





Itis now widely recognized that environmental, social,
and governance (ESG) issues factor into corporate
performanceand canno longer be seen as “soft”
reputationalissues to be handled by public relations or
marketing. Indeed, investors are recognizing thatpoor ESG
practices pose environmental, legal, andreputation risks
that can damage the company andthe bottomlineandthat
positive ESG practices can contribute to improvedcompany
performance.

The Securities and Futures Commission (SFC)
discoveredthat 660firms, or 83%, of those actively
involved in assetmanagement in the Hong Kong,
considered at leastone ESG factorto facilitate better
investmentdecisions and risk management.! Investors
increasingly are aware thatcompanieswith strong ESG
performance have a betterbrandimage, a more loyal and
stable customer andemployee base, lower costof capital,
betteraccessto financing and, ultimately, a greater focus
on long-term value creation.

ESG issues also matterto an ever-broadening swath
of stakeholders, including millennials and iGens—who
are increasingly influentialand discerning consumers and
employees—and, of course, many of the world's large st
investment managers. In September 2018, the SFC
publishedits Strategic Framework for Green Finance,
which covers three major areas: (i) enhancing listed
company, assetmanager and investmentproduct
disclosures and their consideration of ESG factors,
especially environmentaland climate risk; (i) facilitating
the development of greenor ESG-related investment
products, and supportinginvestor awarenessand
capacity building, and; (iii) promoting Hong Kongas an
international greenfinance centre.2

' The Securities and Futures Commission, Survey on Integrating Environmental,
Social and Governance Factors and Climate Risks, in Asset Management, 16
December 2019.

2 The Securities and Futures Commission, Strategic Framework for Green Finance, 21
September 2018.

2 Larry Fink's Annual Letter to CEOs, BlackRock,2018.

4 Martin Lipton, Engagement—Succeeding in the New Paradigm for Corporate
Governance, 2018.

Leadership by the world’s largest asset managers—
BlackRock, Vanguard, and State Street, among others—
on matterssuchas climate change, workplace diversity,
executive compensation, and evenboard composition

has placedtraditional ESG factors frontandcenter. In his
2018 letter to CEOs, BlackRock's Larry Fink emphasized
sustainabilityand a more expansive view of governance and
accountability, “Withouta sense of purpose, nocompany,
eitherpublicor private, canachieveits full potential. It will
ultimatelylosethelicense to operate fromkey stakeholders.
It will succumbto short-term pressuresto distribute earnings
and, in the process, sacrifice investments in employee
development, innovation, and capital expenditures that are
necessaryfor long-term growth.”3

Martin Lipton of Wachtell Lipton said that Fink’s letter
“sets out thetype of engagement between corporations
and their shareholders that BlackRock expectsin orderto
secure itssupportagainstactivist pressure... [andl needs
to be carefullyconsideredin developinginvestorrelations

engagementpractices.” 4
trillion (36%) of
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shows continuing prevalence of sustainable
investment.

Global Sustainable Investment Alliance report, 2020

continuedon page3
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ESG, strategy, and the long view:
Five-step framework

Detaileddescriptions of these framework elementsare includedin ESG, strategy and
the long view.

1. Level setting 4. Stakeholder

Agree on definition of ESG communications

and its importance to the Shape the company's
company. key ESG messages toinvestors and other
2.Assessment stakeholders in the context of strategy
Determine which ESG risks and long-term value creation.

and opportunities are of

strategic significance to 5. Board oversight
the company. Ensure that the boardhas
3. Integration the right composition,
Encourage integration structure, and processes to oversee ESG
of strategically significant in the context of strategy and long-term
issues into the business value creation.

strategy.

Each companywill haveits own mixof ESGissues, butfor purposesof thispaper, “ESG” encompasses
those that are prominenton investors’ and other stakeholders’ agendas today and commonly cited in
corporate responsibility and sustainabilityreporting:

¢ Climate changeimpacts ¢ \Workplace diversity andinclusion e Labor practices

¢ \Water and waste management ¢ Talent management ¢ Executivecompensation
¢ Natural resource scarcity * Employee relations ¢ Political contributions

¢ Product and worker safety e Humanrights ¢ Board independence,

¢ Supply chainmanagement ® Health composition, andrenewal
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Given theimportance of theseissues, in October
2017 the KPMG Board Leadership Center published
ESG, strategy and the long view, which offersa five-
part frameworkfor boards to consideras theyhelpguide
their companies in addressing ESG issues as a strategic
imperative for long-term performance. In subsequent
months, we conducteda series of one-on-one interviews
with directors and officers of majorcorporations—all
recognizedleaders in addressing ESG and sustainability
issues. As we foundin these interviews, even for
conscientious CEOs and boards, integrating ESG into
corporate strategyisn't easy. ESG often means different
thingsto differentpeople. Transformingit froman
ancillaryissue siloedin a distantcorner of the enterprise
to a broad core competency requires significant and
sustainedeffort. Andthere’s nosingle modelfor
organizations to follow.

Conducted under Chatham House rules, our
interviewswith directorsand officers of companies
thatare well along their ESG journeys revealedimportant
insightsabout their effortsto defineandassess,
integrate, and communicate their ESG activities to
investorsandother stakeholders. Followingarehighlights
from the interviews—as wellasinsights we 've
gatheredfrom conversations with otherdirectors and
businessleaders.
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. \'41{9 O/ of asset management
JU) /0 firms saws ESG factors

an impact on their investment portfolio
1 _
: The SFC 2019 ESG Survey

Level setting: _H\'ow iIssues are framed
impacts our undérstanding of why they matter
and how we address them. By agreeing

on a definition of ESG and its importance,
managements and boards can set the stage
for progress. And by framing the discussionin
business terms—risk, opportunity, efficiency,
and financial performance—they can help
short-circuit preconceptions, politics and
personalviews.

\ )
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= What has
beenthe driving
force behind
the company’s
decisionto focusso
intensely on these
environmental,
social, and
govemance issues?

KPMG observation:
The catalyst behind the
company’s decision to
focus so intensely on

ESG issuesisgenerally
some combination of (i)
people understanding the
importance of ESG and
driving the company’s
focus; (ii) anincreasingly
intense focus by the board
and management on
enterprise risk management
(ERM) and strategy, which
has opened people’seyes
to the strategic importance
of ESG issues, both as a
risk and as an opportunity;
and (iii) expectations of
investors, customers, and
employees.

Asto the peopledriving ESG, “Ithink it
isboth topdownandbottomup. From
the top, afounderor CEO recognizes
the mutuality principle and determines
that the purpose of the company

is to create mutuality of services

and benefits for allstakeholders—
shareholders, employees, customers,
and suppliers. Basically, the founder

or CEO believes that we can only be
successful inthelongterm ifeverybody
we touch is also being successful. This
is core to the company's strategy; we
can only be successfulin thelong term
if we are taking care of the peoplein
our supply chain, our customers, our
employees, andthe environment. So
it's notaltruism—it's business andit's a
win-win."

“The bottom uppiececomes from a
number of passionate individuals who
have seen thelight overthepast 10

or 15 years and have been working
out what the mutuality principlereally
means for usandhow we live upto our
responsibilities. What is theright target
forus on carbon? Whatis the right
target for us onwater? Andhow should
we think about humanrights? Talented
and passionate individuals oftenat mid
levelsof managementhave wrestled
with and graspeddifferentpieces

of this puzzle and made sense of it.
And that then has led to targets and
programs.”

“l would identify ERM and industry
disruption as two of thedriving forces.
ERM helpsyoufocus on keyrisksof
strategicimportance to the company,
and some of these risks are ESG-
related. In effect, ERM servesasa
catalyst forgettingthe conversation
going around ESG issues. Andindustry
disruption is whatgetspeoplethinking

KPMG global organisation of independent member firms affiiated with KPMG
rights reserved.

a lot more about trends, what's
happening insociety,andthe needfor
innovation. Thisfocus on industries
experiencingalotof disruption—such
as consumer products, oiland gas,
and automotive industries—forces
the board and management to take

a hard look at strategy andthe ESG
issues criticalto that strategy. Andso |
think thatthe combination of ERM and
industry disruption has really spurred
this ESG conversation in alot

of industries.”

How difficultis it to get buy-in from the
board andmanagementon ERM? “This
is notabout doing good forthe world.
Thisisaboutbusiness strategy.So

you get buy-inwhenyoucan presenta
businesscase forthe investment. And
thatbusiness caseis made up of cost
savings, cost avoidance, growth, and
reputation. In general, you're notgoing
to getagoodROlifyouonlylook atthe
firstthreeorfive years; The returns are
typicallyin the b-to 15-year range. So if
you're guided by short-term horizons,
you likely won'tfocus on ESG."

“One of the biggest challenges to
getting buy-inon ESGiswhena
company is goingthrougha major
turnaroundandyou're focusingon day-
to-day survival. Many ESG issues tend
to be more long termin nature. WWhena
company isin survivalmode, the short
term becomes more of the focusand
some longtermissues such as ESG
take a back seat. Thereare timesina
company's historywhen certain ESG
issues do need to takeaback seat to
short-termday-to-day survival issues.”
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= How
did the board and
senior management
determine which
environmental,
social, and
govemance issues
to focus on? Wasit
obvious or was there

a significant effortto
identify issues that
were of strategic
significance?

KPMG observation:
Recognizing that the
strategically significant ESG
risks and opportunities will
vary by industry and sector,
most companies undertake
an inventory to identify
and assessall ESGissues
material to the business,
such as environmental
degradation, product

and worker safety, waste
generation, etc., that could
affect the business or its
stakeholders. From thislist,
they then identify the two
orthree ESG issues that
are core to the business
strategy andkey tothe long-
term health and viability of
the business.

6 The ESGjourney

“Once the material ESG issues are
identified, theybecome an accepted
part of the metricsandscorecards.
Butthe highly strategic ESG issues
will alsobecome part of strategyand
risk discussions. Youneedto clearly
understandyour mostimportant
strategicvulnerabilities, and if youdon't,
an activist oranalystwill. Increasingly
embeddedin ESG, depending onthe
industry, are highly strategicissues.
And they deserve farmoreagenda
time, whetherit'sclimate change if
you are an energy company ortalent
managementif youare a service
business.”

“And it's notalways so clear what
the critical strategic issueis. When
we started onthe ESG joumney at
my company, we wantedto better
understandourcarbonfootprint,
which we thought was our truck
fleet. But when we mapped it out, it
wasn't the truck fleet but waspower
consumptionin electronicdevices
we deployed inhomes. That changed
the wholediscussion. But again, it's
all so dynamic. Things thatweren't
strategicbefore allof asuddenbecome
strategic.”

"ESG issuesare notstatic—they
evolve. And if youlook at our
sustainability committee agendas,

you will findthat it'sbeen a totally
evolutionary process. Theimplications
of climate change for ourstrategy,
including fuel efficiency and our carbon
footprint, have beenon theboardand
committee agendasfor some time.But
with industry disruption, the agendas
have evolved to include the impactof
new technologies onhuman capital
and skill setneeds andtheneed for
innovation.”

"I'think youhaveto parse ESG. For
most boards, the G, or governance, is
handled by the nominating/govemance
committee and the committee should
have a pretty clearidea of what best
practices areand where they're
comingup shortfrom a governance
benchmarking standpoint. As tothe

E, orenvironmentalissues, in some
industries this is highly strategicanda
key priorityfor management andthe
board. Forcompanies in industries
where it's not so strategic, it'spretty
easy to identify material environmental
issues andbenchmark your progress.
The Sustainability Accounting Standards
Board (SASB)and otherstandard
setters have provided good guidance.
So, at most companies, the E gets
addressed.”

Incorporation of ESG factors
into investment and risk
management process

reached

0/ in 2019.

The SFC, 2019
ESG Survey of 794 asset

management firms in HK

organisation of independent member firms affiiated with KPMG



“ButIthink the onewild cardis the S
orsocial, andthatis difficultfor most
companies.What do youmean by
social?Does itinclude culture and
talent management? Whatdo your
employeesandcustomers think it
means? Isityour profile on social
media? Theboards of some of the
social media companies probably had
a differentview of the Sissues twoor
three years ago than they do today. And
with artificialintelligence and bigdata,
the privacy andother socialissues are
goingtoincreasein importancein the
comingyears.”

“Ithink boards have to doa betterjob
and be better educatedabout howto
think about the social piece of ESG
becauseitis goingto be increasingly
important. Andmore and more
happenson socialmedia. How good
are we at monitoring social media
and figuring out what to doabout

it? Socialmediaisawholenew area
that deserves andwarrants more
understandinganddiscussionand
focus byboards.”

Assessment: Aroadmap is essential to a
productive strategy. Afteridentifying ESG
risks and opportunities material to their

business, companies will want to focus on

the two or three that are most strategically
significant—which will vary fromm company to
company. At companies competing on the
basis of differentiationand strongbrands, for
example, boards may find their time best spent
monitoring issues thatimpact brandvalue.

At companies competing on price, they

may wishto focus onfactors thatimpact
coststructure.
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", Integration: Too often, ESG initiatives
¢ "&7 -[ 'main pé sral to core corporate
~_activitesand so do not contribute directly
to a co npany’s competitive advantage. By
ating ESG programs into business
strategy and the incentive programsdriving
it, companies can bring the same focus
and discipline to them as they do to other
strategic initiatives. Integration efforts
should include two broad areas: employee
selection and behavior, and organizational
processes androutines.

G, a Hong Kong (SAR) partnership and a member firm of the KPMG global organisation of independent member firms affilated with KPMG
Limited, a private English company limited by guarantee. All rights reserved.




"It's critical that you connectyour
finance organization with your
sustainability organization when
developingmetricsbecause almost
every ESG metric needs to come back
to a financialmetric, evenattrition. Yes
there is a cost, aproductivity cost, of
employee turnover andattrition. The
data and analyticstendto fall within
your finance organization, andfinanceis
the one withthe streetcred. Yourchief
sustainability officer (CSO) and chief
financial officer need tobe joined at
the hip in developingthese metrics so
that you can monitor performanceover
the shortandlong term and measure
continuous improvement.”

“"The ESG language needsto be
translated to thefinancial language
orelse you'rejust talkingto the wall.
We all need tobe speaking the same
language, andit's the language of
finance. It's the language usedin
businesscases, settinggoals and
metrics, and capital allocationand
investment decisions.”

“Your CSO needs to be ‘empowered’
and reportingto the CEO andnot buried
withinthe organization. The CSO needs
to be involvedin strategy, risk, capital
allocation, and M&A decisionsacross
businesslines.”

“And that's one of our biggest
challenges, deciding what we aregoing
to measure. Whatare going to be our
goals? Whoare we goingto partner
with because, in some cases, you're
partneringwith entitiesthat areexperts
in this? What third-party entities,
including suppliers, are we goingto
getto help usinthis process? Those
becamethe nitty-gritty, whichiswhat

| call the ‘execution part,’onceyou
identifythe strategic ESG issues that
you want to focuson.”

“And you've got to recruitexecutives
and managers whobelieve that ESG is
important—managers whobuyintoit—
becauseyou're not going to getwhere
you have to getif youdon't have that.
Managerswhoare more traditional or
old schoolmaynotbe ableto growinto
this. And so it's really, reallyimportant
that you recruit people—atalllevels

of the organization—who want the
company to havean impacton society
and who seevalue forthe bottomline.
But your traditional old boys’ club may
notreally buyintothesethings.”

(/b

“Makinga sustainability program
successful requires a businessmind
set, partnering with operatinggroups,
andreal govemance. Whenwe
started, we had to find projects that
made financial sense—easywins.
The sustainabilitygroupbecame an
opportunity partnerfor the operating
groupsas opposedto compliance. We
find ideas that we think might work for
them, do the homeworkandthe math,
and they get to decide whetherto go
forward. If the ROl is high, they keep
the savings.”

"When theseissues go beforethe
chairman and CEQ, the sustainability
group doesn’'tmake thepresentation.
Each operatinggroup details their
projects and theirsavings. Most
projects cometo the boardnow.

And many of these operating groups
are empowered, previously toiling in
obscurity. They get the exposure and
the recognition. They take ownership
and want the projects.”

of directors surveyed
by KPMG :t the 2018 NACD

GlobalBoard Leaders' Summitsaid ESG is directly linked

to corporate strategy.
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= Employees, KPMG observation:
consumers, regulators, Thefirst stepin crafting ESG messages that resonate
and investors all seek is understanding the varying information needs of
- . the company’s stakeholders. Employees, consumers,
information about communities, regulators, and investors will frequently

the Compaﬂv's ESG seek different ESG information. For example, the
efforts—and they information in an annual “corporate citizenship” report
all havesomewhat addressing issues such as employee engagement and
different information diversity and corporate p hilanthropy may appropriately

address the concerns of employees,consumers,
needs.Howdoes AL and communities, but it may not fully address the
company communicate information demandsof regulators, suchasthe SEC,
to investors and other orthe needs of investors focusing on the impact of

stakeholders about ESG? ESG on the company’slong-termperformance—and
how the company is managing key ESG risks or
capitalizing on related opportunities.

nt{ member firms affilated with KPMG
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“On earnings calls—which most of
ourdirectorslistenin on—one ofthe
thingsthatis very apparentto me

is that [the calls]reallydon't touch

on ESGissues. |'ve neverhearda
questionaboutan ESG issue. So

the only way that we're going tobe
able to communicate effectively with
stakeholdersis goingto be outside of
formal eamings communications. One
way is through a sustainability report.
But | think moreimportantthanthese
reportsare the meetings that take place
betweeninstitutional investors and
ourmanagement team. [ think these
meetings are essential. And lalso
think that it'san excellent exercise to
have boarddinners whereyouinvite
some institutionalinvestorsto meet
with the board, and it givesyou the
chance totalkaboutissues thatare not
ever coveredin eamingscalls.”

“It'snot enough toprovide only the
ESG information that isrequired

in securitiesfilings. What other
informationdo our stakeholders want?
What metricsdo they want to see?
Do they want theinformationin public
filings or on the companywebsite?
And how is managementanswering
these questions?”

“What | find with the twoboards |
serve on is that companies want to
communicatein avery factual way.
Theydon'twantto getahead of
themselves. They're notinterested in
just statinggoals. They're interested in
deliveringthe performanceand then
communicating, whichis probably why
you find the disclosures conservativeor
less robust than you might expect. But
they do know that ourcustomers are
asking fortheinformation.”

50% of CFA

Institute members
surveyed believe
independent
verification of
ESG information
should be similar
to an audit.

2017 ESG Survey, CFAInstitute

Stakeholder communications: Shaping the company’s key ESG
messages in the context of strategy and long-term value creation can

reinforce the connection between ESG andcorporate performance.
Although no single framework has emerged for reporting ESG
iInformation, boards should understand how management decides what
to disclose and how its accuracy is verified—and ensure that progress
updates, results, linkage to strategy, and an explanation of how ESG

initiatives benefit the company and its stakeholders become part of the
company’s communications. Keeping ESG front and center is particularly
importantin competing for talent because it matters to employees—from
rank-and-file workers to senior executives.

© 2022 KPMG, a Hong Kong (SAR) partnership and a member firm of the KPMG global organisation of independent member firms affiliated with KPMG
International Limited, a private English company limited by guarantee. All rights reserved.
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» Whatis
the board’s role
in overseeing the
company’s ESG
activities? Howdoes
it overseeESG?

KPMG observation:

The structure and processes
a board creates to oversee
ESG issues will varybased
on anumber of factors, such
as the size and complexity
of the company’soperations
(including its supply chain
and whether operationsare
international), its industry, the
magnitude of the company’s
ESG risks and opportunities,
the degree to which these
issues are central to the

I\.“ | /) J' -‘ - -
company’s strategy, and the \( y EI . - L. 7

level of director expertise L ‘ &

regarding relevantissues.

But boards of companies
dealing with truly strategic
ESG issues have learned two
critical lessons. First, the board
needs the right compositionto
understand the ESG risks and

-

Board oversight: Make sure there's a “home”

opportunities and to oversee for ESG oversight, whether it's the governance
management’s handling of committee, an ESG committee, or somewhere
these issues. Second, the board else in the board structure. Effective oversight

needsto assess the adequacy
of its structure and oversight
processes. —

hinges on having theright people in the boardroom,
supported with-quality information to enable
appropriate oversight.

. © 2022 KPMG, a Hong Kong (SAR) partnership and a member firm of the KPMG global organisation of independent member firms affiliated with KPMG
12 The ESG journey International  Limited, a private English company limited by guarantee. All rights reserved.



Ultimately, “theboard willdetermine
whether ESG is asideshow ora
strategic, mainstreamissue. Andit
will only be treated as strategic and
mainstream ifthe board has directors
who understandthe company’sESG
issues andare committedto making
the companyhavea positive impact
on society inaway thatcreates
long-term value.”

"Atthe boards thatI'm on, thelead
directors are much more empowered
and active today thanthey were 10
years ago. And they are particulary
active in facilitatinga dialogue about the
board agenda, and whether the agenda
is properlyfocusedon ESG issues or
prioritiesthatdirectors maybe worried
about, want totalk about inmore depth,
orwant managementto comeback
with more information.”

“It's reallyimportantwhoyou have
onyour board—andthe skillsets

and the mentality. If you're a board
that's targeting somebody withdeep
financial expertise and thatperson'’s
financial expertise is embedded in more
traditional valuation models where ESG
wasn’t eventakeninto acocount, that's
a problem. It'sgoing to be harderto get
that personto realize that when they're
thinkingabout strategy, there may be
an ESG issue that the companycan
addressin a way that adds real value—
where thereis goingto be a multiplier
effectin synergies. So, unfortunately,
sometimes the skillsets that we're
looking for are not alwayscompatible
with the skill setsor mentalityrequired
to understand the value of ESG. |

think that as board composition keeps
evolving, there's a certainamountof
generational turnover, attrition, more
diversity; Ithink that willhelp.”

“From the board's perspective, | think
there are two things the board can do
to gain properinsight andoversight

of ESG issues. As President Reagan
used to say, ‘trust, but verify.' So we
don'tjusttrustmanagement to be
doing what they shouldbe doing. We
really are, asacommitteeandas a
board, demanding accountability. And
that meansagreeing on ESG goals and
metrics, monitoring performance, and
compensating based on performance.”

As to whether the board should
establisha separate committee to
assistthe boardin the oversight of
ESG, there is some difference of
opinion. "I can’timagine ESG—such
an important strategicissue for the
company—gettingthe attentionthatit
needs withoutthere beinga designated
committee assistingtheboardin
providingoversight.” On the other
hand, “it's easy for ESG to become
compartmentalizedand separated from
strategydiscussionsifitisburiedina
committee.lf ESGis a core strategic
issue, itrequiresthe attentionofthe
full board.”

“Key to board oversight of ESG is to
ask questions, probe, andlisten—really
listen. Askthe CEOand CSO what's
ontheirworry list. Almostalways,
thereisanitemonthelist thatis highly
strategic. A strategicESG issue can
often be picked up thatway.”

"You have to make itreal, andby
makingitreal, theboardcan become
highly engagedand help buildthe ESG
plan.lrememberaboard meeting
severalyearsago when | spoke for
the firsttimeaboutour extended
globalsupplychain. |took into the
boardrooma map of the world and
showedtheboard that we sourced

all ourraw materials from30 to 40
underdeveloped countries where
some one millionworkers were at the
start of our supply chain. And many of
these workers livedinextreme poverty,
makinglessthan$1 aday. And there
was just silencein the boardroom. And
then many discussions followed about
how to address the problemand make
our supply chainsustainable. We've
since made progress.”

“But this made itreal. When the worker
is livingin extreme poverty, he hasno
loyaltyto you. So we have nosecurity
in the supply chain. AndIwouldargue
thisis true for manyindustries.”

“We also madeitrealin terms of
carbon. Once we gotourarms around
our carbonfootprint—the size of a small
countrylike Panama—we had many
more board conversations about what
to doaboutit. Andby makingitreal,
the board became highly engagedand
helped buildthe plan.”

60% among 64

Constituent stock of the Hang Seng
Index have setup dedicated board-
level ESG committees as of 315t

2800mpanies in the

December 2021. kPMG Research

S&P500 have a board-level sustainability
or responsibility committee. Bioomberg LP
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-SG Strategy anc
[e long view:

A frameworkfor board oversight*

*Excerpted from ESG, strategy andthe long view, KPMG Board Leadership Center, 2017,
developed in collaboration with Professor George Serafeim of Harvard Business School.
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The role of the corporationin societyis an abstract,
politically polarizing question that isnot high on the
priority list of most boards. Yet, embeddedin thisquestion
are strategicandoperationalissues critical to long-term value
creation.And these issues are attracting heightenedattention
from investors, consumers, and otherstakeholders.

From our perspective, many of these issues fall

under the broad rubric of environmental, social, and
governance (ESG), fromclimate change impacts andworker
safety to workplace diversity, executivecompensation,

and board composition. Given the significant opportunities
and risks associated with ESG, companies thatexcel at
identifyingandincorporating theseissues intotheir strategy
enjoy a competitive advantage in the marketplace and among
institutionalinvestors. Itis increasingly clear that ESG and
ROl are connected.’

So why isntESG top of mindin every boardroom?
Toooften, the pressures of short-termism—from quarterly
earningsreportsto investment vehicles valued daily or
monthly to managementcompensationincentives—cause
companies toneglect ESG issues, which, by theirnature,
tend to be morelongterm-orientedin the contextof strategy
and performance. Language canalsopresentbarriers, and
the subjectis often difficultto define. Is it corporate social
responsibility (CSR)? Shared value? Conscious capitalism?
Triple bottom line? Responsible business? Corporate
citizenship? Sustainability?

And context matters. HowESG issuesare framed for
discussionin the boardroom—andacross the company—
will influence whethertheyare viewedas business issues
that are essential to long-term value creation or softtopics
that are more marketing andbrand/reputation-driven. For
example, acompany's approach to the topic of “climate
change” might beconsidered politically fraught andrelevant
primarily to the company’sreputation. But a discussion of
how long-termrisks to manufacturing operations andthe
supplychain created by severe weather patterns is likely to
be more meaningfulandproductive.

16 The ESGjourney

In addition to the challenges of short-term pressures and
findinga commonlanguage, thereis no cookie-cutter
approach to ESG. The strategicimportance of specific
ESGissues can varywidely by company andby industry.

A company'sESG profile may change as the company’s
businesschanges, andacompany's philanthropic activities
capturedin aglossyreport cancreatethe perception (and
complacency) that ESG is beingaddressed—that the
companyis “doingits part.” In fact, addressing ESG as the
long-term strategic issue that it has become and embedding
itinto the company’score businessactivities (strategy,
operations, riskmanagement, and corporate culture) is a
formidable challenge—requiring an understanding of why
ESG matters to the company’slong-term performance, a
clear commitment and strongleadership fromthe top, and
enterprise-wide buy-in.

Companies—and boardroom discussions —aremoving
at different speeds in addressing ESGissues today.
Butwhereveracompanyis on thisjourney,the boardcan
help leadthe organization forward by focusing onthe big
picture. Which ESG issuesare of strategic significance tothe
company? How is the company managing ESG-related risks
and opportunitiesandembedding ESG into the strategyand
cultureto drive long-term performance? How is the company
tellingits “ESG story” toinvestors and other stakeholders?

Tohelp boards understandand shape the total impactof

the company’sstrategyand operations externally—onthe
environment, the company’sconsumers and employees, the
communitiesin whichit operates, and other stakeholders—
and intemally, on the company’s performance, thispaper
presentsa five-partframework:

— Level setting: Agree on definition of ESG andits
importance to the company.

— Assessment: Determine which ESG risksand opportunities
are of strategicsignificance to thecompany.

— Integration: Encourage integration of strategically
significant ESG issues into the business strategy.

— Stakeholder communications: Shape the company’skey
ESG messages to investors and other stakeholders in the
contextof strategyand long-term valuecreation.

— Board oversight: Ensure that theboard hasthe right
composition, structure, and processes to oversee ESGin
the contextof strategy and long-term value creation. 1



Each company will have its own mix of ESG issues, but for purposes of this paper, “ESG”
encompasses thosethatare prominentoninvestors’and other stakeholders’ agendas today
and commonly citedin corporate responsibility and sustainability reporting:

e Climate changeimpacts

e \Water and waste management inclusion
¢ Natural resource scarcity
¢ Product and workersafety

* Supply chainmanagement * Humanrights

® Health

¢ \Workplace diversity and

¢ Talent management
* Employeerelations

e | abor practices
e Executivecompensation
¢ Politicalcontributions

¢ Board independence,
composition, andrenewal

Levelsetling

Agree ondefinition of ESGand its importanceto
the company.

While we use theterm “ESG" to coverthe broadrange

of environmental, social, and govemance issues thatare
meaningfulto investors, employees, customers, andother
stakeholders, others may use temrms like CSR,sustainability,
or corporate citizenship. These terms often mean different
thingsto differentpeople, eventhose whobelieve they are
speakinga common language. An importantfirststep is for
the board to reachan understanding with managementnot
only on language butalso what thatlanguage means as a
practical matter. A case in point: Companiesoften conflate
ESG and charitable giving, but givingis just a narow aspect
of the much larger, strategicESG equation.

How ESG issues are framedanddiscussed has a big impact
on understanding whythey matter tothe businessand

how to address them. Giventhe pitfallsand barriers that
ESG language can create, itis important to (re)frame the
discussionin businessterms—yparticularly risk, opportunity,
efficiency, andfinancial performance. As in our earlier
example, " climate change” can be framed as a discussion
about the risks water shortages and droughtspose to a
beverage company's manufacturing operations, the potential
financial impact these risks pose, and how the company
might mitigate these risks ina way that improves bottom-line
performance. Thisstrategic approach can help short-circuit
preconceptions, politics, and personal views while setting the
discussionon therightcourse at the outset.

Importance of ESG to corporate performance

ESG issues continue to rise on investoragendasfor good
reason. Poor ESG practices orignoring ESG issuespose
environmental, legal, and reputation risks thatcan damage
the companyand have alastingimpact onthe bottomline.
By contrast, firms with strong ESG performance tendto have
a more stable andloyalinvestor base, lowercost of capital,
and better accessto financing, as numerousresearch papers
have now documented.? Forexample:

— Calvert Research and Management's 2017 paper, “ The
Financial and Societal Benefits of ESG Integration: Focus
on Materiality,” foundthatmaterial ESGissues impact
a company's financials interms ofrevenues, costs,and
the cost of capital.32Because ESG datais slowto be
incorporatedinto stock prices, investorswhoaccurately
understand ESG implicationstypically have time to take
advantage of opportunities and generatealpha.

— Bank of America Merrill Lynch’s June 2017 paper, “ESG
Partll: A DeeperDive,” found that ESG investingwould
have offeredlong-term equity investors benefits in
mitigating price and earnings risks and avoiding 90 percent
of bankruptciesin the period studied (2002-2015).4 The
paper found that ESG attributes " have been a bettersignal
of future eamings volatility more thanany other measure
we have observedata market level.”

continuedon nextpage
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— A 2012 Deutsche Bank review of more than 100 academic
studies of sustainable investingaround the world found
that ESG factorsare correlated with superior risk-adjusted
returnsatasecuritieslevel.

And the benefitsthat accrue to these companies are not
limitedto favorable capital markets. Studies also show
benefits in termsof employee engagementand customer
purchasing behavior—both of which are vital to competitive
advantage andlong-term performance.6

Formany years, investorshave focusedon the “G” in ESG—
governanceissues, such as executive compensation, board
leadershipand composition, and the ability of shareholders

to include their directorcandidateson management's proxy
card. Butinstitutional investors are increasingly turningtheir
attention to arange of environmental andsocial issuesthat
they view as critical to the long-termfinancial health of the
company.

Accordingto Gibson Dunn,”over 40 percent of the 827
shareholderproposals submittedin 2017 dealt with
environmentaland socialissues, makingit the largest
category of shareholderproposals duringthe 2017 proxy
season. (Thisincluded 201 social proposals—up from 160
in 2016—elated primarily to diversity, discrimination, and
gender pay gapissues; and 144 environmental proposals—
up from 1391in 2016). The level of shareholdersupport for
environmentalissues was notable, with climate change
proposals receiving majority support at large-capcompanies
ExxonMobil, Occidental Petroleum, and PPL, and climate
change proposals generally garnering one-third of votescast.

The 2017 proxy results are perhaps not surprising, given that
a numberof the largest institutional investors—including
BlackRock and State Street—have beenso outspokenin
emphasizing the importance of environmentaland social
issues (alongwith govemance issues) in corporate strategy
and generatinglong-term value.

In hisrecent letters to CEOs of Fortune 500 companies,
Larry Fink, chairman of BlackRock,8askedthemto lay out
for shareholders a strategicframework forlong-termvalue
creation and emphasizedthatoverthe longterm, ESG
issues—ranging from climate change to diversity to board
effectiveness—haverealand quantifiable financial impacts
and can provide essentialinsights intomanagement’s
effectiveness and thusa company's long-term prospects. In
its engagement priorities for 2017-2018, BlackRockidentified
“climaterisk disclosures” as one of its five engagement
prioritiesand emphasized theimportance of a “ climate
competentboard” for companies that are significantly
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exposedto climaterisk. BlackRock also stated that “we will
engage companiesto better understandtheirprogress on
improvinggender balance...Ifthereis no progress within

a reasonable time-frame, we willhold nominating and/or
governance committees accountable foran apparent lackof
commitment to board effectiveness.”®

Inits Januaryletter todirectors, State Street Global Advisors
emphasized theimportance of sustainability inlong-

term corporate strategyand stated, “In 2017, we willbe
increasingly focused onboard oversightof environmental and
social sustainabilityin areas such as climate change, water
management, supply chainmanagement, safetyissues,
workplace diversityand talentmanagement, some or all of
which may impact long-term value.” State Streetattacheda
frameworkto its letter to helpboards focus on ESG issues,
includingallist of questions thatboards can use as a starting
pointto beginwork withmanagement to incorporate a
sustainabilitylens intolong-term strategy. 1

In 2017, Vanguard updated its proxy voting guidelines, stating
that it will evaluate each environmentaland social proposal
on its merits and may supportthose witha demonstrable link
to long-term shareholdervalue. Subsequently, in connection
with negotiating the withdrawal of a climate change
shareholderproposal submittedto certain of Vanguard's own
funds, Vanguardannounced thatit had prioritized climate risk
onits engagement agenda, noting: “Itis crucial to our fund
investorsthatmarketparticipants have access toconsistently
comparable information to incorporate these risks and
opportunities into market prices.”"" And Fidelity Investments
revisedits proxyvoting guidelines to say it may support
shareholderproposals callingforreports on sustainability,
renewable energy, andenvironmental impact issuesand
may also “supportproposals onissuessuchas equal
employment, and boardandworkforce diversity.” 12

Activists, too, are sharpening their focus on ESG factors.
While activistinvestors have largely focused on board/
governanceissues in recentyears (board composition,
executive pay, and proxy access), social and environmental
issues are featuringmore prominently in theinvestment
process. Forexample, in its recentlyrevised policy
statement, Trian Partnersnotes that environmentalandsocial
issues “canhavean impacton acompany's cultureand
long-term performance and that companies canimplement
appropriate ESG initiatives that increase their sales and
earnings.” Trianalso indicatesthat it “ will report periodically
on the progress on ESG matters at our portfoliocompanies in
communications with our investors."13



Taken together, 2017 ESG proxy seasonresultsandrecent
pronouncements from majorinstitutional investors and
activists senda clearmessage to directorsthatESG issues
are a priorityforinvestorsand should be a priority for
companies.

As we look to 2018andbeyond, we expect these issues will
remaina priorityand perhaps even grow inimportance as the
Trump administration’s pullbackon environmentaland social
issues may causeinvestorsto step into fill a perceived void.

Corporate Americaappears to be listening. Some of the
largestU.S. corporations are publicly emphasizing the
strategicimportance of ESG to their businesses, andthe
Business Roundtable (an association of CEOs of leading
companies*) addressedtheimportance of ESG inits
Principles of Corporate Governance 2016.15

—"Companiesshouldstriveto be...responsible stewards
of the environmentand to considerotherrelevant
sustainabilityissues in operating their businesses. Failure
to meettheseobligationscan resultin damageto the
company, bothin immediate economic terms andin its
longertermreputation. Because sustainabilityissues
affect so many aspectsof a company’sbusiness, from
financial performance to risk management, incorporating
sustainabilityintothe business in a meaningfulway is
integralto a company's long-termviability.”

— "Acompanyshould conductits business with meaningful
regard for environmental, health, safety and other
sustainabilityissues relevant to its operations.The
board shouldbe cognizantof developments relating to
economic, social and environmental sustainabilityissues
and should understand which issues are most important
to the company's businessandto itsshareholders.”

Otherleading organizations—including CECP (the “CEO
Force for Good”) and its Strategic Investor Initiative, the
Committee on Economic Development, and the Organisation
for Economic Co-operationand Development—are also
sharpening their focus on, and advocacy for, ESG as a critical
factor in long-term corporate performance andthe long-term
healthand sustainability of capitalism.1

ASSBSSIment

Determine which ESG risks andopportunities
are of strategicsignificance to the company.

Identifying the strategically significant ESG risks and
opportunities foracompany is complex, as they vary by
industry and sector, and even withinindustries. Generally,
however, a two-step process ishelpful:

Identify and assessallthe ESGissues thatare material
tothe business, suchas environmental degradation, product
and workersafety, waste generation, etc.—issuesthatcould
materially affect the businessor its stakeholders. Partof

the identificationandassessment process shouldinvolve
analyzingthe likelihoodand magnitude of ESG risks and
opportunities, knowingthat these variables may shiftand
thus needto berevisited.

From the broad inventory of material ESG issues,
identify thetwo or three ESG issues that are strategically
significant. Which ESG issuesare truly core to the business
strategyandkey to the long-term health and viability of the
company? In additionto intemalassessmentanddialogue,
which ESG issuesdo customers, suppliers, and other
external stakeholders view as key to the company’s long-
term strategy? Whileitis common to coalesce around six

to eightissues thatcouldaffect the operating efficiency of
the company, in most cases, only two or threeissues will
affect the company’s strategic advantage. The board should
concentrate onthese topics as theyfundamentallyaffect

a company’sabilityto remain competitive. Forexample,
companies thatcompete onthe basisof differentiationand
strong brands should focus onissues that would affectthe
brand value of the firm. For companiescompetingon the
basis of price, the emphasisshouldbe on factorsthathave
the potential to further decrease the cost structure or to
preventanyunexpected costincreases. Othercompanies
identifyone overarching ESG initiative—forexample,

to generate X percentof new product revenues from
environmentally friendly product materials—which servesas
the basis for various business units and functional groupsto
develop supporting ESG goalsand initiatives. In short, when
deciding which ESG issues to focus on inthe boardroom,
lessis more.

Indeed, making the distinction between strategically
significant ESG issues and othermaterial ESG issues is
important to bringdiscipline and structure to howthese ESG
issues should be govemed. While management needs to
focuson all ESG issues, the board should focus its limited
time on the most strategically important ESG issues.

continuedon nextpage
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Once the strategically significant issues are identified, the
board should work with managementto establishmetrics
and key performance indicators (KPIs) thatenable the board
to monitor management’sperformance againstgoals.

At the same time, the board should monitor stakeholder
communications that addressthese strategically significant
issues inthe context of strategy and long-term value creation.
Other material ESG issues that may wellbe ancillary to
strategymust still be managed by the company andits ESG
team, as these issues will also be the subject of stakeholder
communications—both mandatory Securitiesand Exchange
Commission (SEC) filings as well as voluntary disclosure

that may be of interest to investors, employees, customers,
and other stakeholders. (See more on this in Stakeholder
communications). Andregardlessof whetherESG issues
are categorized as material or strategically significant, they
all shouldbe appropriately addressed inthe company’s risk
management processes—aboutwhich the board should
receiveregular briefings.

Oversight of management’s assessment process

Boards needto understandand oversee management’s
identification and assessment process. A broad and inclusive
processthatincludeskey stakeholder perspectives is
valuablein several respects, including thefollowing:

— Ensuringthatmanagement of the ESG issues is
embeddedin widerbusinessprocesses

— Ildentifying issuesand trendson the horizon—such as
technological disruption, scarcity of waterand other
natural resources, or changing weatherpattems—that
could significantly impact the company's ability to create
long-term value

— Enablingdifferent functions of the business tobe readyto
take advantage of opportunitiesto develop new products
or services and stay ahead of competitors

— Prioritizingresourcesfor the ESG issuesmost importantto
the company

— Helpingto identify where the company is creating, or
reducing, value to society.
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There is no standardapproach forinventoryingand assessing
material ESG risksand opportunities—or forcondensing this
broad assessmentto a shortlist of strategically significant
ESG issues.However, the Sustainability Accounting
Standards Board's (SASB) provisional sustainability accounting
standards may be a helpful reference. SASB currently
maintains provisional standardsfor79 industries in 11 sectors.
The standards focus on industry-specific sustainability factors
that are reasonably likely tohave materialimpacts. The

SASB Materiality Map, an interactive tool that identifies and
compares likely material sustainability issues across different
industriesand sectors, may alsobe helpful.

Animportant caveat: Many ESG efforts inside companies
start with a processfocused on ESG issues as risks. In fact,
many of the leading companiesembedthe ESG inventory
and assessmentprocessinto enterprise riskmanagement
orother existing processes. While this can be an efficient
processand a goodstartingpoint, it is important to avoid
focusingonlyonrisk, as this may cause the organization

to miss the “opportunitytrain.” The board shouldalso
encourage management to focus on the potential for
innovation, disruption, andvalue creation posed by ESG
activities anddemandsin the marketplace, suchas:

— Solutions fora low-carbon world, including energystorage,
energy efficiency, andrenewable energy generation

— Access to education, affordable housing, and financial
services to decrease inequality

— Healthand well-being, including healthy food
consumption, activity services, and healthylifestyle
choices

— Infrastructurein cities to support increasing levelsof
urbanization

— Technologiesthat accelerate the sharing economy.1



niegration

Encourage integration of strategically significant
ESG issues into the businessstrategy.

While many companies have developed ESG initiatives, they
are oftendisconnected fromthe core business strategy

and remain peripheral corporate activitiesthat don'tdirectly
contribute to the company’s competitiveadvantage.

Companies that recognize the strategicimportance of ESG
are embedding these issues—particularythosealigned with
the company’sbusinessinterestsand long-term viability—
into their strategyand how they think about long-term
performance.

Indeed, by integrating strategically significant ESG issuesinto
the strategy, managementand the board willbringthe same
focus and discipline to the management and oversight of
these ESG initiativesas they do to otherstrategic initiatives
aimed at creatinglong-term value. Howbest to achieve

such integration, however, is complex andwill likely vary by
company basedonbusiness models and strategy processes.
From our perspective, integration efforts should include

two broad areas—employee selection and behavior and
organizational processesand routines.

Employee selection and behavior

— Are we hiringtheright talentandis ourselection process
compatible with buildingan inclusive andtalented
workforce that reflects ourbusinessneeds?

— Do we tie compensation and promotion decisions to the
metricsthat advance performance on the critical ESG
issues that we face?

— Are we empowering people and givingdecisionrights to
teams that can make decisions by takingintoaccountESG
information reflecting local knowledge?

— |s our culture promoting employee behaviorsthat are
consistentwithour priorities rather than providing
perverseincentives that couldactually deteremployees
from exhibiting the behavior managementandtheboard
hope to see?

Organizational processes and routines

— Do we have the right ESG metricsto monitor
performance, settargets, andincentivizeaction?

— Are the metricsreliable, comparable overtime, and
credible fordecision making? Whatare the mechanisms
to help ensurethesequalities?

— Have we integrated these metrics into capital allocation
decisions to help determine which projectsto investin?

— Are corporate functions considering ESG issueswhen
making marketing, procurement, hiring, financing, and
investment decisions? Are business unit leadersaligned
with the corporate vision?

—How are we achieving harmonization of ESG practices
across a diverse setof geographies while at the same
time adaptingtolocal cultureand laws?

Effective integration of ESG into strategyand operations
will also hinge onensuring that the entire C-suite—not only
the chief diversity/sustainability officer, head of marketing,
and chiefriskofficer, butalsothe CEO, CFO, COO, head of
human resources, investor relations, and otherkey players—
understands the importance of ESG to the company's
strategyandlong-term performance, andhow ESG issues
impact their respective functionsand areas of responsibility.
ESG is an enterprise-wide issue, and enterprise-wide buy-in
is essential.

Of course, the board has a pivotalrole to play in the
integration process. For example, Nike's board provides
guidance to management on ESG impactsand “the
integration of these impactsintoNike'sbusiness, including
innovation, product design, manufacturingandsourcing,

and operations.” 7 Moreover, recognizing the strategic
importance of brand and human capital, the board “ provides
guidanceregarding the involvement of significant corporate
responsibility issues in major business decisions to protect
Nike'svaluable goodwillandhumanand intellectual capital.”18

Similarly, Coca-Cola’s Publiclssuesand Diversity Review
Committee provides guidance onthe threeissues the
company has identifiedas critical competitive drivers:
women, the vast majority of buyers of the company’s
products; water, a key ingredient of the products; and well-
being, an importantcompetitive attribute given the shift
towardshealthier lifestyles.’*1
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A note on “purpose”

The board'soversight of ESG wouldbe incomplete without
considering the importance of purpose, whichaddsan
important dimension to the ESG/strategydiscussion.

Many business leaders—Richard Branson (Virgin Group),
Indra Nooyi (PepsiCo), Paul Polman (Unilever), and others—
have emphasizedtherole of purmposein business. Beyond
definingandgivinga company direction, the intangibles of
a clear corporate purpose—motivation and commitment,
quality andintegrity, values, and culture—are all essential
to long-termperformance. In ourown initiative to articulate
KPMG's purpose, nearly 95 percentof KPMG employees
who told us their leadersdiscuss the firm’s “ higher
purpose” said KPMG “isa great place to work” andare
“proudto workfor KPMG " compared to about 65 percent
among those whose leaders donotdiscuss purpose. Not
surprisingly, we also foundactual turnover among these two
groupsto be dramatically different—5.6 percent versus 9.1
percent.®

Yet research has shownthatmostorganizationstoday are
struggling to create a sense of purpose throughout the
organization—and to connect purpose with better future
financial performance.2' Creating a purposeful organization
where employeesfeelthattheycontribute to the mission
of the organizationandits positive impact on customers,
communities, andother stakeholders is a challengingand
often long-term undertaking.

We consider pumpose to be a significantleverfor fully and
effectively usingthe five-part frameworkwe 've outlined

in this paper. In organizations where employees feel a
strong sense of purpose, developinga common language
to talk about the company’'smajor ESG challenges and
opportunities—and to focus squarely on those that are most
strategicallyimportant—willbe an easier task. Integrating
these issues into the organizational processes of the
company will alsoface fewer hurdleswhen employees
share acommonpurpose.

Finally, clarity of purpose helps to drive consistent and
compellingmessaging from senior leadershipandthe
boardroomaboutthe strategicimportance of ESG to the
company's long-term success.

22 The ESG journey

Thinking long-term: ESG and strategy

Unilever

Global consumerproducts company Unilever, under CEO
Paul Polman, has made “sustainable living” central to
how the company operates, andthe company says that
its brandsunderthat aegis grew 50 percent faster than
the rest of the businessand accounted for 60 percent of
growth. Some examples of ESG-related strategicgoals
include cutting water use associated withits product use
by 50 percent from 2010to 2020; a goal of 100 percent
sustainable sourcing of agricultural rawmaterials; anda
50 percent reductionin waste associated with consumer
product disposal and an even greater cut in manufacturing
waste.??

Pfizer Inc.

Inan industrythatgamers more thanits fair share of critical
press, pharmaceutical company Pfizer Inc. countsearning
greaterrespectfrom society as a strategic imperative. The
company views a commitment to corporate responsibility
as centralto eaming that respect. Like many organizations
that provide goods or services thatare fundamental to
human life, Pfizer sees an intrinsicconnection betweenits
core businessactivitiesand doinggoodfor society—andit
does not take that link for granted. As Caroline Roan, the
company's vice president of corporate responsibilityand
presidentof the Pfizer Foundationnoted, “Our license to
operate very much depends onourability to build thattrust
and that respect with society. “23

Starbucks Corp.

Foryears, coffee retailer Starbucks Corp. has pursued
corporate responsibility programsaimedat, among other
things, helping coffee fatmers sustain their businesses
while simultaneously improving the resilience of Starbucks's
supplychain andensuringthe company a long-term supply
of high-quality coffee beans. Starbucks hasinvested more
than $70 millionin such efforts. In 2008, amid the financial
crisis—and despite sales slowing forthe first time inits
historyand itsnetincome and stock price each falling by
more than half—the company stayedthe course on its
corporate responsibility programs, whichit views as core

to its long-term business strategy 24 Fromthe end of 2008
through November30, 2016, Starbucks’s stock significantly
outperformedthe S&P 500 stock index. Notably, in May
2016, the company issueda $500 million sustainability bond
to enhance coffee supply chain management programs
aroundthe world. The company’sannouncementstated
that the move “demonstrates that sustainability is not just
an add-on, but an integral part of Starbucks, including our
strategyandfinances."”26

© 2022 KPMG, a Hong Kong (SAR) partnership and a member firm of the KPMG global organisation of independent member firms affiiated with KPMG
International Limited, a private English company limited by guarantee. All rights reserved.



stakenalder communications

Shape the company’skey ESG messages to
investors and other stakeholders inthe context
of strategy and long-term value creation.

Addressing the information needs of different
stakeholders

The firststep incrafting ESG messagesthat resonate is
understanding the varyinginformation needs of the company’s
stakeholders. Employees, consumers, communities, regulators,
and investors frequently seek different ESG information. For
example, the information in an annual " corporate citizenship”
report coveringissues, such as employee engagement

and diversity, corporate philanthropy, and reducing energy
consumption, may appropriately addressthe concerns of
employees, consumers, and communities, but it will notfully
addresstheinformation demands of regulators, such as the
SEC, or the needs of investors focusing onthe impactof ESG
on the company’s longterm performance—and the basic
qguestion of whethertoinvest.

The board'srole

Investors expect directors to be competent in ESG matters
and to help ensure that the company provides disclosure that
translates ESG into the language of the portfolio manager—
finance, efficiency, risk, strategy, and longterm performance.
Since an increasingly large number of investors view strong
ESG performance as an indicator of a wellimanaged company,
a board should ensure that the company’s disclosures
proactively tell its ESG story.

In addition to disclosing strategically significant ESG matters,
companies shoulddisclose othermaterial ESG issues and any
additional information necessary to put material information

in context. Progress, results, linkage to strategy, and an
explanation of how ESG factors benefit the longterm interests
of the company and its stakeholders shouldbe partof the
company’s communications—and reinforced in tone and
communications by seniormanagement and the board. GE,
Goldman Sachs, Intel, and Unilever are among the companies
that have beenin the forefront in effectively communicating
ESG messages.

The needto putinformationinto context meansthat
providingonly the information requiredin publicsecurities
filings may notbe enough. The board should work with
management to determine whether additional disclosures
are appropriate and whethersuchinformation shouldbein

securitiesfilings, annual sustainabilityreports, integrated
reportsthatinclude bothfinancialand nonfinancial
information, the ESG section of the company’s website,
orelsewhere. Forexample, if ESG metricsare includedin
SECfilings, they may be easierforinvestors to “ scrape” and
putinto theirmodels, but publicly filed information carries a
greaterlitigation risk thaninformation posted on a website.

As part of its oversight, the board shouldalso understand
the process managementuses to determine the ESG
informationto be disclosedandhow it verifies the accuracy
of thatinformation. In that regard, independentreview or
verificationaddsanotherlevel of rigor, accountability, and
reliability to ESG reporting. Clorox, for example, obtains
assurance fromits auditoron certain nonfinancial ESG
metricsincludedin its integrated reporting. Bristo-Myers
Squibbuses third-party reviewers to assess its ESG program
and the systemsfor collectingandreporting data from its
worldwide facilities.®

Materiality and ESGstandards

“Materiality" is centralto understanding the ESG information
investorswant, and there are clear reasons why. As we
noted earlier, companieswith good ratings on material ESG
issues demonstrate less volatility, a lower cost of capital, and,
accordingto some studies, significantly outperform firms
with poor ratings on these issues.Z Moreover, immaterial
ESG informationis not correlated with superiorperformance?
and may be dismissed by investors as “ greenwashing.” That
said, itis important to recognize that materiality can change
over time; therefore, the assessmentand determination of
material versus nonmaterialissues should be an ongoing
process.

Under U.S. securities laws, information is material if there
isa substantial likelihood that a reasonable investor would
consideritimportantin deciding how to vote or makean
investment decisionor,put anotherway, if a reasonable
investor wouldview the information as significantly altering
the total mix of information made available. Climate change
isone of the ESG issues that has attracted the most
attention from the SEC. Guidance providedby the SECin
20102%indicatesthat unless a company’s management can
determine thatknown ESG uncertainties (such as changes
in the severityof weatherdue to climate change) are not
reasonablylikely to have a materialimpact on itsfinancial
condition or operating performance, disclosure isrequired.

continuedon nextpage
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But providingmaterial ESG informationin a manner that
allows comparisons among companies inthe same industry
and across industries hasbeen elusive, and the quality of
ESG disclosureto date hasbeen weak. Approximately 82
percent of the S&P 500 published corporate sustainability
orresponsibility reports in 2016, accordingto a 2016
Governance and Accountability Institute report. However, the
most commonformof disclosure was generic boilerplate
thatis inadequate for investment decision making. Also,

in the lessthan 24 percent of caseswhere metricswere
disclosed, theywere non-standardized.®

Todate, over 100 ESG standards-setting initiatives have been
developed, creatinga confusingalphabet soup. Among the
most prominentstandard settersthat employ some type of
materiality filterare asfollows:

—SASB s an independent nonprofitthatcurmrently maintains
provisional sustainability accounting standardsfor 79
industries in 11 sectors. The standards focuson the
industry-specificsustainability factorsreasonably likely to
have materialimpacts, identifyingan average of five topics
and 13 metrics perindustry. Materiality is based uponthe
materiality framework of existing U.S. securities laws.
Companies can use the standards to disclose information
to investorsin SEC filings, suchas annualreportson
Forms 10-Kand 20F.Some U.S. public companies, such
as JetBlue3'andKilroy Realty,2are alreadyissuing SASB
reportsorimplementing SASB provisionalstandards;
and Bloomberg LP,a private company, reportson its
sustainabilityinitiatives using SASB standards (thefirst
company to do so).3

— The Global Reporting Initiative (GRI)is an independent,
international organization that seeks to helpbusinesses,
governments, and other organizations understand and
communicate the impactof business on ESG issues such
as climate change, humanrights,and corruption. The GRI
factors are not limited to investment-relatedissues. Of the
world's largest 250 corporations, 93 percent report on their
sustainability performance and 82 percent of these use
GRI's standardsto do s0.3*SASB and GRI have developed
a partnershipin an effort to fosterharmonization .®

— The Financial Stability Board's Task Force on Climate-
Related Financial Disclosure (TCFD)employs a
disclosureregime, based upon other existing climate
disclosure frameworks, thatis intendedto supportthe
reporting of consistent, forward-looking climate-related
risks and opportunitiestoinvestors, lenders, insurers, and
other stakeholders .36
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Demand fordata

We believe thatinvestors willincreasingly seek standardized
disclosures and metrics so they cananalyze comparable
data, particularly withinindustries. As a result, we anticipate
there willbe a consolidationamongratersas winners are
selectedand comparability prevails. In the interim, public
companies will continue to receive numerous questionnaires,
surveys, andrequestsfor information from standard-setting
organizations andthe many organizations that gather ESG
data. Some companieswill choose toignore someor all

of these requests, since theycan be time-consumingand
expensiveto answer. The problem, however, is that data
providers andanalysts/raters maynonetheless gather data
or supply a rating—and without information directly from
the company, thedataorratingon which itis basedmay be
inaccurate.

Low ESG scores can have real-world consequencesthata
board mustunderstand. Forexample:

— Company-issuedrequests forproposals (RFPs)may
include minimum ESG “score” requirements.

— Some funds arerestricted frominvestingin companies
with low scores.

— ESG scores can promptstockholder proposals andaffect
investor loyalty in activistsituations.

— Some clients willnot use asset managers with low
ESG scores.

— ESG scores arenow beingused inthe words of fixed
income, lending, andinsurance.¥

As a result, companies andtheir boardsshouldfocus on
effectively telling their ESG story and understandissues that
could resultin negative ratings fromdataor ratings providers
used by theirinvestors.

Since comparable metrics-based datais prized by investors,
what shouldthe board do to helpfacilitate such disclosure?
One option is to use metrics proposed by SASB (or another
widelyrecognized standard setter); another is forcompanies
in the same industry that are not inclinedto use existing
frameworks to worktogetherto craft meaningful industry
metrics. Thelattercreates the opportunity fora direct
dialogue with investors onthe usefulness of the chosen
measures and thenrefinements to those metrics basedon
feedback.



In additiontostandard-settingbodies andregulators focused
on disclosure, severalinvestor initiatives are defininghow
ESG matters align withinvestment retums. Established

in 2005 and supported by the United Nations, Principles

for Responsible Investment (PRI) counts nearly2,000
investment managers, asset owners, and service providers
as signatories whostrive toinclude PRI's six principles in their
investment processes. In 2015, Ceres, a nonprofitfocused
on leadership and sustainability, worked with BlackRock to
create a guide forinstitutionalinvestors on how to engage
with corporationson ESGissues.

While mandating ESG disclosure may not currentlybe a
priority forthe SEC, thereality is thatinvestors willcontinue
to push for useful information. ESG is no longerjusta
negative screen forsociallyresponsible investors; itis
increasingly acomponentofmainstream portfolio managers’
investment analysis. In that regard, Bank of AmericaMerrill
Lynch's June 2017 report foundthat 50 percentof the
institutionalinvestors withinvestment horizons of more

than five years that responded to its annual survey employed
ESG factors, compared to 11 percent with “months” as their
time horizon.38

As a practical matter,a stockholderbase that includes
long-term investors should be attractive to boards and
management—andaligns with the underlying conceptof
long-term value creation. 1

poardoversignt

Ensure thatthe board has the right composition,
structure, and processesto oversee ESGin the context
of strategy and long-term valuecreation.

The structureandprocesses a board creates tooversee ESG
issues will varybased ona number of factors, such as the
size and complexity of the company’soperations (including
its supply chain and whetheroperations are international),

its industry, the magnitude of the company's ESG risks and
opportunities, the degree to which ESG issuesare central to
the company’sstrategy, andthelevel of directorexpertise
regardingrelevant ESG issues.

In analyzingappropriate ESG oversight, we recommend
directors considerthe following factors.

Board composition

An important question forboards of all companies with
exposure to material ESG risks and opportunitiesis whether
they have the composition—including directors withthe
relevant experience and expertise—to understand ESG risks
and opportunitiesandto overseemanagement's handling

of these issues. In some instances, a specific issue may be
so critical to the company that subject matter expertise will
be important, such as in the example of investors calling for
certaincompanies to have " climate competent” boards.
Some high-profile boards, suchas ConocoPhillipsand GM,
have recentlyadded directors with strong ESG expertise and,
by doing so, have senta message to the market about their
priorities.

Tothe extent the board lacks the necessary experience

and expertise, directorsshould considerincludingitas a
criterionforfuture candidates. As is the case with cyber
expertise, a board shouldnot lookfor a candidate whojust
possesses this one skill set. Rather, the goalis to finda well
rounded candidate whoalsohas relevant ESG background.
Whether ornotthe board includes a directorwithrelevant
ESG expertise, the fullboard willbenefitfrom continuing
educationon the issuesand mayconsider lookingto third-
party specialistsfor help.

continuedon nextpage
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Structure and processes

In considering how to provide strong oversightin this area,
the board's considerations should include:

— Allocating oversight responsibilities. \\Which activities
should involve the full board and which are best handled
by an appropriate committee? Given the importance
of having everyone onthe same page, level setting is
bestdoneat the fullboardlevel. In contrast, oversight
of the assessmentandthe varioustypes of stakeholder
communications mayrequire a significant amountoftime
and expertise that mightmore effectivelybe delegated
to an appropriate committee. The determination of
whether this setof responsibilities should be added
to the agenda of an existing committee or housedin a
more focused, newly created committee willdepend
on factors including the type and magnitude of the
issues, the available bandwidth (if any) of the existing
committees, andthe culture of theboard. Forexample,
the board of Nike formeda Corporate Responsibility and
Sustainability Committee, whichincludesinits charterthe
following responsibility: “Review and provide guidance
to management on sustainabilityissues andimpacts,
and the integration of sustainability into Nike'sbusiness,
includinginnovation, productdesign, manufacturingand
sourcing, andoperations.”®According to Bloomberg LP's
latestdatain 2015, 123 S&P 500 companies had assigned
responsibility foroversight of ESG/CSRto a board
committee,up from 116in the prior year.%

— Information flow.\Whatinformation should management
provide to the board? The board must work with
management to determine whatinformation the board
will receive—for example, the KPIs and metrics to be
used—andhow frequently. In that regard, the board
orappropriate committee should considerwhether an
ESG dashboard would help facilitate understandingand
discussionofimportantESGissues.
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— Incorporating ESG into the board’s oversight
of strategy. For manycompanies, this is a change
managementeffort. Addingan ESG lensto strategy,
incorporating ESG risksintothe overall ERM process,
and establishingand tracking metrics that include
the strategically significant ESG initiativesas part of
assessing progressagainstoverall company strategy,
implicationsfor compensation, talent and culture, etc.,
may require significant organizational change—notonly
for management, but alsoforthe board. Whetherit rests
with the chairman, lead director, governance committee,
ESG committee or somewhere else in the board structure,
there shouldbe a “home " for oversight of ESG integration.

As a bottomHine matter, finding the right mechanisms for
board oversight is likely to be an iterative process, subjectto
changeas the company andits ESG risks and opportunities
change. Oversight of theseissues, like oversightof any
issue that significantly impacts long-term value creation,
requirestheright peoplein the boardroom, informationto
keep the board sufficiently informedandallow directors

to track progress, processes thatenable the boardandits
committeesto exercise appropriate levels ofoversight, and a
commitment to continuous improvement. 1



The drum-beat of “meet or beat the quarter” is increasingly
being challenged by a chorus of investors, employees,
customers, and other stakeholders calling for greater focuson
the long tem.

As ESG continuesto move fromthe periphery to the center of corporate
\/\/a thinking—on strategy, risk and reputation, operationsand efficiency, andlong-

term performance—the board hasa pivotal role to play inhelpingto set the
contextandthedrive the company's focus ontheseissues:

— Articulating what “ESG"” meansto the business andagreeingon
common language

— Identifying key ESG-related risks and opportunities—particularly those
that are strategically significantto the company

— Integrating ESG issues into the company's strategy, and helpingto ensure
alignmentand buy-inacross the enterprise through the right culture and
incentives

— Effectively communicating the company’s “ESG story” toinvestorsand
other stakeholders

— Ensuring thatthe board itselfhas the skills, processes, andinformation
necessaryto helpguide thecompany forward.

Whereverthe company is on the ESG joumey, the five-part oversight
frameworkoutlinedin this paper can helpto drive a robust conversation
about what ESG risks and opportunities may impact the company's key
stakeholders, corporate strategy, andlong-term performance and howthey
will be addressed.

Companies that identifyandincorporate these issues into their strategy
will clearly stand apart—toinvestors, customers, employees, and the
communitiesinwhich they operate—as forward-thinking organizations,
focusedonlong-term performance andvalue creation.
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