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In the United States, environmental, social, and governance (ESG) issues have become a
priority, especially for the largest public companies. In a 2017 survey, “Pearl Meyer Quick
Poll: ESG and its Potential Link to Incentives,” 60 percent of companies surveyed report
that ESG issues are a top concern and of those, 34 percent indicated that ESG issues are
firmly entrenched in their companies. From an external reporting perspective, the
Governance and Accountability Institute, a consulting and research firm focused on
sustainability issues, says that in 2015, 81 percent of the S&P 500 published corporate
reports on their ESG positions, up from just 20 percent four years prior.2 While not driven by
disclosure regulation, the topic is receiving attention largely due to a combination of
investor, employee, and customer interest.

Outside the United States, the interest in ESG is also being driven by regional regulation.
For example, the Taiwan Stock Exchange requires that its listed companies publish a
corporate social responsibility report and the Tokyo Stock Exchange’s governance code
includes a strong suggestion that companies do so. Beginning in 2017, public companies in
Europe with more than 500 employees will be required to report on several nonfinancial
metrics related to the environment and their social and employment policies.

Recently, the Conference Board, Bloomberg, and the Global Reporting Initiative launched
the Sustainability Practices Dashboard—a web-based tool with data on 75 social and
environmental practices among the S&P Global 1200, including executive compensation
policies tied to ESG metrics. It was developed in response to “growing demand from
company directors, investors, financial analysts, and other stakeholders for comparative
data in the sustainability field.”

1 pearl Meyer Quick Poll: Environmental and Social Governance and its Potential Link to Incentives, March 2017.
https://pearlimeyer.com/research-reports/quick-poll-esg-and-its-potential-link-to-incentives

2"FLASH REPORT: 81% of the S&P 500 Index Companies Published Corporate Sustainability Reports in 2015," press
release from The Governance and Accountability Institute, March 15, 2016. https://globenewswire.com/news-
release/2016/03/15/819994/0/en/FLASH-REPORT-81-of-the-S-P-500-Index-Companies-Published-Corporate-Sustainability-
Reports-in-2015.html

As published in Governance Challenges 2017: Board Oversight of ESG, a publication of the National Association of
Corporate Directors
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Corporate boards appear to have taken note. The 2017 Pearl Meyer Quick Poll (also
referred to as the “Pearl Meyer survey”) of more than 100 directors and corporate
executives shows that 85 percent of respondents personally feel ESG issues should be
formally addressed within a company. Almost 60 percent believe that ESG issues are
important to customers and more than 75 percent say they are currently important to
investors or may be in the future.

How are boards managing ESG?

At this point, most boards seem to be addressing ESG issues either through current
standing committees or at the full board level. Research analysis done by Pearl Meyer in
support of the NACD 2017 Director Compensation Report shows that among 1,400 public
companies reviewed, only slightly more than five percent of boards have a designated
committee to address ESG issues.® Not surprisingly, most of the formal committees focus
on environmental and safety issues, and the companies are in either the utilities, energy, or
materials industries. The analysis shows that ESG issues are usually the responsibility of
the governance committee and sometimes the audit committee.

What is the link between ESG and shareholder value?

With such strong board-level and investor focus on the topic, many have asked about the
link between ESG and shareholder value. For example, a recent report from Glass Lewis
notes that several global companies had “suffered massive blows to shareholder wealth as
a result of significant environmental, social, and/or governance-related issues.” That same
publication cites various research indicating companies that have adopted strong
environmental and social policies may show better performance in financial metrics such as
earnings per share, return on equity, and cash flow. And a 2012 study from Harvard
Business School says these “high sustainability” companies “are more likely to make
executive compensation a function of environmental, social, and external perception
metrics.”™

3 Based on data collected and analyzed as part of Pearl Meyer's authorship of the NACD 2017 Director Compensation Report.
# In-Depth: Linking Compensation to Sustainability, Glass Lewis, March 2016. https://globenewswire.com/news-
release/2016/03/15/819994/0/en/FLASH-REPORT-81-of-the-S-P-500-Index-Companies-Published-Corporate-Sustainability-
Reports-in-2015.html

5 Robert G. Eccles, loannis loannou, and George Serafeim, "The Impact of Corporate Sustainability on Organizational
Processes and Performance," revised March 2014. http://www.nber.org/papers/w17950.pdf
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Where do companies stand on the ESG continuum and what is the role of
compensation?

We believe that most public companies are taking some sort of ESG action. Among those
who are, they are likely somewhere on a continuum between simple reporting of basic ESG
actions on one end, to an “ideal state” of seamless integration of numerous ESG issues into
the corporate culture, business strategy, and executive-compensation plan. Where a
company lands on this continuum may be driven in part by the size of the enterprise and/or
its industry. For example, safety metrics have long been an element of many executive pay
programs in the energy and manufacturing sectors. (For more on safety-related
performance measures, see “It's Time to Review Safety Incentive Programs,” by Pearl
Meyer Managing Director Ed McGaughey.)

Many companies are taking the customer, employee, and/or shareholder interest in ESG
seriously and identifying those long-standing activities already taking place in their
organizations that fall into the ESG category. Existing HR goals like hiring diversity or
environmental, health, and safety measures can easily be reported as ESG-related actions.
Energy usage and resource conservation efforts may also apply.

On some level, these types of identified actions may also be represented as a component
of some executives’ performance-based compensation (particularly health and safety, as
noted), but it is unlikely these factors are explicitly stated as ESG performance metrics. If
present at all, the metrics are most likely indirect and folded into larger measurement
components. Pearl Meyer’s survey showed 11 percent of respondents indicating direct links
between executive compensation and ESG, with the most common factors being health
and safety policies.

In an EY survey of executives at large-cap companies,® 21 percent of these executives
indicated “the leadership team’s compensation is driven in part by sustainability
performance” and 30 percent said the company had received shareholder inquiries about
the practice. Likewise, 24 percent of the large-cap firms studied by the nonprofit Ceres
organization link executive pay to sustainability metrics.’

62013 Six Growing Trends in Corporate Sustainability, EYGM Limited, 2013.

http://www.ey.com/Publication/vwlL UAssets/Six_growing_trends_in_corporate sustainability 2013/$FILE/Six_growing_trends
in_corporate _sustainability 2013.pdf

7 Gaining Ground: Corporate Progress on the Ceres Roadmap for Sustainability, Ceres, 2014.

https://www.ceres.org/resources/reports/gaining-ground-corporate-progress-on-the-ceres-roadmap-for-sustainability/view
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Where Do Companies Stand
on the ESG Continuum?

Establishes Goals &
Incentivizes

Examples:

= Health and Safety Metrics

= Cost Efficiency-Based
Resource Management

Tracks & Reports

Examples: Examples

= Workplace Diversity = Financial/Strategic Goals
= Recycling Programs Based on ESG

= Community Volunteer Efforts = Cultural Integration

= Stakeholder Engagement

At a minimum, one benefit of tracking these activities is that they can be packaged as a
corporate social responsibility report, which can serve to either meet various regional
requirements (e.g., those mentioned earlier for the Taiwan Stock Exchange, the European
Union, etc.) or as a positive corporate communication to interested investors, employees,
and customers.

Moving further along the scale, for some firms these more basic measures and additional
factors, such as supply-chain processes or waste reduction, may be less on the margins
and well incorporated into the functioning of the organization. This may be due in part to the
company’s industry or business model and at some point the ESG elements become an
ingrained part of how they do business or “operationalized." One director responding to the
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Pearl Meyer survey voiced the opinion that ESG is a part of the context in which the
company operates, and to report on those factors solely as a result of investor or customer
interest might not be a holistic view.

The same survey shows some level of ESG integration with business practice. Almost 30
percent of respondents have operationalized supply-chain practices (although only 11
percent of those have then made a direct link to compensation), and almost 40 percent
have operationalized health and safety, 30 percent of which have then directly linked those
measures to executive pay.

In the most mature phase, ESG-related practices are inherent to the firm’s business
strategy and a core component of its culture. This maturity may have come about as a
proactive hedge against disruption and may have required changes in product or service
offerings, or possibly even business model or target markets. In these rare cases, the
companies are very transparent about the role of ESG in their strategies and directly link
ESG to the executive team’s pay.

The Ceres report noted previously calls out Alcoa as a shining example—where “20 percent
of executive cash compensation is tied to safety, environmental stewardship (including
GHG reductions and energy efficiency), and diversity goals—and Exelon, a Fortune 100
energy company where the executive team is rewarded for “meeting non-financial
performance goals, including safety targets, GHG emissions reduction targets, and goals
engaging stakeholders to help shape the company’s public policy positions.”

These firms are certainly outliers, yet the Pearl Meyer survey shows that a remarkable
number of executives and directors do believe ESG issues have a large role in their
companies. Fifty percent say ESG issues are linked to the firm’s business strategy and 40
percent say they relate to business goals. Interestingly, one-third indicate ESG factors
are “aligned with their firm’s value proposition and/or its competitive differentiation.”

A director responding to the Pearl Meyer survey did note that “some maturation needs to
occur” in measuring ESG before there can be widespread adoption of ESG as an incentive
metric.

Boards that are thinking about these issues now and taking steps to advance their progress
are clearly ahead of the curve.

Linking ESG to financial results: compensation recommendations
In the long run, we believe executive compensation can be a powerful tool for advancing

business and leadership strategies. For those boards that strongly believe in moving their
companies along this continuum and pursuing a deeper operationalization of ESG factors—
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whether in response to regulation, stakeholder push, and/or the bottom line—incentives
may be a catalyst.

= Each organization will approach ESG in the way that is best for its business model and
culture. Companies can begin by evaluating a standard set of ESG components. Which
of those are clearly linked to your business strategy?

= Conduct a value-driver analysis to understand which of those ESG factors have the
most impact on the near-term business and which can drive long-term value creation.

= Balance the leading and lagging metrics that matter, using the same thoughtful
methodology to determine the nonfinancial metrics linked to ESG as you do when
choosing financial performance metrics.

= Design your pay programs to align with your value drivers and clearly outline to plan
participants how they can get from point A to point B.

As is the case with financial results, setting ESG goals and measurements in this way will
be an intensive exercise, requiring careful thought and analysis to be effective. One board
member’s comment on the Pearl Meyer survey recognized both the difficulty and the
reward by noting that managing ESG is a complex endeavor, yet managing complexity is a
key to success.

Finally, beyond driving actions, don’t underestimate the role compensation can play in
communicating priorities. Including incentives based on ESG in your plan signals to all
stakeholders—including employees and management—its importance to the company and
can spur the process of embedding it into the business and the culture.

Corporate Value Drivers with ESG-Based Goals

= Increase penetration of economically profitable products
+ Optimize customer price/value
= New product development/ new market penetration

Revenues

Focus on safety can

! = Lower operating expenses and COGS reduce_employee
Net Operating = Improve utilization of employees down-time
Income Expenses » Explore outsourcing opportunities

= Reduce warranty expenses through product quality control Focus on waste/
poliution limits

= Reduce insurance and legal costs legal liability

ST 2 = Control benefits expense

Administrative {8 Optimize MIS opportunities . :

Expenses « Upgrade skill mix of employees Community charitable

activities can engage
Economic employees and
Profit improve retention

- - Manage inventory levels
Working - Collect receivables within terms

Capital « Extend vendor payments
= Reduce supply expenses

General &

Using recycled
materials can
lower costs

Capital Invested = Improve asset utilization and operation
- Take advantage of operating synergies across and within divisions
= Dispose of non-productive equipment

Charge Capital

» Optimize capital structure
= Explore alternative financing options
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About Pearl Meyer

Pearl Meyer is the leading advisor to boards and senior management on the alignment of
executive compensation with business and leadership strategy, making pay programs a
powerful catalyst for value creation and competitive advantage. Pearl Meyer’s global clients
stand at the forefront of their industries and range from emerging high-growth, not-for-profit,
and private companies to the Fortune 500 and FTSE 350. The firm has offices in New York,
Atlanta, Boston, Charlotte, Chicago, Houston, London, Los Angeles, and San Francisco.
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