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Commentary on “the governance of sustainability”

Introduction

On November 28, 2007, members of the European and North American Audit Committee Leadership
Networks met for the second time. Members discussed the competitiveness of global capital markets,
regulatory balance, and the governance of sustainability.' For further information on the networks, see “About this
document,” on page 7. During the discussion on sustainability, members compared practices on:

* Defining sustainability

Identifying drivers and benefits of sustainability

Finding a home for sustainability oversight

Sustainability reporting and assurance

Network members participating in all or part of the discussion, who sit on the boards of more than 40 large-,
mid-, and small-cap public companies between them, included:

* Mr. Denny Beresford, Audit Committee Chair, Kimberly-Clark

e Mr. Per-Olof Eriksson, Audit Committee Chair, Volvo

* Mr. Jan Hommen, Audit Committee Chair, ING

* Mrs. Judy Richards Hope, Audit Committee Chair, Union Pacific

® Mr. Laban Jackson, Audit Committee Chair, JPMorgan Chase

* Dr. DeAnne Julius, Audit Committee Chair, Roche Holding

¢ Mr. Oscar Munoz, Audit Committee Chair, Continental Airlines

* Mr. Chuck Noski, Audit Committee Chair, Microsoft and Morgan Stanley

* Ms. Pam Patsley, Audit Committee Chair, Texas Instruments

e Sir Ian Prosser, Audit Committee Chair, BP

* Ms. Guylaine Saucier, Audit Committee Chair, Areva

¢ Dr. Klaus Schlede, Audit Committee Chair, Lufthansa and Deutsche Telekom

* Mr. Gerhard Schulmeyer, Audit Committee Chair, Zurich Financial Services

Members from Ernst & Young participating in the discussion included:

Mr. Tom Flannery, Americas Director, Audit Committee Communication

Mr. Steve Howe, Americas Managing Partner
Mr. Tom McGrath, Managing Partner, Northern Europe, Middle East, India and Africa Client Service
Mr. Christian Mouillon, Managing Partner, Continental and Western Europe Client Service

ViewPoints reflects the networks’ use of a modified version of the Chatham House Rule whereby names of
members, guests, and company affiliations are a matter of public record, but comments made by members
before and during meetings are not attributed to individuals or corporations.

! See also Audit Committee Leadership Summit, “Discussion with Treasury Secretary Hank Paulson,” View/Points, January 23, 2008, available at
http://www.Tapestry_EY_Summit_View4_Jan08.PDF, and “Working with the SEC,” View/Points, January 23, 2008, available at
http://www.Tapestry_EY_Summit_View3_Jan08.PDF.
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Executive summary

This issue of ViewPoints can be read as a companion piece to the research on the governance of
sustainability first published in European /nSights in November 2007 and included in the back of this
document.” The audit committee chairs attending the summit discussed many of the findings in that
publication and added their own perspectives on what is fast becoming a new topic in corporate governance:
how companies are addressing the challenge of sustainability. The discussion at the summit centered on the
four topics summarized below, with further detail on the following pages:

* Defining sustainability (Page 3)

Some audit chairs in both Europe and North America are concerned that sustainability lacks a
commonly agreed-upon definition. Many companies use a definition similar to that employed in the
Dow Jones Sustainability Indexes (D]JSI) described on page 3. However, sustainability is also seen as an
umbrella term that needs to be defined uniquely by each company, depending on the impact the
company has both on stakeholders beyond its immediate customers and on the planet itself.

Identifying drivers and benefits of sustainability (Page 3)

The discussion at the Audit Committee Leadership Summit reaffirmed the main drivers of corporate
sustainability identified in /nSights: investors looking for long-term value creation, younger customers
choosing to purchase strong brands that are socially and environmentally responsible, and employees
choosing a workplace on a similar basis. Members also suggested that economic and political pressure
from governments and nongovernmental organizations (NGOs) is also driving companies to develop

coherent approaches to sustainability.

Finding a home for sustainability oversight (Page 5)

European and North American companies manage and oversee sustainability differently, depending on
local custom, law, and regulation. Companies often decide where to place sustainability oversight based
on whether sustainability is viewed primarily as a risk or as a business opportunity. Broadly speaking,
members felt that the board itself should be involved, particularly if the company issues a public
sustainability report. Many North American audit chairs said that if sustainability is discussed at the
board level, then it is likely to end up with the audit committee because of the related risk component.

Sustainability reporting and assurance (Page 6)

Members whose companies publish sustainability reports said that the reports are intended to help those
companies manage their reputation with different stakeholders. Several members suggested that such
reports needed to be credible to stakeholders, and therefore the reports need independent assurance

from the external auditor or another audit firm.

? Tapestry Networks and Ernst & Young, “The governance of sustainability,” European /nSights, November 16, 2007. Available at
http://www.tapestrynetworks.com/documents/ Tapestry_EY_Euro_ACLN_InSights_Nov07.pdf.
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Defining sustainability

The discussion on sustainability started with a challenge from one U.S. audit chair to define the term. One
widely used definition of sustainability in Europe and North America comes from the Dow Jones
Sustainability Indexes (DJSI): “A business approach that creates long-term shareholder value by embracing

opportunities and managing risks deriving from economic, environmental and social developments.”

However, without a universally accepted definition, many companies think about sustainability in the same
way as one European audit chair: “A¢ my company, sustainability is an umbrella term. In economic terms,
1it’s a way of measuring externalities, effects beyond our immediate customers.” This member continued,
“Sustainability ... [is] a way to give focus inside [the company and] get board input. It’s also about forward
planning for [issues] that management might push aside as not being an immediate risk. The benefit is

moving us ... to a broader view of how our portfolio interfaces with society.”

This member’s company used the target of obtaining a listing on the DJSI and the FTSE4Good index as a
means of driving sustainability throughout the company and used the indexes’ metrics to measure
performance. “We picked the two indices and used the metrics they developed,” the audit chair said. “We
wanted to be listed on both within two years of starting.”

Inclusion in the FTSE4Good index, for instance, requires eligible companies to “meet criteria requirements
in five areas: working towards environmental sustainability, developing positive relationships with
stakeholders, upholding and supporting universal human rights, ensuring good supply chain labour standards,
and countering bribery.”*

Identifying drivers and benefits of sustainability

European /nSights highlighted several key drivers for companies undertaking sustainability efforts: “Audit
chairs agree that a potent cocktail of investor activism, consumer spending power, and demographic shifts in
the workplace as companies seek to attract more young people has forced sustainability issues higher up the
board agenda.” At the Audit Committee Leadership Summit, members reaffirmed these drivers of
corporate sustainability, expanded upon several of them, and discussed the pressures exerted by governments
and nongovernmental organizations (NGOs).

Investors: long-term value creation

Members noted that in some industries, sustainability can have a direct and long-term positive impact on the
business. One North American member said, “7he value of the board is to add long-term value ... If you're
focusing on the three-month stock price, [sustainability efforts] are difficult ... If you look at the concept of

> Dow Jones Sustainability Indexes, Corporate Sustainability. Available at http://www.sustainability-
indexes.com/07_htmle/sustainability/corpsustainability. html.

Y FTSE, FTSE4Good Index Series Inclusion Criteria (London: FTSE Group, 2006), 1. Available at
http://www.ftse.com/Indices/FTSE4Good_Index_Series/Downloads/FTSE4Good_Inclusion_Criteria_Brochure_Feb_06.pdf.

® Tapestry Networks and Ernst & Young, “The governance of sustainability,” 1.
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sustainability, economic growth, and shareholder value, over the long term they will converge ... If you
have a short-term view, sustainability is a problem.” A European audit chair, speaking of the approach they
took while they were in management, added, “7 thought it was good to combine sustainability with health
and safety because it wasn’t abstract; 1t got traction and buy in ... It brought positive financial results and
added value to the business.”

This member added that many private equity investors were starting to add a review of sustainability
practices to their due diligence process: “7 have heard of private capital going into companies they re
considering acquiring and looking at sustainability.”

Consumers: valuing brand reputation

Members noted that consumers are beginning to “focus more on brands” when making purchasing
decisions, which means that brand reputation has become “2 major issue.” One member indicated that ‘7
your brand is damaged from sustainability issues, 1t’ll take years to fix it.” This is especially true now that
“one of the biggest consumer groups is young people,” who both focus heavily on brands and have strong
feelings about corporate sustainability efforts. One European audit chair, who sat on the board of a company
with strong, visible sustainability efforts, said, “/Our sustainability policy] has held us in good stead in the
public eye during bad times.”

Employees: recruiting and retaining talent

Sustainability can affect not only the public’s purchasing decisions, but also their employment decisions.
Many members indicated that strong sustainability efforts helped them attract and retain talent, especially
among younger employees. One North American member commented, “/¢’s increasingly important to our
employees — they expect it and demand it, and that’s increasing with time. It’s a way for us to attract
employees ... We commit resources to mentoring and education, [sof sustainability is connected to our
workforce.” A European audit chair noted that sustainability ‘Zs tred into human resources. Employees get
asked questions and need some grounding in why the company does what it does, ”’so they can reply when
challenged and feel comfortable with the decisions that are being made.

Governments and NGOs: a license to operate

Members noted that in Europe, governments are putting pressure on companies to encourage sustainability
efforts. “In Europe, there’s pressure to provide more than just financial returns,” one European audit chair
stated.
you're not [carbon] footprint neutral, you're not going to be able to do business with them. It’s driving the

117

overnments are driving a tougher agenda. If you want to do business with the government, and if’

behavior of corporations, and that’s why it should be a business issue. There’s a connection to risk
management, safety laws, and the agenda is building. There’s significant traction and speed that was not seen
18 months ago. Everyone is pushing in that direction. It’s more and more important.”

Other members spoke of the risk that the pressure NGOs put on their business could lead management to
overstate the company’s environmental credentials. One European member said, “Management pressure
from environmentalists [can] go too far. You have to ask if the action is good for shareholders ... There’s

Commentary on “the governance of sustainability” 4



ViewPoints

FROM THE AUDIT COMMITTEE
LEADERSHIP SUMMIT

pressure in [my country] that we have to have something. It doesn’t help anything; it’s just greenwashing.”
However, another audit chair talked about how the pressure from NGOs can also lead to a substantive
change in company policy: “Remember what happened to Shell in the North Sea? Greenpeace cost them

256

hundreds of millions.

Finding a home for sustainability oversight

European and North American companies manage and oversee sustainability differently in many difterent
places, depending on local custom, law, and regulation. The role of boards differs according to whether
companies have a single-tier board (common in the United States) or a two-tier board comprising both
supervisory and management boards (common in Germany). The role and number of board committees can
also vary by country and company. Members were quick to note that a director’s responsibility is
determined by “your specific role on your specific board.”

European InSights showed that companies often determine the right home for sustainability oversight based
on whether sustainability is viewed primarily as a risk to be mitigated or a business opportunity to be
maximized. A European member spoke up for a more nuanced approach, however. For one company on
whose board the member sits, “/sustainability is] a risk that isn’t a financial risk, and while 1t can be a risk, 1t
can also be a benefit. For us, i1t’s considered [a part of] risk management.”

Members felt that the board itself should be involved if the company was issuing a public sustainability
report, especially if the information in that report is also used in the annual report. Said one member, “/fit’s
in an annual report, it’s a board issue.” Many North American audit chairs said that if sustainability is going
to be discussed at the board level, then it is likely to end up on the audit committee’s agenda because of the
related risk component. However, as sustainability eftforts grow, or as the company shifts its view of
sustainability to a business opportunity focus, the audit committee may no longer be the right home.

One European member reported that “sustainability left the audit committee [because] the scope had
become too big. We would have had to double the number of face-to-face meetings each year.” In this
situation, the board set up a separate committee to oversee sustainability, a solution that enabled the board to
focus its talents in an optimal way: “The kinds of members who can add value in these two committees are
quite different. [ can’t ask [sustainability] questions, but others can. It’s [about] capability.”

However, some felt confident in the audit committee’s ability to handle sustainability, with one U.S. audit
chair noting that “members of the audit committee [may not] have the right capability, but we know who to
turn to in the company.” Other members reported involvement of other committees: in one company on
whose board a European member sits, the remuneration committee is also involved because “the
compensation of management is tied into [sustainability] controls.”

®In 1995, Greenpeace activists occupied Shell’s Brent Spar oil storage facility in the North Sea and stopped the installation from being scuttled at sea.
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Sustainability reporting and assurance

Audit chairs participating in the discussion found themselves divided on the need for a company to issue a
public sustainability report. Should a report be issued, for example, if, as in the experience of one U.S.
member, the company undertook a number of activities relating to sustainability, but the activities were “not
done under that wrapper’? At the company in question, such activities are “never talked about as corporate
social responsibility ... Our efforts are tied to certain markers, but they’re not published as look at us and

5

how good we are.” They re not touted; they re not visible.”

Other audit chairs indicated their desire to see companies undertake sustainability efforts and make their
work public. “It’s good business to publish the report,” one European member said. Another European
audit chair agreed and noted, “There’s no question in my mind that interest in sustainability is growing. If
we produce financial [reports], why shouldn’t we do the same on environmental impact?” This member
cautioned companies to avoid turning the sustainability report into “a glossy handout, ”however.

For many European companies, once having agreed to publish a sustainability report, the next important
decision is whether the information contained in the report should be assured by an independent body. If
the report is being published to help the company manage its reputation with different stakeholders, several
members suggested that the report needs to be credible to those stakeholders, particularly given the
temptation to indulge in overstatement or greenwashing. One European audit chair remarked, “What do
you put into the air? The ground? Those things can be measured.”

As to who can help with the assurance, another European audit chair said, “7he external auditor was the
best possible [resource]” for assurance, permitting the company to “say the figures were audited.” Another
European member agreed in principle, but noted that “we wuse a different audit firm just because of [the issue
of the proportion of] non-audit fees going to the auditor.” Among the benefits of having an audit firm
provide assurance is the confidence that comes from knowing the reporting “was done correctly.” Several
European members also noted that “2 number of data points [from the sustainability report] go into the
annual report” and would need to be audited anyway.

Conclusion

During research for the November 2007 issue of /nSights, it became clear that there is a high level of interest
in the governance of sustainability on both sides of the Atlantic. Members of both networks are interested in
what emerging best practice looks like on their own side of the ocean and on the other side too.

Many companies are still struggling with defining sustainability for themselves and deciding what efforts to
undertake and how to report back to their stakeholders. However, there is an emerging consensus that this
topic will grow in importance in the future, with the main drivers of change identified in /nSights (investors,
consumers, and employees), along with those mentioned in the summit discussion (governments and
NGO:s), likely to continue to push for more sustainable business strategies, products, and services. Investors
will increasingly look to board directors for reassurance that sustainability risks have been mitigated, that
opportunities have been optimized, and that the company is seriously engaged in the effort.

Commentary on “the governance of sustainability” 6
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About this document

The Audit Committee Leadership Networks in Europe and North America are groups of audit committee chairs drawn from
leading global companies committed to improving the performance of audit committees and enhancing trust in financial
markets. The networks are convened by Ernst & Young and orchestrated by Tapestry Networks to access emerging best
practices and share insights into issues that dominate the new audit environment.

ViewPoints is produced by Tapestry Networks to stimulate timely, substantive board discussions about the choices confronting
audit committee members, management, and their advisers as they endeavor to fulfill their respective responsibilities to the
investing public. The ultimate value of ViewPoints lies in its power to help all constituencies develop their own informed
points of view on these important issues. Anyone who receives this document may share it with those in their own network.
The more board members, members of management, and advisers who become systematically engaged in this dialogue, the
more value will be created for all.

The views expressed in this document represent those of the European and North American Audit Committee Leadership Networks. They do not
reflect the views nor constitute the advice of network members, their companies, Ernst & Young, or Tapestry Networks. Please consult your advisers
for specific advice. Ernst & Young refers to all members of the global Ernst & Young organization.

This material is copyright Ernst & Young and prepared by Tapestry Networks. It may be reproduced and redistributed, but only in its entirety,
including all copyright and trademark legends.
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Baue’s article continued: “Sustainability is increasingly becoming the umbrella term under which all non-
financial reports fall ... AccountAbility, a UK-based institute promoting accountability for sustainable
development, and CSRNetwork, a UK-based CSR consultancy, released a study lumping social,
citizenship, and EHS reports under the sustainability rubric. The AccountAbility Rating, which rates
sustainability reports from the Fortune Global 100 (or G-100, the world’s 100 companies with the highest
gross revenues), finds significant growth in sustainability reporting. Almost three-quarters (72 percent) of
G-100 companies issued sustainability reports by 2004, whereas less than half (48 percent) had done so by
2003”."

Baue reported that the upward trend was most conspicuous in the US, where the percentage of reporters in
the G-100 rose from 18 percent to 49 percent in one year. However, two-thirds of the North American
companies that responded to our online survey (and do not appear in the G-100) do not issue any external
report at all. Clearly, there is some way to go before sustainability reporting in the US begins to match
European levels of disclosure.

The two leading European countries in sustainability reporting are France and the UK. France was the first
country in Europe to mandate sustainability reporting. The Nouvelle Régulation Economique (2001)
stated that French public companies should comment on their social and environmental impact in their
annual report. French companies also have their social and environmental impacts assured by an external
auditor.* The UK’s new Companies Act (2006) increases a director’s responsibility, requiring a director to
consider “in good faith” how a wide variety of factors, including the company’s impact on the
environment, are likely to impact the overall success of the company."

Complaints about the quality of sustainability reports

While the number of global companies issuing sustainability reports is on the rise, so are complaints about
the quality of those reports. SustainAbility’s survey of reports issued in 2006 states: “Investors and financial
analysts are becoming more interested in a range of risk and opportunity drivers — particularly in such areas

as climate change. But only rarely do they find what they are looking for in today’s reports™."*

Environmentalist Chip Giller commented: “Companies are doing a lot of greenwashing through the media,
so you need a sceptical eye”.”” Environmentalists are not the only ones commenting on this concept of
greenwashing. Audit chairs also struggle with ensuring that a company’s sustainability report is more than
just a marketing tool. One US audit chair told us: “Most programmes are sort of greenwashing. Everyone
is pretending to be green all of a sudden”. A European audit chair agreed: “Sustainability means different
things to different people. The word [‘sustainability’], in [all] my years on various boards, has seldom come

' Ibid.
2 For more information on France’s sustainability activity, see: http://www.accaglobal.com/documents/france_esra.pdf.
'3 For more information about the new Companies Act of 2006, see: http://www.opsi.gov.uk/acts/en2006/ukpgaen_20060046_en.pdf.

4 SustainAbility (London), Tomorrow’s Value: The Global Reporters 2006 Survey of Corporate Sustainability Reporting, page 8, 2007. Available
at: http://www.sustainability.com/downloads_public/insight_reports/tomorrowsvalue.pdf.

15 Sam McManis, Media Savvy: It isn’t easy getting a grip on global warming, Sacramento Bee, 9 October 2007. Available at:
http://www.sacbee.com/107/v-print/story/421283.html.

The governance of sustainability 7



InSights

FOR EUROPEAN
AUDIT COMMITTEE MEMBERS

up. It is not because we don'’t focus on those areas, because we do. But in fact putting them all together is
fashionable. The word [‘sustainability’] is fashionable”.

There are ways for companies and their boards to avoid the charge of greenwashing in their sustainability
reports. One method is to use a recognised framework to structure reporting. There are a wide variety of
methodologies a company can employ when preparing to report on sustainability, including
AccountAbility’s AA1000, launched in 1999,' the Global Reporting Initiative’s Sustainability Reporting
Guidelines,"” and the Ceres Principles, from the Coalition for Environmentally Responsible Economies."
Additionally, companies can choose to create their own reporting criteria, combining guidance from these
formal frameworks with their own requirements.

Separate report versus inclusion in the annual report and accounts

Most European companies in our research issue a stand-alone sustainability report annually. This practice is
not common in the US. Just under a third of the North American audit chairs that participated in our
online survey issued a sustainability report at all. One of the companies issued a stand-alone report, and
two companies issued their sustainability report as part of their annual report.

Several companies in Europe also include their sustainability reports in their annual report. Those audit
committee chairs noted that including the sustainability report as part of the annual report guarantees that
the board directors have seen and accepted the report. However, it is unclear how much focus the
sustainability information gets when it is included in the annual report. As one European audit chair
commented: “/Our annual report] just includes a couple of pages about our social commitment ... we just
accept the information as part of that”. For more details about what is included in a sustainability or similar report, see

Appendix 1: What is in a sustainability report? on page 12.

Balance between quantitative and qualitative information

One of the main challenges of sustainability reporting is finding a balance between presenting quantitative
and qualitative information. Investor advocates are arguing for more quantitative measures. For instance,
in September 2007, a group of mainly US activist investors petitioned the SEC to “urge the Commission
to clarify that corporations should assess their climate risk, analyse whether that risk is likely to have a

material impact on them, and if so, disclose it to the public as required under the Commission’s rules”."

According to Richard Shepard, President of Applied Ecosystem Services, the lack of “quantified measures
of sustainability also leaves investors, analysts, and non-governmental organisations (NGOs) unsure of a

' For additional information about AccountAbility’s AA1000, see: http://www.accountability21.net/default.aspx?id=42&amp;terms=AA1000.

' For additional information about the GRI Sustainability Reporting Guidelines, see:
http://www.globalreporting.org/R eportingFramework/R eportingFramework Overview.

'¥ For additional information about the Ceres Principles, see: http://www.ceres.org/coalitionandcompanies/principles.php.

19 California Public Employees' Retirement System and other petition signatories, Petition for Interpretive Guidance on Climate Risk Disclosure,
submitted 18 September 2007. Available at: http://www.environmentaldefense.org/documents/6986_SECPetition_ClimateDisclosure.pdf.
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