards spcnd more time monitonng.129 Board attendance is not a matter of good practice and

shouldn’t be dealt as such. It is a prerequisite to fulfil the obligations a director has towards the sharcholders and

Stakcholdcrst

Directors should account for time that would be used to engage with the mid-level management and low-level
Cmployccs. This type of engagement would contribute to a greater degrec ofindepcndcncc in directors’ thinking
and dccision—making. Thereis currcntly a significant disconnect between the directors and the cmployccs of the firm,
with directors only engaging with the senior management. A link to the rest of the employees could provide them
with a dccp understanding of the front line and the Cvcryday problems of the firm. It could also serve in empowering

cmployccs by hav1ng thc1r volices hcard by thC mostsenior managcmcnt, and thCI‘CFOI‘C 1mprovc Cmploycc cngagcmcnt.

Togcthcr with this engagement with mid-level management and low-level cmployccs, directors should account for
the time allocated to govern their organisations, and the time needed to process information from multiplc resources.
This requires information access to independent information from multiple audiences that is complete and verified.
The sources of the information would include mid-level management, front line Cmployces, customers, supplicrs,

communities, analysts, investors ctc.

Recommendation:

Review board attendance metrics and take appropriate action when these numbers are low. Expectation should be

sct {:OY {:LIH attendancc givcn thC lOVV numbcr ofmectings quUier Cvery ycar.

Recommendation:

Make sure that cthe board members have the access to information rcquircd and that thcy utilize this information in

their decision-making,
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Business ethics

The management of business ethics and conduct is one of the most important aspects of good corporate governance. Codes
of ethics are now commonplace for most corporations but they have proven to be ineffective especially when they are very
broadly stated or when they are not followed by the appropriate behaviors, starting from the management. Directors are
facing the challenge to establish appropriate cthical standards and communicate them to the CEO and the management

and ensure that these business ethics and standards of business conduct are followed in every level of the organization.

Aithougii many pcoplc think that ethics are inherent in individuals and buile iong before tile get their firsc j ob, rescarch has
argucd for the opposite. Ethics have to do with managcriai decisions, cxcmpiary behaviour, and of course poiicics.”0 The
influence of the corporation as a moral environment is significant. A CEO who is willing to immediately recall a product
because of a quality defect in a number of untraceable shipmcnts, at the cost of millions of dollars, sends a very strong
message to his management and cmpioyccs.” "Even ethical pcopic within an organization canactinan unethical way, mainiy

because of their cognitive biases and incentive systems surrounding them.'*

The boards’ piacc at the apex of the incentive structure for companics brings them in the uniquc position to be able to
drive behaviors by eliminating any internal pressures and temprations for exccutives and staff to behave unethically.* By
implcmcnting meaningful corporate codes that foster individual echical behavior, responsibiiity, and openness, ethical issues

and concerns can bC ZldCiI‘CSSCd.lH ThCSC COdCS can i’lCiP FOS[CI‘ a iong—tcrm sustainabic stratcgy iOI‘ thC company.

Lacking an cthical corporate behaviour can prove to be detrimental for corporations. The internet and social media have
increased transparency and made it casier to idcntify and track unethical corporate behavior. Unethical corporations
eventually get exposed, while companies with strong principles and values may be rewarded in the marketplace. More
concrctf:iy, companices with strong ethics can reduce potcntiaiiy costly govcmmcntai fines, decrease vuinerabiiity, improve
reputation, increase cmpioycc productivity and commitment, increase access to capitai, and enhance customer ioyalty.133
The company wide code of ethics is also a good place to communicate and drive better behaviors around sustainability

issues.

Recommendacion:

Ensure that not only a code for ethics exists but also that the board members and CEO are champions of that code with
their actions and behavior, setting an example for the whole company.

No affiliation

No affiliation for non-executive directors with the company still remains one of the kcy elements for true board
indcpcndcncc. Board members should be indcpcndcnt of the company and the company management. The board
directors should be mecting reguiariy without the presence of the management. The concept of no affiliation has
been the subject of extensive research over the years. Several corporate governance codes exist that outline the key

principics for Cnsuring that the board has no aftiliation wich che company.‘%

Recommendation:

Ensure chere is no affiliation with che company that would affect che dccision—making of the members of the board.
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5.3 Board independence at the group level

5.3.1

At the group level there are two main elements for ensuring board independence. Directors should be surrounded
by an appropriate number of other directors that would limit the CEO’s influence on kcy decisions. Divcrsity is
the second component and one very commonly ncglcctcd. Both these important constituents ofgroup level board

independence will be examined below.

Size of the Board

The size of the board is dircctly related to its indcpcndcncc, Cspccially in terms of the influence the CEO can exert. The
iargcr the board, the more powcrful the CEO is likcly to be. Research has shown that CEO compensation is highcr

when the board is larger."”” A number of reasons can be contributing to this effect as described by Bebehuk and Fried:'
Largcr boards are less cohesive because of the lower level ofrcsponsibiiity felt by cach individual director

Less threat of public outrage, because is it harder to identify a board member responsible for a decision

More difticult to challenge the CEO and her decisions due to the amount of directors that need to be convinced.

Is there an optimal board size? The answer is chat it dcpcnds on the company under invcstigationi Research has shown
that largcr boards are needed for firms with highcr advisory (instead of monitoring) needs from their directors.'”’?

Specitically, research has found that larger boards create financial value in more diversitied and higher levered firms.

Recommendation:

Ensure that che size of the board is appropriate for functioning indcpcndcntly at the group level.
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53.2

Diversity

Divcrsity includes several aspects: gendcr and race divcrsity but also divcrsity in the directors’ backgrounds and
cxpcricnccs. [n terms of gcndcr divcrsity, some countries have imposcd atarget number through rcguiations or “compiy
or explain” provisions. Gender quotas for female representation in the board (ranging between 33-50 percent) have been

L OHC Oi: thC PiOHCCl’S, tilC Norwcgian govcrnmcnt, has

set by several countries with pcnaitics for non-compiiancc.
established a 40 percent female quota for compiiancc by 2006 for state-owned firms and 2008 for pubiiciy traded firms
with very strict sanctions for non conformance (non-complying firms are forced to de-list from the stock exchange
and/or relocate the hcadquartcrs to another country).Hl In France, boards will have to comprise 40 percent of women
directors by 2017." Other countries have adoptcd non—binding gcndcr quotas in their corporate governance codes,
enforcing the “comply or explain” principle. Nevertheless, the numbers are still relatively low: across 67 countries, females
comprise only 10.3 percent of board directorships, with the European average of women on the board bcing currently
at12 pcrccnt.m " In the UK, members of the 30 % club (a group of Chairmen voiuntariiy committed to bringing more
women onto UK corporate boards) have adopted a voting approach whereby they vote against the re-clection of the

nominations committee chair if the board is not diverse and the Cxpianation absent or poor.

Aboard of directors that is composed by members with a diverse professional and educational background, and different
industry experiences could prove to be much more creative and beteer positioncd to make decisions. Diverse groups
foster creativity and suffer less from group thinking.145 Group collective intciiigcncc is more cfhcient in pcrforming
different kinds of tasks than the individual abilities of single members, especially when the members of these groups
have highcr levels of ‘social sc‘nsitivity’ (howwell the group members perceive cach other’s emotions).* Intercstingiy, it
has been found that groups containing more women demonstrated highcr levels of social sensitivity and in turn greater

collective intelligence.
The dcmographic characteristics of the board (in terms ofagc, tenure, education, spccialization, and training) can also
influence the propensity to change the corporate strategy. It has been found that firms with more diverse management

rcams arc morce ilkCly to U.HdCl’gO Changcs in corporatc strategyim/_

Other potential benefits of diversity can be: access to different resources and connections, employee engagement in the

case minorities are rcprcscntcd, improvcmcnt in the investor and pubiic relations by reprcsenting societal expectations.

We note that functional diversity could presenta challenge because it could have the potential cost of creating a lack of

collective Cxpcrtisc by the directors wichin the spcciﬁc industry the company is opcrating.

Recommendation:

Balance a diversified board in terms ofgcndcr, race and Cxpcricnces/background without compromising the existence

of the necessary cxpcrtisc to remain indcpcndcnt.
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5.4

5.4.1

Aligning interests

A very important aspect of integrated governance is the alignment of interests and incentives through the use of

appropriate long—tcrm compensation structures that include both financial and ESG pcrformancc metrics.

Compensation Structure

Compcnsation is one of the major challcnges of corporate governance. Compcnsation decisions Cspccially around CEO
and managerial pay can possibly create friction between the CEO and their management teams and the board. As previously
mentioned, the board should be indcpcndcnt, meaning no financial or nonfinancial incentives to favour a spcciﬁc CEO and
his management team. Nevertheless, even if the board is truly indcpcndcnt, one should note that there is no actual cost to
directors to pay compensations that could possibly hurt shareholders. This lack of financial incentives makes submitting to a

CEO’s compensation demands easier.

For compensation that is structured around performance-based incentive schemes, the objectives that are set and their time
horizon are of crucial importance. The difficult balance of financial and ESG goals and short and long-term performance
needs to be achieved. The way these compcnsation schemes are structured will drive the behaviour of the CEO and the

management team for meeting these objectives, which in turn will reflect on the decisions made for the rest of the company.

Another very important aspect is the means by which these objectivcs are met, since it could be the source of unethical
behaviour."* The challenge with creating a universal framework around compensation schemes is that one size doesn’t ficall,

since different companics have different business stratcgics, objcctivcs and risk proﬁlcs.

Considering the first part of a compensation scheme, the balance of financial and ESG goals, the directors need to understand
that setting and meeting the right ESG objcctivcs will also create financial benefits. These are tightly linked and their
rclationship hasbeen invcstigatcd in several academic reports. Arecent study by Ceres of 600 largc publicly traded companies
and their progress on sustainability based on the Ceres Roadmap for Sustainability Framework revealed that only 7 percent of
them tic exccutive compensation explicitly to ESG performance targets, 9 percent tie executive compensation to ESG but
do not cite CXPhCit argets and the remaining 84 percent donotlink ESG pcrformance to executive Compf:ns;.ltion.”9

The use of balanced scorecards, as a means of translating the vision and mission statements into comprchcnsivc objcctivcs
and quantifiable performance measures has been proven to be a valuable managerial tool. The categories typically included
in a balanced scorecard are financial performance, customer value performance, internal business performance, innovation
performance and employee performance. All these categories can cover most of the financial and ESG aspects important for
acompany, butthe important question is how much Wcighting cach one should have regarding an Cmployce’s compensation
and mostimportantly regarding the CEO and the management team’s remuneration. These scorecards are being constructed

and implcmcntcd by the management team, so thcy should be foﬂowing the principlcs set by the board of directors.”™

Recommendation:

Tie ESG pcrformancc targets to executive COH’!PCHS&UOI’I and communicate thOSC targets.
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5.4.2

Long-term compensation structure

Useful life of the firm’s assets needs to be carefuliy considered. Dcpending on the specific assets of a firm (ie
inventory, properties, IP, patents, oil tields etc.), this could vary significantly. The kcy pointis that the compensation
structure should account for these and make sure that the quality of these assets does not deteriorate with time. The
same iogic appiies tor discouraging short-term thinking or ship jumping, even by omission. Claw-back provisions
in CEO contracts is a trend that is not strong cnough at the moment and could prove to be beneficial in aiigning

compensation and incentives.

The measures most directors use to evaluate corporate pcrformancc are too focused on carnings growth and often
do not weight a company’s return on assets, equity or invested capital. One measure for the creation or destruction
of sharcholder value is the return on invested capitai, because it reveals how Cffcctivcly acompany is using its money
to generate returns. It boards ignore this measure when setting pay, executives could be rewarded even when their
companies’ financing costs exceed the returns on their investments. "'

Currcntiy there is no universal guidancc around iinking sustainabiiity metrics to executive compensation. The
difficulty in creating one lies in the materiality of different sustainability issues for firms operating in different
industries. Thorough work around idcntifying the material issues is essential. This would be the work of the
board level sustainabiiity committee prcviously discussed, to understand the material issues. Once these have been
identified, then appropriate sustainability metrics can be introduced to measure the performance againse those issues

and thCSC metrics can serve as proxics i:OT a company’s lOﬂg-tCl’Iﬂ SUCCcss.

Recommendation:

Utilize measures like return on assets, cquity or invested capitai to define executive pcrformancc targets.

Recommendation:

Use sustainability metrics as proxies for measuring the company’s long-term success.
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5.4.3

Ratcheting and the use of compensation consultants

One of the most important recommendations to make is to avoid simpiy foiiowing the Cxampic of others. Board
decisions should be firm—spccific, scrving the interests of the corporation. The use of.compcnsation consultants that
has contributed to the ratcheting of CEO compensation is frequently cited as a concern. The convention of paying
a CEO above average compensation means that the spccifics of each individual firm are not taken into account. Of
course highiy pcrforming individuals should be rewarded, based on pcrformancc in the iong—tcrm, dcpcnding on the

time-horizon and risk profile of the individual company.

The ‘avcragc’ saiary cited by compensation consultants for cvaiuating a future CEO’s compensation against the
peer firms depends always on the sample used for peer firms. A study by the IRRC examined systematic biases in
compensation benchmarking processes. A group ofcompanics from the S&P 500 that were identified to have high
CEO pay relative to peers which is notjustificd by corrcsponding pcrformancc was comparcd to a baseline sampic of

the remaining S&P 500 companies. The results showed the following interesting results:

Companics tend ro select iargcr peers for bcnchmarking (marker capitalization and revenuc)

The companies in the high CEO pay group were 25 percent smaller than their peers in terms of revenue and 45
percent smaller in terms of market capitaiization whereas baseline companics were 17 percent smaller in terms of

revenue and just 5 percent in terms of market capitaiization

The companies in the high CEO pay compcnsatcd their CEOs an average of 103 percent above the median of their
selected peer group. The baseline companies on the other hand paid their CEOs an average of 15 percent lower than

the median of cheir selected peer group.

Studies have also shown that when firms performed poorly relative to the industry or the CEO was already highly
paid with respect to the industry, the sampic ofpccr' firms was Cxpandcd bcyond industry boundaries and that two-
thirds of the iargcst 1,000 corporations rcportcd bcating the pcrformancc of their industry peers over the last five
fiscal years.""> 1>

Compcnsation shouldn’t be cxpcctcd to aiways show an upward trend. Companics need to have the appropriate
claw-back mechanisms in place, both in case of materialized financial or sustainability risks. A good guidance point
has been provided by the Principics for Responsibic Investment: “Incentive compensation should be subjcct to
downward discrctionary adjustmcnts by the compensation committee to account for unusual events or unintended

consequences as well as claw-back provisions”'>*

Recommendation:

EXCCU.UVC compcnsation ShOU.iCi not bC CXPCCth to aiways ShOW an U.pWS.l’d trcnd. Ciaw—back provisions ShOU.id bC in

piacc in the case of value dcstructing cvents.
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5.5

Investor Activism in Executive Compensation

Sharcholder resolutions that criticize managers” high compensation and propose that it be limited are very important
and can be influential. A study has found that during the two-year pcriod following the passage of sharcholder
resolutions criticizing executive pay in particular firms, total compensation (adjustcd for industry) in those firms
declined by a statistically significant average of $2.7 million.”” Higher negative votes in management-sponsored

stock option proposals during the late 1990s slowed the increase in CEO compensation in subscqucnt yearsrl%

Investor activism can bring change. A good example around this is summarised by Bebchuk and Fried."”” The
example the authors cite is about the California State Pension Fund for Public Employees” (CalPERS) and their
practice ofidcntifying poorly run companies. For several years CalPERS used a ‘focus list” of poorly pcrforming
firms with which they decided to engage on issues of corporate governance and in many cases those engagements
were successful. In 1991, CalPERS adopted a more kind’ approach, Climinating the public shaming after several
CEOs request. The result was that, firms were not cooperating enough in the engagements with CalPERS, lacking
the threat of negative publicity. In 1992 CalPERS reinstated the policy of publicly shaming uncooperative firms.
This practice by CalPERS has brought measurable resules, with firms in the focus list bcing more likcly to reduce
the number of inside directors on their boards, and more likcly to experience CEO turnover. There were also costs
in the director’s future career, with shaming negatively affecting the chances of departing exccutive directors to land

other board positions.
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5.6

Long term Active Ownership

Changes to the governance practices don’t need to always come from within. Beside what regulation can do, external
ressure can trigger the desired reactions and investors are in the best place to apply that pressure.” Investors can be

p &8 p pPply p

a major source of pressure on executive management and boards, given their influence on the share price, the power

of their votes, and their engagement with the management.””

Investment time horizons also play a role in implcmcnting sustainable strategices. The average holding pcriods
have declined significantly across most stock exchanges, from over 8 years in 1960 to under one year in 2005 for
the NYSE, making short termism in capital markets a well-documented effect.'® Investor short termism ultimatcly
affects companics, by creating corporate short-termism. '’ Arbitragcs are then made by companices between what
would be needed to develop and implement a long-term strategy, and actions with an immediate impact on the next
quartcrly carnings report. Yer, there are ways the market, i.c. investors and corporate issucrs togcther, could work on
rcaligning their long-tcrm interests. Instruments as potcntial reward for investors’ loyalty would need to be further
claborated and reviewed, as such mechanisms already exist, but have not yet been developed to a large scale, nor has

their effectiveness been evaluated.'®

Forvery short-term investors, sustainability is often considered irrelevant, but even for investors whose time horizons
are longcr (Which would include many assct OWNers as well as asset managcrs), five years is still a fairly long—term
investment horizon for many managers. The important thing to recognize, however, both for companies and for
investors, is that sustainability isn’t always a long-term proposition, particularly on the risk side. ESG risks can
Cxplodc into a signiﬁ'cant loss of value at any moment, and it is often impossiblc to prcdict that moment. One of
the most important reasons to integrate sustainability into governance, therefore, is the precautionary principlc: the
way to deal with risks whose term is indeterminate is to avoid investing in, or be active in improving, companies that
arc more prone to a value-destroying event, such as the Dccpwatcr Horizon blowout of BP or the mine cxplosion at

Massey Energy.

For investors to act as owners means an undcrstanding of the business models and the effectiveness of the
management and the board. This can be a very challcnging task given the diversification strategies followed by
many institutional investors. A balance between diversification and active ownership could prove to be beneficial
as more concentrated positions enable an investor to devote more resources per portfolio company in monitoring
and engaging. Concentrated portfolios can actually prove to pcrform better as research has shown.'® Of course this
needs to happen by taking into account and respecting the risk controls in place to monitor and prevent excessive

concentration of investments.
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Case study

Three case studies of firms that exhibit elements of intcgratcd governance are given below. The intcgratcd governance
framework was used to drive the collection of data around these. The process used was to evaluare first the indcpcndcncc
at the individual level, progressing to independence at the group level of the board as a whole and finally examining
any data around aligning interests. The information prcscntcd is publicly available and has been gathcrcd from the

companics) WCbSitCS, armual I‘CPOI‘IS, pI‘OXy statements ctc.

BIOGENIDEC

Biogen [decis an American biotcchnology company based in Weston, Massachussets. Biogen Idec had revenues of $5.5

billion. Biogcn Idec has 12 directors on its board.

The directors’ backgrounds vary, from Richard C. Mulligan who is a Professor of Genetics at Harvard Medical School
and the director of the Harvard Gene Thcrapy Initiative, Robart W. Pangia who has an investment banking background
to the Honorable Lynn Shenk who is an attorney and has worked as chief of staff to the governor of California.

Only2out of the 14 directors sit on more than 3 boards (17 percent). 91.67 percent of the directors are independentand
were clected by shareholders, 100 percent of the compensation committee members are independent and 100 percent
of the audit committee members are indcpcndcnt. Out of the 12 directors, 3 are women, representing 25 pereent. The
Chairman position is separate from the Chief Executive Ofhcer. The Board of Directors met 10 times in 2012. No current
director attended fewer than 75 percent of the total number of meetings of the Board of Directors and the committees
on which he or she served during 2012. The indcpcndcnt directors are rcquircd to meet without management present
twice cach year. All of the directors and director nominees are cxpcctcd to attend the annual mecetings of stockholders.

Allof the directors attended the 2012 annual meeting of stockholders.

Biogcn as part of conducting business cthically and with integrity has established a comprchcnsivc compliancc
program developed in accordance with the laws applicable to the industry and the «Program Guidance for Office of
the Inspector General of the US. Department of Health and Human Services” Biogen’s compliancc program also
requires compliance with the PhARMA Code which is voluntary code adopted by the Pharmaceutical Rescarch and

Manufacturers of America and the pharmaceutical industry’s trade group.

Biogen for their 2012 Annual Cash Incentive Plan, selected Company goals and assigncd wcights that reflected the
Company's established financial, strategic and operational objectives. In 2012, they assigned a total of 40 percent weight
to financial and commercial market share goals, 50 percent to product development and launch, pipeline and lifecycle
goals and 10 percent to organizational and cultural goals. These goals and wcights reflected the importance of linking
reward opportunities to both near-term results and the progress toward longer-term results, and aligned management

incentives with the enhancement of long-tcrm stockholder value.
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Case study, continued

INTEL

Intel is an American multinational based in Santa Clara, California. The company specializes in semiconductors and is the
largcst and highest valued semiconductor chip maker in the world based on revenue. Intel had revenues of $53.3 billion
in 2012. Intel’s board is composcd of 10 directors. Intel’s board consists of directors with a variety of qualiﬁcations and
experiences. James D. Plummer is a Professor in Electrical Engineering in Stanford, John J. Donahoe is the CEO of ¢bay
whereas Ambassador Charlene Barshefsky was the chief trade negotiator and principal trade policy maker for the US. from
1997 to 2001 and a member of the President’s Cabinet. The academic background of the directors is mostly originating
from the U.S.. In terms of time spent governing only one out of ten directors would be characterized busy” (having more
than 3 dircctorships) by having 4 dircctorships. 80 pereent of the directors are rcported as indcpendcnt directors.

Women represent 20 percent of the board (2 outof 10). The Chairman position is separate from the Chief Executive Ofheer.
The Board held seven meetings in 2012. Each directoris CXPCCth to attend every meeting of the Board and the committees
on which he or she serves, as well as the annual stockholders” meeting, All directors attended at least 75 percent of the
meetings of the Board and the committees on which they served in 2012. Since 2008, Intel has linked a portion of every
employec’s variable compensation package (from front-line employees to the CEO) to the achievement of environmental
sustainability metrics. Intel is committed to the highcst standards of business ethics and corporate governance as it is
described in their annual report and is a member of the United Nations Global Compact LEAD program. Intel states that

thcy have received over 60 corporate rcsponsibility awards and recognitions in 2011.

DANONE

Danone is a French food-products multinational organization based in Paris, France. Danone had revenues of $21 billion in
2012. Danone’s board is composcd of 14 directors.

Danone’s directors have different educational backgrounds and professional experiences. Jacques-Antoine Granjon is the
Chairman and CEO of vente-privee an e-commerce company, Virginia Stallings is a Professor of Pediatrics ac Children’s
Hospital of Philadelphia and Isabelle Scillier is head of P Morgan’s Financial Institutions Group for Europe, the Middle
East and Africa. 6 out of 14 directors (43 percent) are considered ‘busy” (having more than 3 directorships). Out of the
14 dircctors, 8 are reported as independent (57 percent). There are 3 women on the board (21 percent) and non-French
directors account for 28 percent of the board. The Chairman of the board of directors, Franck Riboud also serves as the

Chief Executive Ofhicer. Danone is a signatory to the UN Global Compact.

Danonehascreateda governance body called the Social Rcsponsibility Committee toassistthe company’s decisionson CSR
issucs. The company has a Business Conduct Policies document, which integrates texts such as the Universal Declaration
of Human Rights, the Organization for Economic Coopcration and Dcvclopmcnt guidclincs and the Fundamental Social
Principlcs. The social dimension is a powcrful clement to bring mcaning and commitment to Danone’s cmployccs. For
performance management, the criteria used to evaluate the performance of the company’s 1,400 managing executives since
2008 are based on a thrcc-part bonus system: one-third for economic objcctives, one-third for social and environmental

objcctivcs and one-third for individual pcrformancc objcctivcs.
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5.7 Conclusions

lntcgrating environmental and social issues into a company’s COrporate strategy can present tremendous opportunities for
innovation and growtb while failing to do so can result in signiﬁcant risks. Since corporate governance is the mechanism
by which companics are directed and controlled, it is through rcforming current governance practiccs that sustainable

strategies can be formulated and implemented.

The intcgratcd governance model is the system by which companics are directed and controlled, in which sustainability
issues are integrated in a way that ensures value creation for the company and beneficial results for all stakeholders in the

long term.

Each company that is in the process of integrating sustainability issues into its business strategy needs to go through a
journey of adapting its corporate governance practices accordingly. According to the intcgratcd governance framework
the very first steps of companies in Phase 1, sustainability outside of board’s agcnda, involve undcrstanding the value of
creating a sustainable strategy and the link to financial performance. The creation of a board level sustainability committee
canaccelerate the process by bringing sustainability issues dircctly into the boardroom. Transition to phasc 2, governance for
sustainability, would have occurred when sustainability issues are included in the board’s agcnda, a sustainability committee
is in place and KPIs are established to measure progress against sustainability initiatives. Companies can move to phase 3,
intcgratcd governance by having cach board take rcsponsibility for ensuring that the company has a sustainable strategy.
The target would be assigning sustainability ovcrsight to cach member of the board and integrate it scarnlcssly in the board’s
strategic agendaand decision-making progress. In the integrated governance model, the dedicated sustainability committee

isno longcr needed since sustainability is not compartmcntalizcdi

Adoptingan integrated governance model and developing sustainable strategies requires a collective effort from companies,

ASSCt OWNCTS, assct managcrs and rcgulators,

Companies need to assess their current state of governance practices with respect to the integrated governance framework.
Dcpcnding on the phasc tbcy currcntly are opcrating in, tbcy can idcntify the appropriate steps involved to move to the

next phasc. Companics COUlCl EllSO usc tl’lC intcgratcd gOVCI‘I’lS.I’lCC framcworl{ to bcnchmarl( tl’lClTlSClVCS against tl’lCll‘ pCCI‘S.

The asset owners could assist companices in this process by rcducing any incentives that lead to short-termism. This can be

achieved by incrcasing the capital allocation to asset managers based on long—tcrm pcrformancc.

The asset managers need to intcgratc sustainability issues into their capital allocation decisions. The intcgratcd governance
model providcs a framework to iclcntify the governance characteristics that would position corporations in a better placc
in the journey of creating a sustainable strategy. Investment managers could also use the model in their engagements with

companics around gOOd govcrnancc practiccs.

Last but not least, the role of regulators could significantly catalyse the process of adopting integrated governance and
creating the environment for sustainable strategies. Governments for example can ensure that all national corporate
governance codes promote integrated corporate governance. Governments can also call for proxy advisers covering at least
80 percent of the market to be integrating corporate sustainability performance into their advice to asset managers and asset

owners on director (rc-)clcction, directors/remuneration and corporate disclosure.
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6.1

Glass Lewis

GLASS
LEWIS & Co.

1. Do you have any views on the Integmtm' Governance amcept?

Glass Lewis views the Intcgratcd Governance concept («the Conccpt») as a positive step in hclping sharcholders partner
with directors, executives and rcgulators to improve corporate governance and engagement. We believe this will lead to
enhanced, sustainable company performance and will help companies maintain good stakeholder relatcionships. The
Conccpt coalesces many constructive ideas into a workable framework for use by investors and companics alike, as well
as by government rcgulators and advisers to both investors and companices. Glass Lewis believes companies that intcgratc
governance into corporate culture and strategy will have more effective boards, enjoy better returns, have more fruicful
relations with sharcholders, do a better job of idcntifying and managing risks, and be more insulated from prcvailing short-
termism implicit in certain investors behavior. Glass Lewis believes the Conccpt may serve as a catalyst for boards to

indentify director candidates with the willingness and skills to develop and implement the integrated governance model.

2. 10 what extent are the recommendations already embedded in your voting recommendations?

Glass Lewis’ guidclincs are undcrpinnccl by the firm’s belief that sharcholders can promote long—tcrm, sustainable value
creation by promoting director accountability; encouraging robust risk oversight, mitigation and management; protecting
and cnhancing sharcholder rigbts; and fostcring sound compensation practices, in particular a close link between
remuneration and pcrformancc. Glass Lewis systcmatically analyzcs the many risk factors faced by companics that threaten
sustainable value creation, including those relating to financial, accounting, governance, compensation, environmental, legal,

rcgulatory and social issues.

In examining boards, Glass Lewis not only routinely examines the more basic aspects of directors such as their independence
and other commitments (c.g., attendance and service on other boards) but examines director pcrformancc at the subjcct
company and other companics where the director currcntly is or formcrly was a director or an executive. As such, Glass
Lewis will reccommend sharcholders vote against directors for oversight lapses, including those relating to governance, safety,
environmental practices, compensation, audit, financial statements, ethics, etc. Further, Glass Lewis will also recommend
voting against ratification of supervisory and management board acts and against the receipt ofaccounts and reports for similar
reasons. Glass Lewis also recommends supporting sharcholder proposals that will increase or preserve sharcholder value, such
as those that would enhance sharcholder riglits, increase director accountability, improve corporate governance, better link

remuneration Wltl’l pcrformancc, prcscrvc a company’s liccnsc o OPCI’EHC and CI’ll’lEll’lCC disclosurc ofrclcvant risl< ElCtOI‘S.

Glass Lewis’ approacli is informed by its own Spccial chort rescarch including Grffﬂiﬂg the Green, a study of how
executive compensation is linked to sustainability metrics; Mind the Gﬂ[), a study of board gcndcr divcrsity, director
independence, tenure and other aspects of female representation in leadership positions; and Sustainability Reporting,
a study of sustainability reporting frameworks and sharcholder initiatives aimed at improving sustainability reporting
by companics. Glass Lewis’ approach is also informed by external studies, such as PRI’s 2012 report «Integrating
Environmental, Social and Governance Issues Into Executive Pay: Guidance for Investors and Companies,» to which

Glass Lewis was a named contriburor.'*!
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For further information when cvaluating companics) sustainable business practices, Glass Lewis lcvcragcs data compilcd
and analyzcd by EIRIS, a global providcr of research of the environmental, social, governance and ethical pcrformancc of
companies. Glass Lewis has also partnered with EIRIS to develop a proxy voting service enabling institutional investors to

incorporate accountability for environmental and social pcrformancc into their voting for company directors.

3. How/can your recommendations further embed these recommendations, particularly in relation to remuneration

0f corporale executives, appointment and re-election 0f corporate directors and corporatereporting?

Since Glass Lewis conducts a comprchcnsivc analysis of directors, executive remuneration and companics’ corporate
governance, among other issues, in cach Glass Lewis Proxy Papcr report, the firm alrcady includes most of the main themes
of the Concept’s reccommendations in its current approach. Consistent with the elements listed in the Concepras necessary
for intcgratcd governance achievement, while Glass Lewis currcntly providcs clients signiﬁcant information on board and
director indcpcndcncc and remuneration — including a thorough breakdown of incentives — Glass Lewis would be cager
to provide clients with even more of the data and tools they would need to allow them to be more active owners. Glass
Lewis recognizes that the firm could analyzc whether boards as a whole and individual directors at every company have the
appropriate skillsand experience relevantfor the company. Given that Glass Lewis reviews thousands of companies annually,
Glass Lewis has generally only conducted such individual director assessments at companies with poor performance and
governance failures, among other issues, as well as in contested elections. Further, Glass Lewis could routincly providc a
more thorough analysis of the quality of companics) financial statements but the firm is unsure how useful that exercise

would be to clients relative to the many other factors Glass Lewis analyzes.

4. Would you recommend that your clients adopt such an approach?

Glass Lewis believes it is prudcnt tor all sharcholders to evaluate all risk factors in l)uying and owning sharesin a company.
Therefore, Glass Lewis recommends clients closely review a broad range of risks and, in cases where companies” boards
or governance are deficient to the extent shareholder value is at risk, Glass Lewis will recommend voting against culpablc
directors, proposals €0 approve accounts and reports, proposals to ratify management and supcrvisory board acts, and/or
in favor of sharcholder proposals to improve disclosure or practices. However, most Glass Lewis clients have their own
voting policics, rclying on the firm’s data and analysis to make informed voting decisions. Therefore, since the Glass Lewis
recommendations have rclativcly limited influence on clients’ voting decisions, similarly a recommendation from Glass
Lewis to adopt the integrated governance model may have an equally limited effect. While we would generally recommend
clients examine these issues and consider adopting this approach, Glass Lewis recognizes that clients have different
investment philosophics, strategies and time horizons; as such, not all clients may favor the intcgratcd governance model

atall companies, despite the fact that most Glass Lewis clients tend to share the same long-term investment perspective.

Robert McCormick
Chicfl)olicy Ofhcer
Glass Lewis
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6.2

ISS

1. Do you bave any views on the Integrated Governance concept?

Institutional Sharcholder Services (ISS) has been in the business of supporting institutional investors with services related
to good corporate governance and responsible ownership for nearly 30 years. We have developed into a leading global
providcr of governance rescarch and proxy voting services, with the consistent aim of providing services to our clients
that enable them to embed their views on good governance into their investment portfoiios, their working practices, and
their voting decisions related to the corporations they own. 1SS views the concept of integrated governance as focusing
on the importance of good governance practices and integrating that with investment decisions in order to promote
iong-tcrm corporate sustainability poiicics and practices. As the growth in the number of PRI sighatorics shows, many
investors have been increasingly integrating their chosen approaches on governance and sustainability into their overall
investment processes and working practices, inciuding by ensuring thcy are able to make informed voting decisions that

comport with their investment phiiosophics.

ISS makes available to institutional investors (both asset managers and asset owners) many different poiicics and
approachcs upon which ISS research and voting recommendations can be providcd. ISS is also transparent about its
support for the principles of good corporate governance. Our Global Voting Principles, which can be found on our
website, issgovernance.com, are at the core of ISS poiicies. The principics and voting recommendations providcd by ISS
are intended to assist institutional investors in meeting their ﬁduciary and other requirements with respect to voting by
promoting long-term sharcholder value-creation and risk mitigation through support of responsible global corporate
governance practices. Such practices should respect sharcholder rights and providc appropriate transparency, taking into
account relevant laws, customs, and best practice codes for cach market and region, as well as the right and rcsponsibiiity

of sharcholders to make informed voting decisions in accordance with their philosophies and mandates.

Asa providcr ofindcpcndcnt rescarch and recommendations based on investors” own views, requirements and choices,
ISS does not support the concept of any “one-size-fies-all” approach that may cither mandate or restrice the diversicy
of approachcs to governance and sustainabiiity that can be taken by investors. The conclusion of this report, which
SugEests that governments can consider mandating that proxy advisors integrate particuiar sustainabiiity measures into
their advice for asset managers and asset owners, would diminish investor choice. Such information is already available
to investors. 1SS believes that the most effective Wway we can continue to support institutional investors in their role as
owners and stewards of corporations is to continue to providc a divcrsity of information, research and advice, based on

the views and requirements of cach investor, rather than on any single mandated approach.
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2. 1o what extent are the recommendations already embedded in your voting recommendations?

To give context to this answer, ISS provides many different voting recommendations, depending on each client’s chosen
requirements. In providing difterent options for governance research and voting recommendations, ISS enables investors,
both asset managers and asset owners, to sclect the choices that best support both their own investment and ownership
requirements, and those of their underlying clients or benehiciaries. AISS policies (both benchmark and specialty policies)
are founded on giobai principies of good governance but provide arange ot different approaches and phiiosophies, andalso
take into account market and regionai nuances around the world. ISS benchmark poiicies are market and regionai specific,
and are available to cover all markets globally. ISS speciality policies are also available and reflect the respective perspectives
of SRI investors, mission and faith-based investors, public funds, labour funds, and PRI signarories. Additionally, 1SS
provides a fuiiy customisable service for clients, deiivering research and recommendations based on investors own poiicies

and guidelines. We currently manage approximately 500 such custom policies worldwide.

ISS benchmark poiicies embed the underiying tenets of integrated governance, including, for exampie, those regarding
board expertise, board attendance, director afhliation, size of board, long-term compensation structure and many
other compensation considerations. ISS benchmark poiicies are used to generate rescarch and recommendations on
companies in more than 110 markets around the world cach year. ISS speciaiity poiicies reflect the varying perspectives
and requirements of different investor approaches. ISS” Sustainability, SRI and Catholic voting policies incorporate
a detailed analysis of ESG topics using the ISS ESG risk evaluation framework. Specifically, this approach to voting
recommendations includes empioying the use of ESG risk indicators to identify moderate to severe ESG risk factors.
The ESG risk indicators cover several topics including environmental stewardship, human rights and the impacts of
business activities on local communities, labour rights and suppiy chain risks, consumer product safety, bribery and
corruption, and governance and risk oversight failures. This framework naturaiiy aiigns with the concept of integrated
governance and is designed to support investors who choose an approach that reflects the perspective that governance

and performance on sustainability issues should be integrai components of sustainable corporate strategies.

3. How/can your recommendations further embed these recommendations, particularly in relation to remuneration

0f corporale executives, appointment and re-election 0f corporate directors and corporatereporting?

ISS offers research and recommendations to help investors stay well-informed about company practices, reguiatory and
best practice deveiopments, and to meet their stewardship responsibiiities effectiveiy and eﬂicientiy. Many other clements
that could be considered building blocks of integrated governance are available to our clients, including many factors
anaiyses and poiicy considerations regarding the remuneration of Corporate executives, the appointment and re-clection of
corporate directors,and the quaiity of corporate reporting. Wealso ciosely follow and work within the framework of relevant
regulatory requirements and good practice developments around the world. Such changes inform the development of ISS

pOiiCiCS and recommendations {:Ol’ our CiiClltS. Sorne recent CXQ.IT]piCS and ObSCfV&tiOHS arc as FOHOWS.

Compensation

S policies and recommendations are continuously developed to embed regulatory changes and evolving good practice
ISSpi d d iyd ipd bed gi yhg d evol gg dp
guideiines. In 2014, for exampie, new binding pay poiicy votes in the UK, many new reguiatory and Voting requirements
in Switzerland arising from the Minder Ordinance, and, in France, new guideiines for corporations to give shareholders

advisory votes on director compensation.
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Environmental & Social (E&S) Shareholder Proposals

As the number of sharcholder resolutions submitted on E&S topicsin 2013 in the US has surpassed the number of proposals
on governance topics, we see evidence of the rising consideration of E&S issues. Investor support for E&S sharcholder
proposals has increased substantially. For example, average investor support levels for E&S resolutions submitted ac US
corporations have almost triplcd from the singlc-digits in the carly 2000s. Sharcholder support for E&S resolutions in
2013 was the highest yet seen, at over 21 percent on average. Notably, ISS is tracking close to 460 sharcholder resolutions
addressing E&S subjects submitted ac US firms for the 2014 proxy season, representing more than one-half the total number
of resolutions and the highcst number of E&S proposals ever submitted in any given year, according to ISS records. ISS
conducts an annual review of its policies on E&S topics and continues to provide information, data, and customized voting

policics to our clients that incorporate the growing focus on E&S issues.

Director Tenure, Refreshment, and Diversity

Director tenure and its connection to the dcgrcc of board indcpcndcncc, refreshment/ diversity, and accountability to
sharcholders has been the subject of considerable attention and regulation around the world. A number of markets globally
have instituted governance codes or rcgulations that consider tenure when cstablishing a lcgal definition for director
indcpcndcncc. The UK Corporatc Governance Code requires companies to cxplain why a director is still considered
indcpcndcnt after serving on the board for nine years. This comply—or—explain model is similar for Hong Kong, Singapore,
and Malaysia, where the tenure cutoft for furcher cxpianation is also nine years. In some continental Europcan countries,
the tenure curoft is considered to be 12 years. In Russia, a director who has served for seven years is no longcr considered
independent, in India it is 10 years, and, in China, an independent director may only serve for six consecutive years. 1SS
rcccntly conducted a policy consultation on director tenure in the US market, to consider our clients’ views on this topic.

Boards that refresh their dircctorships cither voluntarily oras part of market best practicc, create opportunitics for diversity.

4. Would you recommend that your clients adoptsuc/) an appmacb?

A largc part of our client base consists of largc and/or sophisticatcd institutional investors, often with extensive global
portfolios and having many undcrlying clients or beneficiaries themselves. Whilstit is not the role of ISS as a service providcr
to determine what our clients” final approaches to ownership, governance and voting should be, itis ISS” role to offer services
and choices that assist and enable institutional investors in undcrtal(ing the approachcs that thcy wish to take themselves, or

that are rcquircd of them l)y their own clients.

A further part of the role ISS plays is to hclp disseminate and share information and thought—lcadcrship, including to those
investors that are looking to further their sustainable owncrship approachcs, and who wish to learn more about current
thinking and developments in the field of governance and sustainable investment. In this regard, ISS would also be able to
assist clients l)y providing information ona variety of practices and concepts, including intcgratcd governance. To conclude,
ISS alrcady has and will continue to dcvclop services and options for investors that hclp enable them to implcmcnt the

approaches of their choosing, including approaches in line with an integrated governance concept.

Dr. Martha Carter
Managing Director, Global Head of Research
ISS
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6.3

-y e

Proxinvest Proxinvest

Introductory remarks

As the leading French proxy advisory company and Managing Partner of the Expert Corporate Governance Service
(ECGS) partnership of local European governance research providers, we are pleased to be invited to comment on
the topic of sustainability and corporate governance. We commend the effort made to analyze the shortcomings
of our current modern governance model and to suggest a new paradigm for “Integrated Governance” by which

companies ensure a value creation for all stakeholders in the long term.

We share your analysis ofthe increasing concentration of economic activityina rclativcly smallnumber ofcorporations
and their increasing impact on the environmentand society. Proxinvest and ECGS primarily share the major concern
outlined in Section 4 on the worrying state of affairs of our economic system. Not only is the corporate governance
model grossly uneven around the globc, not only is the imbalance of the financial markets lcading to substantial risks
of bubbles and theft for modest investors, but the big multinational groups model also has associations for many of
a culture of unfair enrichment of a few, as demonstrated by the uncontrolled increase in pay for CEOs. The recent
financial crisis has revealed chat the community of tax payers has been forced to providc billions in favor ofbanl(ing

groups and that only a few of the individuals actively responsible for this crisis has lost their jobs because of it.

1. Do you have any views on the Integrated Governance concept?

We take scriously the proposal by the UNEP FI report to reform corporate governance practices towards an

integrated governance model and generally welcome it as it appears genuinely inspired by a serious public concern.

We ccrtainly share the ideas that good governance foster better pcrformancc, that sharcholder engagement results
in improved value creation and that ESG aware companies out-perform traditional companies. We share the view
that the existence ofspecializcd indepcndcnt committees ccrtainly improvcd the governance and the sustainability
of the firms, as the very existence of these committees was intended to reduce the shortcomings rcsulting fromalack

of independent oversight.

Furthermore, we think that most corporate governance weaknesses such as the lack ofintcgration of sustainability
issucs in the Board committees” charters are more a symptom, a result, than a cause of these defaules. We see similarly
other governance sbortcomings such as the holding of several dircctorships by directors not complcting the full
cxpcctcd attendance, the frcqucnt absence of succession planning at the Board and the lack of sustainable strategy

formulation as more resules than a cause of our problems.

We have witnessed in the last year a serious deterioration in the classic financial reporting ofcompanics and groups.
This has taken place at the same time as - the Sarbanes—Oxley requirement for a more extensive reporting on risks and
control system including anew spccial audit report on the chairman’s report over governance and risk control. This
has added dozens of new pages to the average reports and accounts document. We consider that disclosure issues
and weaknesses should not be an excuse for maintaining poor accountability of Boards. Actually, as long standing
governance observers, we believe that the main obstacles to sustainability originate from the composition of the

Board OFOU.I‘ COI‘POI‘I}.tiOHS, ratlicr than from tl’lC BO&I‘Cl)S WOI‘l{il’lg mCtl’lOClS.
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Last we would like to make the observation that focusing on sustainabiiity oniy at the Board level of corporations, might
have the ncgativc: effectof avoiding questioning the sustainability and Cﬂ'icic‘ncy of the universal banking funding model.

2. 1o what extent are the recommendations already embedded in your wvoting recommendations?
3. How/can your recommendations further embed these recommendations, particularly in relation to remuneration
0f corporate executives, appointment and re-election 0f corporate directors and corporate reporting?

Proxinvest’s and ECGS” voting principle is to serve the long term interests of all sharcholders and therefore sustainabilicy
issues are dccpiy embedded in our voting recommendations.

We are glad to provide selected examples of our ECGS — Proxinvest voting policy:

On the clection of Directors, our voting recommendation criteria include: the time avaiiabiiity with a limited number
of external mandates, the personal investment in shares to be at least equal to one year’s accendance fec for any candidate
for renewal, the payment of attendance fees subject to real attendance, and the fair representation of women and foreign
Directors on Boards. These are all favorable to the companies” sustainabilicy.

On Executive Directors remuneration structure and share related incentives schemes, our ECGS poiicy is very clear about
the need to allocate 50% of the full variable revenue to be based on performance criteria observed overa period of more than
three years. Similarly we recommend for approval only share related incentives plans of more than three years of invesement.
In line with the ECSG - Proxinvest poiicy on mergers & acquisition and major strategic financial operations to be based
ona iong term strategic vision, sound financial conditions, inciuding indepcndcnt expert opinions and neutral governance
and remuneration impacts. Proxinvest has been the oniy continental anaiyst to advise against the approval of the merger

between the Alcatel and Lucent in 2006 or NYSE and Euronext in 2007.

4. Would you recommend that your clients adoptsuc/) an approﬂcb?

We recommend our clients to design their own voting policy and to select the criteria that are the most appropriate to
enhance companics’ sustainabiiity.

In addition we would like to contribute to the current report by sharing recommendations that are aligned with and
include the Integrated Governance model but that would also extend the debate to cover the role of active ownership and
sharcholder engagement. Our recommendations target our clients, but also the regulators, policy makers and we would
invite UNEP FI to consider them as potentiai areas for dcveiopmcnt in this arca.

| Adopt arobust “stcwardship” poiicv

We perceive the risk of an investors bias toward short term solutions and minimal active engagement and voting when thcy are
controlled by multi-business financial groups. While multi-business financial groups benefic from the capital strength of their
group and indirect taxpayer support, there is here an additional unfair marker against independent competition. This is also
Why the try to mitigate their internal conflices of interests, using so-called Chinese walls and Cmpioying numerous compiiancc
ofhcers. Actuaiiy, these mitigation efforts oniy reflect a final arbitration at the upper level, gcncraiiy as stated carlier, witch a
priority bias for cash, ic. the short term interest of the group and its managers. The iong term incerests of share owners or final
investors in asset management and the iong term icnding tend to be sacrificed to the short term priorities. In order to introduce
serious barriers to the influence of the mother companies into the decisions of lending or asset managing subsidiaries of multi-
business groups, regulators should impose a rule thatatleasta third of the Board members of the lending or asset management
entity be tru]y indcpcndcnti Introducing some indcpcndcncc within the multi-financial groups hasbeen cxpiorcd forycars by
reguiators: while it has been used succcssfuiiy by some financial groups, this practice was opposed by lobbies.

In addition to such reforms in asset management methods, Proxinvest would also recommend investors dare to ask for
redress against an issuer or a bank in case of Wrongdoing.
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2/ Dare Sharcholders Engagement

This proposal would concentrate on the development of new investor initiatives as participantsin the company s general meetings to
contribute positive sustainability SUZEESLioNs to management tcams and Board members by tabiingwrittcn questions ofresolutions.
The US experience was that the SEC control of external resolution had left open the agcnda to non-business related questions and
hasalso highiightcd several hundreds of resolutions proposais on environmental, social and governance (ESG) issues.

Concerns of Board members and intcgratcd reporting should be restricted to the usual business objcctivcs and sustainabiiity
understanding of the group and we consider that the solution is not to impose suppiementary reporting burdens on companics for
sustainabiiity considerations. However we sce the opening of the sharcholders’ agcnda as a result of initiatives from sharcholders,
unions, workers councils or not—for-proﬁt organizations asa promising solution to foster discussions on sustainabiiity issues.

3/ Dareto qucstion banks on the universal banking model

Theaddition of competing businesses based on the implicit state guarantec has created both an internal and external bias toward short-
termism as the banks incvitabiy give priority to the cash solution, to their non-recurrentincome. The presence ofbanksin many diverse
commercial, trading and derivatives activities no iongcr restricted to interest rate, currencies and credit (inciuding CDS), butin areas
such as metals, energy, food, real estate, shares, insurance... has increased the risk proﬁie of these groups and reduces now because of
increased coverage ratios, their icnding capacity while having ancgative unfair impacton the non-banker participantsin these markets.

4/ Promote innovative sustainable products

The long term holding of shares has been long associated with the guarantee of alower cost of capital for corporations. This
has been the excuse for some qucstionablc breaches of the “One share one vote” principic associated with doubiing voting
rights and increased dividends. Actuaiiy the equity principics are further affected by the no less questionabic use of the
company sharcholders share registry for these benefits, which in effect disenfranchises forcign and institutional sharcholders.
Proxinvest demonstrated that in 2013 resolutions rcjcctcd by sharcholders at French companic§ AGMs would have been
at least 60% superior if the double voting right provision had not favored the controiiing sharcholder positions.

Positive financial innovations exist today and should be Cncouragcd. Proxinvest encourages the reform of the scrip dividend in
France (dividcnd paymentin shai‘es) in order to make ita true encouragement to sustained sharchoiding instcad of the current
encouragement to riskless arbitragcs. Simiiariy, Proxinvest welcomes the innovation of the use of the ISIN code Changcs to
trace the sharcholding seniority of investors, such as with the loyalty warrant developed by Bolton-Samama, recognized by many
asan excellent way to reward iong term hoiding of shares while discouraging share icnding practices of institutional investors.

5 LObe fOl’ thtCl’ pl’OtCCtiOH Oi:d'lC sharehoidcrs rights

A final proposal would be to recommend rcguiators and governments to better protect the sharcholders rights, ic. the
right to fair information and the right to a fair and Cquai treatment for sharcholders. This serious protection is the basic
prerequisite of better governance and concern for the iong term interests of sharcholders. We can commend the excellent
recent initiative of the British Financial Conduct Authority (FCA) in favor of the creation of a “premium listing” group,
where companics would procccd to the election of indcpcndcnt directors without the controiiing or icading investor
participating in the vote, where the Board would be 50% indcpcndcnt and where companics could oniy quit this “premium
iisting” status under a sharcholders’ vote without the participation of the controiiing or ieading investor.

As a conclusion, we ccrtainiy support the UNEP FI report proposai to integrate sustainabiiity into all Board activities so
that it becomes a gencrai practice among the asset management CoOmmunity. We will ccrtainiy welcome the creation of
sustainabiiity committees at the Board level and we believe that the issue of encouraging iong term investment practices
requires today atall levels an assessment of the full impacts of ourworld banking model.

Pierre-Henri Leroy
Director

Proxinvest
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