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ESG PUSH

Building ESG metrics into
cxecutive remunceration

By Michelle Quah
michquah@sph.com.sg

THErapidly burgeoning level of in-
terest in environmental, social and
governance (ESG) matters amongst
companies, investors and regula-
tors has led to increasing calls for
ESGmetricstobeincorporatedinto
executive remuneration. But scep-
ticism remains about how this
should be done, even amongst in-
vestors who rate ESGissues highly.

Amongst the concerns are the
subjectivity of ESG metrics and
their possible abuse. Using quanti-
fiable ESG metrics may reduce the
possibility of abuse, but may not
necessarily capture the most criti-
cal ESG factors for a company.

A report launched on Monday
(May 23)—"“Integrating ESGFactors
Into Executive Remuneration”, led
by corporate governance advocate
Professor Mak Yuen Teen — at-
tempts a deep-dive into the issue
and some of its concerns.

“What this report seeks to do is
to identify the key questions that
remuneration committees and
boards need to think about when
consideringwhether and howtoin-
corporate ESG factors into execu-
tive remuneration,” said Mak, a
professor of accounting at NUS
Business School.

Hisreport lists10 key questions
that boards of directors and re-
muneration committees should
consider when determining if and
how they should incorporate ESG
factors into executive remunera-
tion. For each question, the report
looks at existing research that
might help boards and remunera-
tion committees address the ques-
tion.

For example, the first question
is whether companies should link
ESG issues to executive remunera-
tion. The report cites research on
the number of companies around
the world that link ESG factors to

ESG must be integrated into the
strategies, policies and practices of
a company, says Prof Mak. PHOTO:
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executive remuneration, along
with academic studies that show
the efficacy of linking them, and
the benefits and issues with differ-
ent approaches.

‘It summarises what academic
and practiceresearch tellsus about
these issues,” says Prof Mak, who
authored the report with the back-
ing of Sustainable Finance Institute
Asia (SFIA), an independent insti-
tutefocused on catalysingideason
sustainable finance at the policy
level, and professional accounting
body CPA Australia.

“I felt it would be useful to con-
solidate the increasing amount of
academic and practice research
that isbeingpublished on different
aspects of ESG, and explain theim-
plications of this research in away
that is understandable and useful
to companies, investors, regula-
tors and other stakeholders.”

Each question is also accompa-
nied by “In a Nutshell” summaries
at the start, to help businesses fo-
cuson the pertinent areas, and can
be summarised as follows:
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B Linking ESG factors to executive
remuneration: are there specific
material ESG risks for the compa-
ny, whether meaningful metrics
can be used to capture these risks,
and if measurable targets can be
set for these metrics;

B Choice of ESG factors and metri-
cs: different aspects of ESG are im-
portant to different sectors and
companies; key considerations in-
clude the process of selecting ap-
propriate ESG factors, and having
metrics start from a robust materi-
ality assessment of the factors
most important to the company
and industry;

B Quantitative vs qualitative met-
rics: quantitative metrics are often
preferred by investors, but they
may be too narrow or not ade-
quately capture the material ESG
issues important to the company;
where quantitative metrics are
used, companies should consider
disclosing specific targets at least
after the end of the performance
period and explain how they are
set; for qualitative metrics, compa-
nies need to explain how perform-
ance against them is assessed;

B Methods of incorporating ESG
factors into incentive plans: while
stand-alone ESG metrics are the
most objective and have the clear-
est link to remuneration, they are
likely to be most suitable for com-

panies with few material ESG fac-
tors; for other companies, a sepa-
rate ESG scorecard with an overall
weighting and specific ESG metrics
can be considered;

B Weighting of ESG metfrics: sur-
veys show that most companies
that link ESG factors to remunera-
tion have a weighting of between 5
per cent and 25 per cent; if ESG is
important enough for a company
to incorporate into remuneration,
then the weighting should be suffi-
ciently meaningful to influence be-
haviour;

B Incorporating ESG metrics into
short-term (STIs) or long-term in-
centives (LTIs), or both: in general,
companies should have both STIs
and LTIs in place; LTIs are neces-
sary to motivate executives to take
a long-term view, while STIs are
necessary to recognise executives
for progress in meeting annual
goals that are aligned to long-term
value creation and success: thebal-
ance between them depends on
factors such as the business and
the ownership of the company;

B Measuring ESG performance
against pre-set internal targets vs
external benchmarks: most inter-
national companies relatively ad-
vanced in their journey of incorpo-
rating ESG factors into executive
remuneration appear to use most-
ly internal targets; realistic internal
targets, set through a robust goal-
setting process, can better reflect
the company’s context; external
comparisons against peers and

ESG ratings can increase objectivi-
ty and provide a more comprehen-
sive basis for assessing perform-
ance, but there may be challenges
in choosing appropriate peers and
obtaining comparable informa-
tion, and the lack of consistency
among external ESG ratings limits
their usefulness;

B Balancing objectivity and dis-
cretion: investors increasingly
want to see a link between ESG fac-
tors and executive remuneration,
but prefer metrics that are specific
and measurable; even in cases
where highly formulaic approach-
es are used, the remuneration com-
mittee/board should have the dis-
cretion to adjust the actual payout,
and companies should be transpar-
ent.The depth and breadth of the
research cited for each question is
extensive because, Prof Mak ex-
plains, incorporating ESG metrics
into executive remuneration is not
a simple matter of merely selecting
some measures and linking them
to executive remuneration.

“ESG must be integrated into
strategies, policies and practices of
a company, and remuneration pol-
icy is part of that integration,” he
said. “And it must be thoughtfully
implemented, in a transparent
manner, and overseen by a compe-
tent and independent remunera-
tion committee.”

The report also provides the
first-ever assessment of the extent
to which major listed companies in
Asean are incorporating ESG fac-

tors into executive remuneration.

The companies selected were the
135 named as Asean Asset Class
companiesin the 2019 Asean Corpo-
rate Governance Scorecard Awards.
They come from six markets: Indo-
nesia, Malaysia, the Philippines, Sin-
gapore, Thailand and Vietnam.

The report said it found,
amongst other things, that only 21
companies—or 16 per cent—from
Malaysia, the Philippines, Singa-
pore and Thailand, explicitly dis-
closed that they incorporated ESG
factors into executive remunera-
tion; the highest percentage of
companies that did so came from
Singapore.

Prof Mak observed that compa-
nies in this region still have a way
to go before catching up with inter-
national ones, when it comes to in-
tegrating ESG factors into execu-
tive remuneration, especially in
terms of transparency.

“Asean companies are just be-
ginning the journey,” he said.
“While a larger percentage of large
Singapore companies say they
haveincorporated ESG metricsinto
their executive remuneration, like
other Asean companies, there is
not much transparency in terms of
specific metrics, targets, weight-
ings, etc.

“Hopefully, over time, we will
seebetterdisclosures from compa-
nies in this region in this regard.”

A particular challenge in this re-
gion, he pointed out, is the abun-
dance of founder- and family-con-

10 questions

For remuneration committees (RCs) and boards

1 Should your company link ESG factors to executive remuneration?

2 What are the specific ESG factors you should consider?

3 What are the specific ESG metrics that should be defined for

each factor?

4 Should you use quantitative or qualitative metrics?

5 Should your ESG metrics stand alone, or be part of an ESG or

overall scorecard?

6 Should ESG performance directly determine remuneration, modify
payouts otherwise earned, or be a precondition for payouts?

7 How should ESG metrics be weighted?

8 Should ESG metrics be incorporated into short-term incentives,

long-term incentives, or both?

9 Should ESG performance be measured against pre-set internal
targets or external benchmarks?

10 How can the RC balance objectivity and judgment when evaluating
ESG performance in determining executive remuneration?
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trolled companies. “Often, short-
term incentives in such companies
are based on profit-sharing and
thereislittle orno long-termincen-
tive. The alignment of long-term in-
terest is through their share owner-
ship, but they may not be thinking
about ESG issues. Reducing climate
risk or treating migrant workers well
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may be far from their minds.”

Figuring out how to get these
companies to embrace ESG, includ-
ing in their remuneration policies,
will be a challenge: “It may not be
public shareholders or regulators
that can move the needle for such
companies, but their customers
and lenders.”



