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manage its relationship with wider society, whether for reasons of commercial
viability or to add value to society.*

§1.04 IMPACT OF CONVERGENCE ON CORPORATE REGULATION

Rahim observed that the potential convergence of CSR and corporate governance has
affected the modes of corporate regulation and that “hierarchical command-and-
control” regulation dictated by the state is being replaced by a mixture of public and
private, state and market, traditional and self-regulation institutions that are based on
collaboration among the state, business corporations, and NGOs.* In fact, Rahim
argued that the impact of the convergence of CSR and corporate governance has mostly
been reflected by the development of self-regulatory regimes in the business environ-
ment which include both attempts by organized groups to regulate the behavior of its
members and efforts by individual companies to exercise control over themselves to
maintain the stability of their function and achieve certain organizational goals.*
While self-regulation can be mandated or coerced by the state, most of the self-
regulatory initiatives to date relating to CSR have been voluntary systems initiated and
operated by corporations, often acting collectively with input from stakeholders. All of
this seems to be consistent with the erosion of the authority and power of the
nation-state that has occurred due to globalization and the accompanying rise of the
influence of non-state actors and transnational bodies in constructing regulatory
schemes and devices for businesses.*”

Rahim noted that individual companies have been self-regulating their CSR-
related activities through their own codes of conduct and/or through incorporation of
a multi-stakeholder initiative or guidelines prepared by another social or commercial
organization.”® When corporations create their own codes of conduct they are simul-
taneously acting as both “regulator,” responsible for the rules, and the “regulated,”
responsible for implementation of those rules. Acting in this fashion provides the
corporation with the flexibility to frame its own internal strategies for purznit of
broader public policy goals taking into account its specific circumstances and re-
sources. On the other hand, when corporations adopt technical and gualitative
standards provided by multi-stakeholder initiatives and other externe! vrganizations,
the regulator is separated from the regulate, although corporations are generally
encouraged to get involved in standard-setling exercises to ensure that their concerns

34. M. Rahim, Legal Regulation of Corporate Social Responsibility: A Meta-Regulation Approach of
Law for Raising CSR in a Weak Economy (Berlin: Springer, 2013), 13, 44 (citing M. Blowfield and
J. Frynas, “Setting New Agendas: Critical Perspectives on Corporate Social Responsibility in the
Developing World”, International Affairs, 81(3) (2005), 499, 504).

35. M. Rahim, Legal Regulation of Corporate Social Responsibility: A Meta-Regulation Approach of
Law for Raising CSR in a Weak Economy (Berlin: Springer, 2013), 13, 23 (citing A. Gill,
“Corporate Governance as Social Responsibility: A Research Agenda” (2008), 464).

36. Id.

37. Id. at 27 (citing J. Cioffi, “Governing Globalisation? The State, Law, and Structural Change in
Corporate Governance”, Journal of Law and Society, 27(4) (2000), 572).

38. Id.
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are heard and addressed. While acting in this manner arguably increases the costs
associated with implementation and compliance, it does provide corporations with the
opportunity to access emerging best practices amongst their peers and enhance their
brand and reputation by being associated with widely respected standards.

The codes of conduct referred to above began to appear during the 1990s, often
adopted by large companies with a strong presence in developing economies with
weak state-based regulatory systems and companies engaged in sectors where brand
reputation and export orientation were critical (e.g., apparel, sporting goods, toy and
retail sectors, oil, chemicals, forestry and mining).* In general, these codes addressed
corporate ethics, moral guidelines, and key CSR issues like human rights, labor, the
environment and sustainable development.*® Notably, the codes generally extended
putward to include supply chain participants and included restrictions on doing
business with suppliers that did not respect workers’ rights (e.g., freedom of associa-
tion) and ensure fair pay and treatment for their workers. Suppliers were also expected
to support sustainability and use ethical practices to ensure their product quality and
processing efficiency (e.g., refrain from using child labor and provide for environmen-
tally friendly manufacturing methods). In many cases, companies supplemented their
codes by providing training programs for suppliers and creating mandatory environ-
mental manegement systems.*'

Codes of conduct have been criticized as tools used by corporations to pursue
their o wvn interests rather than public policy goals and for failing to actually improve
nuspurate behavior worldwide absent accompanying changes in business culture and
decision making.** Companies have also been criticized for creating codes of conduct
that are complex and difficult to interpret and then ignoring them in practice or failing
to ensure that they are prioritized through proactive communications from the
independent directors and the members of the senior executive team." In turn,
proponents of codes of conduct argue that the codes can positively affect sales,
purchasing and recruitment of new staff, secure the company’s reputation, create
innovation, increase motivation among their employees and improve risk management
and compliance, all of which ultimately leads to the increased sustainability of their

39. Id. at 29 (citing H. Arthurs, “Private Ordering and Workers' Rights in the Global Economy:
Corporate Codes of Conduct as a Regime of Labour Market Regulation”, Labour Law in an Era
of Globalisation: Transformative Practice and Possibilities (2005), 471; and United Nations
Research Institute for Social Development, Corporate Social Responsibility and Business Regu-
lations: How should Transnational Corperations be Regulated to Minimise Malpractice and
Improve their Social, Environmental and Human Rights Record in Developing Economies?
(2004), available at www.unrisd.org at June 29, 2010).

40. E. Wymeersch, “Corporate Governance Codes and their Implementation” (Gent University,
2006).

41. M. Rahim, Legal Regulation of Corporate Social Responsibility: A Meta-Regulation Approach of
Law for Raising CSR in a Weak Economy (Berlin: Springer, 2013), 13, 29-30.

42. Id. at 30 (citing A. Blackett, “Global Governance, Legal Pluralism and the Decentered State: A
Labour Law Critique of Codes of Corporate Conduct”, Indiana Journal of Global Legal Studies,
8 (2000), 401; and R. Locke and M. Romis, Beyond Corporate Codes of Conduct: Work
Organisation and Labour Standards in Two Mexican Garment Factories (20006)).

43, See, e.g., P. Smalera, “The Valley’s Mess: Why Codes of Conduct Don’t Work”, Fortune
(September 1, 2010).
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company.** Codes of conduct have also been praised for their potential positive impact
on internal governance including clarification of the company’s mission, values and
principals and their value as a guide and source of reference for the day-to-day decision
making of employees.

Rahim noted that another trend in self-regulation has been the growing attention
to nonfinancial reporting, a trend that began in the 1990s in response to a series of
environmental disasters and continued thereafter to expand to include a wider range of
corporate policies and CSR-related issues.*® At the beginning, these reports primarily
focused on informing the public of the company’s existing CSR policies; however, as
time went by companies began to use the reporting process as a means for creating
channels of communication with their stakeholders. As this so-called sustainability
reporting has become more sophisticated, incorporating metrics to be used to track the
company’s CSR performance, it has become a driver of corporate governance practices
and pushes boards toward considering and incorporating better mechanisms for
long-term accountability to their constituencies. While sustainability reporting has
been largely voluntary, there is now a trend among legislators and regulators to require
such reporting alongside traditional disclosures of financial resuls.

Rahim noted that both codes of conduct and nonfinancial reporting have been
significantly influenced by external stakeholders eager to be involved in the formula-
tion of codes and reporting practices and “supervise” the way in which businesses have
chosen to self-regulate their CSR activities. One important byproduct of all of this has
been the development of a “standardization regime” (i.e., “an agreement based on the
principles that guide the standards of activities”) in both areas including multi-
stakeholder codes and principles used as guidelines for codes of conduct and reporting
frameworks, such as the Global Reporting Initiative (GRI), available for consultation in
presenting the content and results of CSR initiatives and programs.*® Rahim explained
that the multi-stakeholder initiatives involved companies, trade unions and otior
workers’ associations, government agencies, NGOs and academics and included not
only a framework of rules and guidelines for operations but also mechani:ms for
monitoring and verification and evaluation of the CSR performance of coinanies.

Williams noted that some stakeholder theorists have argued that \ne current
version of “corporate responsibility,” which generally emphasize: disclosure and
voluntarism, is too modest and has failed to make a significant impact on addressing
human rights issues, many of which remain in an extreme form all around the world in

44. M. Rahim, Legal Regulation of Corporate Social Responsibility: A Meta-Regulation Approach of
Law for Raising CSR in a Weak Economy (Berlin: Springer, 2013), 13, 31.

45. Id. at 31. For further discussion of the evolution of voluntary sustainability reporting, see A.
Kolk, “Sustainability, Accountability and Corporate Governance: Exploring Multinationals’
Reporting Practices”, Business Strategy and the Environment, 17(1) (2008), 1; D. Hess, “Social
Reporting and New Governance Regulation: The Prospects of Achieving Corporate Accountabil-
ity Through Transparency”, Business Ethics Quarterly, 17 (2007), 455, 458; and J. Elkington,
The Triple Bottom Line for 21st-Century Business, The Earthscan Reader in Business and
Sustainable Development (2001).

46. Id. at 32.
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the communities in which corporations continue to pursue their profit—making strate-
gies.47 These theorists believe that even though much is made of the “business .case"
for “voluntary” corporate responsibility (i.e., acting responsibly enhances the “intan-
gible” value of the corporation, which has been estimated to accou.m for anywhe.re
from 70% to 80% of total market value, by improving brand reputation and goodwill
and creating intellectual property necessary for innovation), the reality is that substan-
tial economic disincentives remain for corporations and that they are likely to be
unwilling to incur higher labor costs and/or make expensive investments in pollution
abatement unless there is a supportive regulatory framework that creates a level
playing field for competition (i.e., all of the participants in the market will be required
by law to increase wages and reduce the harm that their activities cause to the
environment).**

After evaluating the arguments made by proponents of both the shareholder and
stakeholder perspective, Williams praised the corporate responsibility initiatives for
the many ways in which they had improved conditions of employment, brought
attention to eavironmental problems and motivated firms to develop innovative
products art solutions to address these problems, and noted the empirical evidence
that respangibility is generally a good business strategy; however, she cautioned that
“corporate responsibility does not fundamentally change underlying power relation-
shirs between companies and citizens;” that companies can volunteer to act to address
0:_‘Aial and environmental problems—or not; and that corporate responsibility may
dissuade governments from regulating, thus leaving gaping holes into which corpora-
tions may decide to march at great cost to the environment and the lives of millions of
people around the world.*” Williams also noted that while economic development has
improved the overall standard of living, billions of people would benefit from greater
access to productive enterprise and it is important that the underlying normative and
material conditions of that access matter be managed properly, a role that should not
be left to corporations themselves.

For Williams, the solution was to seriously consider more “hard law” regulating
social responsibility, thus giving directors more guidance for decisions in the area and
satisfying those who have complained that corporate responsibility based primarily on
disclosure is too weak, and she suggested that the best place to look for guidance would
be the self-regulatory initiatives that businesses had already chosen to participate in.*
More regulation is allowed by economic theory when necessary to address market
failures such as the negative externalities associated with irresponsible behavior of
businesses and, as Williams pointed out, “[e]ven Friedman believed that business has

47. Id. at 39.

48, Id. at 40. Williams also noted that the business case for corporate responsibility depends on
several other assumptions that have yet to be empirically confirmed such as consumers be?ng
willing to pay more for goods produced in socially responsible fashion, employees being
selective about where they will work and choosing only the most responsible employers, and
investors generally investing and disinvesting based on social parameters; however, as time
goes by more and more studies are appearing that provide support for the reasonableness of
these assumptions.

49, Id. at 54-55.

50. Id. at 53.
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an obligation to conform ‘to the basic rules of the saciety, both those embodied in law
and those embodied in ethical custom’.”! In addition, actions by governments to make
environmental and social responsibility a legal obligation for businesses may be
necessary in order to ensure that the positive changes associated with corporate
responsibility become sustainable.®

§1.05 INVESTOR INTEREST IN CSR AND SUSTAINABILITY AND
IMPACT ON BOARD OVERSIGHT

Sustainability has become an important issue for the major institutional investors and
asset managers and the marketplace is seeing an increase in smaller, more specialized
investment funds that are primarily oriented toward providing capital to companies
that excel in their environmental, social and governance (ESG) practices and which
focus on ESG-oriented activities such as climate change and impact investing. The goal
of investors is to encourage their portfolio companies to contribute to the successful
pursuit of environmental and social outcomes which continuing to provide investors
with a suitable financial return.

A number of factors have contributed to the surge in the interest of investors in
corporate sustainability and the ESG practices of their portfolio companies:*®

- Recognition in the financial community that ESG factors play a material role in
determining risk and return.

- Understanding and acceptance that incorporating ESG factors is part of
investors’ fiduciary duty to their clients and beneficiaries.

- Concern about the impact of short-termism on company performance, invest-
ment returns and market behavior,

51. Id. at 52 (citing M. Friedman, “The Social Responsibility of Business is to Increase its Prefi's®,
New York Times Magazine (September 13, 1970), 6).

52. One change in hard law has been occurring as support has developed and increased 1o what
Hart and Zingales referred to as the “constituency theory” of governance, which would expand
the beneficiaries of the directors’ fiduciary duties beyond shareholders to other constituencies,
or stakeholders, such as employees, customers, members of the local commuardes in which the
corporation operates and society as a whole. See O. Hart and L. Zingales, “shsuld a Company
Pursue Shareholder Value?” (October 2016), available at https://www8.gsb.columbia.edu/
leadershipy/sites/leadership/files/Zingales-Hart--Share_value.pdf Politicians in a majority of the
states and the District of Columbia have endorsed and formalized the constituency theory by
adopting statutes that permit the formation of “benefit corporations”, a new form of for-profit
corporation that explicitly expands the fiduciary duties of directors beyond maximizing share-
holder value, which is still one of the primary goals of a corporation, to include consideration of
whether or not the corporation’s activities have an overall positive impact on society, their
workers, the communities in which they operate and the environment. While the rate of
adoption of benefit corporation status has been slow, particularly among public companies, the
recognition of benefit corporations has contributed to sharpened focus on the separate interests
of non-shareholder stakeholders and created a host of new issues and challenges for directors of
all types of corporations such as how to measure and compare nonfinancial performance aspects
of corporate activities; how to hold corporations accountable to stakeholders who do not have
the rights to vote that are held by shareholders; and how to structure incentive packages for
executives and managers tied to complex multi-stakeholder goals and commitments.

53. https://www,unpri.org/about/what-is-responsible-investment.
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- Increased legal requirements protecting the long-term interests of beneficiaries
and the wider financial system.

- Pressure from competitors seeking to differentiate themselves by offering
responsible investment services as a competitive advantage.

- Increasing activism of beneficiaries who are demanding transparency about
where and how their money is being invested.>*

- Concern regarding value-destroying reputational risk associated with environ-
mental and social issues such as climate change, pollution, working condi-
tions, employee diversity, corruption and aggressive tax strategies in a world
of globalization and social media.

The potential benefits to institutional investors have been highlighted by the
Conference Board, which has argued that CSR enhances market and accounting
performance, lowers the cost of capital, improves business reputation,’and fosters new
revenue growth when it is channeled toward product innovation.” Similarly, the
Chairman and CEO of BlackRock, Inc., the largest asset manager in the world, wrote in
his 2016 Annual Letter to the CEOs of BlackRock’s portfolio companies that “[o]ver the
long-term, E5C issues—ranging from climate change to diversity to board
effectivenats—-have real and quantifiable financial impacts.”*® While many investors
argue that focusing on corporate sustainability is necessary in order for companies to
identi!y-and mitigate the risks to current operations due to climate change, shortages of
natural resources and ignoring basic human rights issues, investors also believe that
developing and implementing innovating solutions to environmental problems, im-
proving workplace conditions and forging strong relationships with local communities
will lead to better economic performance for the business.

As for the specific CSR and corporate sustainability issues that are most important
to investors, and which should therefore be priorities for directors and members of the
executive team, reference can be made to surveys of CSR-related shareholder proposals

54. Institutional investors are themselves under increasing pressure from their own investors, as
well as peers, activist groups and nongovernmental organizations, to proactively embrace CSR
and corporate sustainability. For example, in 2006 investors with over $2 trillion in assets under
management pledged to commit to the UN Principles for Responsible Investment (“PRI"), which
require that environmental, social and governance issues be incorporated into investment
analysis and decision-making and that shareholders committed to the Principles proactively
engage their portfolio companies regarding CSR and corporate sustainability issues and goals. By
2016, more than half of all publicly traded debt and equity worldwide was held by investors who
were signatories to the PRI, and U.S. signatories accounted for nearly 20% of the total
participation and included both traditional backers of environmental and social proposals and
mainstream investment companies like BlackRock, Fidelity, State Street and Vanguard. See V.
Harper Ho, Director Notes: Sustainability in the Mainstream—Why Investors Care and What It
Means for Corporate Boards (The Conference Board, November 2017}, 3 and Table 1, electronic
copy available at: https://ssrm.com/abstract=3080033 (based on information available at
UNPRI, Signatories, https://www.unpri.org/signatory-directory/).

55. M. Tonello, Corporate Investment in ESG Practices (The Conference Board, Inc.: August 5,
2015).

56. Annual Letter from Larry Fink, Chairman and CEO, BlackRock, to CEOs (February 1, 2016),
available at blackrock.com.
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compiled by organizations such as the Institutional Shareholder Services Inc. Gover-
nance Analytics Database. In 2016 and early 2017, for example, the most popular topics
among shareholder activists included lobbying disclosure, climate change reporting,
political contributions disclosure, gender pay gap disclosure and sustainability report-
ing, a list that highlighted a decided shift in shareholder engagement toward sustain-
ability and away from some of the issues that had dominated in previous years such as
proxy access.”” A little more than half of the CSR-related shareholder proposals
submitted to companies in 2016 were actually voted upon since some did not meet the
criteria for voting established by the company and others were removed from the ballot
before the meeting based on undertakings by the company following engagement with
the proponents of the proposal to voluntarily provide expanded CSR-related disclo-
sures. Average support for those proposals that were voted upon was around 20%:
however, nine proposals focusing on the following topics received majority support:
board diversity, political contributions disclosure, methane emissions management,
sustainability reporting, animal welfare, prohibition of sexual orientation and gender
identity discrimination and gender pay gap disclosure. Companies can gather further
insights by closely reviewing the proxy materials of other firms in their industry and the
published voting records and pronouncements of their major institutional investors.
Harper Ho suggested that investor activism around ESG issues and investors’
growing demand growing demand for investment-grade ESG information has impor-
tant implication for how directors should approach corporate governance, investor
engagement, compliance and disclosure practices.*® First of all, the broadened scope of
risks that directors must consider in light of ESG activism means that boards must have
new capacities to support oversight of ESG risk. Second, investors want their compa-
nies to integrate ESG performance metrics and long-term benchmarks into executive
compensation. Third, directors should ensure that investor engagement encourages
dialogue and learning and confirm that senior management and investor relations
personnel are aware of the increasing overlap between corporate governance and
environmental and social concerns. Finally, directors need to improve the quality and
formatting of their sustainability-related reporting and ensure that ESG materiality is
being considered as part of their company’s financial reporting process. According to
Harper Ho, companies that can improve their practices in these areas are likely to see
improved financial and operational performance, improved focus o iong-term risk
and return, better access to “patient capital” (i.e., investors that are less fixated on

57. H. Gregory, “Corporate Social Responsibility, Corporate Sustainability and the Role of the
Board”, Practical Law Company (July 1, 2017), 5-6 (citing Institutional Sharehalder Services
Inc., United States 2016: Proxy Season Review—Environmental and Social Issues (October 26,
2016), available at isscorpuratesolutions.com {subscription required)).

58. V. Harper Ho, Director Notes: Sustainability in the Mainstream— Why Investors Care and What
It Means for Corporate Boards (The Conference Board, November 2017), 13-14, electronic copy
available at: https://ssrn.com/abstract = 3080033 (based on information available at UNPRI,
Signatories, https://www.unpri.org/signatory-directory/).
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quarterly earnings and more supportive of R&D and other investments in the compa-
ny’s future) and be able to identify and exploit new sources of value for the company
and keep ahead of emerging risks and opportunities.™

§1.06 TRANSPARENCY AND DISCLOSURE

As interest in CSR and corporate sustainability has grown, companies have fm.md that
they are subject to heightened scrutiny and that the traditional disclosure practices that
focused primarily, if not exclusively, on financial information and perfermance and
related risks are no longer adequate. Companies must now be prepared to provide
disclosures that address the specific concerns and expectations of multiple stakehold-
ers beyond investors including customers, employees, business partners, regulators
and activists. This means that the board of directors must understand existing and
emerging disclosure requirements and ensure that the company has the necessary
resources to collect and analyze the required information and present it in a manner
that is clear and understandable. While certain CSR and corporate sustainability
disclosures have now become minimum legal requirements in some jurisdictions, in
general sucli Gisclosures are still a voluntary matter and directors have some leeway as
to the scope of the disclosure made by their companies and how they are presented to
investurs and other stakeholders.

As of 2013, over 90% of the Global 250 companies had decided to voluntarily
Jictlose more ESG information than required by law® and Williams noted in 2016 that
“[v]oluntary, transnational standards of best social and environmental practices are
proliferating in virtually every industry, many with associated certification schemes
and requirements for third-party attestation or auditing ... [and] ... [t]hese voluntary
initiatives are increasingly being supplemented by domestic and multilateral govern-
ment actions to encourage, or in some cases require, companies to pay closer attention
to the social and environmental consequences of their actions and to disclose more
information about those consequences.”"!

The U.S., which has comprehensive reporting requirements relating to a bread
range of corporate governance matters, has been a notable laggard with respect to
establishing a comprehensive general ESG disclosure framework; however, there are

59. Id. at 15.

60. KPMG, The KPMG Survey of CR Reporting 2013, available at http://www.kpmg.com/Clobal/
en/IssuesAndInsights/ArticlesPublications/corporateresponsibility /Documents/corporate-res
ponsibility-reporting-survey-2013-exec-summary.pdf. In addition, in 2013 76% of th_e top 100
companies in the Americas published a separate corporate responsibility report, as dl_d 73% of
top 100 companies in Europe and 71% in Asia. Also, 59% of the Global 250 had their reports
“assured” typically by the specialist bureaus of the major accountancy firms. As reported in C.
Williams, “Corporate Social Responsibility and Corporate Governance” in J. Gordon _and _G.
Ringe (Eds.), Oxford Handbook of Corporate Law and Governance (Oxford: Oxford University
Press, 2016), 5, available at http://digitalcommons.osgoode.yorku.ca/scholarly_works/1784.

6l. C. Williams, “Corporate Social Responsibility and Corporate Governance” in J. Gordonrand G
Ringe (Eds.), Oxford Handbook of Corporate Law and Governance (Oxford: Oxford University
Press, 2016), 2-3, available at http://digitalcommons.osgoode.yorku.Ca/scholarly_wqus/1784
(citing M. Blair, C. Williams and Li-Wen Lin, “The New Role for Assurance Services in Global
Commerce”, Journal of Corporate Law, 33 (2008), 325).
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certain specific federal and state disclosure requirements in certain contexts such as
releases into the environment, management through recycling, median employee pay,
mine safety disclosure and “conflict minerals” disclosure.” Public companies in the
U.S. are required to make certain of their CSR and corporate sustainability disclosures
in their SEC filings, which means that those disclosures are being made with a higher
potential risk of liability. Apart from mandatory disclosure, several studies have found
that about 80% of larger U.S. public companies have voluntarily provided some form
of disclosures on their CSR and corporate sustainability initiatives in the form of
published CSR/sustainability reports and/or disclosures on the company website;
however, the quality of these disclosures has been criticized by the Sustainability
Accounting Standards Board (SASB), which found that 52% of a sample of almost 600
companies that had made disclosures of CSR-related risks had done so using boilerplate
language and has failed to disclose their plan to address such risks.®

When companies were first attempting to provide voluntary disclosures relating
to their CSR and corporate sustainability initiatives they often struggled with the format
and depth of their reporting. Fortunately, as time went by, a consensus began to
emerge about the benchmarks that companies should use for guidance in preparing
their CSR and corporate sustainability reports. Of particular note are the standards for
sustainability reporting developed by the GRI (www.globalreporting.org), which is a
multi-stakeholder developed international independent organization that helps busi-
nesses, governments and other organizations understand and communicate the impact
of business on critical sustainability issues such as climate change, human rights,
corruption and many others; the International Integrated Reporting Framework devel-
oped by the International Integrated Reporting Council, or IIRC (integratedreportin-
g.org), and the resources available from the SASB (www.sasb.org), which publishes
the SASB Implementation Guide for Companies that provides the structure and the key
considerations for companies seeking to implement sustainability accounting stan-
dards within their existing business functions and processes. However, while_the
efforts of the GRI, IIRC and the SASB indicate that some progress has been Tuade
regarding the development of measurement and disclosure frameworks reiaving to
corporate sustainability and ESG practices, companies and their stakeholders are not
yet able to rely on universally accepted guidelines.

62. Id. at 16-19. See also C. Williams, The Securities and Exchange Commission and Corporate
Social Transparency, Harvard Law Review, 112 (1999), 1197. The federal Securities and
Exchange Commission has also occasionally issued guidance on selected ESG topics such as
disclosures related to climate change.

063. See Flash Report: Eighty One Percent (81%) of the S&P 500 Index Companies Published
Corporate Sustainability Reports in 2015 (Governance & Accountability Institute, Inc., 2016),
available at ga-institute.com; and Sustainability Accounting Standards Board, The State of
Disclosure Report 2016, available at sasb.org. The percentage is particularly striking given that
less than 20% of the companies in the same group in 2011 published sustainability reports in
that year.
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§1.07 CONCLUSION

Corporate governance is the system and structures of rules, practices and processes by
which a company is directed and controlled, the goals and objectives of the company
are established and the perfermance of the company is tracked. Traditionally, corpo-
rate governance has focused on the owners of the corporation that have supplied the
financial capital necessary for the business to operate (i.e., the shareholders), regula-
tion of the duties and responsibilities of the persons that the owners have selected as
their agent to deploy their financial capital and generate a reasonable return on their
investment (i.e., the directors and the members of the executive team); the control
environment, which includes accounting procedures, internal controls and external
audits used to track the operational activities of the company selected by the directors
as the best means for delivering the anticipated return on investment to the sharehold-
ers; and transparency and disclosure, which are needed in order for the shareholders to
fully understand how their financial capital has been used and to ensure that their
agents, the directors and members of the executive team, have not abused their
positions.

As time has gone by, corporate governance has emerged from what often seemed
to be an esotetic collection of laws, regulations and contracts to recognition of its role
as a primary driver of competitive advantage and profitability and a means for making
and/exsecuting strategic decisions and ensuring that companies achieve their goals.
Writing in 2008, Jamali et al. summed up the importance of corporate governance as
foilows:

The importance of [corporate governance] lies in its quest at crafting/continuously
refining the laws, regulations, and contracts that govern companies’ operations,
and ensuring that shareholder rights are safegnarded, stakeholder and manager
interests are reconciled, and that a transparent environment is maintained wherein
each party is able to assume its responsibilities and contribute to the corporation’s
growth and value creation. Governance thus sets the tone for the organization,
defining how power is exerted and how decisions are reached.

In 2010, the IFC described corporate governance as referring “to the structures
and processes for the direction and control of companies” and limited the coverage of
corporate governance to the areas mentioned above (i.e., shareholders, directors,
controls, transparency and disclosure). Notably, the [FC made it clear that it did not
consider corporate governance o include, although the IFC said it might reinforce, CSR
and corporate citizenship; socially responsible investing and other elements of what
had become to be referred to as “corporate sustainability” such as political governance,
business ethics, anti-corruption and anti-money laundering.”® However, since that
time, as the world worked its way through a global financial crisis that called into

64. D. Jamali, A. Safieddine and M. Rabbath, “Corporate Governance and Corporate Social
Responsibility Synergies and Interrelationship”, Corporate Governance, 16(5) (2008), 443, 444
(citing J. Page, Corporate Governance and Value Creation (University of Sherbrooke, Research
Foundation of CFA Institute, 2005)).

65. International Finance Corporation, Corporate Governance: List of Key Corporate Governance
Terms (2010), 4.
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committee: (i) accept any consulting, advisory, or other compensatory fep
from the issuer; or (i) be an affiliated person of the issuer or any SUbSidiaIY
thereof.?

- Each audit committee shall establish procedures for: (a) the receipt, retentiop
and treatment of complaints received by the issuer regarding accounﬁng:
internal accounting controls, or auditing matters; and (b) the Confidemjal,
anonymous submission by employees of the issuer of concerns regarding
questionable accounting or auditing matters.*

- Each audit committee must have the authority to engage independent COUngg|
and other advisers, as it determines necessary to carry out its duties.®

- Each issuer must provide for appropriate funding, as determined by the audit
comnmittee, in its capacity as a committee of the board of directors, for Dayment
of compensation: (a) to the registered public accounting firm employed by the
issuer for the purpose of rendering or issuing an audit report; and (b) to any
advisers employed by the audit committee as contemplated above.®

The SEC subsequently adopted rules (Exchange Act Rule 10A-3) putting
Sarbanes-Oxley Act §301 into effect and both national securities exchanges adoptegd
listing standards regarding the independence of audit committee members of listed
companies and a wide array of other matters consistent with the requirements of
Sarbanes-Oxley Act §301 and the SEC rules.” For example, there are now specific rules
regarding the structure and composition of audit committees, and such Committeeg
have now been given broad responsibilities with respect to oversight of varioys
activities and procedures include engagement of outside auditing firms, establishment
and monitoring of internal controls and creation of procedures for receipt and
investigation of complaints regarding questionable accounting or auditing matters. The
audit committee is also a key participant in the company’s efforts to assess risks ang
develop and implement risk Management strategies. Minimum qualificatisns for
service on an audit committee have been promulgated by the SEC and th="major
exchanges and place a premium on independence, education and expericnce in the
accounting and finance areas and the ability to critically evaluate the recornmend ations
and decisions of senior management and the independent auditcrs with respect to
financial reporting issues. In light of the importance of the audiy coinmittee, it is not

surprising that SEC rules expanded the disclosure requirements regarding the makeup
and activities of audit committees.

/

. 15 USC §7240(3).

- 15 USC §7240(4).

. 15 USC §7240(5).

- 15 USC §7240(a).

- See NYSE Listed Company Manual §§303A.02-303A.07 (the Commentary to NYSE Listing Manual
§ 303A.06 provides that the Exchange will apply the requirements of Rule 10A-3 in a manner

consistent with the guidance provided by the SEC in SEC Release No. 34-47654 (April 1, 2003));
NASDAQ Marketplace Rule 4350.
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§6.02 CHARTER AND ACTIVITIES OF AUDIT COMMITTEE
: he enormous responsibilities of the audit committee and its @embers, close
Gwen't hould be given to establishing and maintaining appropriate procedures
atteqtloﬂ j ommittee activities. First and foremost, the audit committee, as well as the
re@mg is ((:j of directors, should draft and adopt a written audit committee ch.arter that
enm'e _bOa; main purp,oses of the committee, the duties and responsibilities of the
gpemﬁ_ﬁ’ Ty nd the structure, processes and membership requirements assomate’d
m-mmlttee’ fmittee % When drafting the charter, which should appear in the company’s
- Cf nia]s an& be posted on the company’s web site, it is important to cons@er
i m'af'erre uirements of the Sarbanes-Oxley Act and any relevant listing require-
R 1[llical{:nlle to the company. In that regard, both the NYSE and NASDAQ have
H:jergfegpiquiremems mandating that audit committees havge a written charter that
- S se i licable listing standards.
R [hSeDH}}:l(yli?si;ttg;rtaigdt l;enénglber of provisgions included in the Sarbanes-Oxley
Act b? ?equiring that the charter describe the audit_ committee’s agthorit;{; {;ver le:ll:l
ibility for, as provided by the Act, overseeing the accounting an %ﬂa._['
rESDfm_Sl roc=sses and the audits of the financial statements of the company; hmng,
rEPOTUI}g'P b“‘le fu.nding for and overseeing the independent auditors; preapproving all
de{ce-rnlll}dng ;rrﬁi‘;sible non-audit services; establishing procedures for rece-lpt and
aUdﬁh?; o? comijlaints relating to the company’s financial reporting and internal
il-p-r{troist;l and engaging and determining funding for independent C(Jlgnsglczlzrcll thl}if;
aavisors to the committee. The audit committee charter fgr .N'P_LSDf.\Q-lm;a o liture
must also specify the scope of the committgis respo;:ls,;ibbliliit:s; ‘;I;(; hl; églgnmmee for,
processes and membership requ_irements an e‘resp f ofthe commintee for
suring the receipt from the independent auditor of a formal, w . :
Ezlbilllllea{gmg all relationships between thg a:jldit&)rs .Eld [\gue {:)(?Iggzziiyciﬁ:;;::; \Etl;l
i sional responsibility standards (I.5.B. - 1); a .
;?;jlg;;epﬁfisthe auditoswith respeci to a disdose(‘i relationshlp or sewmc(,e; tmhaei‘;1 :jr;alé
impact the objectivity and independence of the audltgr; and taking, ofr ttrlec nmending
that the board take, appropriate action to oversee the mdept_an.d.e{lce 0 fe atL1 : .Rme
charter must also specify all audit committee rDSpl.DllS]bll.l’[les set (;er\ ;{tl}r}l[g)(ﬁ]
10A-3(b)(2), (3), (4) and (5) under the Exchangg Act including ?Ulihl e n
requiring that each audit committee must esta.bhsh proceduresf or gms o arding,
anonymous submission by employees of thfﬂhsted company of conc g
i nting or auditing matters. . .

quesnlt\)l];{;l])iljisatce?liompinies are sﬁbject to somewhgt 1n0re_c01nprehen31ve rgq?;r;;
ments regarding the content of their audit committee written charters and s

8. For examples of audit committee charters and additional comme?t?rylonaggieairliﬁzg cl;fa:tu';(:}
- i Charters” i & nt tools
see “Board Committee Charters” in the manageme I : s p
nggiaﬁsg A Eibrary of Resources for Sustainable Entreprene)ms prepared and distributed
i i j : ject.org).
S ble Entrepreneurship Project (www seprojec
9 Ezetgeen:ﬁtl?;nﬁﬁli Rule]; Section 303A.07 of the Listed Company Manual and NASDAQ Rule
5605(c)(1).
10. NASDAQ Listing Rule IM-5605-3.
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companies must have charters that specify the purpose of the committee, with specia]
reference to assisting board oversight of the integrity of the company’s financiy
statements; the company’s compliance with legal and regulatory requirements; thq
independent auditor’s qualifications and independence; the performance of the cop.
pany’s internal audit function and independent auditors; and preparation of an augjj
committee report as required by the SEC to be included in the listed company’s annyg|
proxy statement.'’ In addition, the NYSE requires the charter to describe the details of
the long list of audit committee duties and responsibilities described below."? Both the
NASDAQ and the NYSE contemplate that audit committees will do an annual dssess.
ment of the sufficiency of their charters and provide certifications that such assess.
ments have been completed.

[A] Statement of Purpose

The primary purpose of the audit committee is oversight of the integrity of the
company’s financial statements; however, additional issues typically included in the
statement of purpose include oversight of the company’s risk management and internal
control arrangements; oversight of compliance with legal and regulatory requirements;
making recommendations to the entire board of directors regarding the selection of the
company’s independent auditors and the compensation payable to the auditors;
oversight of the performance, qualifications and independence of the company’s
independent accountants; promulgation and enforcement of policies and procedures
relating to the work performed by the independent auditors; and oversight of the
performance of the company’s internal audit function. A Global Compact publication
recommended that the purpose statement of the audit committee charter also include
ensuring the integrity of the company’s sustainability performance statements and
sustainability information communicated externally and conducting oversight of com-
pliance with the company’s sustainability policy or commitments (e. g., via an internal
audit review)." The potential scope of the areas of concern for the audit ¢oramittee is
obviously quite large and may be reduced significantly in situations where the board
has created separate board-level committees to oversee issues relating 10 compliance
and risk management, disclosure and reporting and CSR; however aven when such
committees have been created it will be necessary for the audi: cummittee to collabo-
rate closely with them in areas related to the content and integrity of the company’s
financial statements.

[B] Composition, Meetings and Procedures

The SEC, as well the various exchanges, has adopted rules and regulations relating to
the composition of audit committees, as well as the specific skills and background of

11. NYSE Listing Manual § 303A.07(c) (i).

12. NYSE Listing Manual § 303A.07 (c) (iif).

13. The Essential Role of the Corporate Secretary to Enhance Board Sustainability Oversight: A Best
Practices Guide (United Nations Global Compact, September 2016).
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mermbers of such committees. Under the Sarbanes-Oxley Act, every member of the
audit commitiee must be independent, with “independence” determined by referemte
to detailed definitions promulgated by the SEC é.ll’ld thg excha{'lges. Most public
companies have provided that a majority of their audit committee meTnbelfs be
independent for a number of years and the NYSE an_d NASDIAQ have both historically
required that all listed companies must have an audit c_ormmtt.ee,_ cmnpeseq of at least
three members, all of whom must be independent (subject to limited exceptions under
NASDAQ rules). However, the hurdle for establishing independence has. never b.eenl as
high as it is now after the adoption of the Sarbanes-Oxley Act. The overriding ob]ectl.ve
is to ensure that audit committee members will no longer be. beho]de.n to senior
management and that they will be comfortable exercising autholrlty that, in a number
of cases, may result in decisions that are at variance with the wishes of management.

Audit committees of NYSE-listed companies must have a minimum of three
members14 and all audit committee members must satisfy the requirements for
independence set out in Section 303A.02."° NASDAQ Listing Rule 5_605 (e)(2)(A)
requires that each company must have, and certify that it has and W]H.COH’[].HUE to have,
an audit committee of at least three members, each of whom must: (i) be independent
15 defined 1nder NASDAQ Listing Rule 5605(a)(2) described above; (ii) meet the
criteria for 1eaependence set forth in Rule 10A-3(b) (1) under the Exchange Act (subject
to the-exemptions provided in Rule 10A-3(c) under the Exchange Act); and (iii) not
have perticipated in the preparation of the financial statements of the company or any
carzent subsidiary of the company at any time during the past three years.

Another interesting development has been the promulgation of functional quali-
fications for service as a member of the audit committee. Companies must disclose in
their annual and quarterly reports whether or not the audit committee includes at least
one member who is a “financial expert” (and, if not, the reasons for the lack of such an
expert), subject to certain exceptions. This requirement applies not only to “listeld
companies,” but to all companies whose securities trade in the United States (even if
none of the company’s securities are listed on a national exchange) 10 SEC rules define
an “audit committee financial expert” as a person who has all the following at-
tributes:'”

- an understanding of generally accepted accounting principles (GAAP) and
financial statements;

- the ability to assess the general application of GAAP in connection with the
accounting for estimates, accruals, and reserves;

- experience in preparing, auditing, analyzing, or evaluating financial state-
ments that present a breadth and level of complexity of accounting issues that
are generally comparable to the breadth and complexity of issues that can
reasonably be expected to be raised by a company’s financial statements, or

14, NYSE Listing Manual § 303A.07(a).

15. NYSE Listing Manual § 303A.07(b). _

16. Sarbanes-Oxley Act § 407(a), 15 U.S.C.A. § 7265, and SEC Release No. 33-8177, Dls_clusure
Required by Sections 406 and 407 of the Sarbanes-Oxley Act of 2002 (January 23, 2003).

17. See 15 USC §7265(b); 17 CFR §229.407(d)(5) (ii).
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experience actively supervising one or more persons engaged in such actjy;.
ties;

- an understanding of internal controls and procedures for financial reporting,
and 1

- an understanding of audit committee functions.

The SEC rules mention the following alternative means for a person to have
acquired the necessary attributes listed above:'®

education and experience as a principal financial officer, principal accounting

officer, controller, public accountant, or auditor or experience in one or more

positions that involve the performance of similar functions;

experience actively supervising a principal financial officer, principal account.

ing officer, controller, public accountant, auditor, or person performing similar

functions;

- experience overseeing or assessing the performance of companies or public
accountants with respect to the preparation, auditing, or evaluation of finan-
cial statements; or

- other relevant experiences.

Both the NYSE and NASDAQ also have “financial literacy” requirements that
must be satisfied by each member of the audit committee of a listed company. For
example, audit committee members of NASDAQ companies must be able to read and
understand fundamental financial statements, including a company’s balance sheet,
income statement, and cash flow statement at the time that they are appointed, while
the NYSE gives new committee members a reasonable period of time following thei-
appointment to become financially literate. In addition, both the NYSE and NASDA(,
require that at least one member of the audit committee have accounting or related
financial management experience or expertise consistent with the characteristics
associated with a “financial expert” (i.e., past employment experience il finance or
accounting, requisite professional certification in accounting, or any ather comparable
experience or background which results in the individual’s financial sophistication,
including being or having been a chief executive officer, chief firnan=ial officer or other
senior officer with financial oversight responsibilities).'”

As a result, audit committee members must now come prepared to understand
the complex rules that generally apply to preparation of financial statements and
determination of accounting policies. This can be a challenge even to the most
experienced directors, including those that have background in the accounting field,
since requirements and practices are changing rapidly on a regular basis. Companies
should initiate training and educational programs for their directors or, at a minimum,
require that audit committee members attend and complete similar programs con-
ducted by the NYSE or NASDAQ.

18. 17 CFR §229.407(d) (5) (iii).
19. See NYSE Rules Section 303A.07 and NASDAQ Rule 5605(c) (2).
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Members of the audit committee must be prepared to spend a substantial amount
time in discharging their duties and obligations in relation to the company. For
of Je, commentators are advising that audit committees should schedule full-day
Ienxjeﬂtliig; on no less than a quarterly basis. The schedule for the‘nlleetings shnu.ld allow
sufficient time 10 review earnings releases and proposed 10-Q fll.lngs. The Chall’pEI.‘SOI]
{ the audit committee plays a key role in ensuring that the time of the committee
?nembﬁs is invested wisely and efficiently and he or she needs to be prepargd to wo_rk
on the committee agenda to make sure that meetings run smoothly and coqrdmate with
other committees, such as the compliance and risk management committee and the
disclosure and reporting committee, to avoid unnecessary waste of effort. through
duplication. The committee chairperson should also havg a good understz‘mdmg of the
pusiness, its risks, and contrals; be professionally skeptical ancﬁ possess integrity and
confidence; have strong communication and interpersonal skills; .and prepared and
willing to set aside large amount of time to overseeing the commlttee’s.agenda and
projects and meeting with management, other board membf.-rs, the independent
auditors, members of the internal audit function and representatives of key stakehold-
ers.”’ .

At eart Tieeting, members should be prepared to engage in lengthy and detailed
discussioing with senior management, as well as the company’s internal and external
auditors, to understand the financial reporting system of the company and the
deciswens that are to be made relating to the accounting treatment of various transac-
sions. Under no circumstances can any of the audit committee members fail to achieve
a clear understanding of any transaction, the manner in which it is presented, and the
economic effect it will have on the financial position of the company. Audit committee
members should be able to review and evaluate the results that would have been
reached if alternative accounting methods had been elected.

In addition, the audit committee should schedule extra time to allow for
discussion of all financial information and other disclosures that are to be made in
response to regulatory requirements, including financial statements, press releases a.nd
earnings guidance and other financial information given to analysts and. rating
agencies. Discussions with the company’s independent auditors are partlcular.ly
important in this process, especially given the oversight responsibilities now vested in
the members of the audit committee. The auditors should be quizzed about the
procedures and decisions that they themselves might have used or made had they been
given complete authority over the preparation of the company’s financial statements.
This inquiry is designed to focus on differences from the appreach taken by manage-
ment toward the reporting process. The auditor should also be asked to put itself in the
shoes of senior management and opine as to whether or not the auditor believes the
company’s internal controls are sufficient for the auditor to be comfortable in deliver-
ing the certifications required of senior managers. Finally, the auditor should be asked

20. See P. Loop, What to Look for in an Effective Audit Committee Chair, National Association of
Corporate Directors (March 13, 2018), https://blug.nacdonIine.org/?_(]18/03/wha[—to-100k—for—
audit-chair/.
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whether it would be satisfied with the financial information provided by the com
if it were an investor.

Given the time required by audit committee members to complete the necess
COI.lsultations, it is more important than ever that audit committee meetings ang
factlvities be carefully scheduled. This requires proper advance planning for meetip
including timely dissemination of the materials to be discussed at the meeting aisd
sufficient time during the meetings to accomplish all the work that needs to be do;le
addition, audit committee members must anticipate the need to devote additional tj;nln
for follow up on questions and issues that arise at the meetings. All of this means th :
each prospective audit committee member should evaluate carefully the exist .
demands on his or her time before accepting this important assignment and
Coglr_n@ntary to the NYSE listing standards actually includes conditions that must bi
satisfied before an audit committee member will be allowed to simultaneously serve g
the audit committees of more than three public companies.?! Audit committee memn-
bers should also expected to be tapped for assignment to other board-level committees
that handle topics that overlap with the traditional responsibilities of the audi
committee in order to ensure that there is effective coordination and collaboration
between those committees. For example, audit commitiee members are good candi-
dates for service on the board’s compliance and risk management and disclosure and
reporting committees,

Given the broad array of duties and responsibilities that have been vested with
the audit committee, and the corresponding need for interpretation of applicable ruleg
and regulations, it is not surprising to find that the audit committee will often require
focused advice from independent counsel. Recognizing this need, SEC rules now
provide the audit committee with authority, as discussed above, to engage independen*
counsel and any other advisors the committee determines may be necessary in ordnf
for it to carry out its duties and obligations. For example, it can be expected .‘h;t
counsel will be consulted for interpretation of basic issues, such as whether a.nomiinee
for the audit committee is “independent” or whether a particular service vrovided by
an accounting firm falls within the scope of the audit committee’s aan;‘"al require-
ments. Counsel will also be required to assist the audit committee in the development
of rules and procedures, including written charters that must be developed to define
the scope of audit committee activities. Finally, counsel will'he required to assist the
committee in overseeing and conducting internal investigations that may be brought te
.the attention of the committee through the professional standards requirements
imposed on attorneys.

Dany

[C] Scope of Duties and Responsibilities

As a general rule, regardless of the relevant listing requirements, the charter should
cover each of the key activities and duties of the audit committee, including supervi-
sion of the company’s relationship with its independent auditor, including such

21. Commentary to NYSE Listing Manual § 303A.07.
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matters as selection, evaluation, and auditor staffing: development of policies regard-
ing non-audit services; review and discussion of the company’s financial statements

and critical accounting policies with management and the independent auditor; review
of all related-party transactions; oversight of the company’s internal controls; devel-
gpment of policies for hiring former auditor personnel; and development of policies
regarding the declaration of dividends and other distributions to shareholders.

NASDAQ Listing Rule 5605(c) (3) requires that the audit committee must have the
specific audit committee responsibilities and authority necessary to comply with Rule
10A-3(D)(2), (3), (4) and (5) under the Exchange Act (subject to the exemptions
provided in Rule 10A-3(c) under the Exchange Act), concerning responsibilities
relating to: (i) registered public accounting firms; (ii) complaints relating to account-
ing, internal accounting controls or auditing matters; (iii) authority to engage advisors;
and (iv) funding as determined by the audit committee, The NYSE requires that the
charters of audit committees describe the details of a long list of audit committee duties
and responsibilities including:**

_ retaining and terminating the independent auditors of the company;

_ atleasi annually, obtaining and reviewing a report by the independent auditor
relating to the auditor's internal control procedures and all relationships
between the auditor and the company;

-.discussing the annual audited financial statement and quarterly financial
statements with management and the independent auditor and the company’s
disclosure in the related “Management’s Discussion and Analysis of Financial
Condition and Results of Operations;”

- discussing earnings press releases, as well as financial information and
earnings guidance given to analysts and rating agencies;

— obtaining the advice and assistance of outside legal, accounting or other
advisers, as appropriate;

- discussing policies with respect to risk assessment and risk management;

Meeting separately, periodically, with management, with the internal audi-

tors, and with the independent auditors;

reviewing with the independent auditor any audit problems or difficulties and

management’s response;

setting clear hiring policies for employees or former employees of the inde-

pendent auditor;

reporting regularly to the board on any issues that arise within its oversight

responsibilities including the quality and integrity of the company’s financial

statements, the company’s compliance with legal or regulatory requirements,
the performance and independence of the auditors and the performance of the
company’s internal audit function;

preparing the report of the audit committee that SEC rules require to be

included in the company’s annual proxy statement; and

conducting an annual evaluation of its performance of its responsibilities.

22. NYSE Listing Manual § 303A.07(c)(iii).
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(1] Oversight of the Integrity of the Company’s Financial Statements

The audit committee is the primary group within the board of directors with respeet to
overseeing the integrity of the company’s financial statements and most of the
committee’s duties and responsibilities will be focused on ensuring that all Materjy]

information regarding the company’s financial and business performance is collecteq

analyzed and presented in a manner that satisfies not only regulatory requirements ang
industry standards but also fulfills the needs and expectations of each of the company’s
stakeholder groups. Specific activities to be performed by the committee with respeg
to the integrity of the financial statements include:

- Regularly reviewing the company’s internal and external financial reporting
systems.

- Reviewing significant accounting and reporting issues and how these issyes
are being addressed including any significant changes in accounting prip-
ciples; the methods used to account for significant or unusual transactiong
where different approaches are possible; and whether the company has beep
following appropriate accounting standards and made appropriate estimateg
and judgements taking into account the views of the company’s independent
auditors.

- Reporting to the entire board of directors when the committee is not satisfied
with any aspect of the company’s proposed financial reporting.

- Reviewing any material off-balance sheet transactions, arrangements, obliga-
tions and other relationships with unconsolidated entities or other persons
that may have a material effect on the company and its related entities.

- Reviewing and approving the publication of the company’s quarterly 2z«
annual financial statements and related reports regarding the overall busine:s
of the company (including clarity and completeness of disclosure) to =nsure
that, taken as a whole, they are fair, balanced and understandable.

- Reviewing the company’s practices with regard to the release aud publication
of financial and other business information to the markets

- Reviewing dividend proposals including any annual et oiher proposal in
relation to the amount of the quarterly or other perioaic dividend.

- Reviewing and approving the expenses policy for tlie executive team of the
company, reviewing the process for the claiming of expenses by executives to
ensure that it is appropriate and effective and reviewing the annual aggregate
expenses claims of the members of the executive team.

- Overseeing the assurance of the financial and nonfinancial key performance
indicators in the company’s financial and sustainability reports.

[2] Relationships with Auditors

Historically, the selection of the independent auditor for a public company was
managed by senior management, generally with little input from the audit committee

106

T I et a0 iRt i hdididiaaaadaaiiidiiinniiiin

ter 6: Audit Committee §6.02[C]

Chap

or other outside directors. As a result, concerns arose, often legitimately, t.hat indepen-
dent auditors might be beholden to senior management.and wo_ul_d be subject to }mdue
influence with respect to de.te.rnunatlon of accounting policies ‘ and reporting of
financial results. It is not surprising, therefore, that one gf the most unpor.tant challlges
-[mp[ementEd in the Sarbanes-Oxley Act was to prpv1de that the audit comrmtt_ee
(Compgsed entirely of independent directors as described above) must have authority
gver, and be made “directly responsible” for, appointing, compensating and retaining
{he company’s independent auditor and for overseeing the work of the auditor in
connection with the preparation or issuance of any audit report.*® Among other things,
{his authority includes the right to determine the funds to be allocated to compensate
the independent auditors for audit work and any related work, as well as the funds
needed for other audit, review or attest services provided by a public accounting firm.
[n addition, these duties include the resolution of any disagreements between the
auditor and company management relating to financial reporting.

The tules and regulations also require that the audit committee (or the full board
of directors) must approve all audit services (including delivery of a comfort letter in
connection with an offering of securities) and, subject to certain de minimis exceptions,
all permitted on-audit services to be provided by the auditor or its associated persons
pefore thzservices are provided. This requirement applies not only to “listed compa-
nies,” buf 10 all companies whose securities trade in the U.S. (even if none of the
coripaity’s securities are listed on an exchange or NASDAQ.** When considering
wnproval of non-audit services, deference should be given to the restrictions on such
-ervices included in SEC and exchange rules and regulations. Examples of non-audit
services that might impair the independence of a registered accounting firm include
bookkeeping or other services related to the issuer’s accounting records or financial
statements; design and implementation of financial information systems; appraisal or
valuation services, including fairness opinions; actuarial services; auditor service in a
management role, including as a director, officer or other employee with decision-
making or supervisory authority; legal services; broker-dealer, investment advisor or
investment banking services; expert services; and tax services. Reference should be
made to the specific rules applicable to each type of service. While some services are
prohibited outright, others can be provided as long as they are preapproved by the
audit committee and the committee has conducted sufficient investigation to verify that
the services do not fall within a “prohibited category.” For example, tax services may
be provided; however, the audit committee must be sure that the auditor does not serve
in an advocacy role for the issuer-client.

(3] Disclosure Controls, Compliance and Risk Management

The Sarbanes-Oxley Act vested several significant compliance responsibilities in the
audit cornmittee. Perhaps most importantly, the audit committee was given a central

23, See generally SEC Rule 10A-3, 17 C.F.R. § 240.10A-3; NYSE Rules Section 303A.06, 303A.07 of
the Listed Company Manual and NASDAQ Rule 5605(c)(3).
24. Sarbanes-Oxley Act §§ 201 & 202 and Exchange Act Rules 10A(h) and (i).
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role with respect to review of the company’s disclosure documents and ensuring that
all the financial and other information included therein has been properly prepareq
Many companies retain oversight responsibility for disclosures and disclosure contrglg
with the audit committee; however, in this publication it is assumed that the boarg
creates a separate disclosure and reporting committee, often staffed with directors why
are also service as members of the audit committee.”® In order to fulfill these tagkg,
audit committee and disclosure and reporting committee members must have a keep
understanding of the company’s internal controls, as well as the current state of the ar
with respect to financial accounting principles. The responsible commitiee muygt
consult regularly with the company’s independent auditors and senior managers, ang
should also meet with heads of various business units to verify that the company’s
control systems are being used throughout the organization. While emphasis should
certainly be placed on the company’s period reports, the procedures should be broagd
enough to include earnings releases and earnings guidance that is supplied to analysts
and rating agencies. In addition, unless the board has created a separate compliance
and risk management committee, the audit committee must assume various responsi-
bilities relating to the company’s compliance program including establishing codes and
policies with respect to legal and regulatory compliance, risk assessment and risk
management.*

4] Approval of Related-Party and Conflict-of-Interest Transactions

NASDAQ rules require that any “related-party transaction” be approved by the audit
committee (or a comparable independent body of the board) as part of the company’s
obligation to conduct an appropriate review on an ongoing basis of such transaction:
For purposes of these rules, a “related-party transaction” refers to a transaction na
would have to be disclosed under Item 404 of SEC Regulation S-K.*” No_seecific
provisions on this subject are currently included in the NYSE rules; however, it is
common for audit committees of NYSE-listed companies to take on oversizht respon-
sibility for such transactions in their written charters. As part of this autholnity, the audit
committee must oversee compliance with § 402 of the Sarbanes Oxley Act, which
provides that no public company may make, extend, modify 21 redew any personal
loan to its executive officers or directors except for loans made in the ordinary course
of the company’s business, on market terms, for home improvement and manufac-
tured home loans and for consumer credit, or extension of credit under an open-end
credit plan or charge card.*

25. For further discussion, see Chapter 13 (Disclosure and Reporting Committee).

26. For further discussion, see Chapter 11 (Compliance and Risk Management Committee).

27. See generally NASDAQ Rule 5630(a). A body will be considered to be “comparable” to the audit
committee if all the directors that are members of such body are both “independent” under
NASDAQ rules and disinterested in the transaction.

28. Sarbanes-Oxley Act § 402(a), 15 USC § 78m(k).
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[5] Internal Audit Function

The NYSE listing rules require that each listed company must have an internal audit
function that is subject to the overall oversight responsibility of the audit committee.*
The internal audit function must provide management and the audit committee with
ongoing assessments of the company’s risk management processes and system of
internal control. A company may choose to outsource this function to a third party
service provider other than its independent auditor.®® The audit committee should
expect to regularly receive and review status reports from the head of the internal audit
function on controls and actions taken to resolve the issues raised; review of internal
audit’s function including development of a charter and scope of duties and responsi-
bilities, annual plan and associated timetable and budget and resource requirements;
review the effectiveness of the internal audit function (including management’s
responsiveness to internal audit's findings and recommendations); approve the ap-
pointment and removal of the head of the internal audit function and meet with the
head of the internal audit function at least annually without management.

[6] Suctuinability

The sudit committee, working in collaboration with the board’s CSR committee,
sheulid be expected to play an important role in overseeing the company’s sustainabil-
i policy, commitments, procedures and reporting.”’ Some of the specific duties and
responsibilities of the committee in this area include:**

~ monitoring compliance with sustainability policy, commitments and regula-
tions; ensure internal audit procedures are in place to assess cross-company
compliance with sustainability commitments, policies and management sys-
tems; review results of internal audits of compliance with sustainability
policies, commitments and regulations;

- reviewing integrity of the organization’s sustainability information systems
and reporting processes, both internal and external; ensure the company has
implemented adequate systems, controls and processes to support the compi-
lation of key sustainability performance metrics appropriate for reliably
tracking performance, setting targets, benchmarking, compensating execu-
tives and external reporting;

- ensuring sustainability information is consistent across corporate websites,
social media and voluntary reports and that provided in government filings,
financial statements, investor presentations and other corporate disclosures;

29. See generally NYSE Rules Section 303A.06 and 303A.07 of the Listed Company Manual.

30. Commentary to NYSE Listing Manual § 303A.07(d).

31. For discussion of the duties and responsibilities of the board-level corporate social responsibility
committee, see Chapter 9 (Corporate Social Responsibility Committee).

32. The Essential Role of the Corporate Secretary to Enhance Board Sustainability Oversight: A Best
Practices Guide (United Nations Global Compact, September 2016).
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plans and various organizational development issues including succession planning
organizational structure and leadership development. As is the case with the audit apg
other board-level committees, compensation committees should expect to conduct g
annual evaluation of their performance.

In promulgating their listing standards relating to compensation committees, the
national securities exchanges were required to take into account Rule 10C-1 of the
Securities Exchange Act of 1934 (Exchange Act), adopted by the SEC in June 2012 j,
accordance with the requirements of Section 952 of the Dodd-Frank Wall Street Refory
and Consumer Protection Act (Dodd-Frank), which directed the national securitieg
exchanges to develop listing standards which required each member of a listeg
company’s compensation committee to be “independent;” established independence
standards for compensation committee members; required the compensation commit-
tee to have authority to retain compensation advisers and required listed companies tg
fund the engagement of those advisers; and required the compensation committee tg
assess the independence of compensation advisers using, at a minimum, six indepen-
dence factors described in Rule 10C-1.%

The requirements of the national securities exchanges are not identical; however,
there are common principles that can and should be applied regardless of the exchange
upon which a company’s securities are listed. In addition, all listed companies should
consider what it means to “provide advice to the compensation committee,” a concept
not specifically defined in Rule 10C-1; take steps to create policies and procedures for
collecting of information about prospective compensation advisers in order to evaluate
the services available from such advisors and the reasonableness of their fees and make
the required determinations regarding the independence of such advisers; and, finally,
ensure that their directors’ and officers’ questionnaires adequately collect the informa:
tion necessary to establish the independence of members of the compensation ¢ow-
mittee, including information on whether a member has any business or persoual
relationship with any compensation adviser and employer of a compensatioit adviser.

§7.02 CHARTER AND ACTIVITIES OF COMPENSATION COMMITTEE

Both the NYSE and the NASDAQ require that the responsibiliti<: ¢f the compensation
committee be explicitly spelled out in a written charter that <heuld be included in the
company’s proxy statement and posted on the company’s web site.” While the specific

2. While not discussed herein, Section 952 of Dodd-Frank required that listed companies must
disclose in their proxy statements for their annual meeting of shareholders whether their
compensation comimittees retained or obtained the advice of a compensation consultant, whether
the work of any such consultant raised any conflict of interest and, if so, the nature of the conflict
and how the conflict was being addressed. In considering whether or not a conflict of interest
exists companies are expected to take into account the six independence factors described in Rule
10C-1.

3. NASDAQ listing standards allow smaller reporting companies to adopt either a formal written
compensation committee charter or a board resolution that covers only a specified portion of the
items that need to be addressed in the charters of larger companies. For examples of compensa-
tion and organizational development committee charters and additional commentary on prepa-
ration of such charters, see “Board Committee Charters” in the management tools available as
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requirements for the content of the charter will vary depending on which of the
gecurities exchanges has oversight responsibilities for the company, the charter should
include provisions, either voluntarily or in response to specific listing requirements,
relating to the scope of the committee’s responsibilities and how it carries out those
responsibilities, including structure, processes and membership requirements; compli-
ance with specific exchange requirements regarding the independence of committee
members; and prohibitions on the CEO being present during voting or deliberations by
the committee on his or her compensation. The charter should also specify that the
committee will have sole authority to retain and terminate any compensation advisers
to assist in the evaluation of director or senior executive compensation, including sole
authority to approve the reasonable compensation and other terms of retention with
respect to such advisers, should clearly acknowledge the company’s obligations with
respect to providing funding for the retention of any such adviser and should describe
(he committee’s responsibilities with respect to considering specific independence
factors before selecting advisers other than in-house legal counsel. Finally, the charter
should include a requirement that the committee review and reassess the adequacy of
the charter on 2an annual basis.

NYSE-listed companies must have a written charter that addresses: (i) the
committec s purpose and responsibilities which, at minimum, must be to have direct
responsibility to: (a) review and approve corporate goals and objectives relevant to
CE0 «ampensation, evaluate the CEO’s performance in light of those goals and
objectives, and, either as a committee or together with the other independent directors
f4s directed by the board), determine and approve the CEQO’s compensation level based
on this evaluation; and (b) make recommendations to the board with respect to
non-CEQ executive officer compensation, and incentive-compensation and equity-
based plans that are subject to board approval; and (c) produce a compensation
commitiee report on executive officer compensation as required by the SEC to be
included in the listed company’s annual proxy statement or annual report on Form
10-K filed with the SEC; and (ii) an annual performance evaluation of the compensation
committee.* The Commentary to NYSE Listing Manual § 303A.05(b) suggests that the
compensation commitiee charter should also address committee member cualifica-
tions; committee member appointment and removal; committee structure and opera-
tions (including authority to delegate to subcommittees); and committee reporting to
the board.

NASDAQ requirements with respect to compensation committee charters are
more general than those imposed by the NYSE; however, NASDAQ listed companies
are required to certify that a written compensation committee charter has been adopted
and any such charter must specify the scope of compensation committee’s responsi-
bilities, and how it carries out those responsibilities, including structure, processes and
membership requirements; the compensation comimittee’s responsibility for determin-
ing, or recommending to the entire board of directors for determination, CEO and

part of “Governance: A Library of Resources for Sustainable Entrepreneurs” prepared and
distributed by the Sustainable Entrepreneurship Project (www.seproject.org).
4. NYSE Listing Manual § 303A.05(b).
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non-CEO executive compensation; that the CEO may not be present during voting or
deliberations on his/her compensation; and the compensation committee’s responsi-
bilities and authority required by Exchange Act Rule 10C-1. NASDAQ also requires that
the compensation committee or independent directors acting in lieu thereof must
possess authority over compensation advisers and that companies must certify that
their compensation committee will annually review and reassess adequacy of itg
charter.

[A] Statement of Purpose

The statement of purpose in the charter of the compensation and organizational
development committee typically tracks the more specific duties and responsibilities
for the committee included elsewhere in the charter and discussed in detail below. As
a general matter, the purpose of the committee is to provide guidance to the entire
board of directors, as well as to the members of the senior executive team of the
company, with tespect to their fiduciary and legal obligations pertaining to the
compensation of the CEQ and certain other executive officers, as well as such other
employees who are members of the company’s senior management as the committee
shall determine from time to time; the organizational structure of senior management;
the succession, retention and training of senior management; the company’s overall
succession, retention and training programs; supervision of the company’s overall
compensation and benefits programs, including approval and oversight of grants
pursuant to the company’s equity compensation plans; the oversight of the company’s
retirement and employee health and welfare plans; and the oversight of the company’s
benefits programs and such other matters that directly impact the success ana
wellbeing of the company’s human resources. A Global Compact publication recon-
mended that the purpose statement of the compensation committee include motivating
and rewarding sustainability performance in the executive compensation plan.” As a
general matter, the compensation and organizational development committee iocused
on approving material compensation and benefit matters as well as setting high-level
policy and strategy, and management remains responsible for the dey-10-day admin-
istration of the human resources function.

[B] Composition, Meetings and Procedures

“Independence” is the focal point of the requirements for membership on the compen-
sation and organizational development committee. NYSE-listed companies must have
a compensation committee composed entirely of independent directors and the entire
board of directors is required to make an affirmative determination that each compen-
sation committee member is independent under the general board independence

5. The Essential Role of the Corporate Secretary to Enhance Board Sustainability Oversight: A Best
Practices Guide (United Nations Global Compact, September 2016).
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standards set forth in the NYSE Listed Company Manual.® When making the affirma-
tive independence determination specifically for compensation committee members
the board should consider: (i) all factors that are specifically relevant to determining
whether a director has a relationship to the company that is material to that director’s
ability to be independent from management in connection with the duties of a
compensation committee member, including the source of the director's compensa-
tion, including any consulting, advisory or other compensatory fee paid by the
company to the director; and (ii) whether or not the director is affiliated with the
company, a subsidiary of the company or an affiliate of a subsidiary of the company.”

The NASDAQ listing rules provide that compensation of the CEOQ must be
determined, or recommended to the board for determination, either by: (a) indepen-
dent directors constituting a majority of the board’s independent directors in a vote in
which only independent directors participate; or (b) a compensation committee
comprised solely of independent directors. The CEO may not be present during voting
or deliberations.® Compensation of all other executive officers (defined as those officers
covered in Rule 16a-1(f) under the Exchange Act”) must be determined, or recom-
mended to the board for determination, either by: (a) independent directors constitut-
ing a majority oithie board’s independent directors in a vote in which only independent
directors parttizipate; or (b) a compensation committee comprised solely of indepen-
dent direcicrs.'® A nonindependent director may serve as a member of the compensa-
tion cammittee under exceptional and limited circumstances.'' The board of directors
15 required to make an affirmative determination that no independent director has a
relationship that, in the board’s opinion, would interfere with the exercise of indepen-
dent judgment in carrying out the responsibilities of a director. In addition, when
evaluating the independence of compensation committee members the board must
consider whether the member is affiliated with the company, a subsidiary of the
company or an affiliate of a subsidiary of the company and determine whether any
affiliation would impair the member’s judgment.'* An important distinction from the
NYSE listing standards is that the NASDAQ standards include a strict prohibition
against members of the compensation committee accepting directly or indirectly any

6. NYSE Listing Manual § 303A.05(a).

7. When considering the source of a director’s compensation, it is expected that the board of
directors will consider whether the source impairs the director’s ability to make independent
judgments about the company’s executive compensation. When censidering any affiliate
relationship, the board of directors is expected to consider whether the relationship places the
director under the direct or indirect control of the company or its senior management, or creates
a direct relationship between the director and senior management, in each case of a nature that
would impair the director’s ability to make independent judgments about the company’s
executive compensation.

8. NASDAQ Listing Rule 5605(d)(1).

9. NASDAQ Listing Rule 5605(a)(1).

10. NASDAQ Listing Rule 5605(d)(2).

11. NASDAQ Listing Rule 5605(d)(3).

12. While ownership of company stock should be considered, such ownership by itself, or
possession of a controlling interest through ownership of company stock by itsell, would not
necessarily preclude the board of directors from finding that it is appropriate for a director to
serve on the compensation committee.
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consulting, advisory or other compensatory fee from the company or any of jgg
subsidiaries.

The listing standards of both exchanges are essentially the same with respect tg
compensation advisers and authorize compensation committees, in their sole discre-
tion, to retain or obtain the advice of a compensation consultant, independent legg]
counsel or other adviser (any person providing such advice is referred to herein as 5
compensation adviser), and to have sole authority and direct responsibility for the
appointment, compensation and oversight of any compensation adviser retained by the
committee. However, before selecting a compensation adviser other than in-house
legal counsel, the compensation committee must consider all factors relevant to that
compensation adviser’s independence from management, including the factors de-
scribed in Rule 10C-1 such as the provision of other services to the company by the
employer of the compensation adviser; the amount of fees received from the company
by the employer of the compensation adviser as a percentage of its total revenue; the
policies and procedures of the employer of the compensation adviser that are designed
to prevent conflicts of interest; any business or personal relationship between the
compensation adviser and a compensation committee member; any company stock
owned by the compensation adviser; and any business or personal relationship
between either the compensation adviser or the employer of the compensation adviser
and an company’s executive officer. If a compensation adviser is retained by the
compensation committee, appropriate funding (as determined by the compensation
committee) must be provided by the company for payment of reasonable compensa-
tion to the adviser.

As is the case with the audit committee, the compensation and organizational
development committee maintains a busy schedule with a full agenda that extends
throughout the company’s fiscal year. As such, provision should be made for four to six
regular meetings of the committee annually, generally corresponding with the schecule
for meetings of the entire board of directors. Committee members should set asiae fime
for meetings with the CEO to discuss compensation matters for other executive oificers
and organizational development issues. When appropriate, meetings sheuld be held
with administrators of the company’s stock and other benefit plans and with compen-
sation advisers that they committee may engage through the piacesses described
above. The executive head of the company’s human resources {upction is typically in
attendance for most of the committee’s meetings and is often responsible for the
preparation of minutes of meetings and drafts of reports that the committee may deliver
to the entire board.

[C] Scope of Duties and Responsibilities

A comprehensive list of the duties and responsibilities of a compensation and organi-
zational development committee would likely include obligations and authority to:

- review the company’s executive compensation programs to ensure the attrac-
tion, retention and appropriate reward of executive officers, to motivate their
performance in the achievement of the company’s business objectives, and to
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align the interest of executive; officers with the long-term interests of the
stockholders and other stakeholders of the company;

- review the company’s executive compensation programs to ensure that they
motivate executives and employees to engage in activities that will improve
the company’s sustainability performance and reward them for contributing to
the success of such activities;

- review and approve corporate goals and objectives relevant to the annual
compensation of the CEQ, evaluate the CEO’s performance in relation to such
goals and objectives and, based on such evaluation, recommend to the
independent directors for their approval, the CEO’s annual compensation,
including salary, bonus and equity and nonequity incentive compensation;

- review and approve, for the company’s executive officers other than the CEQ,
annual compensation for such officers, including salary, bonus and equity and
nonequity incentive compensation, based on recommendations from the CEO;

- recommend to the independent directors for their approval, the initial com-
pensation for any newly hired or promoted CEO;

- approve. based on recommendations from the CEQ, the initial compensation
for ary newly hired or promoted executive officer;

- review the company’s equity and nonequity incentive compensation and other
plazs and recommend changes in such plans to the entire board of directors as
ueeded, and act as the administrator of such plans on behalf of the board;

— review and approve grants and awards, and the terms and conditions thereof,
under the company’s equity incentive based plans and the terms of, and
review and approve awards under, other incentive compensation plans that
the company establishes for, or makes available to, the company’s officers and
other employees (including recommending io the independent directors for
their approval such grants and awards to be made to the CEQ) Review and set
performance goals, as applicable, under the company’s equity and nonequity
incentive compensation plans;

- approve any severance agreements, change of control agreements or similar
agreements that are entered into between the company and its executive
officers other than the CEO;

- review and evaluate the pension, 401 (k) and other benefit plans established by
the company for officers and other employees and approve recommendations
of management regarding such plans;

- serve as a resource to the CEQ in matters relating to senior management
selection, succession planning, management development, talent utilization,
and report to the board or resources on progress on the company’s organiza-
tional development activities including senior management selection, succes-
sion planning and training of all management levels;

- oversee an annual review and make recommendations to the board on director
compensation and compensation for the chairperson of the board position;

- review and recommend to the board executive compensation and organiza-
tional development policies and processes;
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- ensure that a report on executive compensation is prepared for inclusion in thy
company’s annual proxy statement in accordance with applicable SEC ruleg
and regulations and review and discuss with management the Compensatioy
Discussion & Analysis (CD&A) required by the SEC and recommend to the
board that the CD&A be included in the company’s annual proxy statement;

- oversee and evaluate the company’s overall human resources and compens,-
tion structure, policies and programs including the implementation apg
progress of the company’s inclusion and diversity initiatives;

- review the risks associated with the company’s compensation policies ang
practices, including an annual review of the company’s risk assessment of ig
compensation policies and practices for its employees;

- conduct an annual evaluation of the committee’s performance and report op
the committee’s activities at each meeting of the entire board of directors.

While a comprehensive, clearly written charter for the compensation commiittee
is essential, companies will also need to develop and follow additional procedures tg
comply with applicable SEC rules and listing requirements, particularly those that
apply to determination of “independence” and engage of compensation advisers,
Suggestions in this area include:

- integrating consideration of the need for disclosure of actual or potential
conflicts of interests involving compensation advisers in annual proxy state-
ments including establishment of procedures for dealing with any such
conflicts;

- implementing procedures for complying with the “independence” criteria for
membership on the compensation committee including collection of informa-
tion on directors’ and officers” questionnaires that have been updated t
request and collect information about business or personal relationships witn
compensation advisers;

- implementing procedures for vetting potential compensation acdvisecrs before
they are retained that take into account the applicable independence factors
and incorporating those factors into engagement letters with advisers;

- if applicable, reviewing existing relationship with comper:sation advisers in
light of the independence factors and make appropiiate changes including, if
necessary, termination of such relationships;

- reviewing and adjusting disclosure controls and procedures to ensure that they
collect information that can be used to test for the existence of conflicts of
interest involved compensation advisers that might need to be disclosed and
resolved; and

- reviewing the activities of other committees (e.g., audit committee) to deter-
mine whether they are involved in any aspect of executive compensation
oversight such that the requirements imposed specifically on compensation
committees might be applicable in some way to such other committees and
their members.
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[ Compensation Philosophy

The compensation and organizational development committee plays an essential role
in setting the overall tone for the company’s philosophy with respect to rewards and
incentives generally and executive compensation in particular. Among other things,
the members of the committee are expected to continuously review and assess the
company’s executive compensation philosophy and provide counsel and guidance to
the CEO and leaders of the human resources function with respect to alternative
approaches to rewarding employees for the work they perform on behalf of the
company.

When preparing the statement of the company’s executive compensation phi-
losophy the committee should begin with a description of the primary purposes of the
execulive compensation program, such as attracting, retaining and rewarding talented
leaders who can achieve sustainable and profitable growth for the company’s busi-
nesses and maximize the long-term value of the company for its shareholders and other
stakeholders. The statement of philosophy is often broken out into several categories,
each of which are considered to be important for recruiting and retaining the best
peaple to lead the organization. For example, realizing that qualified and experienced
leaders are Fighly sought after it is essential that companies be prepared to offer
compensation packages that are competitive, which means that the statement of
phiivaephy should incorporate the following activities:

- regularly compare the company’s total compensation levels against compa-
rable companies in each of the industries from which the company is likely to
draw executive talent, with particular emphasis on salary levels and short- and
long-term incentives, to ensure the ongoing competitiveness of our compen-
sation program;

- measure the competitiveness of compensation levels in the countries and
regions where the company operates, and utilize compensation benchmarks
from multiple geographic markets for executives with international responsi-
bilities;

~ use median (50th percentile) compensation values reported by the company’s
comparator group companies as a primary reference for establishing target
amounts for each element of compensation, and for maintaining competitive
total compensation levels;

- consider factors related to the executive’s potential impact on the company’s
results, scope of responsibility and accountability, and reporting structure in
determining appropriate compensation levels.

It is necessary, but not sufficient, for companies to offer competitive compensa-
tion arrangements to their executives. Compensation plans must also motivate execu-
tives to consistently deliver superior performance and this means ensuring that
executives have a significant proportion of total annual compensation contingent upon
achieving objective measures of financial and operating performance; establishing an
appropriate “mix” of compensation elements to ensure an appropriate and balanced
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focus on short- and long-term results; and preserving a strong and direct relationship

between business and individual performance, and the short and long term compep.
sation earned by executives. Committees should strive to create incentive arrangeme;
that provide executives with opportunities to achieve compensation levels comparable
with the highest earners among their peers at other companies; however, incentiveg
should be tailored so that they are aligned with the company’s long-term strategio
objectives and not just winning compensation battles with competitors.

Finally, the compensation package should be built in a way that ensure that

executives are properly engaged with the pursuit and achievement of the company’y
long-term strategic goals and meeting the expectations of the company’s stakeholders,
Engagement provides a foundation for building a deep and commiited relationship
between the executive and the company and makes the executive a stronger ambas.
sador of the company to both internal and external stakeholders. In order to achieve
engagement, the company’s executive compensation philosophy must include linking
a material portion of executive compensation to measures of business performance for
which the executive has direct line of sight and accountability; ensuring that the
company’s compensation programs and practices encourage appropriate risk taking
and discourage inappropriate risk taking; and ensuring that senior executives mean-
ingfully share the risks and rewards of ownership with the company’s shareholders by
basing a portion of their total compensation on share price performance. While
compensation arrangements have traditionally emphasized achievement of financial
goals, mounting pressure from institutional investors and other stakeholders has
driven companies include sustainability issues in their executive compensation phi-
losophies and explicitly provide that sustainability performance and innovation will be
tracked and that a significant element of executive rewards will be based on demon-
strable success in those areas.

2] Executive Compensation

While the compensation and organizational development committee oversees com-
pensation arrangements for everyone inside the company the cormmitiee has special
duties and responsibilities with respect to the compensation 1 tiie CEO and other
members of the executive team. One important task of the comraittee is ensuring that
the company has access to the C-suite level talent necessary for it to be successful and
this means that committee members must regularly review, no less frequently than
annually, competitive market data, including executive compensation surveys and
reports compiled by third-party consultants, to assess the adequacy and competitive-
ness of the company’s executive compensation plans vis-a-vis the company’s peers in
the industry with which they may be competing for talent. When considering the
compensation of executive officers other than the CEO the committee should take into
account the recommendations of the CEO and the head of the company’s human
resources function, The committee should also advise and consult with the CEQ and
the head of the company’s human resources function on the terms and conditions of
any incentive plans for executive officers other than the CEQ, mid-year compensation
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changes for such executives, the terms of employment for all new executives and the
rermination of employment of any executives. T he entire process used by the commit-
tee in determining what it considers to be the appropriate level and type of executive
compensation should be disclosed in the company’s public filings or reports to
shareholders and other stakeholders including a report that meets the specifications of
the SEC with respect to the required CD&A report.

While the compensation and organizational development committee is respon-
sible for compensation review and assessment for all of the company’s executives, CEO
performance and compensation is obviously a central issues and concern for the
committee.'” Prior to the start of each fiscal year, the committee and the CEQ should
discuss the metrics and performance goals for the CEO during the upcoming fiscal year,
with metrics and goals being measurable and based on financial results, strategic
imperatives, and other matters deemed appropriate by the committee and the entire
board of directors. The results of these discussions should be ratified by all of the
independent directors on the board, not just those members who are assigned to the
compensation and organizational development committee. The committee should also
oversee the development of a performance evaluation process for the CEQ that
typically incliides a self-evaluation by the CEO, input from the CEO’s direct reports, and
input frori el directors. Efforts should be made to provide the CEO was continuous
feedbacl tnroughout the year and a formal performance evaluation should be provided
to the ¥0 annually following the fiscal year end and after the performance of the CEQ
l10s been reviewed by the committee. The information from the performance evalua-
tion will be used to measure how well the CEO has performed against the previously
agreed metrics and performance goals and make decisions on performance actions
L with respect to the CEO. The compensation and organizational development commit-
tee is responsible for consulting with the entire board on CEQ compensation actions
and communicating to the CEO all compensation actions relating to him or her. In no
event shall the CEO be present during discussions and/or voting by the entire board of
directors on his/her own compensation actions.

The rules and regulations relating to compensation committees have been
supplemented by mandates for increased shareholder involvement in consideration
and approval of executive compensation. For example, the NYSE requires that NYSE-
listed companies provide their shareholders with the opportunity to vote on all
equity-compensation plans and material revisions thereto, with limited exemptions, in
order to provide checks and balances on the potential dilution resulting from the
process of earmarking shares to be used for equity-based awards.' The byproduct of
regulatory activity with respect to executive compensation has been increased pressure
on the beard of directors is to develop performance measures and incentive strategies
that allow the company to continue to attract experienced senior managers while at the
same time ensuring that those managers are accountable to the shareholders of the

13. For detailed discussion of the duties and responsibilities of the CEQ, see “Chief Executive
Officer” in “Governance: A Library of Resources for Sustainable Entrepreneurs” prepared and
distributed by the Sustainable Entrepreneurship Project (www.seproject.org).

14. See generally NYSE Rules Section 303A.08 of the Listed Company Manual.
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company. While there is no single form of compensation plan that makes sense for g
companies, directors must certain consider the relationship between base salary apq
incentive compensation and creating clear and direct links between incentives apg
enhancement of shareholder value. The Commentary to NYSE Listing Manual g
303A.05(b) recommends that in determining the long-term incentive component gf
CEO compensation, the committee should consider the listed company’s performange
and relative shareholder return, the value of similar incentive awards to CEQs y
comparable companies, and the awards given to the listed company’s CEO in pag
years.

{31 Incentive Compensation Plans

The compensation and organizational development committee should oversee the
company’s incentive compensation plans. With respect to bonus plans, the committee
should approve and have oversight over all such plans and specific authority tg
designate employees eligible to participate in such plan(s); approve the financia
metrics and performance goals under such plan(s); approve the total bonus pool/plan
payout; approve individual payouts for executive officers; and delegate authority o
management for the day-to-day nonmaterial administration of the plan(s). The com-
mittee should also approve and oversee all of the company’s stock-based compensa-
tion plans and have the authority to make recommendations to the board regarding the
adoption, amendment, design parameters, and termination of such plans; approve
grant guidelines, grant provisions, and ongoing share utilization; approve individual
grants to executive officers; delegate authority to management io make grants to
nonexecutive officers (including new hires, promotions, annual awards, and for
retention purposes); interpret plan provisions when appropriate; designate employ.es
eligible to participate in the plans; and delegate authority to management with iesnect
to the day-to-day nonmaterial administration of the plan(s). Finally, the comunittee
should establish and periodically review and recommend stock ownershiv guidelines
for directors and executives.

[4] Employee Retirement and Health and Welfare Benefiv Plans

The compensation and organizational development committee is charged with taking
the lead on behalf of the entire board of directors in helping the board discharge its
fiduciary responsibilities for pension and welfare benefit plans sponsored by the
Company and all majority owned domestic subsidiaries. Among other things, commit-
tee members should annually review fiduciary responsibility reports from the plan
administrators or administrative committees of the company’s retirement and health
and welfare benefits plans and provide appropriate reports to the entire board of
directors, including recommendations for the establishment of new plans or the
material alteration of existing plans. In carrying out their responsibilities in this area,
committee members should be prepared to review the financial aspects of the
company’s retirement programs, including actuarial assumptions, and receive reports
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from any internal committees formed to perform day-to-day administration of the
p[‘(]grams.

[5] Organizational Development

while most of the stated duties and responsibilities of the compensation and organi-
zational development committee relating to executive compensation, not surprisingly
given the intense interest in that topic among regulators, investors and other stake-
holders, the committee is usually the primary group within the entire board of directors
that is tasked with providing support on the following important issues and topics
relating to the structure of the company’s management team and the ensuring that the
structure adapts to address changes in the company’s operating environment:

- Management Team Structure: The committee should regularly consult with the
CEO regarding the establishment of senior management positions and provide
direction for management in the recruitment for such positions; however, the
actual biring and termination of senior managers should generally be left to the
discretien of the CEO with appropriate consultation from the committee.

- CE(: The committee should provide input to the entire board of directors from
tire to time relating to the employment and disengagement of the CEO, and
also should, as appropriate, assist the board in recruiting candidates for the
CEO position.

- Management Succession and Development Planning: The committee plays an
important role in the critical areas of management succession (including CEO
succession), management development at all levels, and management reten-
tion at all levels. The committee should be responsible for ensuring that there
are current and viable back-up and succession plans for the CEO and each of
the key members of the executive team and that there are specific development
programs in place to minimize any loss of time or effectiveness in transitions
from a current officer to a successor. The committee should review these plans
no less than annually and provide guidance to management, and the entire
board of directors, regarding any weaknesses in the plans identified by the
committee.

- Leadership Development: The compensation and organizational development
committee should be responsible for providing guidance to the CEO and the
executive leader of the company’s human resources function relating to
leading development including global talent and organization reviews, lead-
ership assessments, performance reviews, recruiting, leadership training pro-
grams, development of the company’s talent pipeline and development of
alumni networks.

Beyond the specific matters above, the compensation and organizational com-
mittee should meet periodically to review and discuss all of the company’s organiza-
tional and human resources practices and policies to ensure that they are effective tools
for strengthening the organization and aligned with the company's overall strategy.
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{6] Sustainability Performance

It is no secret that incentive elements of executive compensation arrangements have
long been tied to financial performance and increasing shareholder value as demon-
strated by improvements in share prices. Certainly financial success is important to the
long-term viability of the business and provides the CEO and other senior executiveg
with access to the capital necessary to remain competitive and pursue and commer-
cialize innovative products, services and technologies; however, there is growing
interest among stakeholders, including many institutional investors still very interested
in financial returns, to create links between executive compensation and sustainability
measures (i.e., metrics based on ESG targets).”” A Global Compact publication
recommended that the duties and responsibilities of the compensation committee
include:'®

- ensuring that sustainability issues are included in the compensation philoso-
phy (e.g., the intent to reward sustainability performance and innovation, pay
a living wage, ensure equitable pay, ensure appropriate CEO to worker pay
ratios and limit excessive compensation, etc.);

- drafting a CEQ position profile/description that includes reference to sustain-
ability experience, values and leadership, fostering a sustainability culture,
incorporating sustainability into corporate strategies and ERM, ensuring effec-
tive internal controls and management systems for sustainability and main-
taining quality stakeholder relationships;

- mandating that the CEO’s annual performance plan and evaluation/review
include sustainability objectives, leadership and competencies;

- implementing succession planning and management/leadership development
programs that include sustainability competencies, leadership and valies
alignment; incorporate sustainability as a factor in position profiles, develsp-
ment plans and career planning for executive leadership and potential si.cces-
sors; and integrate sustainability into talent management strategics and dis-
cussions.

While a strong business case can be made for including susicinability in the
overall strategic goals and objectives for a company and, in tusn, tntegrating sustain-
ability into the elements of executive compensation, it is still far from settled practice.
In fact, surveys conducted by executive compensation consultants among S&P 500
companies have found that only 2% of the companies tied voluntary environmental
targets (e.g., reduction of greenhouse gas emissions) to executive compensation and

15. For discussion of the unique and important role that the CEO plays in sustainability initiatives,
see “Chief Executive Officer” in “Governance: A Library of Resources for Sustainable Entrepre-
neurs” prepared and distributed by the Sustainable Entrepreneurship Project (www.seprojec-
torg).

16. The Essential Role of the Corporate Secretary to Enhance Board Sustainability Oversight: A Best
Practices Guide (United Nations Global Compact, September 2016).
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that just 2.6% of the companies had a performance metric tied to diversity.'” Several
p;acﬂcal issues need to be overcome in order for sustainability performance to take a
more central role in executive compensation. For example, compensation arrange-
ments become unworkable if they attempt to address too many metrics. According to
gurchman and Sullivan, compensation consultants have traditionally recommended
that compensation plans focus on no more than five metrics—one or two financial
metrics, such as sales growth or earnings per share, and two or three nonfinancial
metrics, in areas such as quality or innovation—and cautioned that including addi-
tional metrics, such as sustainability, will likely dilute executive focus.' Another
problem, at least in the U.S., is that regulators have been slow to prioritize sustainabil-
ity and environmental risks in their pronouncements regarding reporting;'” however,
regulators outside the U.S., notably in Europe, have moved aggressively to formerly
include sustainability into corporate governance frameworks, voluntary reporting on
sustainability has become increasingly prevalent and companies are becoming more
sophisticated with respect to integrating sustainability and financial performance in the
disclosures they make to their stakeholders. Advances in sustainability reporting
provide a foundation for constructing sustainability metrics that can be added to the
financial resu'ts.and measures of quality and innovation.

While th2 compensation and organizational development committee is the body
of the ontire board of directors that focuses its efforts on executive compensation,
significent actions in that area must still be reviewed and endorsed by all of the
nirectors. Directors have long considered financial performance and long-term share-
neoider value to be the bedrock of their fiduciary responsibilities; however, in recent
years boards have shown a willingness to “explicitly embrace the proposition that
sustainability is a core indicator of the CEO’s and internal company’s responsibilities
and performance.”* The key, according to Burchman and Sullivan, is to focus on those
ESG factors that are “relevant to a company’s business” rather than attempting to
address all 17 of the SDGs identified by the United Nations.®® Any ESG factor

17. S. Burchman and B. Sullivan “It's Time to Tie Executive Compensation to Sustainability”,
Harvard Business Review (August 17, 2017), https://hbr.org/2017/08/its-time-lo-tie-executive
-compensation-to-sustainability Larsen cited a report published in 2015 by the sustainability
non-profit Ceres along with Sustainalytics that found that 24 % percent of the 613 largest publicly
traded companies tied some aspect of sustainability to executive compensation; however, a
majority of the sustainability initiatives in the report were related to compliance matters as to
which the company was already required to disclose and that only 3% of the companies linked
executive compensation lo voluntary sustainability performance targets. K. Larsen, “Why Tying
CEQ Pay to Sustainability Still Isn’t a Slam Dunk”, GreenBiz (May 26, 2015), https://www.
greenbiz.com/article/why-tying-ceo-pay-sustainability-still-isnt-slam-dunk.

18. Id.

19. K. Larsen, “Why Tying CEQ Pay to Sustainability Still Isn’t A Slam Dunk”, GreenBiz (May
26, 2015), https://www.greenbiz.com/article/why-tying-ceo-pay-sustainability-still-isnt-slam-
dunk.

20. Id. (quoting Bennett Freeman, former senior vice president for social research and policy of the
Calvert Group, who actually argued that director acceptance of sustainability as a core indicator
of performance would proceed quite slowly).

21. 8. Burchman and B. Sullivan “It’s Time to Tie Executive Compensation to Sustainability”,
Harvard Business Review (August 17, 2017), https://hbr.org/2017/08/its-time-to-tie-executive
-compensation-to-sustainability.
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matters. Specific areas of focus for this committee included the environment, hegy
aqd safety and technology. The functions of a compliance committee might ov@ﬂth
with the risk, public policy and sustainability committees. Sectors most likely tg | -
a compliance committee included health care, energy and financial.? ;-
With respect to risk management committees, the preparers of the EY re
found that these commitiees generally were responsible for making recommendatip i
for the articulation and establishment of the company’s overall risk tolerance ang :ins
appetite; overseeing enterprise-wide risk management to identify, assess and addI:k
major risks facing the company, which may include credit, operatiop Sls
compliance/regulatory, interest, liquidity, investment, funding, market, strate .
reputational, emerging and other risks; and reviewing and discussing managemei?
assessment of the company’s enterprise-wide risk profile. The functions of 3 1—55;
management committee might overlap with the finance and compliance committees
Sectors most likely to have a risk committee included financial services (almost 759 gf
the companies in that sector had a risk committee), industrials, utilities, CONsume
discretionary, information technology and consumer staples.? i

§11.02 COMPLIANCE AND COMPLIANCE PROGRAMS

In today’s business world, all companies, regardless of their size, business mode] and

scope of activities, are required to understand and comply with a plethora of laws ang
regulations, including:

- common law legal relationships with employees, creditors, and landlords:

- various licensing requirements imposed by federal, state, and local gOVerL-
ments;

- intellectual property rights;

- employment laws (e.g., harassment, discrimination and immigration laws)
and applicable human resources policies;

= .[ederal and state tax laws and regulations, including the reportiiig obligations
imposed under such laws;

- domestic and foreign laws regulating technology transfers.and the form and
content of many common commercial relationships;

- federal and state statutes relating to antitrust and unfair competition;

- federal and state laws regulating commercial and consumer transactions:

- federal and state environmental laws and regulations; ,

- federal and state health and safety laws;

- federal and state laws relating to privacy and data security;

- federal and state securities laws and governance rules and regulations and
requirements of national securities exchanges in the case of public companies;

i D WWW.ey.com licatio VWLUASSEIS E hOﬂld'CO nmittees-evolve-to address-new
all g S/$ / -board- OmiIni s-evolve- 0-address-r EW*Cha“EHgES D(lf
Challenge FILE/EY ard-c ee :

186

chapter 11: Compliance and Risk Management Committee §11.02

- domestic and foreign laws relating to cross-border business activities (e.g.,
laws and regulations pertaining to exports, imports, bribery and compliance
with foreign boycotts);

- laws and regulations relating to conducting business with the federal govern-
ment and acting as a “government contractor;”

- federal and state laws relating to conilicts of interest, working with govern-
ment officials, lobbying and political activities (e.g., contributions);

- internal accounting and financial controls to reduce theft and facilities accu-
rate disclosures and financial reporting; and

- federal and state statutes relating to consumer protection and other matters.

These requirements apply regardless of whether the business is operated as a
proprietorship, a partnership, a limited liability company (LLC), or a corporation and
also apply to nonprofit organizations. Moreover, each form of legal entity available for
use by an organization has its own set of rules regarding formation and internal
operations that must be followed in order to gain the legal benefits from the use of the
entity. For examnle, in order for the shareholders of a corporation to take advantage of
the limited liahuity offered through the use of the corporate form, they must observe
certain governance procedures and operational formalities.*

The penalties for failing to comply with laws and regulations can be significant
and wicil can ruin a company and the careers of the persons involved in the
pisconduct. For example, criminal sanctions may include fines, probation, and
renedial action, including restitution, community service, and notice to victims. Civil
penalties can also be substantial and may include treble damages and the additional
costs of litigation. Added to all of this is the damage to the company’s reputation and
employee morale, and additional scrutiny from government investigators. Finally,
companies that have been found to have violated laws in government investigations
may be exposed to shareholder lawsuits, loss of business partners, and debarment from
government contracting.

In order to fulfill their obligations and avoid the costs associated with violations,
all companies should be admonished to adopt and aggressively implement compliance
programs in a wide range of areas. Compliance programs are important even for
companies that honestly believe they are acting in a lawful fashion, since these
programs are probably the best way to establish formal policies and procedures that
can guide the actions of employees and institutionalize regular assessment of actual
practices. Moreover, the existence of a formal compliance program that is actually
followed can be an important factor in reducing the liability of the company in the
event that a problem arises in spite of the controls that have been put in place.

Compliance programs are generally discussed, and adopted, in the context of the
fiduciary duties in the corporate context which flow from the directors and officers to
the shareholders. Thus, it is not surprising that commentators and courts have turned

4. For further discussion of the legal and regulatory basis for compliance programs, see “Compliance
and Risk Management: A Library of Resources for Sustainable Entrepreneurs” prepared and
distributed by the Sustainable Entrepreneurship Project (www.seproject.org).
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to principles of duty and care in analyzing legal compliance programs. Courts have alsg
begun to recognize the importance of guidance from governmental agencies, such as
the U.S. Federal Sentencing Guidelines for Organizational Defendants establisheq by
the U.S. Sentencing Commission (Sentencing Guidelines) and the opportunity thy
compliance with such guidelines offers with respect to reducing potential Liability for
companies and their managers. Therefore, one can expect to see courts examipip
whether compliance procedures, programs and other techniques have been impje.
mented to determine if those serving in fiduciary capacities have acted diligently,
When evaluating the compliance procedures for a particular company courts can ngy
also refer to very specific guidelines that have been announced by regulatory agencieg
as well as to commentaries prepared and disseminated by professional organizationg
Finally, information that may be relevant to establishing a compliance program can he
gleaned from statutes such as the U.S. Sarbanes-Oxley Act of 2002 (SOX) and the listing
requirements of the major securities exchanges.

[A] Directors’ Role in Developing and Overseeing Compliance Programs

When companies run afoul of laws and regulations the publicity can be intense and the
adverse reputational and financial consequences to the company are generally quite
significant. The post-mortem brings the board of directors to “center stage” and judges,
regulators, investors and pundits in the financial press will all be asking whether the
directors were paying attention, asking the right questions, adopting and enforcing
appropriate policies and procedures, and making it clear that “compliance matters”
when setting goals and allocating rewards. Simply put, while directors are not expected
to fend off every act of misconduct by executives, employees and agents of thew
companies, they are responsible for effectively discharging their own duties a.d
responsibilities relating to compliance and ethics programs.

While attention to compliance problems is generally most intense fa: larger
publicly owned companies, directors of firms of all sizes, including privaiely owned
companies, should consider “compliance” to be a significant part of ticir jobs. All
directors have a fiduciary duty to their corporations and to the steckholders who are
actual owners of the corporation and that duty will almost ceraniy be breached if
directors fail to act with care in developing and implementiny compliance and ethics
programs and as a result the corporation and/or its agents are found to be culpable of
misconduct and/or unlawful activity. In order to be sure that the board and its
members understand their role in developing and overseeing an effective compliance
and ethics program the following questions should be carefully considered:

- Is each prospective member of the board advised prior to appointment that he
or she will be expected to achieve and maintain an adequate level of
knowledge and skills relating to their duties with respect to overseeing the
company’s compliance and ethics program and is prior compliance experience
a factor in vetting new board members!?

- Has each new member of the board completed an orientation program that
includes information on the sources of a director’s duties and obligations with
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respect to oversight of the company’s compliance and ethics program and
illustrative case studies of how courts and regulators have interpreted and
enforced such duties and obligations?

~ Are the members of the board sufficiently knowledgeable about the operations
and structure of the company to understand internal reporting procedures and
lines of authority and identify the activities that present the highest level of
compliance risk?

- Are the members of the board sufficiently knowledgeable about the legal
environment for the company’s specific business activities so that they can
readily understand the statutes and regulatory guidelines that are most
relevant to decisions aboul how to design the compliance and ethics program?

— Has the board ensured the compliance and ethics program is appropriate for
the specific activities of the company by undertaking a detailed risk assess-
ment that identifies and ranks risk areas and issues that have raised compli-
ance problems in the past and must be specifically addressed in the program?

- Has the board conducted a “cost-benefit” analysis regarding the scope of the
company’s compliance and ethics program to ensure that the company’s
limited resources for compliance infrastructure have been efficiently allocated
to tha areas that present the most significant potential risks and liabilities for
the company?

= ilas the board fulfilled its overriding obligation to be knowledgeable about the
content and operation of the company’s compliance and ethics program by
overseeing the development of the program and formally reviewing and
approving the overall program and specific policies and procedures within the
program (e.g., code of conduct, policies regarding conflicts of interest, “hot
line” or other policies for reporting misconduct and policies that address the
company’s highest risk areas such as employment laws, antitrust laws and/or
products liability laws) before implementation?

- Has the board formally approved the creation of an independent team with
compliance expertise within the company’s organizational structure that
includes: (1) a CCO who reports directly to the board (or audit or compliance
committee of the board); (2) a compliance department overseen by the CCO,;
(3) a CCC with members from all the company’s functional departments
charged with implementing compliance policies and procedures; and (4) an
internal controls/security department charged with implementing internal
controls and detecting and reporting actual misconduct and suspicious activi-
ties?

- Has the board formally given the CCO and the compliance department the
authority to audit the activities of the company’s legal department and provide
direct guidance and assistance to members of the board regarding fulfillment
of their oversight responsibilities relating to compliance activities?

- Has the board formally reviewed and approved the charter of the CCC to
ensure that it addresses key activities such as the development and implemen-
tation of codes of conduct and other compliance policies and procedures,
development and administration of compliance and ethics training programs,
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risk assessments, annual audits of compliance and internal controls PIOgramg
and remedial actions and employee discipline in the case of compliance isgupq
or other misconduct?

- Does the board (or the audit or compliance committee of the board) receiye
regular reports from the CCO regarding the involvement of managerial leaderg
from other departments (e.g., human resources, legal, finance, bUSilless
development, etc.) in the activities of the CCC and the actions they have taken
to implement relevant aspects of the compliance and ethics program Withip
their departments?

- Has the board required that the CCO develop objective performance metrigg
for the compliance and ethics program that have been formally approved by
the board and set aside time at each meeting of the board (or audit g
compliance committee of the board) to receive reports on the operations of the
compliance department and progress toward satisfying the program’s goalg
and objectives and ask compliance-related questions of the CCO and members
of the senior management team?

- Has the board allocated sufficient human, financial and technological re-
sources to the compliance and ethics program (including funding for the ¢Cg
and retention of outside advisors (e.g., lawyers, accountants and consultants))
and invested the board’s own time in continuously considering compliance-
related issues?

- Has the board provided for the “express authority” and “direct reporting
obligation” for those persons with day-to-day responsibility for compliance
activities (e.g., the CCO) to have direct access to members of the board and/or
the committee of the board to which compliance matters have been delegated
(i.e., audit or compliance committee) without having to report to the CFy,
other members of the senior management team or the legal department:

- Has the board acted in a manner that sets the appropriate “tone at ‘i top”
with respect to promotion of an organizational culture of ethical conduct
throughout the company and encouraging compliance throuagh the use of
appropriate incentives and disciplinary measures and proacti7e involvement
in the development and approval of the compliance and =ithizs program in the
manner described above?

— Has the board properly aligned the incentives for members of the management
team and employees by ensuring that the company’s performance evaluation
and incentive compensation processes take into account not only traditional
financial metrics but also compliance and ethics-related objectives such as
product/services quality, safety and customer satisfaction?

- Have all of the members of the board, as well as officers and emplovees of the
company, completed adequate training to ensure that they are aware of the
content and purposes of the company’s compliance and ethics program and
how issues are identified and remediated!?

~ Has the board provided for continuous training of board members and senior
management on the impact of changes in the legal and regulatory environment
of the company that will impact the company’s compliance requirements?
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_ Have all of the members of the board been provided with suggestions on how
they can educate themselves about how to carry out their compliance over-
sight activities such as by accessing information, guidelines and educational
programs available through government websites (e.g., Office of Inspector
General)?

_ Does the board oversee regular reviews of the compliance and ethics program,
no less than annually, to determine if changes are necessary in light of
objective metrics of the efficacy of the procedures included in the program and
changes in applicable laws and regulatory enforcement initiatives?

— Does the board oversee regular reviews of the company’s internal controls and
risk management policies and procedures, no less than annually?

— Does the board ensure that reports or findings of compliance problems or other
acts of misconduct are promptly reviewed and that responses are made in a
timely fashion?

[B] Elements of Effective Compliance Programs

In general, a eoinpliance program can be understood to be an internal management
system that' educates the officers and employees of a company about laws and
regulatiens ielevant to the business activities of the company, and establishes pro-
cesss and procedures to guide and monitor the behavior of those persons. There are
n. legally mandated standards for compliance programs; however, numerous attempts
have been made to identify and define the essential elements of an effective corporate
compliance program. In the accounting world, for example, the American Institute of
Certified Public Accountants has issued an SAS No. 99, also known as AU 316)
“Consideration of Fraud in a Financial Statement Audit,” which contains an appendix
with examples of measures that companies can use to prevent, deter, and detect fraud.
The influential Sentencing Guidelines also identify several areas that should be
assessed to determine the effectiveness of a company’s efforts to manage its ethical and
compliance risks.” Specific types of programs, such as those necessary for compliance
with export and import laws and regulations, will be influenced by guidelines
developed by the agencies chiefly responsible for administration and enforcement in
those areas. Finally, there is a rapidly growing body of U.S. case law, notably the
Caremark case, which is helping to define certain legal principles regarding compliance
programs.”

Each compliance program should be tailored to the unique circumstances of the
company, including the size of the company, the level of regulation applicable to the
company'’s business activities, and its past compliance history. In any case, however,
the program should be broad in its scope of application; and extend beyond all officers

5. USSG §§ 8A1.1 et seq. For discussion, see “Legal and Regulatory Basis for Compliance Programs”
in “Compliance: A Library of Resources for Sustainable Entrepreneurs” prepared and distributed
by the Sustainable Entrepreneurship Project (www.seproject.org).

6. For discussion of the Caremark case, see “Legal and Regulatory Basis for Compliance Programs”
in “Compliance: A Library of Resources for Sustainable Entrepreneurs” prepared and distributed
by the Sustainable Entrepreneurship Project (www.seproject.org).
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and employees of the company and its subsidiaries and branches to include outside
consultants, advisors, independent contractors, and business partners such as distriby.
tors, agents, sales representatives, licensees, and joint venture partners. While there is
no one standard, the following elements are generally recognized as important tg
creating and maintaining an acceptable compliance program:’

- The company should prepare a set of clear and realistic goals and objectiyes
that are documented and monitored in an enterprise-wide annual compliance
plan. The plan should identify the major legal and regulatory risks confronting
the company, describe the scope and company of the compliance system, ang
allocate responsibility for each aspect.

- The compliance program must be formally adopted at the highest levels of the
company, preferably by the board of directors and the members of the senigp
management team. In addition to formal endorsement of the program, how-
ever, the directors and senior executives must continuously emphasize the
need to establish and maintain a culture of legal compliance throughout the
company.

- The compliance plan should include a clearly defined structure and unambigy-
ous reporting lines that preserve independence and demonstrate senior-level
commitment. A single person should be identified as the CCO with authority to
direct the program, disseminate information, and launch investigations of
suspected violations. The CCO should be a member of the senior management
team and report independently to the audit committee of the board of directors
and to the chief executive officer.

- The company must allocate funds for sufficient staff, tools, and other re-
sources to create an effective compliance program. The compliance depart
ment should have its own separate budget, and compliance personne! as
signed to business units should not be exposed te conflicts with those 1iLits
with respect to availability of resources and personnel policies.

- The board of directors should adopt a formal code of business coniitcet for the
company and its officers, employees, and agents; and other ¢lements of the
compliance program should be set forth in written documents; such as policies
and procedures setting forth guidelines to be followed by ~ompany employees.

- Aformal education and training program should be established for all employ-
ees throughout the company, including personnel in foreign countries. Written
materials prepared in simple and straightforward language should be made
available as training tools for employees to explain applicable laws and
regulations and the company’s procedures in order to ensure compliance. In
addition, the company should provide training classes, training videos, dis-
cussion groups, testing, and other forms of training interaction.

7. For detailed discussion of establishing an effective compliance program, see “Elements of an
Effective Complianice Program” in “Compliance: A Library of Resources for Sustainable Entre-
preneurs” prepared and distributed by the Sustainable Entrepreneurship Project (www.seprojec-
t.org).
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- The compliance plan should include clear procedures and restrictions regard-
ing delegation of authority for activities and decisions that might impact the
legal obligations of the company. For example, the authority of officers and
managers to execute certain types of contracts should be spelled out in detail.

- The compliance plan should include procedures for monitoring changes in the
legal and regulatory environment and the overall risks confronting the com-
pany in the course of its day-to-day business operations. As changes occur,
appropriate modifications and updates should be made to the compliance
program and the company’s policies and procedures.

- Regular audits of the program should be conducted by the compliance group
and, as necessary, independent consultants to verily that personnel are
complying with the program and that appropriate records are being main-
tained. The audit process should also assess the effectiveness of the compli-
ance program and identify areas in need of improvement. The results of each
audit should be reported to the board of directors or its audit committee with
recommendations for changes to the program.

— The program must include mechanisms for enforcement through investigation
and discipline, as well as procedures to encourage employees to report
postible violations to the compliance officer without fear of retaliation. A
nrogram that is merely announced and not enforced will not be considered
o(fective, and will not create any advantage for the company.

= The program should include guidelines and procedures for ensuring that the
company complies with the wide array of recordkeeping requirements im-
posed on United States businesses. Plans should be developed and imple-
mented for collecting the necessary documents and other records, organizing
them for easy access, and retaining them for periods required under applicable
laws and regulations.

If a company does not have a legal compliance program in place, or has decided
to make significant changes to its existing policies and procedures, the first step is
coming up with a set of guiding rules and principles for structuring an effective
program. There is no shortage of resources in this area, and the right plan for a
particular company generally incorporates ideas developed by commentators, other
companies in the specific industry, and regulatory agencies. In general, companies
have based the structure and design of their compliance programs on the recommen-
dations made in the Sentencing Guidelines, SOX and guidelines and pronouncements
issued by governmental agencies that regulate the activities of the particular business
(and, thus, are more likely to be involved in an investigation of wrongdoing by the
company). In addition, the growing interest in development of compliance programs
and creation of codes of conduct has led to creation of several websites dedicated to
various aspects of business ethics, including the materials made available by organi-
zations such as the Center for Business Ethics, the Corporate Executive Board, the
Ethics Resource Center and the Institute for Global Ethics.
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establish communication channels to be sure that activities do not overlap o
that important risks “fall between the cracks.”

[A] Risk Assessments

Effective risk management begins with identification and assessment of the rigkg
confronting the enterprise, both current and in the foreseeable future."' The risks thy
are the greatest concerns for corporate executives include corporate governance issues,
which not only expose companies to the costs of actual liability for violation of
corporate governance laws and regulations but also force them to invest substantia]
amounts in compliance programs; natural disasters (e.g., hurricanes, flooding ang
earthquakes) in countries where companies have substantial assets and/or are ep-
gaged in a high volume of business activities; higher levels of litigation that can resuy
not only in liability for claims made against a company but also in substantia]
additional expenses to defend against the lawsuits even if the company is ultimately
found not to be liable; physical infrastructure and facilities risks, including the rising
costs of maintaining aging facilities and the potential damage to products, property and
humans that may occur as the company operates over public roads and railways;
governmental regulation that carries higher costs of compliance which will ultimately
cause companies to raise the prices of their products and services and risk loss of
market share to competitors; terrorist attacks, unforeseen changes in customer require-
ments and the entry of new competitors or introduction of new technologies; and
cyber-attacks that disable a company’s communications infrastructure and expose
companies to potential liability for theft of personal information that has been
entrusted to them for safekeeping.

Management should be prepared to increase the company’s control mechanistas
whenever there are changes in the organization’s regulatory or operating environment,
changes in personnel; new or revamped information systems; rapid growtih«f the
organization; changes in technology affecting production processes or iinformation
systems; new business models, products or activities; corporate restructurings; expan-
sion or acquisition of foreign operations; and/or adoption of new acceunting principles
or changing accounting principles.

Risk assessment is primarily concerned with what are generally referred to as
operational tisks (also sometimes called transaction risks), which are risks of loss or
injury to the company from inadequacies or failures relating to processes, systems or
people (e.g., fraud or error). Operational risks can arise from internal and external
factors and can be found in every major business activity of the company. Operational
risks may be broken down into various categories such as credit and market risks,
reputation risks, strategic risks and compliance risks. Credit and market risks include
an unforeseen adverse decline in the liquidity of a key customer that must be addressed
by changes in underwriting policies and collection systems to avoid significant losses

11. For further discussion of conducting a risk assessment, see “Risk Assessments” in “Compliance
and Risk Management: A Library of Resources for Sustainable Entrepreneurs” prepared and
distributed by the Sustainable Entrepreneurship Project (www.seproject.org).
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and higher costs of servicing that customer. Reputation risks include the possibility of
security breaches that result in the loss of confidential information and the loss of
confidence of customers and other business partners. Strategic risk increases when the
company fails to invest in the resources necessary for collection and analysis of all of
the information needed to make proper and informed decision about major new
investments. Compliance risks include failure to comply with legal and regulatory
requirements applicable to the company’s products and services which leave to civil
and/or criminal penalties.

The activities associated with an effective risk assessment process include
identifying the risks that are most relevant to the company and developing a short
description of the key characteristics of each risk so that it can be analyzed and
strategies created for mitigating or eliminating them; defining the company’s “risk
appetite” to determine which types of identified risks are most problematic for the
company and thus are appropriate targets for mitigation activities; risk mitigation,
which involves developing compliance programs and internal controls designed to
reduce risks to levels consistent with the company’s risk appetite; and establishing
benchmarks for measuring the effectiveness of the company’s risk mitigation efforts
and procedures {or continuous risk assessment to identify and manage new risks that
may arise 2s.the activities of the company and its external environment changes. The
scope of the-process, and required investment, depend on the size of the company and
its stage of development and available resources, and companies must decide on the
Jeverof sophistication of risk management procedures, how much of the process
should be outsourced and the appropriate internal management structure for the risk
management activities.

Recognized general guidelines for conducting effective risk assessments include
covering all major areas of potential misconduct; examining risk in the context of the
company’s resources; using industry information and company history; including
managers and employees from all organizational levels; analyzing both the impact and
likelihood of the occurrence of a risk; quantifying each risk area; documenting the
outcome of the risk assessment process; conducting the risk assessment in a defensibly
objective manner and on a regular basis; and benchmarking the company’s compliance
programs.

[B] ERM and Sustainability-Related Risks

A joint report published as a preliminary draft in February 2018 by the Committee of
Sponsoring Organizations of the Treadway Commission (COSO) and the WBCSD
included a telling comparison of the results of surveys conducted by the World
Economic Forum (WEF) that showed that the prevalence of risks related to ESG
steadily increased from 2008 to 2018 while the more traditional economic, geopolitical
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and technological risks became less dominant.’” For example, in 2008 only gy,
societal-related risk (pandemics) was reported to be among the top five risks ip te
of impact in that year’s “Global Risks Report;” however, by 2018 four of the top fige
risks in the report were either environmental- or social-related: exireme Weathe
events, water crises, natural disasters and failure of climate change mitigatiop and
adaptation.”™ Apart from the WEF survey, news reports have made it clear that
companies all around the work have been suffering severe, and sometimes enterprig,.
ending, adverse financial and/or reputational impacts from events commonly Placeg
under the umbrella of environmental and social responsibility including product safety
recalls, worker fatalities, the discovery of illegal child labor in their supply chaing,
polluting and delays in the delivery of materials due to climate-telated disaster
suffered by suppliers.

For COSO and the WBCSD all of this was clear evidence that companies needgg
to make fundamental changes in their ERM strategies and systems to ensure that they
were effectively expanded to include ESG-related risks. From their perspective thjg
means companies must identify and prioritize a new set of risks and build them iptg
their ERM strategies, processes and practice and also realize that there new oppory-
nities associated with dealing with these risks that can create real value for thej
investors and other stakeholders. COSO has defined ERM broadly as “the culture,
capahilities and practices integrated into strategy and execution that organizations rely
on to manage risk and in creating, preserving and realizing value.” COSO and the
WBSCD illustrated their point as follows:"

- Environmental issues include energy use and efficiency, climate change
impacts and use of ecosystem services. Associated risks include higher-than
average energy costs that cause companies to miss profit targets and gre‘er
frequency of extreme weather events that adversely impact operations; how-
ever, companies can take advantage of opportunities such as au iaternal
carbon pricing scheme to reduce greenhouse gas emissions and =rergy costs
and using byproducts in waste processes to create new incume streams in
adjacent industries.

- Social issues include employee engagement, labor cenditions in the supply
chain and poverty and community impacts. Associatea risks include increased
costs and missed profit targets due to low engagen:ent and high turnover and
challenges with local governments to maintain operating permits due to lackof

12. Enterprise Risk Management: Applying enterprise risk management to environmental, social
and governance-related risks (Committee of Sponsoring Organizations of the Treadway Com-
mission and the World Business Council for Sustainable Development, Preliminary Draft
published February 2018). COSO has been a recognized leader in the development of enterprise
tisk management frameworks that companies can use to implement effective ERM systems.

13. The two main technological risks in terms of likelihood were cyberattacks and data fraud or
theft, each of which comes with substantial reputational and financial risk to companies
particularly when the incident involves compromise of consumer information.

14. Enterprise Risk Management: Applying enterprise risk management to environmental, social
and governance-related risks (Committee of Sponsoring Organizations of the Treadway Com-
mission and the World Business Council for Sustainable Development, Preliminary Draft
published February 2018), 4.
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support for local communities; however, companies that can successfully
engage with employees and create a diverse workiorce will enjoy greater
loyalty among their workers and be able to attract top talent and companies
that can provide education to members of the local community can improve
their standard of living, build stronger bonds with the community and
strengthen opportunities to sell goods within the community and recruit local
workers.

_ Governance issues include codes of conduct, accountability and transparency
and disclosures. Associated risks include negative company performance due
to poor board oversight and reduced access to financing due to limited
transparency; however, proactive embrace of ESG issues and risks as a focal
point of the board’s oversight responsibilities will satisfy the new expectations
of institutional investors who are demanding that their companies consider
ESG-related risks and opportunities as core to their business.

COSO and the WBSCD expressed concern that while companies appear to
understand the importance of ESG-related risks, they have been slow to integrate them
with traditione! rizks. For example, they pointed to evidence of significant misalign-
ment betwe=ii iisks deemed material in sustainability reports prepared by companies
and the r.sks that the companies disclosed in their traditional financial and legal
reports. £inong the possible reasons for this misalignment were the following:'®

- The challenges of quantifying ESG-related risks in monetary terms due to the
fact that they were often long-term risks with uncertain impacts over an
unknown time period. The inability to place a “cash value” on these risks
makes it difficult for companies to prioritize them and determine the amount
of resources that need to be addressed in order to manage and mitigate those
risks.

- A lack of knowledge of ESG-related risks and poor communication and
collaboration between risk and sustainability professionals, a situation that
has often led to ESG-related risks being viewed as separate and less important
than traditional strategic, operational and financial risks.

- Thelack of a mainstream practice for integrating reporting of ESG-related risks
into traditional financial reports and the difficulties of determining which of
those risks is sufficiently material to require reporting.

The problems mentioned above are being addressed in a number of ways
including organizational structures that embed sustainability throughout the organi-
zation, rather than in a separate unit, and continuous improvements to reporting
regimes that make it easier for companies to align strategic, operational, financial and
ESG-related risks in their disclosures to regulators and other stakeholders. In 2017
COSO released an initial draft of an updated framework for ERM that reflected the
evolution of ERM and the need to integrate ERM with strategy and performance and

15. Id. at 7.
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incorporate ESG-related risks and oppertunities. The framework consisted of ty,
following five components and associated principles that included establishing govey.
nance for effective risk management, understanding the business context and strategy
identifying, assessing and prioritizing ESG-related risks, responding to ESG~related'
risks, reviewing and revising ESG-related risks and, finally, communicating ang
reporting on ESG-related risks. COSO and WBSCD argued that integrating ESG-relateg
risks into their ERM would allow companies to enhance their resilience, develop ;
common language for articulating risk, improve resource deployment, enhance pursyi
of opportunity, realize efficiencies of scale and improve transparency and disclosure to
address the expectations of investors."®

§11.04 CHARTER AND ACTIVITIES OF COMPLIANCE AND RISK
MANAGEMENT COMMITTEE

The compliance and risk management committee should have a charter that begins
with a statement of purposes and goes on to specify the direct responsibilities of the
committee with respect to compliance, risk management and corporate governance in
general. The charter should specify the specific duties and powers of the committee and
describe the organizational structure of the committee including any criteria that may
be established with respect to the skills and experience of the individual members of
the committee. As with other board committees, the compliance and risk management
committee should have the right to appoint independent counsel and should also be
obligated to make regular reports to the full board of directors.'”

[A] Statement of Purpose

The charter should include a statement of purpose that addresses both compliance and
risk management, recognizing that the two areas overlap substantiallv. Yrom a
compliance perspective, the purpose of the committee can be state¢ o include
oversight of the company’s implementation of compliance programs, policies and
procedures, including the company’s code of conduct, that are desigiiea to respond to
the various compliance and regulatory risks facing the company: end assisting the
board of directors and the other committees of the board, notably the audit and
governance committees, in fulfilling their oversight responsibilities for the company's
compliance and ethics programs, policies and procedures. When defining compliance,
the focus should not only be on relevant laws and regulations but also any voluntary
standards that the board has agreed should be adhered to with respect to the day-to-day
conduct of the company’s operations and other activities. A Global Compact publica-
tion recommended that the purpose statement of a risk management committee should

16. Id. at 12-13.

17. For examples of compliance and risk management committee charters and additional commen-
tary on preparation of such charters, see “Board Committee Charters” in the management tools
available as part of “Governance: A Library of Resources for Sustainable Entrepreneurs”
prepared and distributed by the Sustainable Entrepreneurship Project (www.seproject.org).
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include ensuring that the risks and opportunities arising from current and emerging
corporate sustainability trends are included and addressed in the company’s ERM
program and that the board is informed of material issues relating to current and
emerging economic, social and environmental trends.'®

While the name of the committee may imply that compliance and risk manage-
ment should be considered side-by-side, many companies view the primary focus of
the committee to be risk management and that compliance risks are just one of many
risks that identified and evaluated along with other operational and business risks.
Given the potential scope of any company’s operational, business and compliance
risks, it is important for the board to thoughtfully allocate primary responsibilities for
certain types of risks among the board’s various commitiees to ensure that the
appropriate focus and expertise is applied to those risks. For example, in the charter of
its risk and compliance committee the board of directors of Target made it clear that the
entire board would retain oversight responsibility over the company’s key strategic
risks, as well as the company’s reputation and CSR efforts (which could also have been
assigned to a separate board-level committee formed to oversee CSR), and oversight
responsibility for certain other risk areas were assigned to other committees of the
board (i.e., the audit and finance committee would handle financial reporting, internal
controls ana financial risks; the infrastructure and investment committee would handle
risks related to the company’s capital expenditures, major expense commitments and
infresisccture needs; the human resources and compensation committee would handle
compensation incentive-related risks, organizational talent and culture, and manage-
ment succession risks; and the nominating and governance comimittee would handle
governance structuring, board succession and public policy engagement risks).

[B] Composition, Meetings and Procedures

The compliance and risk management committee charter should address composition,
frequency of meetings, powers and authority of the committee and other procedures.
In general, the same “independence” requirements that apply to audit, governance and
compensation committees are also imposed on the members of this committee and it is
important that the members of the committee be generally familiar with compliance
and ERM issues applicable to the company’s specific line of business and operational
activities. It is recommended that at least one of the members of the committee have
deep experience and technical skills with respect to risk assessment and management,
comparable to the qualifications of a financial expert on the audit committee. Given the
scope of the mandate of the committee, including the need to regularly received and
review reports from both the CCO and the CRO, members should expect that meetings
will occur frequently and that additional time will need to be invested in interviews and
site visits as part of the general oversight of compliance and risk matters.

18. The Essential Role of the Corporate Secretary to Enhance Board Sustainability Oversight: A Best
Practices Guide (United Nations Global Compact, September 2016).
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