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ABSTRACT (EN)

The focus of corporate decision-makers on short-term shareholder value maximisation rather
than on the long-term interests of the company reduces the long-term economic, environmental
and social sustainability of European businesses.

The objective of this study is to assess the root causes of “short termism” in corporate
governance, discussing their relationship with current market practices and/or regulatory
frameworks, and to identify possible EU-level solutions, also with a view to contributing to the
attainment of the UN Sustainable Development Goals and the goals of the Paris Agreement on
climate change.

The study focuses on issues contributing to “short-termism” in company law and corporate
governance, which have been grouped around seven key problem drivers, covering aspects such
as directors’ duties and their enforcement, board remuneration and composition, sustainability
in the business strategy, and stakeholder involvement.

The study suggests that a possible future EU action in the area of company law and corporate
governance should pursue the general objective of fostering more sustainable corporate
governance and contributing to more accountability for companies' sustainable value creation.
For this reason, for each driver, alternative options characterised by an increasing level of
regulatory intervention have been assessed against the baseline scenario (no policy change).

REsUME (FR)

L'accent mis par les instances décisionnelles au sein des entreprises sur la maximisation a court
terme du profit réalisé par les parties prenantes, au détriment de l'intérét a long terme de
I’entreprise, porte atteinte, a long terme, a la durabilité des entreprises européennes, tant sous
I'angle économique, qu’environnemental et social.

L'objectif de cette étude est d’évaluer les causes du « court-termisme » dans la gouvernance
d’entreprise, qu’elles aient trait aux actuelles pratiques de marché et/ou a des dispositions
réglementaires, et d’identifier d’éventuelles solutions au niveau de I'UE, notamment en vue de
contribuer a la réalisation des Objectifs de Développement Durable fixés par I'Organisation des
Nations Unies et des objectifs de I'accord de Paris en matiere de changement climatique.

L'étude porte principalement sur les problématiques participant au « court-termisme » en
matiére de droit des sociétés et de gouvernance d’entreprises, lesquelles problématiques ayant
été catégorisées autour de sept facteurs, recouvrant des aspects tels que les devoirs des
administrateurs et leur application, la rémunération et la composition du Conseil
d’administration, la durabilité dansla stratégie d’entreprise et I'implication des parties prenantes.

L'étude suggere qu'une éventuelle action future de I'UE dans le domaine du droit des sociétés et
de gouvernance d'entreprise devrait poursuivre I'objectif général de favoriser une gouvernance
d'entreprise plus durable et de contribuer a une plus grande responsabilisation des entreprises
en matiere de création de valeur durable. C'est pourquoi, pour chaque facteur, des options
alternatives, caractérisées par un niveau croissant d'intervention réglementaire, ont été évaluées
par rapport au scénario de base (pas de changement de politique).
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EXECUTIVE SUMMARY (EN)

The objective of this study is to assess the root causes of “short termism” in corporate
governance, gauging whether they are related to current market practices and/or regulatory
frameworks, and to identify possible EU level solutions, also with a view to contributing to the
attainmentof the United Nations Sustainable Development Goals (UN SDGs) and the goals of the Paris
Agreement on climate change. The output from this study will help the Commission identify possible
actions needed for an optimal EU level sustainable company law and corporate governance framework.

The study consisted of two main tasks: 1) the analysis of the state of play and potential problems,
examining sustainable corporate governance practices and national regulatory frameworks in the EU,
and 2) the identification of possible options, starting from the problems highlighted in Task 1, and
analysing their potential impacts against the baseline scenario with no EU action.

Issues at stake and need to act at EU level

The core problem

Evidence collected over the 1992-2018 period shows that there is a trend for publicly listed
companies within the EU to focus on short-term benefits of shareholders rather than on the
long-term interests of the company. Data indicate an upward trend in shareholder pay-outs, which
increased fourfold, from less than 1% of revenues in 1992 to almost 4% in 2018. Moreover, the ratio
of CAPEX and R&D investment to revenues has been declining since the beginning of the 215t century.

The study shows that, to some extent, corporate “short-termism” finds its root causes in regulatory
frameworks and market practices. These trends work together to promote a focus on short-term
financial return rather than on long-term sustainable value creation.

Problem drivers
The study identified the following seven key problem drivers:

1. Directors’duties and company’sinterest are interpreted narrowly and tend to favour the short-
term maximisation of shareholder value;

2. Growing pressures from investors with a short-term horizon contribute to increasing the
boards’ focus on short-term financial returns to shareholders at the expense of long-term value
creation;

3. Companies lack a strategic perspective over sustainability and current practices fail to
effectively identify and manage relevant sustainability risks and impacts;

4. Board remuneration structures incentivise the focus on short-term shareholder value rather
than long-term value creation for the company;

5. The current board composition does not fully support a shift towards sustainability;

6. Currentcorporate governance frameworks and practices do not sufficiently voicethe long-term
interests of stakeholders;

7. Enforcement of the directors’ duty to act in the long-term interest of company is limited.

Why should the EU act?

An EU policy intervention is required to lengthen the time horizon in corporate decision-making and
promote a corporate governance that is more conducive to sustainability. The social norm of
shareholder primacy and short-term pressures from the financial markets will likely
continue to influence corporate decision-making. In this way directors and executives of most
companies will continue to feel the pressure to maximise shareholder value and distribute earnings
through dividends and buybacks, at the same time sacrificing investments (in R&D, CAPEX, employee
development, etc.) that are much needed for a transition to sustainable value creation.

However, the consequences of unsustainability are very serious and have EU-wide (and
global) implications. Short-term time horizons that fail to capture the full extent of long-term
sustainability risks and impacts could amount to overwhelming environmental, social and economic
consequences for companies, shareholders, investors, and society at large. Moreover, the
achievement of the goals of the Paris Agreement on climate change and the UN SDGs is unlikely, given

vi
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the status quo. Finally, only EU action can ensure a level playing field for European companies.
Corporate governance frameworks in Europe vary significantly between Member States, and an EU
action alone seems to have the prerequisite scale and scope needed to achieve a higher level of
corporate responsibility for long-term sustainable value creation and to set a minimum common
ground for dealing with sustainability while avoiding market distortions.

Objectives and options

Objectives of a possible EU intervention

A possible future EU action in the area of company law and corporate governance should pursue the
general objective of fostering more sustainable corporate governance and contributing to
more accountability for companies' sustainable value creation. In doing so, EU intervention
should seek to reach a balance between the need to attenuate short-term pressures on company
directors and to promote the integration of sustainability into corporate decision-making on the one
hand, and the need for enough flexibility to take into account the different national regulatory
frameworks on the other.

To achieve this general objective, any future EU intervention should pursue the following three
specific objectives:

e Strengthening the role of directors in pursuing their company's long-term interests:
the EU intervention should dispel current misconceptions and errors in relation to the purpose of
the company and the duties of directors, which lead directors to prioritise short-term financial
performance over the long-term interest of the company;

¢ Improving directors' accountability towards integrating sustainability into corporate
decision-making: the EU intervention should bring about a higher level of responsibility for
sustainable value creation by making directors more accountable for the sustainability of their
business conduct;

¢ Promoting corporate governance practices that contribute to company sustainability:
the EU intervention should address corporate governance practices that favour short-termism
and hinder the integration of sustainability into company decision-making (e.g. in the area of
corporate reporting, board remuneration, board composition, stakeholder involvement).

Options
The Study identified a list of measures to be considered for a detailed assessment.
Depending on their nature, measures were grouped into possible options characterised by an

increasing level of regulatory intervention compared to the baseline scenario (status quo). Besides
the baseline, the options identified are the following:

e Option A (non-legislative/soft) — Spread sustainable corporate governance practices through
awareness raising activities, communications and green papers;

e Option B (non-legislative/soft) — Foster national regulatory initiatives aimed at orienting
corporate governance approaches towards sustainability through recommendations;

e Option C (/egislative/hard) — Set minimum common rules to enhance the creation of long-term
value while ensuring a level playing field through EU legislative interventions.

For each driver, the options retained for the detailed assessment are shortly described in the table
below:

vii
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#2

#3
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Option A

Commission-led/funded

campaign aimed at:

1. Clarifying that, when acting in the interests of
the company, directors should properly
balance the following interests, alongside
the interest of shareholders: long-term
interests of the company (beyond 5-10 years);
interests of employees; interest of customers;
interest of local and global environment;
interest of society at large

2. Promoting the principle that identifying and
mitigating sustainability risks and
impacts, both internal and external, is part of
directors' duty of care

awareness-raising

Commission green paper to stimulate public
debate on how to foster long-term shareholder
engagement and longer shareholding periods

Commission led/funded campaign to
discourage listed companies to publish
earnings guidance and returns on a quarterly
basis

Commission guidance document for boards to
integrate sustainability aspects (risks,
opportunities, impacts) into the business
strategy, to identify and set as part of the
business strategy measurable, specific, time-
bound, and science-based sustainability
targets aligned with overarching goals (such as
the SDGs and the goals of the Paris Agreement on
climate change), and to disclose appropriate
information.

The guidance document would be accompanied by
a dissemination campaign.

3. A

Option B

Commission recommendation that provides a

uniform interpretation of directors’ duties and

company’s interest to the Member States and
recommends them to:

1. Clarify in their respective national frameworks
that, when acting in the interests of the company,
directors should properly balance the
following interests, alongside the interest of
shareholders: long-term interests of the
company (beyond 5-10 years); interests of
employees; interest of customers; interest of
local and global environment; interest of society
at large

2. Introduce in their respective national frameworks
an explicit directors' duty to identify and
mitigate sustainability risks and impacts,
both internal and external, connected to the
company’s business operations and value chain

Commission recommendation for Member States
to amend their national regulatory frameworks and
provide for mechanisms to incentivise longer
shareholding periods

Commission led/funded campaign to
discourage listed companies to publish earnings
guidance and returns on a quarterly basis

Commission recommendation for Member

States to introduce in their respective national
frameworks:
1. A requirement for boards to integrate

sustainability aspects (risks, opportunities,
impacts) into the business strategy

2. A requirement for boards to identify and set as

part of the business strategy measurable,
specific, time-bound, and science-based
sustainability targets aligned with overarching
goals (such as the SDGs and the goals of the
Paris Agreement on climate change),
requirement to disclose
information.

appropriate

Legislative/Hard

Option C

Commission proposal for a new EU directive

providing an EU-wide formulation of directors’

duties and company’s interest, requiring directors
to:

1. Properly balance the following interests,
alongside the interest of shareholders, when
acting in the interest of the company: long-term
interests of the company (beyond 5-10 years);
interests of employees; interest of customers;
interest of local and global environment; interest of
society at large

2. Identify and mitigate sustainability risks and

impacts, both internal and external, connected to
the company’s business operations and value chain

Commission proposal to amend the Shareholder
Rights Directive II to introduce binding rules
requiring Member States to introduce mechanisms
to incentivise longer shareholding periods

Commission proposal to amend the Transparency
Directive to prohibit both earning guidance and
quarterly reporting for listed companies

Commission proposal for a new EU directive
requiring corporate boards to integrate
sustainability aspects (risks, opportunities,
impacts) into the business strategy, to identify
and set as part of the business strategy measurable,
specific, time-bound, and science-based
sustainability targets aligned with overarching goals
(such as the SDGs and the goals of the Paris Agreement
on climate change), and to disclose appropriate
information.

viii
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Commission led/funded campaign aimed at
companies to encourage them link board
remuneration to long-term, sustainable value
creation for the company

Commission recommendation for Member States

to introduce in their respective national frameworks:

1. A provision to restrict executives’ ability to
sell shares they receive as pay

Commission proposal to amend the Shareholder
Rights Directive II to align executive
remuneration policy with the long-term and
sustainability goals, in particular by:

#4 2. A provision to make compulsory the inclusion of 1. Regulating executives’ ability to sell the shares they
non-financial, ESG metrics, linked to a receive as pay
company’s sustainability targets, in executive 2. Making compulsory the inclusion of non-financial,
pay scheme ESG metrics, linked to a company’s sustainability
targets, in executive pay scheme
Commission information campaign in collaboration Commission recommendation for Member States to Commission proposal for a new EU directive laying
with relevant stakeholders (in particular business introduce in their respective national frameworksa down rules on board composition of Ilisted
#5 associations) to promote the consideration of provision to ensure that sustainability-related companies, including a requirement for companies to
sustainability-related expertise in the board expertise is systematically considered in the consider sustainability criteria in the board
nomination process of companies (including by board nomination process of companies nomination process
creating a new board role, the Chief Value Officer)
Establishment of a Commission Advisory Group Commission recommendation for Member Commission proposal for new EU binding rules
on Sustainable Corporate Governance to States to introduce in their respective national requiring corporate boards to establish
identify good practices on stakeholder engagement frameworks a requirement for companies to engage mechanisms for engaging with and involving
#6 and involvement. with and involve both internal and external internal and external stakeholders in identifying,
Practices identified could be eventually stakeholders in identifying, preventing and preventing and mitigating sustainability risks and
disseminated through a dedicated campaign. mitigating sustainability risks and impacts as part of impacts as part of their business strategy.
their business strategy.
Commission recommendation for Member Commission proposal for new EU binding rules to
States to consider measures to strengthen strengthen the enforcement of the directors’ duty
enforcement of directors’ duty to act in the to actin the interest of the company.
#7 interest of the company in their respective

national frameworks.

Assessment of the options

Assessment by impacts

The impacts of each option have been assessed against the baseline scenario in view of their neutral (e.g. 0), incremental positive (e.g. +1)
and negative (e.g. -1) effects. For each type of impact considered, scores ranged from -3 to +3. The following table summarises the possible
impacts of each option.

| Driver | _______Impacts_______ CEHCa Al e Option C Remarks on the assessment

#1 Impacts on companies -0.5 -0.5 An EU intervention in the area of director’s duties, at the core of corporate
Directors’ Economic impacts +0_5 +0.5 +1.5 governance, w<_)uld haye a remarkablellmpact in improving sustalnab|I|§y,
duties and Social impacts +0.5 e +3 especially binding option C1. An EU-wide formulation of directors’ duties

, - - : and company interest would impact all ESG dimensions positively.
cqn‘;panyts Environmental impacts +0.5 +1 +3 However, option C1 could create some difficulties for companies to adapt
interes Impacts on fundamental rights +0.5 +0.5 +3 to the new concepts and review their governance in the short term, which
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| Driver | _______Impacts | OptionA R m Remarks on the assessment

#2
Pressures
from
investors

#3
Lack of a
strategic
perspective
over
sustainability

#4
Board
remuneration

#5
Board
composition

#6
Involvement
of corporate
stakeholders

#7

Impacts on public administrations

Impacts on companies

Economic impacts

Social impacts

Environmental impacts

Impacts on fundamental rights
Impacts on public administrations
Impacts on companies

Economic impacts

Social impacts

Environmental impacts

Impacts on fundamental rights
Impacts on public administrations
Impacts on companies

Economic impacts

Social impacts

Environmental impacts

Impacts on fundamental rights
Impacts on public administrations
Impacts on companies

Economic impacts

Social impacts

Environmental impacts

Impacts on fundamental rights
Impacts on public administrations
Impacts on companies

Economic impacts

Social impacts

Environmental impacts

Impacts on fundamental rights
Impacts on public administrations

Impacts on companies
Economic impacts

-0.5

0

0
+0.5
+0.5

-0.5

+0.5
+1
+1
+1
-0.5
-0.5
+0.5
+0.5
+0.5
+0.5
-0.5

+0.5
+0.5
+0.5
+0.5
-0.5

-0.5

+0.5
+0.5
+0.5
+0.5
-0.5

N/A
N/A

0
-0.5
+0.5
+0.5
+0.5

+0.5
+1
+1
+1
-0.5
-0.5
+0.5
+0.5
+0.5
+0.5

-0.5
+0.5
+0.5
+0.5

+1.5
3
+3
+3
-0.5
-1.5
+1.5
+2
+2
+1

-1.5

+2
+2
+1

-1.5
+2
+1.5
+1.5

-1.5
+1

would be compensated by more sustainable value-creation in the long
term.

By limiting short-term pressures from investors, all options would have
some limited positive social and environmental impacts, as well as on
fundamental rights. However, the impacts of option C2 on the economy
and on companies could be slightly negative, as this measure risks
reducing the perceived transparency of listed companies and the liquidity
of assets, with possible adverse effects on EU capital markets.

All options would have positive impacts economically, socially and
environmentally, as they would push companies to adapt their business
models to become more sustainable, including by setting measurable and
time-bound sustainability targets. By virtue of its binding nature, option
C3 would be particularly impactful in promoting the inclusion of
sustainability elements into business strategies. At the same time, both
option C3 and B3 are expected to raise compliance costs for companies.

Remuneration policy directors is a key area of intervention because linking
executive pay to sustainability targets can create incentives to take more
sustainable business decisions. All options considered, in particular option
C4, would have a positive impact on the society, the environment, and the
economy, as executives would be incentivised to focus on sustainability.
At the same time, all options are expected to increase compliance costs
for companies to some extent.

By contributing to increasing the presence of sustainability expertise in the
board, all options, and in particular option C5, would have a positive
impact at social, environmental, and fundamental rights level. However,
both options B5 and C5 could have a negative impact on companies by
making board recruitment more complex, especially considering that there
might be a limited availability of sustainability knowledge and expertise on
the market.

By supporting stakeholder engagement and involvement, all options are
expected to have positive effects on society, the environment, and
fundamental rights. Option C6 would have a remarkable positive social
impact, as it would guarantee greater involvement of corporate
stakeholders on sustainability matters, while the impacts on the economy
and on companies are expected to be negative, especially in sectors with
long supply chains and a broad range of stakeholders to be identified and
involved.

Option B7 and C7 would be closely related to measures on directors’ duties
and on the integration of sustainability in the business strategy, as both
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| Driver | Impacts | OptionA N m Remarks on the assessment

Enforcement  Social impacts
of directors’ ¢y, \ironmental impacts
duties
Assessment by criteria

Impacts on fundamental rights
Impacts on public administrations

N/A
N/A
N/A
N/A

+1
+1
-0.5

+2
+2
-2

options would support the enforcement of the new requirements and
create positive social and environmental impacts, with option C7 having
more far reaching effects due to its binding nature. Considering the
impacts on businesses, a rise in the number of legal actions might be
expected, with an increase of administrative and compliance costs borne
by companies.

Each option has been assessed in terms of effectiveness, efficiency, coherence and proportionality, by getting a score (from -3 to + 3) or a
judgement (Yes/No). The following table provides an overview of the assessment.

| Driver | Criteria______ s ] e m Remarks on the assessment

#1
Directors’
duties and
company’s
interest

#2
Pressures
from
investors

#3
Lack of a
strategic
perspective
over
sustainability

Effectiveness

Efficiency

Coherence

Proportionality

Effectiveness

Efficiency

Coherence

Proportionality

Effectiveness

Efficiency

Coherence

Proportionality

Yes

Yes

+0.5

Yes

Yes

+0.5

+0.5

Yes

Yes

Yes

Yes

+1

Yes

Yes

+1

Yes

Yes

+1.5

Yes

Yes

+1.5

Yes

No

+2.5

+1

Yes

Yes

By virtue of its binding force and its generalised application across the EU
territory, option C1 would be most effective in clarifying and strengthening
the role and responsibility of directors for taking into consideration the
interests of company stakeholders (alongside shareholders) in promoting
the long-term interest of the company, and for identifying and mitigating
sustainability risks and impacts as part of their duties. The main
implementation obstacle relates to clearly articulating a formulation of
directors’ duties and company’s interest that could be widely accepted,
without creating confusion for corporate boards on how to perform their
duties.

Option C2 would apply to all European issuers and address a key source of
short-term pressures on corporate boards in all Member States. Due to its
obligatory power and generalised application, option C2 would be more
effective than option A2 and B2 in this regard. However, due to the
limitations it would impose on companies and the likely adverse
consequences in terms of transparency and attractiveness for investors,
option C2 would be disproportionate vis-a-vis the problem of reducing
pressures from investors on boards and promote long-termism in
companies.

Option C3 would ensure that equal requirements apply to corporate boards
of all large companies, with the possibility for Member States to extend its
application to SMEs. Thanks to its binding force and its generalised
application, option C3 would be most effective in driving a change in
business-as-usual and make EU companies more sustainable and “future
proof”, consistently with the sustainability transition promoted by the
European Green Deal. Cost increase for companies in the short term might
be off-set by medium and long-term benefits (e.g. in terms of reduced
materiality risks, increased financial returns, positive reputational effects)
and value creation for shareholders.
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| Driver | Criteria________ s m Remarks on the assessment

#4

Board
remuneration

#5
Board
composition

#6
Involvement
of corporate
stakeholders

#7
Enforcement
of directors’

duties

Effectiveness
Efficiency
Coherence
Proportionality

Effectiveness

Efficiency

Coherence

Proportionality

Effectiveness

Efficiency

Coherence

Proportionality

Effectiveness

Efficiency

Coherence

Proportionality

Yes
Yes

+1

Yes

Yes

+0.5

Yes

Yes

N/A

N/A

N/A

N/A

Yes

Yes

+1.5

Yes

Yes

+1

Yes

Yes

+1

Yes

Yes

+0.5

Yes

Yes

+2.5

Yes

Yes

+2.5

Yes

Yes

+2

+0.5

Yes

Yes

Option C4 would be most effective in strengthening the link between
remuneration and sustainable value creation within listed companies,
contributing to better aligning the interests of directors to the long-term
interests of the company and its stakeholders at large. This option would
create some compliance and adjustment costs for companies, however in
the long term it would create positive effects for the competitiveness of
businesses, encouraging sustainability-oriented investments and greater
attention to ESG risks and opportunities.

By introducing an obligation for listed companies to consider sustainability-
related expertise and competence as a selection criterion in the board
nomination process, option C5 would be more effective that softer options
in promoting sustainable corporate governance. Such approach would be
similar to the one already adopted in the financial sector, where
management bodies must meet 'fit and proper requirements'. However, it
seems important to leave companies free to define the sustainability
expertise more relevant for them, so as to avoid “box ticking” approaches.
An implementation obstacle might be represented by the limited
availability of suitable profiles.

By requiring corporate boards to establish mechanisms for engaging with
and involving corporate stakeholders at board level, option C6 would
effectively contribute to greater consideration of the sustainability
concerns of stakeholders into the business strategy. It would enable
internal and external stakeholders to express their views to the boards on
sustainability-related aspects, and to contribute to defining and
supervising the effective integration of sustainability into the companies’
business strategies. Even though option C6 would be relatively costlier
than option A6 and B6, it is not expected to create disproportionate
burdens for companies and public administrations.

Taken in conjunction with option C1, option C7 would be most effective
and proportionate to the objective of improving companies’ sustainability.
Together, these measures would promote a more consistent EU level
approach in the area of director’s duties, remedies and liabilities,
strengthening directors' accountability to stakeholders when acting in the
long-term interest of the company. Option C7 would not create direct
requirements for companies, but would modify the legal framework within
which their directors operate, bringing indirect costs. In the long term,
stronger enforcement mechanisms would incentivise directors to take
greater account of sustainability risks and impacts in their decisions, with
positive effects for the competitiveness of EU businesses.
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NOTE DE SYNTHESE (FR)

L'objectif de cette étude est d’évaluer les causes a I’'origine du « court-termisme » en matiére
de gouvernance d’entreprise, en déterminant si elles sont liées aux pratiques de marché et/ou aux
cadres réglementaires actuels, et d’identifier des solutions potentielles au niveau de I|'Union
Européenne (UE), également en vue de contribuer a la réalisation des Objectifs de Développ ement
Durable (ODD) fixés par |I'Organisation des Nations Unies (ONU) et des objectifs de I’'accord de Paris
sur le changement climatique. Les résultats de cette étude appuieront la Commission européenne pour
identifier les potentielles actions nécessaires a |'élaboration d’un cadre réglementaire durable en
matiére de droit des sociétés et de gouvernance d’entreprise.

Cette étude est structurée autour de deux taches : 1) I'analyse de I'état des lieux et des problémes
potentiels, qui examine les pratiques de gouvernance durable et les cadres réglementaires nationaux
au sein de I'UE, et 2) l'identification d’options possibles, en partant des problématiques identifiées
dans laphase 1), et en analysant leurs impacts potentiels par rapport au scénario de base sans action.

Enjeux et nécessité d'une intervention au niveau de I'UE

Description de la problématique centrale

Les données collectées pendent la période allant de 1992 a 2018, révelent tendance des sociétés
cotées dans I’'UE a se concentrer sur les profits a court-terme réalisés par les actionnaires,
au détriment des intéréts a long terme de I’entreprise. Les données illustrent une tendance a la
hausse des dividendes versées aux actionnaires, qui ont été multipliées par quatre, passant de 1%
des bénéficesen 1992 a pres de 4% en 2018. De plus, le ratio des investissements en capital et en
R&D par rapport aux bénéfices décline depuis le début du XXIéme siécle.

Cette étude montre que, dans une certaine mesure, le « court-termisme » en matiére de gouvernance
d’entreprise prend principalement sa source dans les cadres réglementaires et dans les pratiques de
marché. Ces tendances se conjuguent pour promouvoirl'accent mis sur le rendement financiera court
terme plutot que sur la création de valeur durable a long terme.

Facteurs de problemes
L'étude a identifié les sept principaux facteurs de problémes suivants:

1. Les devoirs des administrateurs et l’intérét de la société sont interprétés de maniere restrictive
et tendent a favoriser le la maximisation des profits des actionnaires a court-terme ;

2. Une pression grandissante exercée par des investisseurs concentrés sur des horizons a court-
terme tend a accroitre I’attention portée par le Conseil d’Administration aux bénéfices a court-
termes pour les actionnaires, au détriment de la création de valeur durable ;

3. Les entreprises n‘ont pas de stratégies et de perspectives durables et les pratiques
actuellement mises en ceuvre ne permettent ni d’identifier efficacement les risques et impacts
associés a une stratégie durable, ni de les gérer ;

4. Les baremes de rémunération du Conseil d’Administration favorisent le court-termisme et les
profits des actionnaires, au détriment de la création de valeurdurable au profit de I’entreprise ;

5. La composition actuelle du Conseil d’Administration ne participe pas pleinement a une
transition vers un systéme plus durable ;

6. Les cadres actuels régissant la gouvernance d’entreprise, de méme que les pratiques
observées, ne font pas suffisamment place aux intéréts a long-terme des parties prenantes ;

7. La mise en application des devoirs des administrateurs d’agir dans l'intérét a long terme de
I’entreprise est limitée.

Justification d’une intervention au niveau européen

Une intervention de I'UE est nécessaire pour étendre I’horizon temporel qui prévaut en matiére de
prise de décision a I’échelle d’une entreprise, et pour promouvoir une gouvernance davantage propice
a la durabilité. La norme sociale du primat des intéréts de I'actionnaire et les pressions a
court-terme générées par les marchés financiers continueront probablement a influer sur
les modes de prise de décision a lI'échelle des entreprises. En ce sens, la plupart des
administrateurs et des dirigeants d’entreprises continueront a étre incités a accroitre les bénéfices des
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actionnaires et a distribuer les bénéfices sous forme de dividendes et de rachats, tout en sacrifiant
dans le méme temps les investissements nécessaires a une transition vers une création de valeur
durable (R&D, investissement en capital, perfectionnement des employés).

Toutefois, I'absence de durabilité en matiére gouvernance d’entreprise a des conséquences
sérieuses, qui s’étendent a I’'échelle européenne et mondiale. Les horizons temporels a court terme
gui échouent a englober les risques et impacts liés a la durabilité a long-terme pourraient avoir des
conséguences environnementales, sociales et économiques considérables pour les entreprises, les
actionnaires, les investisseurs, et la société dans son ensemble. De plus, |'atteinte des objectifs en
matiére de changement climatique figurant dans I’Accord de Paris et des ODD fixés par I'ONU, semble
peu probable dans la situation actuelle. Enfin, seule une intervention a I’échelle de I'UE peut
garantir des conditions de concurrence équitables pour les entreprises européennes. Les
cadres de gouvernance d’entreprise réglementaires en Europe varient considérablement d’un Etat
membre a |'autre, et seule une intervention de I'UE semble pouvoir accroitre la responsabilité sociale
des entreprises pour la création de valeur durable et pour établir la base commune nécessaire a la
prise en compte de la durabilité tout en évitant les distorsions de marché.

Objectifs et options

Objectifs d’une éventuelle intervention de I’'UE

Une intervention de I'UE en matiere de droit des sociétés et de gouvernance d’entreprise devrait
poursuivre I'objectif général visant a encourager une gouvernance d’entreprise durable et
contribuer a accroitre la responsabilité des entreprises en matiére de création de valeur
durable. Se faisant, I'intervention de I’'UE doit rechercher un équilibre entre la nécessité d’atténuer
les pressions a court terme pesant sur les administrateurs d’entreprise et de promouvoir la durabilité
dansle cadre de la prise de décision a I’échelle des entreprises d’une part, et, d’autre part, la nécessité
d’une flexibilité suffisante a la prise en compte des différents cadres réglementaires nationaux.

Afin d’atteindre cet objectif général, toute intervention future de I'UE devrait poursuivre les trois
objectifs spécifiques suivants:

o Renforcerle role des administrateurs en matiére de poursuitedes intéréts a long-terme
de I'entreprise : |'intervention de I'UE devrait dissiper les conceptions biaisées et les erreurs
actuelles quant a la raison d’étre de |I'entreprise et aux devoirs des administrateurs, ces derniers
conduisant a faire prévaloir la performance financiere a court-terme, au détriment de l'intérét a
long terme de la société ;

e Améliorer la responsabilité des administrateurs en matiére de prise en compte de la
durabilité dans le processus décisionnel de lI'entreprise : |'intervention de I'UE devrait
introduire un niveau de responsabilité accrue en matiere de création de valeur durable, en
rendant les administrateurs davantage responsables de la prise en compte de la durabilité de
leur conduite commerciale ;

e Promouvoirdes pratiques de gouvernance d’entreprises qui participentde la durabilité
de I'entreprise : l'intervention de I'UE devrait permettre de faire émerger des pratiques de
gouvernance alternatives a celles qui favorisent le « court-termisme » et empéchent|’intégration
de la durabilité dans le processus de décision (par exemple dans le domaine des rapports
d’entreprises, de la rémunération du Conseil d’Administration, de la composition du Conseil
d’Administration et de |'intéressement des parties prenantes).

Description des options envisagées

L'étude a identifié une liste de mesures a envisager pour une évaluation détaillée.

En fonction de leur nature, les mesures ont été regroupées selon options, caractérisées par un niveau
croissant d’intervention réglementaire, par opposition a un scenario de base (situation actuelle).

Outre le scenario de base, les options identifiées sont les suivantes :

e Option A (non contraignante /Droit « mou ») - Diffuser des pratiques de gouvernance
d’entreprise durables par le biais d’actions de sensibilisation, de communications de la
Commission européenne et de « Livres Verts » ;
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e Option B (non contraignante/Droit « mou ») : Favoriser les initiatives réglementaires a
I’échelle nationale visant a orienter les approches en matiére de gouvernance d’entreprise vers
la durabilité, par le biais de recommandations ;

e Option C (Contraignante) - Fixer un socle commun de régles minimales visant a renforcer la
création de valeur a long terme, tout en garantissant des conditions de concurrence équitables
par le biais d’interventions Iégislatives a I’échelle de I'UE.

Pour chaque facteur, les options retenues pour |I’évaluation détaillée sont brievement décrites dans le
tableau ci-dessous :
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Option A

Campagnes de sensibilisation
conduits/financées par la Commission
visanta :

1.

Clarifier le fait que, lorsqu’ils agissent
dans l'intérét de I'entreprise, les
administrateurs doivent concilier
adéquatement les intéréts suivants,
outre les intéréts des actionnaires : les
intéréts de l'entreprise a long terme
(au-dela de 5 ou 10 ans) ; les intéréts
des employés ; les intéréts des clients ;
les intéréts de I'environnement local et
mondial ; I'intérét de la société dans son
ensemble

Promouvoir le principe selon lequel
I'identification et I'atténuation des
risques et impacts liés a la durabilité,
aussi bien en interne que dans le cadre
des relations extérieures, relévent de
I'obligation diligence des
administrateurs.

Livre Vert de la Commission visant a
stimuler le débat public relatif aux moyens
de favoriser l'intéressement a long-terme
des actionnaires et I'extension des périodes
de détention des actions.

Campagne conduite/financée par la
Commission visant a décourager les
sociétés cotées de publier leurs
résultats prévisionnels et rendements sur
une base trimestrielle

Option B
Recommandation de la Commission
relative a une interprétation commune
des devoirs des administrateurs et de la
notion d’intérét social a destination des
Etats membres et leur recommandant de :
1. Clarifier, dans leur législation respective,

le fait que les administrateurs doivent
concilier adéquatement les intéréts
suivants, outre les intéréts des
actionnaires : les intéréts de I'entreprise
a long terme (au-dela de 5 ou 10 ans) ;
les intéréts des employés ; les intéréts
des clients ; les intéréts de
I'environnement local et mondial ;
I'intérét de la société dans son ensemble

2. Introduire dans leur |égislation respective

un devoir explicite incombant aux
administrateurs d’identifier et d’atténuer
les risques et impacts liés a la durabilité,
aussi bien en interne que dans le cadre
des relations extérieures, dans le cadre
des opérations commerciales de
I’entreprise et de la chaine de valeur.

Recommandation de la Commission
relative a des mécanismes visant a
encourager I'extension des périodes de
détention des actions, a destination des
Etats membres afin de leur permettre
d’amender leur |égislation respective.

Campagne conduite/financée par la
Commission visant a décourager les
sociétés cotées de publier leurs
résultats prévisionnels et leurs
rendements sur une base trimestrielle.

Contraignante/Législative

Option C
Proposition de la Commission en vue de
I'adoption d’une nouvelle directive
établissant a Il'échelle européenne le
champ des devoirs des administrateurs et
une définition de la notion d’intérét social,
imposant aux administrateurs :

1. De concilier adéquatement les intéréts
suivants, outre les intéréts des actionnaires
les intéréts de l'entreprise a long terme
(au-dela de 5 ou 19 ans) ; les intéréts des
employés, les intéréts des clients, les
intéréts de I’'environnement local et global ;
I'intérét de la société dans son ensemble
2. D'identifier et d’atténuer les risques et
impacts liés a la durabilité, aussi bien en
interne que dans le cadre des relations
extérieures, dans le cadre des opérations
commerciales et de la chaine de valeur

Proposition de la Commission en vue
d’amender la Directive SRD II et visant a
introduire des dispositions contraignantes
exigeant des Etats membres qu’ils introduisent
des mécanismes promouvant I'extension
des périodes de détention de actions.
Proposition de la Commission en vue
d’amender la Directive Transparence afin
d’interdire la publication des résultats
prévisionnels et des rendements sur une
base trimestrielle.
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#4

#5
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Guides de la Commission européenne
destinés aux Conseils d’Administration
afin d’intégrer les aspects de durabilité
(risques, opportunités, impacts) a la
stratégie commerciale, d'identifier et de
fixer, au sein de la Stratégie, des objectifs
mesurables, précises, a atteindre dans un
délai déterminé et scientifiquement fondées
en matiére de durabilité, alignées avec des
objectifs généraux (tels que les ODD et les
objectifs de [I'Accord de Paris sur le
changement climatique), et de rendre
publiques les informations pertinentes.

Campagne conduite/financée par Ia
Commission européenne destinée aux
entreprises et visant a les encourager a
établir un lien entre la rémunération du
Conseil d’Administration et la création
de valeur a long terme pour I'entreprise

Campagne d’information de la Commission,
en lien avec les parties prenantes
concernées (en particulier les associations
d’entreprises) visant a promouvoir la prise
en compte de I'expertise en matiére de
durabilité dans le cadre de la procédure

Recommandation de la Commission

européenne destinée aux Etats

membres afin de leur permettre d’introduire
dans leur législation respective :

1. L'obligation pour les Conseils
d’Administration d'intégrer les
aspects relatifs a la durabilité
(risques, opportunités, impacts)
dans la stratégie commerciale.

2. L'obligation pour les Conseils
d’Administration d’identifier et de fixer,
au sein de la stratégie commerciale, des
objectifs mesurables, précises, a
atteindre dans un délai déterminé et
scientifiquement fondées en matiere de
durabilité, alignées avec des objectifs
généraux (tels que les ODD et les
objectifs de I’Accord de Paris sur le
changement climatique).

3. L'obligation faite aux Conseils
d’Administration de rendre publiques
les informations pertinentes.

Recommandation de la Commission

destinée aux Etats membres afin de leur

permettre d’introduire dans leur législation
respective :

1. Une disposition visant a limiter la
capacité des cadres dirigeants a vendre
les actions recues au titre de
rémunération

2. Une disposition rendant obligatoire
I'inclusion au bareme de
rémunération des cadres dirigeants
des indicateurs ESG et non
financiers

Recommandation de la Commission a
destination des Etats membres afin de
leur permettre d’introduire dans leur
|égislation respective une disposition
garantissant la prise en compte de
I'expertise en matiére de durabilité dans le

Proposition de la Commission en vue
d’adopter une nouvelle Directive
européenne imposant aux Conseils
d’Administration d’intégrer les aspects de
durabilité (risques, opportunités,
impacts) au sein de la stratégie
commerciale, d’identifier et de fixer des
objectifs mesurables, précises, a atteindre
dans un délai déterminé et scientifiquement
fondées en matiére de durabilité, alignées avec
des objectifs généraux (tels queles ODD et les
objectifs de Paris sur le changement
climatique), et de rendre publiques les
informations pertinentes.

Proposition de la Commission en vue
d’amender la Directive SRD II afin
d’aligner la politique de rémunération des
cadres dirigeants avec les objectifs de
durabilité a long terme, en particulier en :

1. Régulant la capacité des cadres dirigeants
a vendre les actions regues au titre de la
rémunération

2. Rendre obligatoire l'inclusion au bareme
de rémunération des cadres dirigeants des
indicateurs ESG et non financiers

Proposition de la Commission en vue de
I'adoption d’une nouvelle Directive
établissant des regles relatives a la
composition du Conseil d’Administration
dans les sociétés cotées, comprenant une
disposition imposant aux entreprises la prise en
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de nomination du Conseil
d’Administration (y compris en créant une
nouvelle fonction au sein du Conseil
d’Administration, de chef de la Direction
« Valeurs »)

Mise en place d'un Groupe d’experts au
sein de la Commission en matiére de
gouvernance durable d’entreprise, afin
d’identifier les bonnes pratiques relatives a
I’engagement et I'intéressement des parties
prenantes.

Les pratiques identifiées  pourraient
éventuellement étre diffusées par le biais
d’'une campagne dédiée.

Evaluation des options

Evaluation au regard des impacts

cadre de la procédure de nomination du
Conseil d’Administration.

Recommandation de la Commission a
destination des Etats membres visant a
envisager d’intégrer a leur [égislation
respective une obligation faite aux
entreprises d’impliquer des parties
prenantes internes et externes dans le
cadre de l'identification, la prévention
et I'atténuation des risques et impacts
de la durabilité dans le cadre de leur
stratégie

Recommandation de la Commission a
destination des Etats membres visant a
I'adoption dans leur législation respective
de mesures renforcant la mise a
exécution de [I'obligation faite aux
administrateurs d’agir dans l'intérét de
I’entreprise.

compte du critére de la durabilité dans le cadre
du processus de nomination du Conselil
d’Administration

Proposition de la Commission en vue de
I'adoption d’une nouvelle Directive visant
a intégrer des dispositions contraignantes
imposant aux Conseils d’Administration
d’'impliquer des parties prenantes
internes et externes dans l'identification, la
prévention et |'atténuation des risques et
impacts liés a la durabilité dans le cadre de leur
stratégie.

Proposition de la Commission en vue de
I'adoption d’une nouvelle Directive
introduisant des reégles contraignantes
visant a renforcer la mise en exécution de
I'obligation faite aux administrateurs
d'agir dans l'intérét de I'entreprise.

Les impacts de chaque option ont été évalués au regard du scénario de base afin de rendre compte leur effet probable : neutre (par exemple
0), positif (par exemple, + 1) ou négatif (par exemple, -1). Pour chaque type d'impact pris en compte, les résultats s’échelonnentde -3 a +3.
Le tableau ci-dessous synthétise les éventuels impacts de chaque option.

| Facteurs _____[Impacts st e s Option C | Observations sur I'évaluation

#1

Devoirs des
administrateurs
et intérét social

Impacts sur les entreprises

Impacts économiques +0.5
Impacts sociaux +0.5
Impacts environnementaux +0.5
Impacts sur les droits +0.5

fondamentaux

-0.5 -0.5 Une intervention de
+0.5 +1.5
+1 +3
+1 +3
+0.5 +3

I'UE dans le domaine des devoirs des

administrateurs, au cceur de la gouvernance d’entreprise, aurait un
impact remarquable sur I'amélioration de la durabilité, en particulier
I'option contraignante C1. Une formulation a |'échelle européenne
des devoirs des administrateurs et de l'intérét de |'entreprise aurait
un impact positif sur toutes les dimensions ESG. Cependant, |'option

C1 pourrait créer certaines difficultés aux entreprises pour s'adapter
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| Facteurs | Impacts | OptionA Optlon B m Observations sur I'évaluation

#2

La pression des
investisseurs

#3
Absence de
perspective

stratégique vers
la durabilité

#4
Rémunération
du Conseil
d’Administration

#5
Composition du
Conseil
d’Administration

Impacts sur les
administrations publiques

Impacts sur les entreprises
Impacts économiques
Impacts sociaux

Impacts environnementaux

Impacts sur les droits
fondamentaux

Impacts sur les
administrations publiques

Impacts sur les entreprises
Impacts économiques
Impacts sociaux

Impacts environnementaux

Impacts sur les droits
fondamentaux

Impacts sur les
administrations publiques

Impacts sur les entreprises
Impacts économiques
Impacts sociaux

Impacts environnementaux

Impacts sur les droits
fondamentaux

Impacts sur les
administrations publiques

Impacts sur les entreprises
Impacts économiques
Impacts sociaux

Impacts environnementaux

Impacts sur les droits
fondamentaux

-0.5

0

+0.5
+0.5

-0.5

+0.5
+1
+1
+1

-0.5

-0.5
+0.5
+0.5
+0.5
+0.5

-0.5

+0.5
+0.5
+0.5
+0.5

0
-0.5
+0.5
+0.5
+0.5

+0.5
+1
+1
+1

-0.5

-0.5
+0.5
+0.5
+0.5
+0.5

-0.5
+0.5
+0.5
+0.5

+1.5
+3
+3
+3

-0.5

-1.5

+1.5
+2
+2
+1

-1.5
-1
+2
+2
+1

aux nouveaux concepts et pour revoir leur gouvernance a court
terme, ce qui serait compensé par une création de valeur plus
durable a long terme.

En limitant les pressions a court terme des investisseurs, toutes les
options auraient un impact positif limité sur le plan social et
environnemental, ainsi que sur le plan des droits fondamentaux.
Cependant, les effets de I'option C2 sur I'économie et sur les
entreprises pourraient étre légerement négatifs, car cette mesure
risque de réduire la transparence percue des sociétés cotées et la
liquidité des actifs, avec des possibles effets négatifs surles marchés
de capitaux de I'UE.

Toutes les options auraient des répercussions positives sur les plans
économique, social et environnemental, car elles pousseraient les
entreprises a adapter leurs modéles commerciaux pour devenir plus
durables, notamment en fixant des objectifs de durabilité
mesurables et circonscrits dans le temps. En raison de sa nature
contraignante, l'option C3 aurait un impact particulier sur la
promotion de l'inclusion des éléments de durabilité dans les
stratégies commerciales. Dans le méme temps, les options C3 et B3
pourraient toutes deux augmenter les colits de conformité pour les
entreprises.

La politique de rémunération des directeurs constitue un domaine
d'intervention clé, car lier la rémunération des dirigeants aux
objectifs de durabilité peut inciter les entreprises a prendre des
décisions commerciales plus durables. Toutes les options
envisagées, en particulier I'option C4, auraient un impact positif sur
la société, I'environnement et I'économie, car les dirigeants seraient
incités a se concentrer sur la durabilité. Dans le méme temps, toutes
les options devraient augmenter dans une certaine mesure les colts
de mise en conformité pour les entreprises.

En contribuant a accroitre la présence d'une expertise en durabilité
au sein du conseil, toutes les options, et en particulier I'option C5,
auraient un impact positif au niveau social, environnemental et des
droits fondamentaux. Cependant, les deux options B5 et C5
pourraient avoir un impact négatif sur les entreprises en rendant le
recrutement des conseilleurs d'administration plus complexe,
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| Facteurs | Impacts | OptionA Optlon B m Observations sur I'évaluation

Impacts sur les -0.5 surtout si I'on considere que les connaissances et I'expertise en

administrations publiques matiere de durabilité pourraient étre limitées sur le marché.
Impacts sur les entreprises -0.5 -1 -2 En soutenant I'engagement et I'implication des parties prenantes,
Impacts économiques +0.5 -0.5 -1.5 tloute_s les options devraier!t avoir des effets p?sitifs sur la soc_iété,
) #§ Impacts sociaux +0.5 +0.5 2 !enwronner_nent et_ !es droits fondamentaux. Loptlon_ C_6 aurait un
Implication des - impact social positif remarquable, car elle garantirait une plus
parties Impacts environnementaux +0.5 +0.5 +1.5 grande implication des parties prenantes chez les entreprises sur les
prenantes de Impacts sur les droits +0.5 +0.5 +1.5 questions de durabilité, tandis que les impacts sur I'économie et les
I'entreprise fondamentaux entreprises devraient étre négatifs, en particulier dans les secteurs
Impacts sur les -0.5 0 0 avec des longues chaines d'approvisionnement et ol un large

administrations publiques éventail de parties prenantes doit étre identifié et impliqué.
Impacts sur les entreprises N/A -1 -1.5 Les options B7 et C7 seraient étroitement liées aux mesures relatives
Impacts économiques N/A -1 +1 aux devoirs des administrateurs et a l'intégration de la durabilité
I . dans la stratégie d'entreprise, car les deux options favoriseraient
#7 mpacts sociaux N/A +1 +2 l'applicati d I . t ceraient d . ¢
. pplication des nouvelles exigences et créeraient des impacts
Application des [MPacts environnementaux N/A +1 +2 sociaux et environnementaux positifs, I'option C7 ayant des effets
devoirs des Impacts sur les droits N/A +1 +2 plus larges en raison de sa nature contraignante. Compte tenu des
administrateurs fondamentaux impacts sur les entreprises, on peut s'attendre une augmentation du
Impacts sur les N/A -0.5 -2 nombre d’actions en justice, avec une hausse des colts
administrations publiques administratifs et de mise en conformité supportés par les

entreprises.
Evaluation par critére

Chaqueoption a été évaluée au regard de |'efficacité, de |'efficience, de la cohérence et de la proportionnalité, résultant dans I'attribution d’une
note (allantde -3 a +3) ou la formulation d’un jugement (Oui/Non). Le tableau ci-dessous synthétise |’évaluation.

| Facteurs | Critéere ______| OptionA B m Observations sur I'évaluation

Efficacité +1 +2. En raison de sa force contraignante et de I'application généralisée
sur tout le territoire de I'UE, I'option C1 serait la plus efficace pour
clarifier et renforcer le role et la responsabilité des administrateurs

Efficience 0 0 +1.5 dans la prise en compte des intéréts des parties prenantes de

#1 I'entreprise (aux cOtés des actionnaires) dans la promotion de
Devoirs des I'intérét de I'entreprise a long terme, et pour identifier et atténuer
administrateurs Cohérence Oui Oui Oui les risques et impacts en matiére de durabilité dans le cadre de leurs
et intérét social fonctions. Le principal obstacle a sa mise en ceuvre concerne
I'articulation claire d’'une formulation des devoirs des administrateurs

Proportionnalité Oui Oui Oui et de l'intérét de la société, qui pourrait étre largement acceptée,

sans créer de confusion pour les conseils d’administration sur la
maniere d’exercer leurs fonctions.
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| Facteurs | Critére | OptionA B m Observations sur I'évaluation

#2
La pression des
investisseurs

#3
Absence de
perspective

stratégique vers
la durabilité

#4
Rémunération
du Conseil
d’Administration

#5

Efficacité

Efficience

Cohérence

Proportionnalité

Efficacité

Efficience

Cohérence

Proportionnalité

Efficacité
Efficience
Cohérence

Proportionnalité

Efficacité

+0.5

Oui

Oui

+0.5

+0.5

Oui

Oui

+1

Oui

Oui

+1

Oui

Oui

+1

Oui

Oui

+1

Oui

Oui

+1.5

+

Oui

Non

+2.5

+1

QOui

Oui

+2.5

+0.5

Oui

Oui

+2.5

L'option C2 s'appliquerait a tous les émetteurs européens et
répondrait a une source clé des pressions a court terme sur les
conseils d'administration de tous les Etats membres. En raison de
son caractére obligatoire et de son application généralisée, I'option
C2 serait plus efficace que les options A2 et B2 a cet égard.
Cependant, en raison des limites qu'elle imposerait aux entreprises
et des conséquences négatives probables en termes de transparence
et d'attractivité pour les investisseurs, Il'option C2 serait
disproportionnée par rapport au probleme de la réduction des
pressions exercées par les investisseurs sur les conseils
d'administration et de la promotion du long-termisme dans
entreprises.

L'option C3 garantirait que des exigences identiques s’appliquent aux
conseils d'administration de toutes les grandes entreprises, avec la
possibilité pour les Etats membres d'étendre leur application aux
PME. Grace a sa force contraignante et a son application généralisée,
I'option C3 serait la plus efficace pour favoriser un changement du
status quo et rendre les entreprises de I'UE plus durables et « a
I’épreuve du temps », conformément a la transition durable promue
par le Green Deal européen. L'augmentation des colts pour les
entreprises a court terme pourrait étre compensée par des
avantages a moyen et long terme (par exemple en termes de
réduction des risques de matérialité, d'augmentation des revenus
financiers, d'effets positifs sur la réputation) et par la création de
valeur pour les actionnaires.

L'option C4 serait la plus efficace pour renforcer le lien entre la
rémunération et la création de valeur durable au sein des entreprises
cotées, en contribuant a mieux aligner les intéréts des
administrateurs avec les intéréts a long terme de I'entreprise et de
ses parties prenantes au sens large. Cette option entrainerait
certains colts de mise en conformité et d'ajustement pour les
entreprises, mais sur le long terme, elle créerait des effets positifs
sur leur compétitivité, en encourageant les investissements axés sur
la durabilité et une plus grande attention aux risques et opportunités
ESG.

En introduisant une obligation pour les entreprises cotées de
considérer I'expertise et les compétences liées au développement
durable comme criteres de sélection dans le processus de
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| Facteurs | Critére OptlonA Optlon B m Observations sur I'évaluation

Composition du
Conseil
d’Administration

#6
Implication des
parties
prenantes de
I'entreprise

#7
Application des
devoirs des
administrateurs

Efficience

Cohérence

Proportionnalité

Efficacité

Efficience

Cohérence

Proportionnalité

Efficacité

Efficience

Cohérence

Proportionnalité

Oui

Oui

+0.5

Oui

Oui

N/A

N/A

N/A

N/A

Oui

Oui

+1

Oui

Oui

+1

Oui

Oui

Oui

Oui

+2.5

QOui

Oui

+2

+0.5

Oui

Oui

recrutement du conseil d'administration, l'option C5 serait plus
efficace que les options plus souples pour favoriser une gouvernance
d'entreprise durable. Cette approche serait similaire a celle déja
adoptée dans le secteur financier, ou les organes de direction doivent
répondre a des «conditions adaptées et appropriées». Cependant, il
semble important de laisser aux entreprises la liberté de définir
I'expertise de durabilité la plus pertinente pour elles, afin d'éviter les
approches de « a la carte ». Un obstacle a la mise en ceuvre pourrait
étre la disponibilité limitée de profils appropriés.

En exigeant que les conseils d'administration établissent des
mécanismes permettant d’engager et d’impliquer les parties
prenantes des entreprises au niveau du conseil, l'option C6
contribuerait efficacement a une plus grande prise en compte des
préoccupations des parties prenantes en matiére de durabilité dans
la stratégie d'entreprise. Elle permettrait aux parties prenantes
internes et externes d’exprimer leurs points de vue aux conseils
d’administration sur les aspects liés au développement durable, et
de contribuer a définir et a superviser l'intégration effective de la
durabilité dans les stratégies commerciales des entreprises. Malgré
I'option C6 serait relativement plus coliteuse par rapport aux options
A6 et B6, elle ne devrait pas créer de charges disproportionnées pour
les entreprises et les administrations publiques.

Prise conjointement avec l'option C1, l'option C7 serait la plus
efficace et la plus proportionnée a l'objectif d’amélioration de la
durabilité des entreprises. Ensemble, ces mesures favoriseraient une
approche plus cohérente au niveau de I'UE dans le domaine des
devoirs, des solutions et des garanties des administrateurs, en
renforgant leur responsabilité envers les parties prenantes lorsqu'ils
agissent dans l'intérét a long terme de I'entreprise. L'option C7 ne
créerait pas d'obligations directes pour les entreprises, mais elle
pourrait modifier le cadre juridique dans lequel leurs administrateurs
opérent, ce qui entrainerait des co(its indirects. A long terme, des
mécanismes de mise en ceuvre plus solides inciteraient les
administrateurs a tenir davantage compte des risques et des impacts
en matiére de durabilité dans leurs décisions, ce quiaurait des effets
positifs sur la compétitivité des entreprises de I'UE.

XXii



Study on directors’ duties and sustainable corporate governance

1 INTRODUCTION

This is the final report of the request for service JUST/2018/MARK/FW/CIVI/0177 2019/03 on
the Study on directors’ duties and sustainable corporate governance.

This report is structured as follows:

e Chapter 1, Introduction, describesthe objectives and scope of the study;

¢ Chapter 2, Research methodology, describes the data collection plan implemented to
feed the study together with the main difficulties encountered, and illustrates the
methodology followed for the assessment of the impacts of the identified options;

¢ Chapter 3, State of play and potential problems, illustrates “short-termism” in
corporate governance in EU listed companies (including economic evidence), and its main
underlying factors;

e Chapter 4, Problem definition and options, presents the problem and the related
drivers, their impact on different categories of stakeholders, the reasons why EU action
might be necessary, the general and specific objectives of the future EU intervention, and
an inventory of potential options for EU action;

e Chapter 5, Assessment of options, presents the impacts of the identified options, and
their assessment according to some key criteria;

e Annexes, including: Analysis of the possible effects of corporate “short-termism” on the
attainment of the SDGs (Annex I.1); General screening of the situation in EU27 (Annex
1.2); Analysis of gaps in the estimation of sustainability risks by listed companies (Annex
1.3); Analysis of gapsin the estimation of sustainability impacts by listed companies (Annex
1.4); Relevant sustainable corporate governance initiatives in third countries (Annex 1.5);
Analysis of best practices (Annex 1.6); Detailed evidence on factors contributing to
corporate short-termism (Annex 1.7); Detailed description of options (Annex I1.8);
Bibliographic references (Annex 1.9); Analysis of the regulatory frameworks in 12 Member
States (Annex II).

1.1 Objectives

The overall objective of the study is to assess the root causes of short termism in corporate
governance, being them related to current market practices and/or regulatory frameworks and
identify possible European Union (EU) level solutions, including with a view to contributing
to the attainment of the United Nations (UN) Sustainable Development Goals (SDGs) and the
goals of the Paris Agreement on climate change.

Findings from this study should support the European Commission in identifying the need for a
possible reform in corporate law and board duties to foster sustainable corporate governance.

1.2 Scope

Content
The study covered:

e Corporate governance regulatory frameworks and market practices that might
explain the orientation of companies towards sustainability! or short-termism.

! prof. Beate Sjafjell of the University of Oslo defines corporate sustainability as “[W]hen business in aggregate creates
value in a manner that is (a) environmentally sustainable in that it ensures the long-term stability and resilience of the
ecosystems that support human life, (b) socially sustainable in that it facilitates the respect and promotion of human
rights and of good governance, and (c) economically sustainable in that it satisfies the economic needs necessary for
stable and resilient societies (see Sjafjell, B. (2017), ‘When the Solution Becomes the Problem: the Triple Failure of
Corporate Governance Codes’, in J.J. du Plessis and C.K. Low (eds.), Corporate Governance Codes for the 21st Century,
Springer, Geneva, p. 28). In line with this understanding, in the context of this report sustainability is intended as the
capacity of companies to pursuit and manage their economic, social and environmental risks, opportunities and impacts,
and to build resilience over time. It is understood that this is compatible with creating long-term value for the
shareholders as well as other company stakeholders, the environment and the society at large.
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These encompassed existing laws, guidelines and codes of conduct in the area of corporate
governance and more specifically on directors’ duties, sustainability strategy and targets,
stakeholder involvement, enforcement, board remuneration, share buybacks and board
composition. As for company market practices the study looked at non-regulatory initiatives
at the company/business sector level related to the adoption of sustainable or non-
sustainable corporate governance approaches.

¢ The evolution over the last 30 years of key indicators on the economic
performance of listed companies, which were used as proxies for their short or long-
term focus.

e 10 business sectors for the analysis of practices of identification of some of the most
relevant sustainability risks and impacts:?

1. Garment (Manufacture of textiles, Manufacturing of wearing apparel, Manufacture
of leather and related products);

2. Telecommunications (Telecommunications);
Construction (Construction of buildings; Civil engineering);

4. Power and utilities (Electricity, gas, steam and air conditioning supply, Water
collection, treatments and supply, Waste collection, treatments and disposal
activities, material recovery);

5. Oil and gas (Extraction of crude petroleum and natural gas, Manufacture of coke
and refined petroleum products);

6. Pharmaceutical (Manufacture of basic pharmaceutical products and pharmaceutical
preparations);

7. Food (Manufacture of food products; Manufacture of beverages);
8. Car manufacture (Manufacture of motor vehicles, trailers and semi-trailers);

9. Transport (Land transport and transport via pipelines; Water transport; Air
transport);

10.Chemical industry (Manufacture of chemicals and chemical products).
o Different sizes of companies, including large and Small and Medium-Sized Enterprises.3

o Different types of companies, with a focus on EU listed companies but investigating
differences between listed and non-listed companies where relevant.

w

Stakeholders involved

EU officials; experts and academics, publicauthorities (company registrars; financial regulatory
authorities); companies; business organisations (EU and national employer associations);
investors (national associations of fund and asset management, of insurance companies, of
pension funds, institutional investors, private equity and venture capital firms); trade unions
(national and EU/international); non-Governmental Organisations (NGOs) in the development,
environmental and social field; legal practitioners (bar associations; law firms; notaries).

Territory
The territorial coverage of the study depends on the type of analysis:

e AllEU 27 Member States plus the UK,* for a general screening of the situation;

2 Sectors in scope of the study have been identified starting from those suggested in the Technical Annex (p. 13) and
endorsed by the Commission. The list does not encompass some sectors with large sustainability impacts (e.g.
agricultural activities, aquaculture, fisheries and similar processes), which however partially belong to the supply chain
of some sectors in scope (e.g. agriculture for food).

3 Based on the definition of SME available at https://ec.europa.eu/growth/smes/business-friendly-environment/sme-
definition en, large companies refer to staff headcount=250, turnover>€50 million or balance sheet total>€43 million,
SMEs to staff headcount<250, turnover<€50 million or balance sheet total<€43 million.

4 Both the general screening of the situation and the analysis of the economic evidence on EU listed companies have
been performed while the UK was still part of the EU.
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¢ 15 Member States (AT, BE, DE, ES, FI, FR, HR, HU, IT, NL, PL, PT, SI, SE, SK) plus the UK
as regards the analysis of the economic evidence of the extent to which listed EU companies
and their management prioritise the short-term interest of the shareholders;

e 12 Member States (BE, DE, ES, FI, FR, HU, IT, NL, PL, PT, SI, SE) for the in-depth analysis
of the regulatory framework and market practices;

e Five selected third countries to identify good practices, and namely: Canada, New Zealand,
Australia, US and the UK.>

5 The UK is considered as a third country for this project.



Study on directors’ duties and sustainable corporate governance

2 RESEARCH METHODOLOGY

2.1 Data collection plan

Desk research

Desk research focused on:

Financial and business databases (e.g. S&P Capital IQ and Bureau van Dijk’s Amadeus)
to extract data over the period 1992-2018 to feed indicators for 4,719 listed companies
from the 15 Member States in scope plus the UK;

Relevant legislation and policy documents at EU and international level, in
particularto define and understand the policy framework surrounding sustainable corporate
governance and relevant policy developments;

National company law and corporate governance frameworks in the 12 selected
Member States, to define and understand national regulatory frameworks (including
company law, securities law, corporate governance codes and other relevant regulatory
sources);

Scientific literature (e.g. books, edited volumes, articles published in scientific journals,
academic papers, etc.), to investigate the long-term economic, social and environmental
consequences of corporate short-termism, the possible factors (either regulatory aspects
or market practices) behind this phenomenon, and possible options;

Reports, studies and other documents (e.g. publications by international organisations,
business organisations, NGOs, think tanks, individual companies, etc.), for the same
purposes above, and to collect sector-specific and company-specific information on
sustainability risks and impacts and initiatives to address them;

Websites and grey literature, for the same purposed above.

The full list of sources consulted is reported in Annex 1.9 and Annex II.

Field research

A total of 128 stakeholders® were consulted as follows:

10 (EU officials and experts and academics) through scoping interviews;

627 (all stakeholder categories) through a web-survey covering the 12 Member States and
the 10 economic sectors in scope;

16 through interviews performed within 10 case studies (5 sector-based®and 5 company-
based®) and involving 5 representatives from companies (for the company-based case
studies), and 6 NGOs and 5 EU sectoral business associations (for the sector-based case
studies focused on transport, food, garment, oil and gas, and chemical industry);

48 (EU and national stakeholders from the 12 Member States in scope) through interviews
for the assessment of the impacts of the options. Specifically, interviews were
performed with representatives from companies (16), corporate governance code
committees (11), investors (11), trade unions (3), NGOs (6) and other (1 EU-level
association).

6 Stakeholders consulted with more than one instrument have been counted just once.

7 85 responses were collected. However, only 62 were in scope in terms of countries and sectors selected.

8 Sectors covered: food, garment, oil and gas, chemical, transport.

° Companies covered: a company subject to the obligations of Directive 2014/95/EU and with strong record of non-
financial reporting publications, including several years of voluntary reporting on sustainability issues and TCFD -aligned
report; a company subject to the obligations of Directive 2014/95/EU but showing gaps in dealing with sustainability
risks, impacts and opportunities properly; a company not subject to the obligations of Directive 2014/95/EU but showing
substantial gaps in dealing with sustainability risks, impacts and opportunities properly; a SME to highlight specific
aspects, which can differentiate small and medium companies from the large ones; a benefit company aimed at
investigating the approaches followed by Benefit companies when dealing with sustainability aspects related to their
strategy.
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The Team also participatedin two conferences: the 2019 Italy Corporate Governance Conference
(9-10 December 2019, Milan) and the 24th European Corporate Governance Conference (12
December 2019, Helsinki).

Difficulties encountered during data collection
The study encountered some difficulties in both desk and field research.

The limited availability of empirical studies on the (long-term) effects of corporate
short-termism impacted the investigation of this phenomenon in Europe from an empirical
standpoint. Given the complexity of the phenomenon and the co-existence of several
factors associated with persisting corporate short-termism and unsustainability, it was
difficult to provide an assessment of the long term (environmental, social and economic)
impacts of corporate short-termismin the EU independently from other issues. Moreover,
most of the available studies either have a wider geographical scope or do not focus on
Europe.

The heterogeneous nature and the wide scope of the rules addressing corporate
governance and sustainability. The literature review highlighted that a wide range of
legislative and self-regulatory measures (also beyond the area of company law and
corporate governance) come into play to shape the complex relation between corporate
governance and sustainability. This should be taken into account when considering the
findings of the legal review which focused instead on national corporate governance
frameworks. Even focusing on these latter, the heterogeneity in national regulatory
frameworks (featuring a combination of statutory law, case law and self-regulatory
measures and characterised by different legal traditions), combined with the absence of a
common EU legal framework (namely as concerns directors’ duties, company’s interest,
and sustainability strategies), complicated the identification and cross-cutting analysis of
relevant provisions;

The limited engagement of stakeholders. Difficulties were mainly due to: (i) the
existence of large and heterogeneous stakeholder constituencies that made it difficult to
identify the right contact persons within national associations and subsequently negatively
affected the dissemination of the survey to relevant national stakeholders; (ii) the vast and
complex nature of topics covered and related questionnaires, and (iii) the scarce interest
of stakeholdersin being consulted and a more general “consultation fatigue” resulting from
previous consultations® on closely related topics addressed to the same categories of
stakeholders over the past few months. While being overall satisfactory, the number of
stakeholders who replied to the web-survey or participated in the interviews fell short of
initial expectations and limited the granularity in the analysis of the market practices and
of the estimation of sustainability risks and impacts and related gaps, which remains high-
level and mainly desk-based. Difficulties in stakeholder engagement affected also the
overall project timeline and brought to a slight extension of the initial deadlines in order to
increasethe responserate by extending the survey duration (from three to five weeks) and
performing several rounds of follow ups through different channels (e.g. phone, email,
support of EU and national associations, publication of the survey links on the specific
organisations’ websites).

The limited evidence on SMEs rules and practices. The low response rate to the web-
survey by SMEs, combined with the very limited availability of relevant desk-based
resources and the failure to engage EU business associations representing SMEs in ad-hoc
consultation activities (i.e. dedicated interviews), limited to a large extent the investigation
of the interplay between corporate governance arrangements and sustainability in SMEs.
While the little interest shown by SMEs in this study suggests that corporate governance is
a topic of interest mainly for large (listed) companies with complex ownership structures,
this remains an aspect for further and dedicated investigation.

10 By the ESMA on short-term pressures from financial markets, the British Institute of International and Comparative
Law (BIICL) on human rights due diligence, and more recently, by the Commission on the review of the Non-Financial
Reporting Directive.
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¢ Stakeholders were not able to assess options against all criteria. In general,
assessing the options proved a challenging exercise for interviewees. Stakeholders found it
challenging to predict the economic, environmental and social impacts of the options and
found it difficult to translate qualitative comments on the options and solutions into
quantitative scoring. Moreover, stakeholders often provided insights on specific measures
within the option, and did not address systematically and with the same level of detail all
options.

¢ Stakeholders found it difficult to quantify and qualify costs. Despite the efforts and
repeated attempts by the Team to obtain more precise and quantifiable information about
costs by the stakeholders consulted, stakeholders proved generally unable or
uncomfortable in providing detailed information and precise quantification of the costs
(especially in monetary terms) associated either to the current status quo or to possible
options. Therefore, information about costs and their quantification fell short of
expectations and has somewhat narrowed the depth of the analysis of the efficiency and
economic consequences of the options.

Data and information collected through desk and field research are, broadly speaking,
satisfactory in terms of both quality and representativeness of different Member States. As for
the analysis of the potential problems, the lack of data from the survey has been - at least partly
- compensated by the large availability of information and data from the literature review and
by the findings resulting from the legal review. As for the assessment of the impacts of the
options, the main limitation is the partial amount of information and data gathered to quantify
and qualify the costs associated with both the baseline situation and the consequences of the
options. In this view, the Team started from the limited information collected and elaborated its
own judgement based on the understanding of the functioning of the options and the related
context. The assessment was then discussed and validated internally with all the Team members
and externally with the Quality Assurance reviewers.

2.2 Methodology for the assessment of the impacts

Options have been analysed according to the following steps: i) Identification of relevant
potential impacts; /i) Interviews with national stakeholdersin the 12 selected Member States;
iii) Assessment by impacts; iv) Assessment by key selected criteria.

Identification of relevant potential impacts
Table 1 describes the relevant impacts identified.

Table 1 - Overview of the impacts considered

m Rationale for the assessment

Impacts on Degree to which the option brings:

companies e Benefits in the form of cost savings and improved long-term economic and
financial performance, risk mitigation, competitive advantage, improved
reputation and legitimacy, synergistic value creation;

e (Costs of compliance with possible new measures (e.g. charges,
administrative costs, substantial compliance costs).

Economic impacts Degree to which the option has consequences with respect to:

e Competitiveness of business (e.g. costs of inputs, capital and labour;
capacity and incentives to innovate and produce higher quality products;
market share in international context and international competitiveness);

e Trade (e.g. import, export, investment flows);

e Competition (e.g. change in consumer choice, change in prices due to
impacts on competition, barriers for new suppliers and service providers,
facilitation of anti-competitive behaviour or emergence of monopolies,
market segmentation);

e Consumption, jobs and growth.

Where relevant and possible, the assessment included also a focus on SMEs

(e.g. costs and burdens on the operation and competitiveness of SMEs, new

market opportunities)
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m Rationale for the assessment

Social impacts Degree to which the option has consequences with respect to:

e Employees (working conditions, social security and protection, health and
safety, training and development);

e Communities (e.g. income and wealth distribution, poverty; social
inclusion);

e Consumers (e.g. prices, quality, availability, sustainability of consumer
goods/services; consumer information, knowledge, trust, protection).
Environmental Degree to which the option has consequences with respect to:
impacts e Climate;
e Natural capital (water, air, land biodiversity);
e Circular economy and resource efficiency.

Impacts on Degree to which the option ensures the following rights:
fundamental e Property rights (e.g. assets) and the right to conduct business;
rights e Dignity (e.g. integrity of the person and forced labour in third countries);

e Rights of the child;
e Equaltreatment and opportunities (e.g. promotion of genderbalance in the

board).
Impacts on public Degree to which the option has budgetary consequences for public authorities at
administration different levels of government (EU own resources, national, regional, local),

introduces additional governmental administrative burden (e.g. new
responsibilities, new monitoring or enforcement activities), and causes the
creation or restructuring of specific bodies/authorities.!!

The assessment of all the impacts listed above is framed within the broader analysis of the
expected degree of change in the national regulatory frameworks.!?> Drawing on the
findings of the legal review performed for this study, this analysis describes to what extent each
option introduces changes in the national regulatory frameworks and in the areas of remedies
and/or penalties, and thus allows to better understand and calibrate the assessment of the other
impacts described.

Interviews with national stakeholders in the 12 selected Member States

48 interviews were undertaken to gather information on the impacts of the identified options.
They mainly addressed national stakeholders in the 12 selected Member States, and some key
EU level stakeholders. 22 stakeholders also provided written synthetic rates on the different
options in an excel sheet that was shared prior to the interview.!3

Assessment by impacts
Each option was assessed both qualitatively and (where possible) quantitatively vis-a-vis the
main impacts identified and according to the following steps:

e Qualitative estimates of the likelihood (e.g. high, medium, low) that each selected impact
would occur (or conversely the risk that the impact will not occur);
e Qualitative estimates of their absolute magnitude;

e Qualitative estimates of their evolution over time (e.g. increase, decrease, stable);

1 In line with the definition of “impacts on public administration” provided by the Better Regulation Toolbox (Tool #19),
budgetary consequences linked to potential reform processes that Member States may launch to implement the different
options are not considered. Costs related to these aspects are indeed highly dependent on national legal frameworks
and linked to implementation decisions that will be made by Member States (modification of the existing legislation or
update of existing self-regulatory measures) that cannot be anticipated.

2 Assessed from small to medium and large by considering the scale of the change (linked to the number of Member
States that would need to modify their national regulatory framework to implement the specific option) and the
probability of the change (linked to the binding or non-binding nature of the option).

3 The files were received from 2 companies, 7 investors, 2 trade unions, 8 corporate governance committees, 2 NGOs
and 1 EU-level association. Among those who provided the files, not all the options and/or types of impacts were
assessed.



Study on directors’ duties and sustainable corporate governance

e Qualitative estimates of their relative size for specific stakeholders, differentiating per group
of playersinvolved (e.g. companies, SMEs, public authorities, etc.).

Impacts of each option have been assessed against the baseline scenario (*No policy change”
option), to estimate the neutral (e.g. 0), incremental positive (e.g. +1) and negative (e.g. -1)
effects. For each type of impact scores ranged from -3 to +3 as shown in Table 2.

Table 2 - Overview of the scoring system for the assessment of the impacts

Score interval 0 (+/-)0.1-1 (+/-)1.1-2.0 (+/-)2.1-3.0

m No impacts Small impact Moderate impact Large impact

The quantity and quality of the information collected from stakeholders during the interviews
affected the feasibility of the initially proposed methodology, that was therefore adjusted. The
revised methodology envisaged a deeper qualitative assessment of the potential impacts and
their relative strength by analysing feedback provided by stakeholders, and considered the
frequency in the use of key terms by stakeholders as a proxy to signal the perceptions of
stakeholders with respect to the most likely impacts.

Assessment by selected criteria
Options were scored and judged against the criteria described in Table 3.

Table 3 - Criteria for the assessment of the options and related scale

Ccrteris | Ratonate s

Effectiveness Extent to which the option contributes to achieving the specific
objectives (SO) of the EU intervention

Efficiency The relation between direct and indirect!* costs (especially costs on 3/-}._3
companies and public administrations) and benefits (especially (as illustrated
those resulting from the analysis of economic, social, environmental above)
impacts and impacts on fundamental rights) and their distribution
across the stakeholder categories.

Coherence Coherence with other EU policies in the field of corporate Dichotomous
governance and sustainability more generally. scale:

Yes/No

Proportionality The relation between the options considered and the nature, scale
and intensity of the problems and related drivers that the options
are meant to address.

Ratings and judgements were used to compare the options between each other and against the
baseline. The main source of information for the assessment was the consultation with the
stakeholders and the analysis of relevant studies that address the implementation of initiatives
that are similar to the measures under investigation and that support the existence of some
causal linkages between variables in scope. Reference to the evidence base is done (where
appropriate) in the description of the rationale behind each score/judgement. When no sources
are explicitly mentioned, the rationale illustrates the Team’s assessment and the logical
assumptions made.

4 Indirect costs and benefits are those costs and benefits borne by stakeholders that are not directly targeted by the
implementation of the specific option. According to the Better Regulation Toolbox #58, indirect regulatory benefits could
include, forinstance: spill-over effects related to third-party compliance with legal rules (so-called “indirect compliance
benefits”); wider macroeconomic benefits, including GDP improvements, productivity enhancements, greater
employment rates, improved job quality etc.; and other non-monetisable benefits, such as protection of fundamental
rights, social cohesion, reduced gender discrimination, international and national stability, etc. Indirect regulatory costs
are experienced by consumers, government agencies or other stakeholders that are not directly targeted by the
initiative/regulation. This category also includes the so-called “indirect compliance costs” (i.e. cost related to the fact
that other stakeholders have to comply with legislation) and negative impacts on market functioning such as reduced
competition or market access, or reduced innovation or investment.
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3 STATE OF PLAY AND POTENTIAL PROBLEMS

Section 3.1 provides evidence of the problem of corporate short-termismin the EU. Section 3.2
investigates the main factors behind the problem.

3.1 Short-termism in EU corporate governance

3.1.1 Economic evidence of short-termism in EU listed companies

This section provides a detailed picture of short-termism trends in the 15 Member States and
the UK and 10 sectorsin scope (see section 1.2) and their evolution over the last three decades.

3.1.1.1 Indicators to assess short-termism

Corporate short-termism is widely debated, and a variety of indicators to measure it have been
developed over the years. Short-termism can be assessed by looking at the evolution of
the amount of net corporate funds being used for pay-outs to shareholders (in the form
of dividends or shares buybacks)!> compared with the evolution of the amount used for
the creation of value over the life cycle of the firm, namely through investment in
infrastructure, workers training, Research and Development (R&D), and investments in
sustainability.® The hypothesis underlining this approach is that companies decide to use their
net income either to fund their shareholders, or to invest in future earnings. Therefore, the
increasing payments to shareholders will decrease the available resources to invest, in R&D,
human capital or other kinds of capital expenditures (CAPEX), thus jeopardising future
productivity growth.

The indicators listed above mirror key positions of academics and experts in the field.
Specifically, literature makes a wide use of pay-outs, both dividend payment and share
buybacks, as an indicator of short-termism.!” The hypothesis that pay-outs “crowd out” real
investments was primarily proposed by US scholars Lazonick and O’Sullivan.!® They maintain
that the increasing orientation towards shareholder value, fostered by both institutional and
organisational changes occurred in the 1980s (such as the increasing role of institutional
investors and the introduction of share-based remuneration for executives) resulted in a shift in
corporate strategy from “retain-and-reinvest” to “downsize-and-distribute”. If firms used to
retain and reinvest most of their profits in the production, from then on, they have become
increasingly encouraged to downsize the labour force and distribute earnings to shareholders by
means of dividends and share buybacks. Moreover, by committing large amounts of their cash
flow to dividends and share buybacks, companies have less resources available for investment
in R&D,° which may reduce the long-term profitability of the company and harms the innovative

15 A share buyback, or repurchase, is a decision by a company to buy back its own shares (either directly from the open
market, or by offering shareholders the option to sell their shares to the company at a fixed price). A share repurchase
reduces the number of outstanding shares, making each share worth a greater percentage of the corporation.
Consequently, a share repurchase increases both the price of the shares and the EPS. Together with divided payment,
it is used as a way to remunerate shareholders.

6 See Almcida, H., Fos, V., Kronlund, M. (2015), ‘The Real Effects of Share Repurchases’, Journal of Financial Economics;
Galston, W.A., Kamarck, E.C. (2015), ‘More builders and fewer traders: a growth strategy for the American economy’,
Brookings Institution; Gutiérrez, G., Philippon, T. (2016), ‘Investment-Less Growth: An empirical investigation’, NBER
Working Paper 22897; Kahle, K., Stulz, R.M. (2016), ‘Is the U.S. Public Corporation in Trouble’, NBER Working Paper
22857; Lazonick, W. and O’Sullivan, M. (2000), ‘Maximizing shareholder value: a new ideology for corporate
governance’, Economy and Society, Vol. 29, Issue 1, pp. 13-35; Lazonick, W. (2014), ‘Profits without prosperity’,
Harvard Business Review, Vol. 92, Issue 9, pp. 46-55; Lipton, M. (2015), ‘Some Thoughts for Boards of Directors’,
Harvard Law School Forum on Corporate Governance; Saking, M.E. (2017), ‘Share Repurchases in Europe - A Value
Extraction Analysis’, ISI Growth Working Paper 16/2017; Palladino, L. (2018), ‘Stock Buybacks: Driving a High-Profit,
Low-Wage Economy’, Roosevelt Institute.

17 5j&fjell, B., Johnston, A., Anker-Sgrensen, L., Millon, D. (2015), ‘Shareholder primacy: the main barrier to sustainable
companies,’ in Sjafjell, B., Richardson, B. (eds.), Company Law and Sustainability, Cambridge.

8 Lazonick, W. and O’Sullivan, M. (2000), cit. See also Lazonick, W. (2014), cit., pp. 46-55.

% Lazonick, W. (2007), ‘The US Stock Market and the Governance of Innovative Enterprise’, Industrial and Corporate
Change, Vol 16, Issue 6, pp. 983-1035.
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capacity of the economy as a whole and the capacity of companies to adequately face the
sustainability transition.2°

Pay-outs have also been widely cited to explain underinvestment in innovation, skilled
workforces or essential CAPEX necessary to sustain long-term growth.?! Other authors have
focused in particular on the use of share buybacks to manage earnings to meet short-term
performance targets, such as Earnings Per Share (EPS) forecasts,?? or to increase the value of
shares when the vesting of share-options for executives is close.?3

Contrary to this perspective, few authors underline how pay-outs are a way to channel resources
towards industries that use them best, and are not replacing investments. However, there is no
evidence that shareholder pay-outs are being reinvested into more productive sectors of the
economy, and the measurement of long-term investments may differ from study to study.?*For
instance, according to a Goldman Sachs report,?> growth investment (measured as CAPEX, R&D,
and cash Merger and Acquisitions (M&A)) by S&P 500 companies accounted for a larger share
of spending than shareholder return (buybacks and dividends) every year since at least 1990.
However, the use of M&A as an indicator of long-termism is questionable, as the literature
suggests that certain acquisitions boost short-term performance at the expense of long-run
value?® and are a sign of hyperactivity and too much attention to financial market issues by
boards.?’

With regard to investment indicators, cutbacks in companies’ CAPEX might harm the long-
term productivity of a company. As observed in the literature, significant decline in investment
and employment expenditures in plants causes a drop in firm-level productivity, in particular
considering that these cuts are not focused, as an efficiency motivation would require, on
unproductive plants, especially where labour is strongly organised .?® Furthermore, reduced R&D
investments dampens innovation and, in the long-run, reduces competitive advantage.?® This,
in turn, could led to a lower economic growth for the economy as a whole.30

3.1.1.2 Scope and dataset

Following the considerations made above, economic evidence of short-termism in this section
focuses on the evolution of the following indicators:

e Net income (or profit), indicator of a company’s profit, i.e. the amount by which total
revenues exceed total expenses;

e Corporatepay-outsto shareholders (or shareholder payouts), indicator of how much
money the corporations pay out to their shareholders, encompassing both “dividends”
(distribution of reward from a portion of the company’s earnings), and “buy backs”

20 For instance, the Commission estimates that at least €170 billion of additional investments is needed each year for
priorities such as renewable energy generation and efficient buildings in Europe (Source: EU High Level Expert Group
on Sustainable Finance (2018), ‘Financing a sustainable European economy’, p. 9).

21 BlackRock (2015), ‘Larry Fink’s 2015 Letter to CEOs’.

22 See Almcida, H., Fos, V., Kronlund, M. (2015), cit.; Almeida, H., Ersahin, N., Fos, V., Irani, R.M., Kronlund, M. (2019),
‘Do Short-Term Incentives Affect Long-Term Productivity?’, CEPR Discussion Paper 13894.

23 Edmans, A., Fang, V.W., Huang, A.H. (2019), ‘The Long-Term Consequences of Short-Term Incentives’, ECGI Finance
Working Paper No. 527/2017.

24 Mason, J.W. (2015), ‘Understanding Short-Termism - Questions and Consequences’, Roosevelt Institute.

25 Goldman Sachs (2019), ‘Buyback Realities’, Top of Mind, Issue 77.

26 pgrawal, A., Jaffe, J.F., Mandelker, G.N. (1992), ‘The Post-Merger Performance of Acquiring Firms: A Re-examination
of an Anomaly’; Edmans, A., Fang, V.W., Huang, A.H. (2019), cit., p. 3.

27 Kay, J. (2012), The Kay Review of the UK Equity Markets and Long-term Decision Making (Final Report), Department
for Business, Innovation and Skills, London, p. 16. Available at
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/253454/bis-12-
917-kay-review-of -equity-markets-final-report.pdf.

28 Almeida, H., Ersahin, N., Fos, V., Irani, R.M., Kronlund, M. (2019), cit.

2% Veldman, J., Gregor, F., Morrow, P. (2016), ‘Corporate Governance for a Changing World’, Final Report of a Global
Roundtable Series, Frank Bold and Cass Business School.

30 Terry, S.J. (2017), ‘The Macro Impact of Short-Termism’, SIEPR Discussion Paper No. 15-022.
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(corporations’ repurchases of their own shares including the repurchases of both the
common and preferred stocks);

e Investments, proxied by CAPEX and R&D investment. The CAPEX represents the cash
outflows used by firms to purchase, upgrade, and maintain physical assets such as plants,
properties and equipment.3! R&D investment includes the development of new products,
the upgrading of existing ones or even the innovation related to technology formulation
and the development of a service line.32

As the scope of analysis includes 16 countries (15 Member States and the UK) and a time span
of three decades, the evolution of the absolute values of these indicators can be misleading,
given the effects of inflation and the firms’ growth. Therefore, to isolate the analysis from these
effects, these indicators are firstly divided by total revenues. This ratio allows to understand how
the profits, the pay-outs and the investment efforts have been evolving against the overall
amount of funds generated through sales.

Throughout the analysis, the indicators of pay-outs and investment are also presented divided
by net incometo better illustratethe amount of net corporate funds being allocated for pay-outs
to shareholders or long-term investment.

The analysis at aggregate level presents all the indicators while the analysis focusing on
countries or industries adopts a more parsimonious approach and includes only the more
meaningful indicators for the sake of clarity.

Lastly, it is important to notice that there is not any defined threshold above which one
can state that the focus on short term is excessive. Instead, the short-termism hypothesis
is evaluated in relative terms, assessing the evolution over the time span (an upward trend of
corporate pay-outs to net income or to total revenues is perceived as a rise in short-termism
practices) and comparing between different companies, sectors or countries.

This analysisis based on the available financial information from 199233to 2018 of 4,719 listed
companies in the 16 countries in scope (15 Member States plus the UK). This sample
only includes companies currently listed on the stock exchanges of the selected EU Member
States.

To validate the main findings and ensure that the results are not affected by the composition of
the sample, some trends were crosschecked with the ones arising from two distinct samples:
one including only the 800 companies listed throughout the period and another one with S&P
Europe 350 constituents.3* The robustness of findings presented below is confirmed by the
convergence between the results from the different samples.

The financial information is obtained from two databases: S&P Capital IQ and Amadeus. Thefirst
database, S&P Capital IQ, is produced by Standard & Poor’s and provides financial information
(Income Statement, the Balance Sheet and the Cash Flow) of international public and private
companies as well as investment firms. Amadeus is a database published by Bureau van Dijk
and Moody's Analytics of comparable financial and business information on Europe's largest
public and private companies. Amadeus was used to validate some of the findings about the
evolution of financial information aggregates and to identify the Statistical Classification of
Economic Activities in the European Community (NACE) code of each company.

31 More specifically, capital expenditures consist of the funds that companies use to purchase major physical goods or
services that the company will use for more than one year. They can include plant and equipment purchases (e.g.
machines, health and safety equipment, environmental equipment), building expansion, hardware and software,
vehicles, R&D investment, intangible assets (e.g. patents, trademarks, and copyrights).

32 Investments in R&D is one of the components of CAPEX. As this type of investment is reported autonomously in
company accounts it is possible to isolate its behaviour.
33 The scarcity of data before 1992 does not allow to go further back in time while assuring robustness of data.

34 The results arising from this validation are not included in the analysis presented below. Moreover, these samples do
not cover the 30 years considered in this section, neither all indicators provided by Capital IQ database.
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3.1.1.3 Key findings

There is an increase in shareholders pay-outs in EU listed companies as shown by the upward
trend of total pay-outs as percentage of revenues between 1992 and 2018, which went
from less than 1% of revenues in 1992 to almost 4% in 2018. Total pay-outs as a share of
revenues increased until 2007 at a Compound Annual Growth Rate (CAGR) of 14.9%. The 2007-
2008 global financial crisis represented an inflexion point to this growth but the ratio of total
shareholder payouts to corporate revenues were rising again after 2010, even if at a more
moderate pace. Although dividends continue being the largest form of pay-outs, the evolution
of the payments in the form of buybacks has been sharper.

The evolution of the ratio between total pay-outs to net income, indicating the amount of
earnings that companies distribute, supports these findings. Its evolution reveals a steep rise
during the nineties, followed by twenty years of significant fluctuation around a stable structural
trend.

Concerning business investments, notwithstanding the higher levels of CAPEX and R&D
investmentin absolute terms, the ratio of these two variables to revenues has been declining
since the beginning of the 215t century, with more amplified oscillations in the case of R&D
investment.

The evolution of these indicators suggests the presence of short-termism behaviours
in EU listed companies. It is possible to identify a steep upward trend in short-termism n the
nineties, namely in relation to the pay-outs indicator. Over the last two decades the indicators
that proxy short-termism seem to have stabilised around high levels of payments to
shareholders and low investment intensity. However, despite the scenario of stable high trends,
the indicators of short-termism presented sharp fluctuations around the dot-com bubble and the
financial crisis.

The analysis highlights that among the Member States considered, Slovakia, Belgium,
Portugal and the Netherlands appear to be more short-term oriented, by registering
between 2016 and 2018 higher levels of pay-outs to net income compared to their peers.
Moreover, the first two countries were the ones who showed the highest growth since 1996. On
the opposite, Poland and Hungary are the countries with the lowest ratio of total pay-outs.

As for sectors, the Food industry appears to be the most short-term oriented sector, by
allocating the largest share of earnings to pay-outs, followed by the Oil and Gas sector and
the Garment sector. The Garment presented the highest growth of this indicator during the
last decades. In terms of businessinvestment expressed as CAPEX relative to total revenue, the
Telecommunications and Power and Utilities Sectors are today the ones which seem to be more
oriented towards long term objectives, while Construction, Garmentand Food industriesallocate
the lowest share of resources to CAPEX, thus being more short term oriented. However, we need
to be careful when analysing this indicator by industry as the differences may be due to
technological differences or sector specific capital intensity issues. In the period 1996-2016 “car
manufacture” and “construction” were the sectors that registered a more effective decrease in
CAPEX as percentage of total revenues (-7,9 and -5.6 p.p., respectively) while “transport
services” grew by approximately 5p.p..

The following sections present a detailed analysis of each indicatoras well as results per country
and per industry. Where possible, a focus on trends of similar indicators in the US has been
included to adequately scale the relevance of short-termism in the EU.

3.1.1.4 Evolution of pay-outs

Shareholders pay-outs increased between 1992 and 2018. This is clear when observing
the upward trend of total pay-outs as percentage of revenues between 1992 and 2018. This
indicator, which includes dividends as well as repurchase of common and preferred stocks,
increased at a CAGR of 7.4% throughout the period, climbing from less than 1% of revenues in
1992 to more than 4% in 2018.

However, the growth of the shareholders' pay-outs between 1992 and 2018 was not
linear. One can identify five distinct phases (Figure 1):
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e A first phase between 1992 and 2001, corresponding to a significant upward trend that
anticipated the dotcom bubble. In this period, the indicator rose from less than 1% to 3%
of total revenues;

e A second phase, from 2001 to 2003, in which the pay-outs suffered the impact of the crisis
going from 3.1% to 2.5% of the revenues;

e A third phase, between 2003 to 2007, where the ratio registered a steep climb to 5%;

e A fourth phase, from 2007 to 2010, when the impact of the global financial crisis was felt
in the decline of the ratio from 5% to less than 3%;

e A fifth phase, since 2010, when the indicator rose again to 4%, though it was not able to
recover the previous peak;

e The financial crisis of 2007-2009 marks an inflexion. Total pay-outs as a percentage of
revenue increased 4.5 percentage points between 1992 and 2007 and declined
approximately 1.8 percentage points between 2007 and 2010. Afterwards, there is a
moderate increase in the ratio, but unable to meet the levels of 2007.

Within total pay-outs, the evolution of dividends is smoother than share buybacks’. The
latter, which in the figure below corresponds to the difference between total pay-outs and total
dividends, shows sharper increases in periods of crisis, 2001 and 2007. This evidence suggests
that the drivers of share buybacks are different from the ones explaining the evolution of
dividends. Its evolution highlights the intensified share repurchase activity after regulatory
changes in late 1990's and early 2000’s,? and it also appears to be related not only to the
regulatory changes that facilitated repurchases, but also to the development of stock price
cycles.

This finding supports the explanations commonly referred to as reasons why a firm decides to
repurchase its shares:

e The price support hypothesis, accordingto which firms execute share repurchase programs
to boost or sustain share price;3°

e Thefree cash flow hypothesis, which states that, due to deterioration of growth prospects,
repurchases serve to distribute cash flow in excess, preventing potential over-investment;3”

e The signalling hypothesis, which states that firms, by repurchasing shares, send signals
about future profits to investors when markets are incomplete.3®

35 Until the late 1990s share repurchases were either prohibited or very difficult to implement due to legal restrictions
in most of the European countries. The main exception was the United Kingdom, where the major legislation change
that facilitates repurchases occurred in 1981. In Italy, Germany and France these changes occurred in 1998.

36 Harrison, L., Swanson, E.P. (2016), ‘Is price support a motive for increasing share repurchases?’, Journal of Corporate
Finance, Vol. 38, pp. 77-91.

37 Grullon, G., Roni M. (2004), ‘The information content of share repurchase programs’, The Journal of Finance, Vol. 59,
No. 2, pp. 651-680.

38 Massa, M., Zahid R., Vermaelen, T. (2007), ‘Mimicking repurchases’, Journal of Financial Economics, Vol. 84 No. 3,
pp. 624-666.
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Figure 1 - Evolution of total pay-outs vs net income (as percentage of revenues) | Listed
companies
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Source: S&P Capital IQ, Amadeus and EY

Total pay-outs as percentage of revenues have varied, on average, in line with net
income between 1992 and 2018. However, two main differences are visible. Firstly, they
have shown less volatility in periods of crisis (see 2000-2002 and 2007-2009), situations when
total pay-outs often match or even exceed net income. These lower levels of volatility of total
pay-outs when compared to net income can be explained by the time frame of each indicator.
While net income is referring to the performance of the firm in a specific year, the decision of
rewarding shareholders can take into consideration several years, comprehending the past
results and the future growth prospects. Secondly, another difference corresponds to the period
between 2010 and 2015, when the slight upward trend of pay-outs is accompanied by a
reduction of net income. As can be seen in the following paragraphs, this situation can be
explained by a higher percentage of companies registering negative net income.

As a matterof fact, itis importantto note that the analysis of the relationship between pay-outs
and net income can be substantially biased by the presence of companies with negative net
income. For example, in periods of crisis, the rise of the ratio total pay-outs/net income,
everything else equal, can be explained by a larger share of companies with negative netincome,
as these observations will only reduce the total amount of net income (and will not lower the
amount of pay-outs).

Considering just observations in which net income was positive, net income as a percentage of
revenues is relatively less volatile, as expected, particularly in periods of crisis (see 2000-2002
and 2007-2009 in Figure 2).

More importantly, the relation between cash generated and cash distributed (visually depicted
as the spacing between the black and the yellow lines in Figure 2 below) remains stable
throughout the analysed period, as the ratio of pay-outs to net income never surpasses 64%,
exceptin 2008 (70%) (see Figure 3).
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Figure 2 - Evolution of total pay-outs vs net income | Listed companies with positive net
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The evolution of the levels of short-termism is reflected by the analysis of the
evolution of the ratio between total pay-outs and net income, which can be interpreted
as the percentage of earnings paid to shareholders in dividends and buybacks. Considering
companies with a net income greater than zero, it is possible to identify two distinct trends
(Figure 3):
e Asharp and long upward trend until the dot-com bubble, inthe early 2000’s. The total pay-
outs to net income ratio increased from around 17% in 1992 to 59% in 2001.

e Afterwards, there are two full cycles, with the periods of growth, 2002-08 and 2010-16,
followed by contractions of the identical dimension, in 2008-2010 and 2017, respectively.

Figure 3 - Evolution of the ratio total pay-outs to net income | Listed companies with positive
net income*?
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3% The figure comprises only observations with positive net income. The sample includes 4154 companies.
40 The figure comprises only observations with positive net income. The sample includes 4154 companies.
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Box 1 - Focus on trends in pay-outs in the US

Differently from Europe, in the US there has been a more linear increase of pay-outs distribution by
companies in the last decades. According to a study by William Lazonick with data for 236 companies
listed in the S&P 500 Index from 1981 to 2016,* the ratio of total pay-out to net incomes rose from
76.5% in the period 1986-1995 (already high compared to Europe, where in 1992 the ratio was 22%)
to 81.9% in 1996-2005, and finally to 88.6% in 2006-2015.

When considering the two components of pay-outs, dividends and buybacks, there has been a gradual
decrease of importance of the former and a rise of the latter. Within the same periods indicated above,
dividends were 50.7%, 39.0%, and 39.1%, respectively, while buybacks increased from 25.8% to 42.9%
and finally to 49,5%.

These results hold for different specifications. When considering companies listed in the stock
market throughout the period under analysis, the results are virtually the same. Moreover, when
adding listed companies with a negative net income to the sample, the trend is very similar,
except for the period comprisingthe dot-com crisis where an important set of firms reported net
income under zero boosted the aggregate level of pay-outs to net income.

These findings can be validated by the analysis of distribution of listed companies by ratio of
pay-outs to net income throughout the period. It highlights that companies registering negative
net income have seen their importancerise between 1992 and 2010, with sharp upturns around
the crisis. Simultaneously, the share of companies that allocate more than 75% of their
net incometo pay-outs have also increased. Thesetwo groups together accounted for 24%
of listed companies in 1992 and 36% by the end of 2010 (Figure 4). On the other hand, the
segment of firms that distribute less than 25% of their net income decreased its percentage
among listed companies.

After 2010, one can observe a stabilisation regarding the share of listed companies across all
the groups, except a slight increase in the share of companies with negative profits.

Figure 4 - Distribution of listed companies by ratio Pay-outs/Net Income
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The increase in the importance of listed companies with a pay-out ratio of over 75%
is even more evident when considering the total revenues of firms in each segment
(and not the number of firms) and taking into account the differences in terms of size among
companies. In fact, the share of these companies rose from 4% of the revenuesin 1992 to 37%
in 2018. Thatis, the importance of firms that have a total pay-out above 75% of the Net Income
have definitively increased, either weighted by the number of firms or by the revenues of those
firms. It is also important to note that the composition do not exhibit the same degree of stability
after 2010. Moreover, when accounting for total revenues, the rise of companies that fund more
their shareholders continues after 2010 (Figure 5).

41 Lazonick, W. (2016), 'The Value-Extracting CEO: How Executive Stock-Based Pay Undermines Investment in
Productive Capabilities', Institute for New Economic Thinking Working Paper Series No. 54.
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Figure 5 - Share of revenue of listed companies by ratio Pay-outs/Net Income
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To conclude, it is possible identify an increase in the levels of short-termism during the
nineties and a stabilisation, with some yearly fluctuations, afterwards. This result is not
only supported by the evolution of the pay-outs to net income ratio, but also by the distribution
of the number of firms and the aggregated revenue according to different intervals of this ratio.

3.1.1.5 Evolution of investments
Business investment

The ratio of CAPEX to total revenues has declined from values between 8% and 9% in the
second half of the 1990’s to almost 6% in 2018. This slowdown is also corroborated by the
evolution of the absolute value of business investment at current prices, proxied by CAPEX,
whose growth clearly slowed down. While between 1992 and 2007, CAPEX grew at a CAGR of
24.6%, in the period 2008-2018 it grew at a CAGR of approximately 1.3%, well below the rate
previously recorded (Figure 6).

These trends show how the investment intensity has slowed down over the past few years, thus
supporting the short-termism hypothesis.

Figure 6 - Evolution of businessinvestment | Absolute values at current prices and as % of
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These findings can be confirmed by the comparison of the trends of business investment and
pay-outs as a share of netincome. While the ratio of CAPEX to net income has decreased
45 percentage points, the ratio of total pay-outs to net income has increased by 17
percentage points in the period under analysis. Although smoother, a similar trend can be

42 To avoid biased findings due to the limited records in the beginning of the period, the sample comprises only
observations with positive capex and net income (3893 companies).
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found when taking into consideration the ratios of total pay-outs and CAPEX to revenues (Figure
7).

Figure 7 - Evolution of business investment and total pay-outs | As % of net income and
revenues?3
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Box 2 - Focus on trends in the investments in the US

The growth of investments slowed down also in the US. As described by Enrico Maria Turco in a study**
“over the last four decades, the investment rate of U.S. firms has been constantly slowing down” as *
the annual growth rate of gross capital stock for 1000 S&P non-financial companies was around 32% in
the 1980s and declined steadily up to 26% in the 2010s”.

Investmentin R&D

The European publiccompanies have also underperformed in terms of R&D intensity, supporting
the short-termism hypothesis. The ratio of R&D to total revenues has gone from around 4.5%-
5% between 1995 and 2009, to 4% and 4.5% afterwards (Figure 8).

Figure 8 - Evolution of investmentin R&D | Absolute values at current prices and as % of
revenues?®
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The evolution of investmentsin R&D and total pay-outs as a share of net income (Figure 9)
follow a similar pattern to the evolution of business investment (Figure 7). The total pay-outs to
net income and to revenues increased, between 1995 and 2018, 22.5 and 3 percentage points

43 The figure comprises only observations with positive net income and CAPEX. The sample includes 3893 companies.

4 Turco, E.M. (2018), ‘Are stock buybacks crowding out real investment? Empirical evidence from U.S. firms’. Available
at https://www.boeckler.de/pdf/v_2018_10_27_turco.pdf.

%5 The figure comprises only observations with R&D expenditure and net income greater than zero. The sample includes
475 companies.

18



Study on directors’ duties and sustainable corporate governance

respectively, while the investmentin R&D to net income and to revenues decreased 38 and 0.4
percentage points, respectively. The main difference between the evolution of CAPEX and
investmentin R&D, as expected, regards the amplitude of oscillation, which is more important
in the case of investmentin R&D. The results displayed regarding the investmentsin R&D are in
line with the hypothesis of increased short-termism behaviour among listed companies, as one
can simultaneously observe a reduction in the level of investmentand an increase in the pay-
outs to investors per earnings (net income) and per revenue generated.

Figure 9 - Evolution of investments in R&D and total pay-outs | As % of net income and
revenues46
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3.1.1.6 Analysis by country

The analysis of total pay-outs as percentage of net income*’ by country in 2016-18 yields four
Member States, among the ones considered, that stand out with relatively larger
shares of cash “paid out”, namely Slovakia, Belgium, the Netherlands and Portugal, on
the opposite side, Poland and Hungary stand out with relatively smaller shares (Figure 10). The
rest of the Member-States considered in this analysis exhibit more homogeneous behaviours
with the ratios ranging from about 40% to 70%.

Figure 10 - Ratio between total pay-outs and net income | Average 2016-201848
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4 The figures comprise only observations with R&D expenditure and net income greater than zero. The sample includes
475 companies.

47 The analysis of business investment to net income and total pay-outs to revenues by country show similar results
when compared to total pay-outs to net income, consequently only the latter is presented.

48 The figure comprises only observations with positive net income. The sample includes 4154 companies.
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The analysis of the recent evolution shows that pay-outs as percentage of net income have
increased between 1996 and 2016 across all 16 EU Member States analysed. However,
it is worth noticing that while in the first half of the period this indicator grew in all countries, in
2006-2016 pay-outs as percentage of net income decreased in half the countries analysed
(Figure 11).

The increase in pay-outs as percentage of net income is slowing down. Between 1996
and 2006, pay-outs as percentage of net income increased, on average across the analysed
countries, by approximately 19 p.p., whereas between 2006 and 2016 this variable decreased

by 3 p.p.
Portugal, the Netherlands and Belgium are the only cases where the growth of pay-outs as

percentage of netincome accelerated in 2006-2016, thatis, the cases where to growth observed
in this period was higherthanin 1996-2006.

Figure 11 - Evolution of ratio between total pay-outs and net income*®

100.0
80.0
60.0
40.0
20.0

o

£ (20.0)

Variation of total payouts as ratio of netincome

(40.0) -
(60.0)
(80.0) -
N & Q @ & ® Y S @ & > N @ @ R K <
I3 S & > & <& 2 & > * N X & S S Sl N
2 @ T T T & R
3
€ N A
N oD
$®

= 1996-2006 2006-2016 1996-2016

Source: S&P Capital IQ, Amadeus and EY

3.1.1.7 Analysis by industry

The analysis of the same indicator by industry®°, given the classification of the listed companies
by NACE rev.2 code, shows that the “food industries” and “oil and gas” are the ones with
the largest share of total pay-outs as percentage of net income, above 80%, followed by
“garment” and the “pharmaceutical industry”. On the opposite side, “Transport services”,
“construction” and “car manufacturing” exhibit the lowest cash “paid out”, with ratios under40%
(Figure 12).

Figure 12 - Ratio between total pay-outs and net income | Average 2016-201851
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4 The figure represents the variations between the averages around the years indicated. It comprises only observations
with positive net income. The sample includes 4154 companies.

50 The analysis of business investment to net income and total pay-outs to revenues by industry show similar results
when compared to total pay-outs to net income, consequently only the latter is presented.

51 The figure comprises only observations with positive net income. The sample includes 4154 companies.
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Source: S&P Capital IQ, Amadeus and EY

The analysis of the recent evolution shows that pay-outs as percentage of net income have
also increased across all 10 sectors analysed since 1996.

Construction was the only sector recording a decrease in total pay-outs as percentage of net
incomein the turn of the century (period 1996-2006); nevertheless, it resumed growth between
2006-2016 (Figure 13).

The garment sector stands out as the only sector sustaining strong growth over the two periods
of analysis, recording an increase of total pay-outs as percentage of net income of approximately
27 p.p. in 1996-2006 and of 21 p.p. in 2006-2016. This evolution exceeded
“Telecommunications”, "Pharmaceutical” and “food industries”, which registered the strongest
increase in this ratio between 1996-2006.

Figure 13 - Evolution of ratio between total pay-outs and net income52
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With regard to the business investment, turning the attention to CAPEX as percentage of total
revenues by sector, the results yield that, between 2016 and 2018, “power and utilities” and
“telecommunications” were the sectors that allocated the most resources to CAPEX, both
investing over 10% of total revenues (Figure 14).

Figure 14 - Business investment by industry: CAPEX as percentage of total revenues | Average
2016-201853
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Only half of the sectors analysed have observed an increase in CAPEX as percentage of total
revenues over the last 20 years — namely, “food”, “chemical industry”, *garment”, “power and
utilities”, and “transport” (Figure 15). Thefirst four recorded modest growth, whereas the latest,

52 The figure represents the variations between the averages around the years indicated. It comprises only observations
with positive net income. The sample includes 4154 companies.

53 The figure comprises only observations with positive net income. The sample includes 4154 companies.
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“transport services”, grew by approximately 5p.p. since 1996. Note that the sectors in which the
CAPEX ratio decreased between 1996 and 2006 resumed growth from 2006 onwards, although
modest. Conversely, “car manufacture” and “construction”, that recorded an increase in CAPEX
as percentage of total revenues in the first half of the analysed period, registered a decrease in
investment more recently.

Figure 15 - Evolution of business investment by industry54
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3.1.2 Main consequences

This section illustrates the long-term consequences of corporate short-termism. These include
the impact on the environmentin terms of contribution to climate change and biodiversity loss,
and other environmental challenges (section 3.1.2.1), the social effects on inequalities and
human rights (section 3.1.2.2), the adverse economic effects for companies and the economy
at large (section 3.1.2.3), as well as on the attainment of the SDGs (section 3.1.2.4).

Consequences discussed here are mainly based on the review of documents that explore the
broader link between short-termism and sustainability. While acknowledging its importance, it
is also worth highlighting that short-termism in corporate governance is not the only element
that contributesto these consequences and the causal linkage between this phenomenon and
long-term sustainability consequences is not completely straightforward or quantifiable.

3.1.2.1 Environmental

Literature connects short-termism to unsatisfactory response to environmental issues
both at individual®® (i.e. the psychological tendency of individuals to focus on the short-term and
consequently neglect sustainability issues) and organisational level>® (i.e. the factors leading
firms to prioritise short-term profits at the expense of long-term objectives). As highlighted by
Slawinski et al.,”” since climate change mitigation requires significant upfront investments by
the companies, directors and executives who are present-focused and have a low tolerance for
uncertainty, are unlikely to promote significant organisational changes (such as to the strategy
or the main business model) that could lead to absolute emissions reductions. The same study
underlines how companies that rely heavily on management practices that emphasise short-

54 The figure represents the variations between the averages around the years indicated. It includes only observations
with positive net income.

55 Joireman, J., Kamdar, D., Daniels, D., Duell, B (2006), ‘Good citizens to the end? It depends: empathy and concern
with future consequences moderate the impact of a short-term time horizon on organizational citizenship behaviors’,
The Journal of Applied Psychology, Vol. 91 Issue 6, p. 1307.

56 Slawinski, N., Bansal, P. (2012), ‘A Matter of Time: The Temporal Perspectives of Organizational Responses to Climate
Change’, Organization Studies, Vol. 33, Issue 11, pp. 1537-1563.

57 Slawinski, N., Pinkse, J. Busch, T., Banerjeed, S. B. (2017), ‘The Role of Short-Termism and Uncertainty in
Organizational Inaction on Climate Change: Multilevel Framework’, Business and Society, Vol. 56, Issue 2, pp. 253-282.
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term financial returns over climate change mitigation (such as discounted cash flow analysis)>2
will be less likely to make significant investments to contribute to absolute Greenhouse Gases
(GHG)>® emissions reductions, especially in light of the uncertainty associated with such
investments and their long-term payoff periods.

The link between short-termism and poor sustainability outcomes by the companies has been
also highlighted in the field of company law research where the shareholder primacy in
corporate governance has been pointed out as a key driver of short-termism and a
powerful barrier against more environmentally sustainable companies.®® The
Sustainable Companies Project (2010-2014), led by Prof. Beate Sjafjell of the University of Oslo
investigated the barriers to a deeper integration of environmental concerns (in particular climate
change mitigation and adaptation) into the decision-making of the companies. Through an
extensive comparative legal analysis focused on aspects such as the purpose of the company
and the duties of the board, the research found that, despite the space left by company law to
integrate environmental externalities in business decisions, boards generally do not choose
environmentally friendly, low-carbon options. To the contrary, “the functioning of the board is
constrained by the overriding social norm of shareholder primacy, which, supported by
management remuneration incentives and other drivers, dictates that board and senior
managers are the ‘agents’ of the shareholders and should maximise returns to shareholders.”®!

Having established the link between shareholder primacy, short-termism and environmental
unsustainability, the environmental consequences of short-termism can be better
explained by using the conceptual framework of “planetary boundaries”. First
introduced in 2009, the planetary boundaries framework has so far identified nine planetary
boundaries,®3 which define the “safe operating space” for humanity on Earth, i.e. the ecological
limits within which humanity can continue developing and thriving for future generations.
According to Steffen et al,®* four of the currently identified nine planetary boundaries
have been transgressed or are at risk of being transgressed as a result of human
production and consumption: climate change, biodiversity, land system change, and the
biogeochemical cycles of phosphorus and nitrogen. Transgressing planetary boundaries entails
the risk that the Earth will be driven into a state that is not compatible with human well-being.
Notably, two of the four highlighted boundaries, climate change and biodiversity loss, are core
boundaries, which means that transgressing either of them can be enough in itself to bring the
Earth out of its relative stable state. Further, a fifth boundary, novel entities (e.g. microplastics,
nanomaterials and various forms of chemical pollution) has not been quantified yet, so the status
may be even worse.®>

Europe faces persistent problems in areas such as biodiversity loss, resource use, climate
change impacts and environmental risks to health and well-being. The European
Environment Agency (EEA) latest ‘State of the Environment’ report®® states that Europe faces
environmental challenges of unprecedented scale and urgency. The alarming rate of biodiversity

8 Discounted cash flow is a method used to estimate the value of an investment based on its future cash flows.

5% According to the UNEP report, GHGs are “[the] atmospheric gases responsible for causing global warming and climatic
change. The major greenhouse gases are carbon dioxide (CO2), methane (CH4) and nitrous oxide (N20). Less prevalent,
but very powerful, GHGs are hydrofluorocarbons (HFCs), perfluorocarbons (PFCs) and sulphur hexafluoride (SF6)”.

60 Sjafjell, B., Johnston, A., Anker-Sgrensen, L., Millon, D. (2015), cit.

61 Sjafjell, B. (2018), ‘Beyond Climate Risk: Integrating Sustainability into the Duties of the Corporate Board’, Deakin
Law Review, Vol. 23, pp 41-62.

52 The concept of ‘planetary boundaries’ was first introduced by J. Rockstrom et al. (2009), ‘Planetary Boundaries:
Exploring the Safe Operating Space for Humanity’, Ecology and Society, Vol. 14, Issue 2, and since revised and updated
inter alia in Steffen, W. et al. (2015), ‘Planetary Boundaries: Guiding Human Development on a Changing Planet’,
Science, 347(6223) 1259855.

63 The boundaries include ozone depletion, loss of biosphere integrity, chemical pollution, and the release of novel
entities, climate change, ocean acidification, freshwater consumption and global hydrological cycle, land system change,
nitrogen and phosphorus flows to the biosphere and oceans, and atmospheric aerosol loading.

64 Steffen, W. et al. (2015), cit.

5 P, Villarrubia-Gémez, S. E. Cornell, Fabres, J. (2018), ‘Marine plastic pollution as a planetary boundary threat - The
drifting piece in the sustainability puzzle’, Marine Policy, Vol. 96, pp. 213-220.

6 European Environment Agency (2019), ‘The European Environment - State and Outlook 2020’
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loss, increasing impacts of climate change and the overconsumption of natural resources as well
as environmental risks to health and well-being calls for urgent action.

A 2017 report by the EEA®” highlights that climate change is already affecting all regions
in Europe, although differently. The report finds that “[s]outh-eastern and southern Europe
are projected to be hotspot regions, having the highest humbers of severely affected sectors
and domains. Coastal areas and floodplainsin the western parts of Europe are also multi-sectoral
hotspots. The Alps and the Iberian Peninsula are additional hotspots for ecosystems and their
services. Ecosystems and human activities in the Arctic will be strongly affected owing to the
particularly fast increasein air and sea temperatures and the associated melting of land and sea
ice.” According to the Intergovernmental Panel on Climate Change (IPCC), observed climate
changein Europe has had wide ranging effects throughout the region, including the distribution
of animal, fish, and plant species, stagnating wheat yields and forest decline, affecting both
human health (from increased heat waves) and animal health (changes in infectious diseases).
Climate change will increase the likelihood of systemic failures across European countries caused
by extreme climate events affecting multiple sectors, increasing the frequency and intensity of
heat waves, particularly in Southern Europe, with mostly adverse implications for health,
agriculture, forestry, energy production and use, transport, tourism, labour productivity, and
the built environment.t8

Another main planetary boundary under threat in the environmental sphere is
biodiversity and according to the literature the EU biosphere boundary has been transgressed
and therefore is EU has gone beyond the limits of our planet.®® The EEA states that the
conservation status of more than 60% of species and 77% of habitats, protected within the EU
and falling under the umbrella of the EU Habitats Directive, is nowadays in danger potentially
having serious consequences for the European society, economy and human health.”® According
to the EEA, “Europe’s biodiversity and ecosystems face cumulative pressures from land use
change, natural resource extraction, pollution, climate change and invasive alien species. These
have a severe impact on ecosystem services — nature’s benefits to people — as illustrated by
the recent alarming loss of insects, especially pollinators. Moreover, according to the
Intergovernmental Science-Policy Platform on Biodiversity and Ecosystem Services (IPBES),”! in
the EU only 7% of marine species and 9% of marine habitat types covered by the Habitats
Directive show a favourable conservation status, a total of 73% of the EU’s freshwater habitat
types show an unfavourable conservation status, and only 16% of terrestrial habitat
assessments in the period 2007-2012 had favourable conservation status. According to IPBES,
this is the result of the activity of some economic sectors, such as conventional intensive
agriculture, which makes a large use of agrochemicals and reduces natural and semi-natural
habitats, and also of infrastructures for hydropower and water abstraction, impacting freshwater
biodiversity. According to the International Resource Panel, the production of high-quality food
(including luxury products with a large biodiversity and water stress impact, such as coffee or
cocoa) and cotton (for the garment industry) puts pressure on water and land resources and
increase the utilisation of agrochemicals and fertilisers.”? Finally, the last assessment of the UN
Convention on Biological Diversity’? stated that biodiversity loss and the degradation of
ecosystem services in the EU continued since the last assessment.’# Clearly, continuing with the

87 European Environment Agency (2017), Climate change, impacts and vulnerability in Europe 2016: An indicator-based
report, Publications Office of the European Union, Luxembourg.

68 IPCC (2014), ‘Fifth Assessment Report Climate Change 2014: Impacts, Adaptation and Vulnerability’, p. 1270.

69 Hayh&, T., Cornell, S.E., Hoff, H., Lucas, P., van Vuuren, D., (2018), ‘Operationalizing the concept of a safe operating
space at the EU level - first steps and explorations’, Stockholm Resilience Centre Technical Report, prepared in
collaboration with Stockholm Environment Institute (SEI) and PBL Netherlands Environmental Assessment Agency’.

70 European Environment Agency (2019), cit., p. 74.

7t IPBES (2018), ‘The IPBES regional assessment report on biodiversity and ecosystem services for Europe and Central
Asia’.

72 International Resource Panel (2019), ‘Global Resources Outlook 2019: Natural Resources for the Future We Want’, p.
88.

73 The UN Convention on Biological Diversity, to which the EU and its Member States are party, was adopted in 1992
and entered into forcein 1993. It currently counts 196 Parties, with the notable exception of the United States.

74 CHM (2019), ‘6th EU Report to CBD’, p. 51.
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current, mostly unsustainable production (and consumption) models does not contribute to
achieving the Convention’s objectives.”>

At the same time the world’s consumption of raw materials is set to nearly double by
2060 as the global economy expands and living standards rise, placing twice the pressure on
the environment that we are seeing today as projected in the Organisation for Economic Co-
Operation and Development (OECD) report on ‘Global Material Resources Outlook to 2060'.76
According again to the International Resource Panel, the trend of material use will continue
growing to 190 billion tons and over 18 tons per capita by 2060, causing GHG emissions to
increase by 43% from 2015 to 2060, industrial water withdrawal to increase by up to 100%
from 2010 levels, and the area of agricultural land to increase by more than 20%, thus reducing
forests by over 10% and other habitat by around 20%.

According to the United Nations Environment Programme (UNEP),”” the EU is the third largest
GHG and CO2 emitterin the world, accounting for 9% and 10% respectively. Alsofor this reason,
the EU has been at the forefront of international efforts to fight climate change. In fact,
the EU has already reduced its GHG emissionsin 2017 by about 17% from 1990 levels, while
CO2 emissions decreased by about 22% compared to 1990 in 2018. The EU put forward a
legally binding climate pledge under the Paris Agreement to reduce GHG emissions by
at least 40% by 2030 compared to 1990. To accelerate the reduction of GHG emissions and
reach the target, key legislation has been adopted by the end of 2018, including national coal
phase-out plans, increasing renewable energy and energy efficiency, and legally binding annual
emission limits for each Member State in the transportation, buildings, agriculture and waste
management sectors.’® Moreover, the EU has strived during recent decades to position itself as
a leader in environmental policy and promote the concept of sustainable development on the
global scene,”® developing environmental legislation in a wide range of fields, from recycling and
waste management to biosafety and eco-labelling,®® and adhering to a number of international
conventions.8! More recently, the European Commission lunched the European Green Deal (see
also section 4.3.2), a roadmap for making the EU's economy sustainable, followed by the first
European Climate Law, proposed by the European Commission on 4 March 2020 to enshrine the
2050 climate-neutrality target into law, and by the submission of the EU long-term strategy to
the UN Framework Convention on Climate Change.

7> The Convention has three objectives: the conservation of biodiversity, the sustainable use of biological resources, and
the equitable sharing of benefits arising from utilisation of genetic resources

76 OECD (2019), ‘Global Material Resources Outlook to 2060’.

77 UNEP (2018), The Emission Gap Report 2018, Global Carbon Project.

78 The revision of the EU Emissions Trading System (ETS) for 2021-2030 was adopted in March 2018, encompassing:
(1) reducing the cap at an annual rate of 2.2% from 2021 onwards; (2) doubling the Market Stability Reserve feeding
rate between 2019 and 2023 to reduce surplus of allowances; and (3) invalidating allowances in the Market Stability
Reserve exceeding the number of allowances auctioned in the previous year from 2023 onwards. The provisionally
agreed Effort Sharing Regulation applying to GHG emissions from sectors not covered by EU ETS (transport, buildings,
agriculture and waste management) was adopted in May 2018. The overall targeted reduction in GHG emissions from
these sectors is 30% by 2030, relative to 2005, which is to be achieved by legally binding annual emission limits for
each Member State for the 2021-2030 period. The EU has also adopted a regulation to integrate GHG emissions and
removals from LULUCF into the 2030 climate and energy framework as well as amendments to the Energy Efficiency
Directive and the Energy Performance of Buildings Directive. The Governance of the Energy Union Regulation, which
sets out the trajectory and interim targets for achieving the recently agreed 2030 goals of 32% renewable energy and
32.5% energy savings and requirements for regular progress reports, was also adopted in 2018.

7% Afionis, S., Dupont, C., Sokolowski, M.M., Kalantzakos, S., Martinuzzi, A., Sedlacko, M. (2017), ‘EU Environmental
Policy’, Routledge.

80 Examples of such legislation are the Environmental Liability Directive, the Seveso Directive, the Directive on the
protection of the environment though criminal law, the Regulation concerning the export and import of hazardous
chemicals, the Regulation concerning Persistent Organic Pollutants (POP), the Regulation on shipments of waste the
Industrial Emission Directive, the Water Framework Directive, the Waste Directive, the National Emission Ceiling
Directive, and the Habitats Directive.

81 Such as the Basel Convention on the Control of Transboundary Movements of Hazardous Wastes and Their Disposal,
the Convention on Biological Diversity, the Stockholm Convention on Persistent Organic Pollutants, and the Rotterdam
Convention on the Prior Informed Consent Procedure for Certain Hazardous Chemicals and Pesticides in International
Trade.
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Exposure to chemical pollution negatively affect human health and the environment
and the projected increase in chemical production and continued emissions of persistent and
hazardous chemicals suggests that the total chemical burden on health and the environment is
unlikely to decrease according to the EEA.82 European chemical policies have contributed to
improved air and surface water quality and reduced related harm to the environment and
people’s health but significant knowledge gaps remain regarding the impacts of chemicals on
health and the environment.

It is unclear whether the EU is on track to hit its Paris Agreement target. According to
a 2019 report analysing countries’ commitments to reduce emissions,® these combined
measures and policies by the EU are expected to result in GHG emission reductions of 58% by
2030, exceeding the emission reduction commitmentin the EU pledge (40%). However, this has
been challenged by The European environment — State and Outlook 20208 report published by
the EEA in December 2019. According to the report, recent projections by Member States
indicate that the EU is not on track towards its 2030 climate and energy targets. The report
notes that recent trends have not been encouraging, with primary energy consumption rising
since 2014 and growth of renewables slowing down since 2015. Thus, the report argues EU is
on track to reduce emissions by only 30% by 2030 over 1990 levels, as against its Paris
Agreementtarget of 40%. The EEA outlook concludes that Europe will not achieve its 2030 goals
without urgent action during the next 10 years to address the alarming rate of biodiversity loss,
increasing impacts of climate change and the overconsumption of natural resources.

3.1.2.2 Social

There is a substantial body of literature (though mainly focusing on the US context) linking
shareholder primacy in corporate governance, the “financialisation”® of the global economy, and
increasing social inequalities.®® From a social perspective, short-termism exacerbates
inequalities. In a context where share ownership is concentrated in the richest households
(such as in the US), achieving higher share prices and larger dividend pay-out - the main
objective of corporate executives focused on the short-term - is beneficial to a just small fraction
of a country’s population (the share owners) and contributes to deepen the existing socio-
economic cleavages (Box 3).

Box 3 - Share ownership concentration among richest households in the US

As reported in a 2015 report from the Roosevelt Institute, most Americans own little or no
stock and therefore do not benefit from higher share prices or larger pay-outs. The bottom
50% of households (with incomes of $50,000 or below) own just 9% of shares. Stock
ownership is significantly concentrated, with the richest 4% of households (with incomes of
$250,000 or more) owning a majority of all shares. Ratherthan having a democratising effect,
the concentration ofincome from capital is one of the primary drivers of inequality”.%”

82 European Environment Agency (2019), cit.
83 FEU-US (2019), The Truth Behind the Climate Pledges. Available at https://feu-us.org/behind-the-climate-pledges/.

84 EEA (2019), The European Environment — State and Outlook 2020. Available at https://www.eea.europa.eu/soer-
2020/intro.

85 Following the definition given by Epstein, “financialization means the increasing role of financial motives, financial
markets, financial actors and financial institutions in the operation of the domestic and international economies”. In
Epstein, G. A. (ed.), (2005), Financialization and the world economy, Edward Elgar Publishing, ch. 1.

86 For instance, see the following literature (mainly from the US): Jacoby, S. M. (2008), ‘Finance and labour: Perspectives
on risk, inequality and democracy’, Comparative Labour Law and Policy Journal, Vol. 30, pp. 17-61; Jacoby, S. M. (2011),
‘Labour and finance in the United States’, in , Williams, C. A., Zumbansen, P. (eds.), The embedded firm: Corporate
governance, labour, and finance capitalism, pp. 277-317, Cambridge University Press, Cambridge; Lazonick, W. (2013),
‘The Financialization of the U.S. Corporation: What Has Been Lost, and How It Can Be Regained’, Seattle University Law
Review, Vol. 36, pp. 857-909. Orhangazi, 0. (2008), ‘Financialisation and capital accumulation in the non-financial
corporate sector: 1973-2003', Cambridge Journal of Economics, Vol. 32 Issue 6, pp. 863-886; Piketty, T., Saez, E.
(2014), ‘Inequality in the long run’, Science, New York, Vol. 344, Issue 6186, pp. 838-843; Reich, R. B. (2016), Saving
capitalism: For the many, not the few, Icon Books, London.

87 Mason, J. W. (2015), ‘Short-termism. Question and consequences’, Roosvelt Institute, pp. 6-28.
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The same is true for the shareholding of global corporations, as shown by a study on 299 global
corporations, where the largest 30 shareholders (out of more than 2,100 share controllers)
owned around 51.4% of the assets.® The concentrated distribution of share ownership means
that the shareholder primacy is in reality the primacy of a wealthy minority on a global scale. As
pointed out by Ireland, “[i]f one broadens and globalises the picture - in order to take account
of the fact that a significant proportion of theinterest and dividends accruing to financial property
is derived from the labour of people elsewhere in the world, among the great majority of whom
financial property ownership is virtually non-existent - this elite begins to look smaller still”.8°

Growing inequalities also result from executive compensation schemes heavily
weighted towards stock-related components. Share-based remuneration has increasingly
oriented executive compensation to the stock market, thereby unhitching management pay from
the norms and dynamics applicable to the rest of the workforce.®® According to European Policy
Institute data on US largest public firms,® the Chief Executive Officer (CEO)-to-worker
compensationratio grew from 20-to-1in 1965to 270-to-1in 2018, peaking at 368-to-1in 2000.
The CEO compensation has grown 940% since 1978, the typical worker compensation has
increased only 12% over the same time span. In Europe, a recent study finds that the highest
CEO-to-average employee pay ratio are registered in France (113-to-1) and the UK (105-to-1),
which are also the countries where companies offer CEO pays with the highest stock-based pay
ratios on average.®? The myopic search for short-term profits created pressure to depress non-
executive wages, transforming employees into independent contractors to avoid paying benefits
or having responsibility for pensions, and outsourcing work to contracting firms that compete to
pay lower and lower wages.®3 This shows how the short-term value creation for shareholders
was prioritised at the expense of better employee compensation.

Going beyond income inequality, another significant issue affecting the relation between
companies and the general publicis the human rights policies of companies across global
supply and value chains. A large number of contributionsin the literature has highlighted the
presence of serious violations of labour and other human rights by multinational corporations in
developing countries,®® highlighting the linkage between weak workers protection, profit
maximisation and executives’ remuneration. One recent study jointly carried out by a number
of NGOs described the entire process of production for apparel firms, showing little human rights
protection and strong price pressures from the company on the suppliers in third countries,®>
such as the fast growing textileindustry in Ethiopia, where some workers are allegedly paid less
than 0.15% per hour.®® Anotherexample involves the production of mobile phones and electronic
devices,®” with several cases of misconduct and labour exploitationin countries such as China,
Vietnam, India and more. More in general, global statistics of the International Labour
Organization (ILO) highlight several issues in term of achieving decent working conditions:

8 Murray, G., Scott, J. (2009), Financial Elites and Transnational Business - Who Rules the World?, Edward Elgar
Publishing, Cheltenham, UK.

8 Ireland, P. (2005), ‘Shareholder primacy and the distribution of wealth’, The Modern Law Review, Vol. 68, Issue 1,
pp. 49-81.

90 ETUC and ETUI (2012), Benchmarking Working Europe 2012. Available at
https://www.etui.org/Publications2/Books/Benchmarking-Working-Europe-2012.

91 Report available at https://www.epi.org/publication/ceo-compensation-2018/.

92 Kotnik, P., Saking, M.E., Guduras, D. (2018), ‘Executive compensation in Europe: Realized gains from stock-based
pay’, INET Working Papers, Working Paper no. 78.

% Davis, G. F. (2009), Managed by the Markets: How Finance Re-Shaped America, Oxford University Press, New York;
Weil, D. (2017), Fissured Workplace: Why Work Became So Bad for so Many and What Can Be Done to Improve It,
Harvard University Press.

9 Giuliani E., Macchi C. (2014), ‘Multinational corporations’ economic and human rights impacts on developing countries:
A review and research agenda’, Cambridge Journal of Economics, Vol. 38 No. 2, pp. 479-517.

% PublicEye report available at stories.publiceye.ch/respect-by-zara/.

96 Worker Rights Consortium report on Ethiopia available at https://www.business-
humanrights.org/sites/default/files/documents/Ethiopia_isa_North_Star_FINAL_O.pdf.

%7 Hankyoreh report available at http://english.hani.co.kr/arti/english_edition/e_international/898949.html; China
Labour Watch report available at
www.chinalaborwatch.org/upfile/2019_09_06/Zhengzhou% 20Foxconn% 20English% 2009. 06.pdf .
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around the globe there are around 25 million victims of forced labour,’® 152 million victims of
child labour,®® 2.78 million deaths for work-related diseases per year and 374 million non-fatal
work-related injuries per year.'®® In order to tackle this specific matter international
organisations (such as the ILO) developed several conventions to protect workers, but their
enforcement is still debatable, especially with reference to the labour markets of developing
countries. 10!

Moreover, the pursuit of increasing short-term profits diverts investments from long-term value
creation through employee training.!%2 Forinstance, dataon 1017 UK companies show that some
proxies of short-termism are significantly correlated with the volume of training undertaken.3
Training of employees is not only an indicator of a long-term focus, but also a driver of
sustainability on its own. Skills development can be indeed considered as a key component of a
response to environmental challenges, as it can promote innovation, investment and
competitiveness, which in turn feed back into social development, thus creating a virtuous
cycle.t®* Short-termism is associated also with an increasing pressure to degrade working
conditions for employees® by increasingly introducing precarious contract conditions, and to
announce layoffs as a signal to the market, rather than as a real economic necessity.®

3.1.2.3 Economic

Short-termism has serious adverse economic effects on companies, their shareholders
and their stakeholders, and undermines the macroeconomy. As discussed in section 3.2,
the strength of the social norm of shareholder primacy in corporate governance theory and
practice, combined with growing pressures from institutional and activist investors increasingly
focused on the short-term market value of the shares, places intense pressure on corporate
boards to prioritise the market valuation of the company and focus on short-term financial
performance, driving down all other costs, at the expense of better employee compensation and
stronger investments that are important for long-term productivity.'%” As already described in
section 3.1.1, there are cutbacks in companies’ CAPEX in recent decades, as well as in R&D. A
survey conducted in 2004 by the US National Bureau of Economic Research 18 reported that 78%
of 401 financial executives surveyed stated that they would sacrifice economic value to reach
short-term financial forecasts. More recently, when asked how much of their companies’
quarterly earnings or revenue targets could be put at risk to pursue an investmentwith a positive
net present value that would boost profits by 10% over the following three years, a majority of
more than 1,000 C-level executives and directors surveyed by McKinsey & Company and Canada
Pension Plan Investment Board!%° responded that their companies would not be willing to accept
significantly lower quarterly earnings for this kind of investment, and nearly half said short-term
pressures reduce their companies’ willingness to pursue investments with less certain returns.

% ILO and Walk Free Foundation (2017), ‘Global estimates of modern slavery: forced labour and forced marriage’, p. 5.
% ILO (2017), ‘Global estimated of child labour: Results and trends, 2012-2016’, p. 5.

100 Workplace Safety and Health Institute (2017), ‘Global Estimates of Occupational Accidents and Work -related Ilinesses
2017, p. 11.

101 salminen, J., Rajavuori, M. (2019), ‘Transnational sustainability laws and the regulation of global value chains:
Comparison and a framework for analysis’, Maastricht Journal of European and Comparative Law.

102 Stein, J.C. (2003), ‘Agency, Information and Corporate Investment’, in Constantinides G.M., Harris M., Stulz R.M.
(eds), ‘Handbook of the Economics of Finance’, pp. 111-165.

103 Felstead, A. (2018), ‘Tracing the connections: short-termism, training and recession’, The International Journal of
Human Resources Management, Vol. 29 No. 4, pp. 664-682.

104 TLO (2018), ‘World Employment and Social Outlook 2018: Greening with jobs’, ILO flagship report, p. 130.

105 | azonick, W. (2013), cit., pp. 857-909; Reich, R. B. (2016), cit.

106 Reich, R. B. (2016), cit.

107 For a US-based study, see Mason, J. W. (2015), ‘Disgorge the Cash: The Disconnect Between Corporate Borrowing
and Investment’, The Roosevelt Institute.

108 Graham, J.R., Harvey, C.R., Rajgopal, S. (2004), ‘The Economic Implications of Corporate Financial Reporting’, NBER
Working Paper 10550.

109 FCLT (2014), ‘Short-termism: Insights from Business Leaders. Finding from a global survey of business leaders
commissioned by McKinsey & Company and CPP Investment Board’.
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As a result, companies risk to become less productive and innovative in the long term,
with adverse consequences on the sustainability of the company as well as for the
local and global economy as a whole.''° These adverse consequences on the economy could
be further exacerbated by the effects of climate change, environmental degradation and rising
inequalities, as described below. Moreover, due to short-term shareholder value maximisation,
companies are borrowing money to finance pay-outs for shareholders instead of investing it,
which might also explain why monetary policy showed little effectiveness in boosting
employment and economic output in the last economic crisis.!!!

Shareholder primacy led some boards of directors to believe that they have an obligation to
reduce their corporations’ tax liabilities to an extent that led to tax avoidance, as exemplified
by the Luxleaks and Panama Papers scandals.!!? These practices externalise risk by reducing
the corporate tax quote and thereby indirectly increasing the tax bill paid by citizens and local
corporations. Tax avoidance reduces the tax income of governments, and in turn their capacity
to invest in infrastructure, education, and R&D, to the benefit of the society and economy as a
whole.

Moreover, some studies underline the convergence between environmental, social and
economic impacts, which poses a significant challenge for providing progress at development
without posing our existence at risk.!'3> At micro-economic level, it is recognised that
transgressing planetary boundaries will create specific risks for businesses, including
supply chain disruption, increased scarcity of raw materials, cost increases, and potentially new
and stricter regulatory compliance.** A 2018 report!!> on the economic costs of climate change
in Europe prepared in the context of the CO-designing the Assessment of Climate CHange costs
(COACCH) project states that climate change impacts such as floods, high temperatures and
water availability will affect business and industry, although risks will vary with sub-sector and
location, impacting sites and operations in different ways. Risks will extend along supply chains,
as the impacts in non-EU countries will affect the production and transport of raw materials and
intermediate goods. Climate change is also expected to affect also the demand side, causing
changes in the demand for goods, services and trade. The combination of these impacts may
affect business costs, profitability, competitiveness, employment and sector economic
performance. At macro-economiclevel, according to the conclusions of the Joint Research Centre
PESETA project,!t® if no further action is taken and global temperature increases by 3.5°C,
welfare losses of EU households could amount to at least €190 billion, a net welfare loss of 1.8%
of its current Gross Domestic Product (GDP), with high impacts especially in the southem
regions. As concerns biodiversity, the continuing loss of biological diversity is estimated to cost
the global economy up to €14 trillion by 2050, which is equivalent to 7% of the projected global
GDP in 2050.%%

Finally, short-termism hinders the capacity of companies to face the consequences of
environmental degradation and climate change and the related adverse economic impact. In
fact, short-termism not only causes companies to neglect their own adverse sustainability
impacts (as described in the sections above), but it also prevents them from becoming resilient
vis-a-vis changed environmental circumstances. Furthermore, short-termism can prevent

110 On the macroeconomic consequences of short-termism, see Terry, S.J. (2017), cit.

111 Mason, J. W. (2015), cit.

112 yeldman, J., Gregor, F., Morrow, P. (2016), cit.

113 Sjafjell, B. (2018), cit., pp. 41-62.

114 University of Cambridge Institute for Sustainability Leadership (CISL) (2019), ‘Linking planetary boundaries to

business: The first White Paper in Kering’s series on Planetary Boundaries for Business’, Cambridge Institute for
Sustainability Leadership, Cambridge, UK.

115 COACCH (2018), ‘The Economic Cost of Climate Change in Europe: Synthesis Report on State of Knowledge and Key
Research Gaps’, policy brief by the COACCH project.

116 Joint Research Center PESETA project (Projection of Economic impacts of climate change in Sectors of the European
Union based on bottom-up Analysis, part I and II) provides a multi-sectoral assessment of the physical and economic
impacts of climate change in Europe for the 2071-2100 time horizon.

117 Braat. L. et al. (2008), ‘The Cost of Policy Inaction (COPI): The case of not meeting the 2010 biodiversity target’,
Alterra Wageningen University and Research.

29



Study on directors’ duties and sustainable corporate governance

companies from identifying and exploiting opportunities offered by the need for a transition to a
sustainableeconomy. Efforts to mitigate and adapt to the effects of climate change may produce
benefits through resource efficiency, cost savings, the development of new low-emission
products and services, and access to new markets. Studies demonstrate that companies
integrating sustainability considerations perform better.'® Thus, short-term oriented companies
will not only contribute to unsustainability, but will not adapt either their business models and
strategies and will not carry out the investments necessary to make them resilient, sustainable
and viable on the long-term. According to the last World Economic Forum Report on Global
Risks!!® today’s most urgent business risks, e.g. failure of climate-change mitigation and
adaptation, extreme weather events, natural disasters and cyber-attacks, are directly linked to
sustainability issues. As stated by the WBCSD and the Committee of Sponsoring Organizations
of the Treadway Commission (COSO),?° such evolution in the risk landscape means that
sustainability risks “that were once considered “"black swans” are now far common - and can
manifest more quickly and significantly”. These risks, and the related impacts, need to be
systematically identified and strategically managed on both company and operational product
development level in order for a company to be long-term sustainable and competitive.
Numerous examples have shown how sustainability issues can affect companies to an
existential level, since a lack or incorrect identification of such risks (or the lack of
integration with the evaluation of business risks) may undermine a companies’ ability to
create value for shareholders in the long term.

As a recent example of this, the COVID-19 pandemic and the economic crisis that ensued
showed that companies focusing on the short term, for instance with lower investmentsin
CSR, have been less resilient to the unexpected shock, with worse stock market
performances,!?! and subsequent need for State aid to navigate through the crisis. In the
opposite direction, a recent study by WBCSD signalled how companies in Europe which
demonstrate taking ESG factors into account, beat the STOXX Europe 600 benchmark by a
margin of 4.3%, for year to date ending on 30 April 2020.%22 This finding is consistent with the
view that sustainability favours the creation of trust in company stakeholders, making workers,
suppliers, and customers more prone to support companies in times of pressure. Thus, the
pandemic has exposed the vulnerabilities of short-termism and shareholder primacy, showing
that financial performanceis dependent on and deeply intertwined with human and social capital,
ecosystems, and natural resources, and that sustainability is necessary to make business models
less vulnerable to systemic risks, and more resilient to market shocks in the future.!?3

3.1.2.4 Consequences on the achievement of the SDGs

The business world also has a critical role to play in the achievement of the UN SDGs. As
described in the previous sections, corporate short-termismisamong the factors that hinderthe
achievement of environmental, social and economic sustainability. Without companies
abandoning the business-as-usual and proactively embracing and promoting the sustainability
transition, it will be hard to achieve such ambitious sustainability goals in the near future. The
2019 Europe Sustainable Development Report by the Sustainable Development Solutions
Network and the Institute for European Environmental Policy finds that, although EU countries
lead globally on the SDGs, no Member State has achieved or is on track to achieve the
SDGs by 2030. The EU and its Member States obtain their best results on SDG 1 (No Poverty),

118 Friede, G., Busch, T., Bassen, A. (2015), ‘ESG and Financial Performance: Aggregated Evidence from More than 2000
Empirical Studies’, Journal of Sustainable Finance & Investment, Vol. 5, Issue 4, p. 210-233, available at
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2699610.

119 World Economic Forum (2019), ‘The Global Risks Report’, 14th Edition, World Economic Forum, Geneva.

120 WBCSD/COSO (2018), ‘Applying Enterprise Risk Management to Environmental, Social and Governance-related
Risks’.

21 Ding, W., Levine, R., Lin, C., Xie, W. (2020), ‘Corporate Immunity to the COVID-19 Pandemic’, NBER Working Paper
No. 27055, p. 25, available at https://www.nber.org/papers/w27055.pdf.

22 WBCSD (2020), ‘Increasing risk management & resilience through ESG investing’, available at
https://www.wbcsd.org/Overview/News-Insights/WBCSD-insights/Increasing-risk-management-resilience-through-
ESG-investing.

123 KPMG (2020), ‘The COVID-19 recovery calls for bold corporate action on sustainability’, available at
https://assets.kpmg/content/dam/kpmg/dk/pdf/dk-2020/06/COVID-Sustainability-Article_20200609. pdf.
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SDG 3 (Good Health and Well-being) and SDG 8 (Decent Work and Economic Growth), while
worst results regard SDG 2 (Zero Hunger) and SDGs 12-15 regarding responsible consumption
and production, climate and biodiversity. Importantly, progress over the past few years is also
too slow to generate meaningful transformations by 2030. This implies that, under the current
trends and all things being equal, the EU and its Member States will not be able to
achieve the SDGs by 2030.

At business level, the 17 SDGs (and the 169 targets that underpin them) provide companies
with a complex and inter-connected framework to internalise global needs into business
solutions, thereby contributing to moving the world towards a more sustainable and inclusive
future. Successfully internalising the SDG agenda requires companies to abandon
short-term profit maximisation and take a longer-term approach by: considering how
their respective business models and operations can impact the SDGs; adapting their business
strategies and aligningthem with SDGs; setting measurable targets; keepingtrack of progresses
made and reporting transparently on them.

As long as organisations operate in a system that prioritises short-term financial performance
on long-term social progress, businesses will struggle to deliver on the SDGs. Annex I.1
illustrates how an excessive focus on short-term financial performance by the companies might
adversely affect the many possible ways in which they could contribute to achieving the SDGs.

Summary of the main consequences of short-termism

- The focus of companies on short-term financial results limits their environmental sustainability,
as climate change mitigation requires significant upfront investments and organisational changes
that companies focused on the maximisation of present value might not be willing to make. This
might eventually lead to the non-respect of key “planetary boundaries” such as climate change
and biodiversity;

- Short-termism is at the origin of increasing inequalities, in so far as it triggers benefits to a small
fraction of population (the share owners), and does not effectively contribute to avoiding human
rights violations and degrading working conditions along the global supply chain;

- Due to a short-term focus, companies have spent fewer resources on investments and CAPEX
innovation, which reduces their long-term profitability and harms the innovative capacity of the
economy, which in turn could prevent the transition towards sustainability;

- Corporate short-termism puts at serious risk the attainment of the UN SDGs and the 2015 Paris
Agreement on climate change as well as objectives in other relevant conventions such as the

Convention on Biological Diversity.

3.2 Factors contributing to corporate short-termism

The study identified factors contributing to short termism that refer to the key areas below:

e Directors’ duties and company’s interest;

e Pressure from investors;

e Sustainability strategy and estimation of sustainability risks and impacts;

e Board remuneration;

e Board composition;

e Stakeholderinvolvement;

e Enforcement;

e Non-financial reporting and disclosure.
The main factors identified are linked to either regulatory aspects or market practices, and are
generally considered by academics and experts as root causes of short termism. To understand

their relevance to the EU context, a detailed analysis of the state of play has been undertaken
in 12 selected EU Member States in terms of:

e regulatory framework (through the legal review of company legislation, codes and
principles) to understand whether factors linked to regulatory aspects apply;

e market practices (through the analysis of stakeholders’ responses to the web-survey) to
understand to what extent factors linked to practices apply.
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The sections below provide a summary analysis and describe the main issues identified. Details
with the main findingsof the literature review and the state of play in the 12 selected EU Member
States are presented in Annex 1.7.

Table 4 shows an overview of the key areas and the related factors analysed with indication of
the key sources of information used.

Table 4 - Overview of the areas of analysis and the related sources of information

Literature State of play in 12
review Member States

Areas of analysis

Legal Survey
review
Directors’ duties Definition and interpretation of v v
and company’s directors’ duties and “company’s
interest interest”
Pressures from Changesin share ownership Vv
investors structures and emergence of activist
investors
Disclosure of quarterly returns and
earning guidance
Sustainability Existence of a sustainability strategy
strategy and and targets
estimation of Estimation of sustainability risks and Vv v v
sustainability risks  impacts
and impacts
Board Directors’ remuneration linked to v v v
remuneration financial performance
Directors’ remuneration linked to Vv v v
sustainability metrics
Board composition Expertise of the board members v v %
Independence of the board 4
Stakeholder Stakeholder involvement in corporate 4 v v
involvement decision-making
Enforcement Stakeholder rights to hold the board Vv v v
or its members accountable
Non-financial Disclosure of non-financial 4 v v
reporting statements

3.2.1 Directors’ duties and company’s interest

From a legal perspective, directors’ duties and liabilities are regulated in all EU Member States.
The principle that directors’ duties are owed primarily to the company (i.e. to the legal entity),
and not to the shareholders of that entity, is also accepted in all EU jurisdictions. This is
confirmed also by the in-depth analysis of the regulatory frameworks of 12 Member States.

In all jurisdictions, the core duty of the board is to protect and promote the interests of the
company. Numerous multijurisdictional studies underline how the prevalence of shareholder
primacy in companies hinders their long-term contribution to sustainability and
influences the interpretation of the concept of "company’s interest”. This has been
increasingly understood as the maximisation of shareholder value in the short term. This social
norm has been thoughtto be a legal provision, even if no jurisdictions prescribe this. Even where
the national regulatory frameworks make explicit that shareholder interests do not take priority
over the interests of other stakeholders - as in the Netherlands - the literature identified a lack
of appropriate guidance for directors on how to effectively balance different interests -
shareholder, stakeholder, and other societal interests (such as the environment) - while acting
in the best interest of the company. This is mainly due to a lack of a clear definition of
“company interest” in company law frameworks, as emerged from the legal review in the
12 Member States in scope of the study. The concept of company’s interest is often not defined
at all, or mainly relate to the interests of shareholders, this leaving room for interpretation by
companies. Literature shows that interpretations are highly influenced by the shareholder
primacy norm and thus focus on shareholders and their returns. This is also confirmed by the
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survey responses, as 91% (50) of the respondents agree with the statement that “company’s
interest” should encompass the interest of stakeholders and the environment other than the
interest of shareholders.

Moreover, the literature highlights that the identification and mitigation of sustainability
factors affecting the long-term life of the company, both internally (i.e. sustainability
risks to the company) and externally (i.e. company’s contribution to sustainability as a global
overarching goal), are not embedded in the directors’ duty of care. The in-depth legal
review shows that, in most of the analysed national regulatory frameworks for corporate
governance, there are requirements in place for directors to take vigilance measures aimed at
identifying ESG risks to the company and reporting on sustainability impacts of company
activities. However, where present, such requirements are linked to the implementation of the
Non-Financial Directive (rather than being part of every directors’ duty of care) and apply only
to certain companies, based on criteria such as the size (large companies) or the listing status
(listed companies). In these countries, as well as those where specific requirements are not
expressly stated (DE and ES), the need to identify and mitigate sustainability risks and impacts
is not embedded in the directors’ duty of care and therefore is not 