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Preface

This is a book about corporate governance, written from an organizational perspective.
It is intended for practitioners and aspiring practitioners who are interested in improving
governance systems in their organizations. Unlike many other books on governance, this
book is not written primarily from a legal perspective. Although we describe the legal
obligations of selected organizational participants, our objective is not to rehash legal
constructs. Books written by trained lawyers are much better for that purpose, and many
fine works explain these obligations for the practitioner. Instead, our purpose is to examine
the choices that organizations can make in designing governance systems and the impact
those choices have on executive decision making and the organization’s performance.
This book is therefore relevant to corporate directors, executives, institutional investors,
lawyers, and regulators who make organizational decisions.

Corporate governance is a topic that suffers from considerable rhetoric. In writing
this book, we have attempted to correct many misconceptions. Rather than write a
book that is based on opinion, we use the knowledge contained in the extensive body of
professional and scholarly research to guide our discussion and justify our conclusions.
This approach does not always lead to simple recommendations, but it has the advantage
of being grounded in factual evidence. As you will see, not every governance question has
been the subject of rigorous empirical study, nor is every question amenable to a simple
solution. There are gaps in our knowledge that will need to be addressed by further study.
Still, we hope this book provides a framework that enables practitioners to make sound
decisions that are well supported by careful research.

In each chapter, we focus on a particular governance feature, describe its potential
benefits and costs, review the research evidence, and then draw conclusions. Although
the book is written so that it can be read from cover to cover, each chapter also stands on
its own; readers can select the chapters that are most relevant to their interests (board
structure, CEO succession planning, executive compensation, and so on). This book—
along with our set of associated case studies and teaching materials—is also suitable for
undergraduate and graduate university courses and executive education programs.

We believe it is important for organizations to take a deliberate approach in designing
governance systems. We believe this book provides the information that allows them to do so.

Register your copy of Corporate Governance Matters, Fourth Edition on the
InformIT site for convenient access to updates and/or corrections as they become
available. To start the registration process, go to informit.com/register and log in or
create an account. Enter the product ISBN (9780135463109) and click Submit.
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Stakeholders and Stakeholder Activism

The governance mechanisms discussed in this book so far have been considered
from a shareholder-centric perspective. A fundamental premise throughout is that the
primary purpose of a corporation is to create value for shareholders and the obligation
of a board is to ensure this purpose is achieved. Chapter 3 outlines board operations and
fiduciary duties from this standpoint. Chapter 6 evaluates strategy development and risk
management with this objective in mind. Chapter 11 accepts the premise that an effective
market for control facilitates the transfer of corporate assets to owners that will derive the
highest value from them. Many of the empirical studies discussed in this book measure
the effectiveness of governance mechanisms by their impact on shareholder value and
corporate profitability. In addition, the central definition of corporate governance that
we employ—that a separation between the ownership of a company and its management
creates opportunity for self-interested managers to take actions that benefit themselves at
the expense of shareholders—is rooted in the premise that preserving shareholder value
is a primary objective.

An alternative viewpoint also exists—that a corporation should exist not just to
increase value for shareholders, but also to address the needs of other (non-shareholder)
stakeholders. These stakeholders include employees, trade unions, customers, suppliers,
local communities, and society. In this chapter, we examine the stakeholder perspective in
depth. We start with an overview of the pressures that corporate managers have faced to
incorporate stakeholder objectives into their planning, including pressure from their own
shareholder base. We discuss the legal and economic implications of a stakeholder-centric
governance model, including its potential impact on strategy, risk, and value creation. Then
we examine how corporate managers and directors view their obligations to stakeholders
and discuss the trend of CEO activism on social issues. We end with a discussion of the
metrics used to track a corporation’s progress toward achieving social goals—including
those developed by third-party rating providers—and their effectiveness.

As we will see, managing a corporation from a stakeholder perspective is not a simple
undertaking. Indeed, it highlights a fundamental tension that has long existed in corporate
boardrooms: how to balance competing interests to ensure the success of the organization

over the long term.
399
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Pressure to Incorporate Stakeholder Interests

In 1970, economist Milton Friedman famously asserted that a company’s only social
responsibility is to maximize shareholder value. He argued that corporate executives are
employed by the owners of the firm (shareholders) and that their obligation is to manage
the business in accordance with the wishes of their employer—that is, to increase its value
under the constraints of the law and accepted ethical standards. When other purposes are
added to the equation, they require trading off this objective by diverting resources to a
purpose that the owners of those resources have not approved, with the costs being borne
by shareholders (through lower profits), customers (through higher prices), and workers
(through lower wages and employment). Given these trade-offs, Friedman argued that
corporations should focus on value maximization (which they are good at), and society
should allocate the value however it sees fit.!

Despite Friedman’s argument, pressure has grown on large, publicly traded firms to
incorporate stakeholder interests into their long-term planning. Although not an exhaustive
list, the roster of stakeholders includes employees of the firm, customers, suppliers,
creditors, trade unions, local communities, and society at large. The interests of these groups
are broad, including environmental sustainability, reduction of waste or pollution, higher
wages, workplace equality, diversity, providing access to groups that cannot afford products
or services, and being a responsible counterparty or local citizen. Because companies operate
in different industries, stakeholders and stakeholder interests differ across corporations.
When we talk about stakeholder interests, we generally refer to the most directly relevant
issues—such as climate change for energy producers, product waste for goods manufacturers,
or affordability for healthcare providers. In some cases, the social interest is assumed to be
common across companies, with one example being diversity.

Various labels have been applied over time to describe corporate and investor
efforts to address stakeholder needs. Some of these terms include socially responsible
investing (SRI), corporate social responsibility (CSR), and environmental, social,
and governance (ESG).

The pressure on corporations to address stakeholders’ interests has come from
multiple fronts and has shown to both wax and wane in recent years:

* Money flowing into sustainable investment funds: In 1995, less than
$1 trillion was invested with money managers and institutional investors dedicated
to sustainable, responsible, and impact investing in the United States. In 2020,
this amount peaked at $15 trillion; by 2024, it had declined to $6.5 trillion.?

e ESG-related proxy proposals: The number of shareholder-sponsored proxy
proposals related to ESG considerations increased for a period of time but has
since declined. Meanwhile, “anti-ESG” proposals have been put forth, which
have also received low support.®
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e Institutional investors: Large institutional investors that long took passive
stances on ESG-related issues for a time became more assertive. For example,
each of the “Big Three” index funds—BlackRock, Vanguard, and State Street
Global Advisors—launched advocacy campaigns to shape the governance
practices of their portfolio companies in areas relating to social responsibility. By
2023, they had pulled back from this advocacy. (We discuss this trend more fully
later.)

* ESG metrics: Data providers use survey data and publicly observable metrics
to rate companies along a variety of stakeholder dimensions. These data are sold
to institutional investors to inform investment decisions or for use in magazine
rankings. Examples of such data providers include MSCI, HIP (“Human Impact
+ Profit”), and TruValue Labs (available through FactSet). Examples of published
indices include Barron’s 100 Most Sustainable Companies, Bloomberg Gender
Equality Index, Ethisphere Institute’s Most Ethical Companies, and Newsweek
Top Green. The Sustainability Standards Board (SASB) has tried to standardize
the reporting of these metrics. (We discuss ESG measurement more fully later in
this chapter and in Chapter 14.)

* Employee and customer activism: Employees of some companies have
become more vocal in expressing their views to management on environmental
or social issues. Social media and internal corporate communications platforms
have facilitated this process. Employee activism has forced companies to change
corporate policies, withdraw from commercial activities, and take public stances
on social issues about which the company might have traditionally remained silent.
At the same time, opponents of ESG, including certain customer groups, have
pressured companies to set aside social policy stances as part of their activities
(see the following sidebar).

Employee and Customer Activism

Amazon

In 2019, more than 4,000 employees signed a letter to senior leadership calling on
Amazon to take a more aggressive stance in combating climate change. The letter
asked management to make firm commitments to reduce its carbon footprint. It
also asked the company to support a shareholder-sponsored proxy resolution on
climate reporting. The company responded by highlighting initiatives under way to
reduce carbon emissions in its distribution network. The company did not support
the proxy resolution, which did not pass.*
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Google

Over the years, Google has faced multiple instances of employee activism. In 2018,
employees protested work that the company performed for the U.S. Defense
Department, causing Google not to renew the contract. That same year, employees
staged a walkout over reports that Google had paid severance to senior executives
accused of harassment. Workers have also engaged in internal debates on social
and political topics, and some have protested speakers invited to speak in company
offices. Google developed guidelines to moderate internal discussion groups, saying
it would discipline employees whose discussions are “disruptive to a productive
work environment.””

AB InBev

In 2023, Bud Light partnered with a transgender spokesperson on a social media
promotion in an effort to broaden the product’s demographic appeal. The decision
sparked a significant backlash among its core customer group, leading to a one-
year decline in sales of more than 30 percent—a massive reduction for what was
previously the number one beer brand in the United States. The company’s chief
marketing officer resigned, key marketing executives were placed on leave, and the
company refocused on traditional approaches. At the corporate level, AB InBev
scaled back its commitments to DEI (diversity, equity, and inclusion), including the
use of these metrics in internal performance reviews. According to the company’s
North America president, “We never intended to be part of a discussion that
divides people. We are in the business of bringing people together over a beer.”®

Of these sources, institutional investors have played a particularly prominent role
in promoting stakeholder interests. In 2014, Vanguard launched a program of direct
engagement with portfolio companies to discuss governance-related topics. It dubbed this
program “quiet diplomacy.” Vanguard subsequently included ESG criteria in this effort.”
In 2017, State Street Global Advisors launched what it called the “Fearless Girl” campaign
to advocate that its portfolio companies increase the number of women on their boards.®

For a time, BlackRock was the most vocal of the Big Three investors in advocating
that companies give greater consideration to stakeholder interests. For more than a
decade, BlackRock CEO Larry Fink has written an annual letter to the CEOs of the
companies in BlackRock’s investment portfolio, often encouraging them to address
a variety of stakeholder-related issues. In 2016, he advocated they lay out “a strategic
framework for long-term value creation” and stated that “generating sustainable returns
over time requires a sharper focus not only on governance, but also on environmental
and social factors.” The next year, Fink encouraged greater attention to “long-term
sustainability” and discussed such topics as globalization, wage inequality, tax reform, and
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a more secure retirement system for workers.!” In 2018, he argued that a company needs
to have a “sense of purpose” that serves all stakeholders and that “to prosper over time,
every company must not only deliver financial performance but also show how it makes a

positive contribution to society.”!!

In subsequent years, however, Fink shifted away from an explicit promotion of ESG.
His 2023 letter avoided the term “ESG” entirely and mentioned the term “sustainability”
only once.'? In 2024, he omitted all references to ESG, DEI, and climate change—instead

»]13

advocating for “energy pragmatism.”® The company also removed previous letters from

its website.

Because of the size and ownership positions of the Big Three, they are positioned to
influence corporate practice. Gormley, Gupta, Matsa, Mortal, and Yang (2023) showed
that the campaign launched by these funds to increase boardroom diversity in the United
States led corporations to add 2.5 times as many female directors in 2019 as they did in
2016." The recent pullback in their advocacy likely has had a countervailing impact.

In response to pressure from stakeholder groups, more than 180 CEOs affiliated with
the Business Roundtable agreed to revise the association’s statement on the purpose of
a corporation, to emphasize a commitment to all stakeholders and not just shareholders.
According to the association:

Since 1978, Business Roundtable has periodically issued Principles of Corporate

Governance that include language on the purpose of a corporation. Each version

of that document issued since 1997 has stated that corporations exist principally

to serve their shareholders. It has become clear that this language on corporate

purpose does not accurately describe the ways in which we and our fellow CEOs

endeavor every day to create value for all our stakeholders, whose long-term in-
terests are inseparable.

Under the revised statement, association members commit to:

* Delivering value to our customers. We will further the tradition of American
companies leading the way in meeting or exceeding customer expectations.

e Investing in our employees. This starts with compensating them fairly and
providing important benefits. It also includes supporting them through training
and education that help develop new skills for a rapidly changing world. We foster
diversity and inclusion, dignity and respect.

* Dealing fairly and ethically with our suppliers. We are dedicated to serving as
good partners to the other companies, large and small, that help us meet our
missions.

e Supporting the communities in which we work. We respect the people in our
communities and protect the environment by embracing sustainable practices
across our businesses.
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* Generating long-term value for shareholders, who provide the capital that allows
companies to invest, grow and innovate. We are committed to transparency and
effective engagement with shareholders.!

We discuss the implications of this commitment next.

Legal and Economic Implications

It is not clear what tangible impact a commitment to stakeholders has on the manner
in which a corporate director advises and oversees management and the corporation.
Fiduciary duty under Delaware law requires that shareholder considerations be the
primary focus, and the adoption of ESG-related principles does not change this priority.'®
According to Delaware Supreme Court Chief Justice Leo E. Strine, Jr:

[A] clear-eyed look at the law of corporations in Delaware reveals that, within
the limits of their discretion, directors must make stockholder welfare their sole
end, and that other interests may be taken into consideration only as a means of
promoting stockholder welfare.!”

Similarly, former Chancellor William B. Chandler IIT of the Delaware Court of
Chancery wrote:

I cannot accept as valid ... a corporate policy that specifically, clearly and admittedly

seeks not to maximize the economic value of a for-profit Delaware corporation for

the benefit of its shareholders.'

Nevertheless, Delaware law does allow stakeholder considerations to be taken into
account to the extent that they protect the value of a firm or decrease its long-term risk.
According to Skadden Arps:

The shareholder primacy path does not preclude a for-profit company from tak-
ing social issues into account in the conduct of its business. What is required to
stay on the path is that the company’s consideration of those social issues have a
sufficient nexus to shareholder welfare and value maximization.!®

When evaluating a stakeholder’s need, the board is expected to gather reasonably
available material, evaluate the costs and benefits, and make a decision in a disinterested
manner in the best economic interest of shareholders—just as it does in all other business
decisions. The board’s decision then falls under the protection of the business judgment

rule.20

As such, it is not clear that the board of a company that explicitly adopts ESG-related
principles can or would make substantially different economic decisions than a corporation
that does not adopt these principles. For a board to make a decision that reduces economic
outcomes for shareholders so as to benefit other stakeholders, a fundamental change to
corporate law would have to occur. (Some politicians have advocated such a change.?!)
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If the decision does not reduce shareholder outcomes, then it could be argued that the
decision-making framework of a board that adopts ESG-related principles is no different
than the standard decision-making framework that directors have currently and historically
employed. In other words, ESG might just be a different strategic approach to achieving
similar economic ends. The Business Roundtable statement cited earlier appears to walk
this line when it says that the long-term interests of shareholders and stakeholders are
inseparable, and the same is true for many ESG-related initiatives. (See the following

sidebar.)

Is It Really ESG?

Corporations often tout their public initiatives to demonstrate their commitment to
environmental and social issues. Many such initiatives, however, are closely aligned
with the company’s existing business model. Are these examples of management’s
willingness to invest in costly initiatives to address a stakeholder need, or do they
represent decisions under a standard framework to increase shareholder value by
mitigating potential risk?

The Coca-Cola Company

In 2018, Coke announced a sustainability initiative called “World without Waste.”
The company, which has been criticized by environmental groups for generating
plastic waste, set a goal of collecting and recycling the equivalent of 100 percent
of its packaging by 2030. According to its CEO, “The world has a packaging
problem—and like all companies, we have a responsibility to help solve it.”?*

Republic Services

In 2019, management company Republic Services announced aggressive goals to
reduce its climate footprint, reduce waste, and increase safety and charitable giving
as part of its 2030 Sustainability Goals.*® According to its CEO, “Sustainability
matters, and we think it’s good for business, and our customers are telling us that
they will pay more for a company that actually takes this seriously.”*

Bank of America

In 2021, Bank of America announced a $1.25 billion initiative to advance racial
equality and economic opportunity through investments in health, job training,
affordable housing, and small businesses over a five-year period.” Like other
federally chartered U.S. banks, Bank of America is required under the Community
Reinvestment Act to serve low- and moderate-income communities in which it
operates. Is Bank of America spending an incremental $1.5 billion that would
otherwise fall to the bottom line, or is the company recategorizing regular, ongoing
spending activities as socially responsible investment?
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Corporate executives need to make rational strategic and investment decisions for
both the short and long term.? The debate over ESG hinges somewhat on the time
horizon that public company executives use to make those investment decisions (and,
by extension, the board of directors that approves those decisions). ESG advocates
contend that many companies, motivated by compensation incentives and shareholder
activism, are too short-term oriented. They claim these companies do not make sufficient
investments in important stakeholder groups (such as employees, customers, suppliers,
or environmental preservation) because they are overly focused on quarterly profit
maximization as a means to increase the current share price. As a result, their business
model is presumed to be unsustainable: at some point in the future, this lack of investment
will either lead to a deterioration in performance or contribute to a societal ill that the
company is forced to redress through government action (an externality).?” An important
assumption underlying these arguments is that shareholders do not notice the damage
being done to the company today and will bid up the stock price based on current earnings
without accurately pricing in the long-term risk created by foregone investment.

The solution to the problem, when framed this way, is to create more sustainable
companies. This explains in part the advocacy of BlackRock and its emphasis on “sustainable,
long-term growth.” It also explains the support for ESG-related initiatives by prominent
corporate law firms such as Wachtell, Lipton, Rosen & Katz, which urges companies to
reject a “short-term myopic approach” and embrace “sustainable improvements ... [that]
systematically increase rather than undermine long-term economic prosperity and social

welfare.”2

Unfortunately for those who want to resolve this issue, robust empirical evidence does
not exist to evaluate the claim of whether CEOs are too short-term oriented. (We discuss
the viewpoints of executives and directors on this question in the next section.) When
Denis (2019) reviewed research evidence on shareholder investment horizon, shareholder
activism, corporate investment, and shareholder reaction to corporate investment over a
three-decade period, he concluded that “there is little systematic evidence to suggest that
short-termism is a pervasive problem plaguing U.S. companies.”

The impact of a stakeholder orientation on corporate governance is also uncertain.
Jensen (2002) argued that stakeholder theory allows managers to design their own
objective functions and run firms in their own interests. In consequence, a stakeholder
orientation has the potential to increase agency costs by replacing a measurable objective
(shareholder value) with a less measurable objective (stakeholder value).3! Mehrotra
and Morck (2017) argued that shareholder value maximization constitutes a bright line
against which to evaluate performance, “whereas stakeholder welfare maximization
is an ill-defined charge ... that gives self-interested insiders broader scope for private
benefits extraction.”® Similarly, Bebchuk and Tallarita (2020) contended that a
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stakeholder orientation insulates management from shareholders, reduces accountability
(by lessening financial performance as a disciplining mechanism), and harms economic
performance. They concluded that a stakeholder orientation has the potential to be costly
to shareholders, stakeholders, and society alike, and counterproductive to the objective of
advancing the very interests that ESG advocates embrace.®® Whether investors are willing
to incur personal financial costs to advance ESG issues is an important but unknown
question (see the following sidebar).

How Much Would an Investor Pay for ESG?

Survey data indicate that individual investors have concern for environmental and
social causes, and many support the notion that corporations should take steps to
address stakeholder needs. A 2024 survey found more than 80 percent of individual
investors are concerned or very concerned about environmental and social issues,
and approximately one-third believe that the fund managers who direct their
investments should use their size and power to influence the ESG practices of the
companies they invest in.**

That said, the willingness of individual investors to incur personal financial costs
to advance ESG causes is less well established. Giglio, Maggiori, Stroebel, Tan,
Utkus, and Xu (2023) found that individual investors expect ESG investments to
underperform the market by 1.4 percent per year—suggesting this is a cost they
conceivably would bear for a more “sustainable” portfolio.*® Baker, Egan, and
Sarkar (2022) estimated that investors are willing to pay 20 basis points per year for
an investment in a fund with an ESG mandate compared to an otherwise identical
fund without such a mandate.® In addition, the survey just discussed found that
investors of all ages and political preferences are willing to lose only nominal
amounts (less than 5 percent) to see the companies they invest in advance a variety
of environmental and social causes.

Larcker and Watts (2020) compared the yield of identical securities issued for
green (environmental) and non-green (general purpose) activities by the same
issuers on the same day. They found that investors were not willing to forgo any
yield to underwrite sustainable investments.>”

If a significant cost will be incurred when corporations invest in stakeholder needs,
it is not clear that investors will prove willing to pay it.

Note that these are theoretical arguments. Companies that adopt a stakeholder
orientation are likely to do so for a variety of motives and will undoubtedly experience a
variety of outcomes from their initiatives.
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Director and CEO Views on Stakeholders

We have seen the pressures that companies face to adopt stakeholder-friendly initiatives
and the legal and economic implications of these initiatives. What are the viewpoints of
corporate directors and executives on this issue? Survey data suggest that they embrace
the concepts behind advancing stakeholder interests and generally are satisfied with the
decisions their companies make to address stakeholder needs within the constraints of
maximizing shareholder value.

A survey of corporate directors conducted by PricewaterhouseCoopers revealed that
many directors accept, at least in part, the concept of a stakeholder orientation. Four out
of five directors believe that social purpose and corporate profitability are not mutually
exclusive. Three-fourths believe that companies should have a social purpose. A lower
but still significant percentage (58 percent) believe that stakeholder needs should be
prioritized alongside shareholder needs in making company decisions.

Many directors also believe stakeholder needs should be incorporated—again, in
part—into strategic planning and investment. Approximately half believe ESG-related
issues should be part of strategic formulation. Slightly more than half (57 percent) say
they should be part of the company’s risk management framework. However, corporate
directors also believe that some of the external focus on ESG—including board diversity,
environmental sustainability, and corporate social responsibility—is excessive.*

Corporate executives also appear to embrace the concept of addressing stakeholder
needs and claim that they currently do so as part of their long-term planning. They do
not agree that increasing shareholder value requires that stakeholder needs be ignored or
disregarded. A 2019 survey of CEOs and CFOs found that almost 90 percent incorporate
stakeholder interests into long-term planning. They also purport to balance stakeholder
and shareholder interests, and claim to be satisfied with the job their company does to
meet the interests of their most important stakeholders.

Executives also do not believe that incorporating a stakeholder orientation into
corporate planning requires a trade-off between short-term costs and long-term benefits.
In fact, only 12 percent of CEOs and CFOs hold such a view. Instead, most believe either
that investing in ESG-related initiatives is costly in both the short and long terms (37
percent)—in which case it is not worth doing at their company—or that ESG initiatives
are beneficial in both the short and long terms (28 percent)—in which case the decision
requires no trade-off and is not difficult to make.”

Finally, many CEOs and CFOs do not believe their largest investors see stakeholder
considerations as being in conflict with their financial interests as owners.*
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These are perception-based data, but they suggest that in the eyes of corporate decision
makers, most companies try to strike an appropriate balance in pursuing shareholder value
without imposing harm or cost on stakeholders. Most companies believe they are already
sustainable.

ESG Metrics and Disclosure

The absence of reliable reporting metrics is a considerable obstacle to assessing
the degree to which companies invest in stakeholder initiatives and to measuring their
effectiveness. A 2023 survey by the National Association of Corporate Directors (NACD)
found that the lack of uniform disclosure standards was the single greatest challenge
directors face in providing oversight of ESG matters.*! If directors, who have access to
nonpublic information, struggle with this challenge, then external observers no doubt find
it even more difficult.

To increase transparency, some companies are disclosing information about their
stakeholder-related initiatives through supplemental reports to their required financial
disclosure. Examples include the following types of documents:

* Sustainability report: Describes the economic, environmental, and social
impact of a company’s activities, and describes the link between corporate strategy
and sustainable outcomes.

* Human capital report: Includes qualitative and quantitative information about
a company’s workforce, critical skills and expertise requirements, workforce
development initiatives, diversity initiatives, training, human resources policies
and practices, and trends within the company.

* Climate change impact report: Enumerates the potential impact of climate
change on a company’s governance, strategy, and risk management, including
metrics and targets to assess and manage climate-change risk. These reports are
often developed in accordance with the recommended guidelines of the Financial
Stability Board Task Force Recommendations (TCFD).

In addition, many companies voluntarily disclose ESG-related initiatives in the
annual proxy, including those focused on environmental matters (climate, sustainability,
recycling, and renewable energy use), human capital management (diversity and employee
turnover), safety, and culture.** Some companies disclose their progress toward ESG
objectives when justifying the annual bonus awarded through executive compensation
programs (see the following sidebar).
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ESG Disclosure

Chevron: Corporate Responsibility Report

Chevron’s corporate responsibility report provides an overview and metrics about
its ESG initiatives:
* Environment: Protecting the environment, addressing climate change, and
managing water resources

* Social: Valuing diversity and inclusion, creating prosperity, contributing to the
United Nations’ Sustainable Development Goals, and respecting human rights

* Governance: Getting results the right way, prioritizing the company’s culture
and operational excellence, operating safely and reliably, and engaging with
stakeholders

Examples of performance data in the report include greenhouse gas emissions,
water usage, gender and ethnic diversity at different levels of the organization, and

safety data.*3
IBM: Proxy Disclosure on Climate Risk

“IBM considers risks as identified by the Financial Stability Board Task Force on
Climate-related Financial Disclosures in its risk management process. IBM senior
management assesses the significance of environmental and climate-related risks.
In addition, they manage these risks and provide regular updates to the Board and
Directors and Corporate Governance Committee. IBM has established objectives
and targets for energy conservation, procurement of renewable energy, carbon
dioxide (CO,) emissions reduction and other key environmental performance
indicators. Performance against these objectives and targets is routinely monitored,
and results are reviewed annually by the Boards Directors and Corporate
Governance Committee. Details on IBM’s performance against key environmental
performance indicators can be found in our annual Impact Report.”*

Vermilion Energy: Sustainability Skills Matrix

Vermilion Energy lists the experiences required for sustainability oversight
and highlights how the skills and experiences of each director map to these
requirements.

* Environment: Greenhouse gas emissions, air quality, waste and wastewater
management, ecological impacts, renewable energy

“Larry J. MacDonald: As Chief Operating Officer of Anderson Exploration,
had direct responsibility for health, safety and environment, including cold
bitumen production; helped initiate an experimental project to re-inject
produced sand into existing wells.”
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* Social and human capital: Human rights and Indigenous relations,
community relations and development, employee health and safety, people
management, labor rights

“Robert B. Michaleski: As CEO of Pembina, was responsible for human
resources, corporate philanthropy, community engagement and Indigenous
relations; personal volunteering as Co-Chair of the Energy section of
United Way Cabinet for three years, and a member of United Way Board of
Directors for five years, including role as Chair.”*

Microsoft: Executive Compensation

Microsoft assigns a 10 percent weight to the achievement of culture, diversity, and
sustainability goals when awarding executive bonuses.

“Mr. Nadella furthered our high-performing culture while evolving responsible
practices and upholding our commitments to diversity, inclusion, and sustainability.

* Developed new thinking about how to lean-out the organization to
reduce friction and marginal operating expenses to make room for critical
investments (both capital and people).

* Evolved Responsible AI practices, messaging, and public policy issues.
Provided momentum for the tech sector to adopt, and governments to
support, an Al Tech Accord at the Munich Security Conference.

* Recruited world-class talent from outside the organization to diversify and
accelerate the Company’s thinking and path forward.

* Launched a global initiative to strengthen our relationships with key
governments, including partnerships with 12 governments to announce over
$30 billion of investments; developed and launched partnership with G42,
including the largest commercial agreement in Microsoft’s history.

e Furthered our commitment to the broader world, including a more effective
strategy to meet our 2030 climate goals and setting a course to reduce water
intensity by 40% by 2030.

* Sustained/re-achieved high-water marks for employee inclusion and employee
commitment to a diverse workplace.”*

A lack of rigorous, quantitative, and uniform metrics makes it difficult to assess the
quality of stakeholder-related efforts across large samples of companies. Without uniform
metrics, companies cannot effectively choose which variables to report and how to
calculate them.

To address this challenge, a nonprofit organization called the Sustainability

Accounting Standards Board (SASB) developed a set of standards for companies to
make consistent and comparable disclosures about ESG-related issues. These standards
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are organized into five dimensions: environment, social capital, human capital, business
model and innovation, and leadership and governance. Each dimension is further
organized into three to seven general-issue categories. Additionally, SASB provides a
materiality map to identify the dimensions and general-issue categories that are relevant
to each industry. For example, the general-issue category “greenhouse gas emissions” is
considered material to the transportation industry but the category “water and wastewater
management” is not.*?

SASB standards are tailored to each industry. As a result, a sustainability report
compiled by acompany in the commercial banking industry would include different metrics
from one compiled by a company in the casinos and gaming industry. The commercial
bank’s SASB report would include metrics and disclosure language on financial inclusion
through the availability of lending and savings products in underserved communities. * By
contrast, the casino’s SASB report would include metrics on responsible gaming.*

Despite the similarity of this organization’s name to those of the Financial Accounting
Standards Board (FASB) and International Accounting Standards Board (IASB), which
develop the accounting standards used to prepare public financial statements, the
standards developed by SASB are not officially endorsed by the SEC. As a result, few
companies include SASB metrics in their Form 10-K disclosure. Instead, companies that
report SASB metrics do so through separate sustainability reports on their website.”

Furthermore, sustainability metrics are generally not audited by a public accounting
firm. In some instances, companies will engage independent third-party organizations to
certify their report, although the verification procedures of these organizations are not
overseen by the Public Company Accounting Oversight Board (PBAOC).5! As a result,
many shareholder groups are skeptical of the quality of the ESG-related information
they receive from companies. Ernst & Young found that most investors (73 percent) are
unsatisfied with the ESG disclosure that organizations provide.>?

The research on sustainability reporting is mixed. Christensen, Hail, and Luez (2021)
provided a literature review on corporate social responsibility (CSR) reporting. They
found that CSR information can benefit capital markets through greater liquidity, lower
cost of capital, and better capital allocation. At the same time, CSR disclosure might be
associated with higher litigation risk. These authors found large variations in disclosure
(length and quality) across firms, which likely reflect heterogeneity in firms” business
activities, the materiality of CSR to firms’ activities, and the perceived costs and benefits
of disclosure. Because most CSR initiatives and disclosure are voluntary, it is difficult
to measure their impact on performance and valuation. The authors concluded that
mandatory CSR reporting standards have the “potential to mitigate negative externalities
from firms’ business activities,” but “it is not a priori obvious that they would necessarily
achieve better outcomes or be cheaper than a market solution.”
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In 2024, the SEC adopted rules to require standardized disclosure about carbon

emissions and the financial effects of climate-related risk.>* These rules have been

challenged in the courts and their ultimate form is unclear.

External Assessment of ESG

Shareholders’ and stakeholders’ demands to better understand corporate ESG

initiatives has spawned a cottage industry of third-party organizations that publish rankings

and ratings of companies on various environmental and social dimensions. Examples of

these rankings include:

Bloomberg Gender-Equality Index: Measures how companies “invest in
women in the workplace, the supply chain, and in the communities in which they

operate.”

Corporate Responsibility Magazine Best Corporate Citizens: “Recognizes
outstanding environmental, social and governance (ESG) transparency and

performance among the 1,000 largest U.S. public companies.”

Ethisphere Institute Most Ethical Companies: “Recognizes [companies] for
setting the global standards of business integrity and corporate citizenship.””

Fortune Best Workplaces for Diversity: Ranks companies that “create
inclusive cultures for women and people of all genders, people of color, LGBTQ

people, employees who are Boomers or older, and people who have disabilities.”

Newsweek Green: Compiles “environmental performance assessments of the
world’s largest publicly traded companies.”

Examples of ratings include:

FTSE Russell: “Allows investors to understand a company’s exposure to, and
management of, ESG issues in multiple dimensions.”

HIP Investor Ratings: “Intended to be an indicator for future risk, return
potential, and net impact on society, our quantitative analysis of fundamentals

systematically identifies the drivers of the 90 percent of market value that cannot
be found on the balance sheet.”®°

MSCI ESG: “Aim to measure a company’s management of financially relevant
ESG risks and opportunities.”®!

Sustainalytics: “Designed to help investors identify and understand financial

material ESG risks at the security and portfolio level and how they might affect

the long-term performance for equity and fixed income investments.”%?
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* TruValue Labs: “Applies artificial intelligence to uncover opportunities and risks
hidden in massive volumes of unstructured data, including real ESG behavior
that has a material impact on company value.”®

These ranking and rating organizations employ diverse methodologies. Some rely on
information publicly disclosed in financial statements or sustainability reports. Some rely
on proprietary surveys distributed to the company or its employees. Others incorporate
information derived from the media and even press releases. Multiple sources of
information are sometimes combined to arrive at the assessment.

We examine the methodologies of selected firms and the predictability of their ratings
in greater detail in Chapter 14. However, several issues are worth noting here. The first
issue is the availability of information. Disclosure of ESG data is primarily voluntary, and
more information is available for large corporations than for small ones, because of the
former’s more extensive disclosure practices, larger investor relations departments, and
greater media coverage. As such, an ESG rating firm must determine how to evaluate
companies with different disclosure practices.

The second issue is how to assign weightings to ESG dimensions to generate an overall
score. The concept of ESG includes a broad array of somewhat disparate environmental,
social, and ethical issues. On the one hand, a ranking such as the Bloomberg Gender
Equality Index makes an assessment of one ESG dimension, so weightings are less of
an issue in this case. On the other hand, the Corporate Responsibility Magazine Best
Corporate Citizens ranking takes a broad view and must decide how to incorporate
difficult-to-relate variables into a single outcome. This includes a determination of how to
compute an overall score when an individual data element is not publicly available.

The third challenge is materiality. As discussed earlier in regard to the SASB standards,
various ESG dimensions have different relevance to different industries. How should the
environmental stewardship of an energy or manufacturing company be compared to that
of a technology or service company, given their different exposures to environmental
challenges (carbon emissions, pollution, waste, and so on)? Should a company be compared
only against its industry peers to determine which ones handle these matters better, or can
companies in different industries be compared against each other?

Each ranking or rating firm makes choices on these questions. In consequence, the
ratings assigned to companies vary considerably depending on which firm assigns them.
For example, MSCI ESG gives Tesla Motors one of its highest ratings for environmental
performance, but FTSE Russell gives Tesla a low score on environment because its model
does not take into account emissions from a company’s cars but includes only emissions
from its factories. FTSE also penalizes Tesla in its social rankings because Tesla discloses
little information about its practices, whereas MSCI assumes that if a company does not
disclose information on a dimension that its performance is in line with industry averages.
In another example, Sustainalytics gives ExxonMobil a relatively high ranking because
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it assigns a 40 percent weight to social issues, whereas MSCI ranks the company lower

because it gives a 17 percent weight to social issues.®*

On average, large U.S. companies tend to receive high scores across the ranking and
rating providers. Whether this is due to greater availability of information about these
firms, their willingness to engage with rating providers to supplement information, their
embrace of and willingness to invest in stakeholder initiatives, or methodological biases by
the rating firms is not known.

An analysis of 11 prominent rankings of companies based on environmental, climate-
related, human rights, gender, diversity, and social responsibility factors shows that 68
percent of the Fortune 100 companies are recognized on at least one ESG list. The
combined market value of these companies is $9.4 trillion, which comprises 84 percent
of the market value of the entire Fortune 100. Cisco Systems appears on the most lists
(eight); Microsoft appears on seven; and Bank of America, HP, Procter & Gamble, and
Prudential Financial each appear on six lists. Even companies that have been widely
criticized by advocacy groups for their business practices are rated highly by third-party
observers for ESG factors. For example, Chevron appears on the Dow Jones sustainability
index and the Forbes list of best corporate citizens. Walmart is listed on Bloomberg’s
gender equality index. Comcast appears on DiversityInc’s top 50 corporations for diversity.
General Electric is named to Ethisphere Institute’s list of most ethical companies. Perhaps

unexpectedly, Berkshire Hathaway is not named on this list, nor does it appear on any of
the 11 lists reviewed (see Table 13.1).5

Research has examined the relationship between sustainability scores and firm
performance and risk. Berg, Lo, Rigobon, Singh, and Zhang (2023) found a positive
association between ESG ratings and risk-adjusted returns.®® By contrast, Bansal, Yu, and
Yaron (2022) found that highly rated ESG stocks outperform lowly rated ESG stocks in
good economic times but underperform during bad times—the opposite of what ratings
providers intend.%

Margolis, Elfenbein, and Walsh (2009) conducted a meta-analysis of 251 studies
between 1972 and 2007. They found a small, positive association between CSR and
performance. However, they also noted that this positive association declined throughout
the measurement period; that is, the effects of CSR were stronger in earlier studies and
weaker in later studies. They concluded:

After thirty-five years of research, the preponderance of evidence indicates a
mildly positive relationship between corporate social performance and corporate
financial performance. The overall average effect ... across all studies is statisti-
cally significant, but, on an absolute basis, it is small.®®
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Krueger, Alves, and van Dijk (2024) studied the performance of more than 16,000
companies in 48 countries over the period 2001 to 2020. They found little relation between

ESG and performance.®

Atz, Liu, Bruno, and Van Holt (2022) provided a substantial literature review of more
than 1,100 primary peer-reviewed papers and 27 meta-analyses on ESG and sustainable
investing published between 2015 and 2020. They concluded that “the financial
performance of ESG investing has on average been indistinguishable from conventional
investing.”™ In general, research on ESG, similar to all observational studies, suffers from
questions about causality. That is, does a commitment to environmental or social goals
make a company more profitable, or are more profitable companies able to spend more
on these activities?

Despite pressure on companies to engage in ESG-related activities and corporate
efforts to disclose their commitment to these initiatives, our ability to assess ESG quality
remains limited. Inconsistent metrics, voluntary disclosure, and lack of comparability
across firms account for much of the problem. Furthermore, it is not clear whether the
metrics that third-party firms develop to measure companies on ESG dimensions are
accurate or reliable. (We address this issue in more detail in Chapter 14.)

As such, requiring all companies to incorporate a stakeholder orientation into their
corporate planning—beyond the extent to which they already do so—would likely have
unintended consequences and potentially harm shareholders, employees, and outside
stakeholders alike. Governance systems today—which emphasize shareholder returns,
accountability of management to a board of directors, clearly defined performance
metrics, and a capital market that disciplines companies for poor performance—might
have their shortcomings, but the objective nature of stock price and operating returns are
effective gauges for measuring performance and risk.

One solution (and one that many companies currently embrace) is to include relevant
ESG factors as key performance indicators in awarding compensation—along with other
nonfinancial factors such as customer satisfaction, employee engagement, and product
innovation (see the following sidebar). This gives companies more discretion and allows
shareholders and stakeholders to monitor for the adoption of policies most relevant
to their situation and interests. It does not solve the problem of comparability across
companies, particularly when a company chooses not to disclose proprietary information
for competitive reasons, but it lessens the risk that management will be held accountable
for meeting measures without a proven correlation to value, thereby weakening board
oversight. (An interesting, related question is whether CEO activism—the practice of
CEOs taking a personal stance on social, environmental, or political issues—is in the best
interests of a company. See the subsequent sidebar.)
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The greatest challenge, and greatest opportunity, for ESG advocates is to incorporate
a stakeholder orientation within a shareholder mandate, without disrupting the positive
benefits that the current system accrues to shareholders and stakeholders alike.

ESG Compensation Incentives

According to The Conference Board, more than 75 percent of S&P 500 companies
use ESG-related metrics in their executive compensation programs. These metrics
are primarily included in short-term incentive programs, but almost never in long-

term incentive programs.”

Examples of ESG-related metrics follow.

PepsiCo

PepsiCo ties the annual bonus of named executive officers to corporate ESG
initiatives relating to agricultural, packaging, and health-related goals:™

“Continued to spread regenerative agriculture practices and focused on
creating a more resilient sustainable agriculture system to try to help protect
our business growth from climate disruption. ...

Increased use of sustainable packaging and helped drive a circular economy
for plastics. ...

Advanced our water agenda ..., achieving 25% improvement in operational
water use efficiency in high water-risks areas and exceeding our agricultural
water-use efficiency target of 15% (reaching 22% when compared to a 2015
baseline) in high water-risk watersheds.

Further supported decarbonization. Created two PepsiCo supplier aggregated
purchase power agreement cohorts (one in North America and one in Europe)
which will result in suppliers converting to renewable electricity. ...

Advanced sodium reduction efforts against both our previously announced
2025 and 2030 sodium goals globally with renovations in our largest brands.”

The company does not disclose the weighting of ESG targets in the overall bonus
calculation.

Alcoa

Alcoa’s statement says the company links 30 percent of its annual incentive
compensation to nonfinancial metrics:™

“Safety (20%): The safety metrics are designed to drive a continued focus on
our top priority of protecting the safety of our workforce and communities
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Inclusive culture (10%): ‘Inclusive Culture’ metrics support the Company’s
vision to build a more inclusive culture and reinforce Company efforts to
attract, engage, and retain top talent to optimize the Company’s performance
and drive stockholder value.”

Cohen, Kadach, Ormazabal, and Reichelstein (2023) studied the adoption of ESG-
related metrics in the executive compensation contracts of 9,000 companies in 21
countries. They concluded the use of these metrics reflects efficient contracting,
alignment with stakeholder preferences, and a commitment to stakeholder

pledges.™

Bebchuk and Tallarita (2022), however, argued that the use of ESG metrics in
executive compensation exacerbates agency problems by tying incentives to
objectives that are difficult for outsiders to monitor.” Badawi and Bartlett (2024)
found evidence to this effect. Studying a sample of companies from the S&P 500,
they found that while executives miss financial targets in 22 percent of cases, they
miss ESG-related goals in only 2 percent. They concluded that the qualitative
nature of assessing ESG progress allows boards to increase annual bonus pay.™

CEO Activism

In recent years, we have seen CEOs take a personal stance on social, environmental,
or political issues. Examples include the following:

* Apple CEO’s opposition to Indiana’s religious freedom law on the basis that it
was discriminatory to gay rights™

e Citigroup CEO’s restriction on financing to companies that sell certain
categories of firearms™

e Costco CEO’s call for an increase in the federal minimum wage™

* Goldman Sachs CEO’s criticism of U.S. immigration policies™

e NRG Energy CEOs call for a tax on carbon emissions®

e Salesforce CEO’s advocacy for the homeless®

e Starbucks CEO’s activism on race relations®>
One review found that CEOs are most likely to take a public stance on diversity,
including gender, racial, or sexual-orientation diversity or equality. They are

next most likely to take public positions on environmental matters, followed by
immigration and human rights, other social issues, and politics.®
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Still, the overall rate of CEO activism is low and concentrated among the largest
U.S. companies. Ottenello, Song, and Sotelo (2024) analyzed the earnings
conference call transcripts of more than 13,000 firms between 2008 and 2022
and found expressions of CEO activism among only 3 to 5 percent of CEOs each
year. Even following a surge in activism in 2020, the frequency of activism did not

exceed 10 percent.%

CEO activism raises several questions. First, is it appropriate for a CEO to
leverage their public position to advocate for an issue that might be divisive to
their shareholders, employees, or customers? Second, should a board intervene
if the CEO’s public expression of a personal belief has the potential to impact the
company’s reputation or performance? Third, how can we distinguish between a
company’s official position on an ESG-related issue and a CEO’s personal belief?

Research shows that CEO activism can be a double-edged sword. A 2018 survey
found that, by a two-to-one margin, the public supports a CEO’s right to advocate
on environmental, social, and political issues. The publics view of advocacy,
however, varies considerably by topic. They are most in favor of advocacy about the
environment, healthcare, poverty, and taxes. Support is mixed about diversity and
equality. Contentious issues—such as gun control and abortion—and politics and
religion garner the most public opposition (see Figure 13.1).%

Reaction to CEO Activism
(Sorted by net favorability*)

Full Sample Net Favorability (Unfavorability)

Clean air or water L ]
Renewable energy )
Healthcare @
Sustainability ]
Climate change L]
&
@

Income inequality

Poverty

Land conservation [ ]

Foreign trade

Taxes

Racial issues ®

Immigration &

LGBTQ rights ] b

Gun control [ ] 10%
. g0k

War

Gender issues @ 3%
Abortion rights -] 2%
Politics 9 10%
Religion & -14%

Note: Net favorability calculated as the percentage of respondents who select “thank you for speaking up” minus the
percent of respondents who select “keep your mouth shut.” Excludes respondents who select “no opinion.”

Source: 2018 CEO Activism Survey, Stanford Survey Series (October 2018).
Figure 13.1 Public reaction to CEO activism by topic.
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Respondents are significantly more likely to remember products they stopped
using or used less because of the position the CEO took than products they started
using or used more. If true, this relationship suggests that CEOs who take positions
to build loyalty with employees, customers, or constituents might also inadvertently
alienate segments of these populations.

The actual impact of CEO activism on purchase behavior is essentially unknown.
Chatterji and Toffel (2018) found that CEO activism can “increase consumers’
intentions to purchase the company’s products” but only to the degree that there
is “alignment between the CEO’s message and individuals’ policy preferences.”’
Korschun, Aggarwal, Rafieian, and Swain (2016) found that CEO activism is
viewed positively by consumers if the company is considered “values-oriented”
but negatively otherwise. These authors argue that the impact of CEO activism
on purchase behavior is driven by the degree of “perceived corporate hypocrisy.”
Hou and Poliquin (2023) found that customer visits decline 3 percent following
CEO activism and that customer behavior is asymmetrically impacted based on
political identification. The effects of activism dissipate after 10 weeks."

Finally, Mkrtchyan, Sandvik, and Xu (2024) found that CEO activism improves
employee satisfaction when that activism is aligned with employee ideology.
They found CEO activism increases corporate value when it attracts research
and development employees who share those environmental, social, or political
viewpoints.*
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