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OWNERS,;BOARDS & MANAGERS

Aligning Governance
Interests for the Long Haul

By PASCUAL BERRONE

hen the Norwegian alumi-

num and petrochemical

company, Norsk Hydro,

came under pressure from
the first wave of environmental protest move-
ments in the 1960s and ’7os, it realized that
something would have to give. Its response
was to modernize its plants, manufacture
more environmentally friendly product mix-
esand reduce pollution through strict control
measures.
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What is particularly striking about the
Hydro caseis that the company was operating
inindustries notorious for their damaging so-
cial and environmental impact. What’s more,
itembarked on this transformationin the face
of stiff resistance from an internal corporate
culture that had traditionally taken a hostile
stance toward environmental issues.

Crucially, the company was not afraid
to make radical changes to its governance
structures in order to build a more sustain-
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able business model. And, lest we forget, all
this was achieved against the social and eco-
nomic backdrop of the 1980s, a decade whose
zeitgeist is best captured by the catchphrase
of the movie Wall Street: “Greed is good.”

Today, Hydro is barely recognizable from
itsformer self. Having divested its oil, gas and
agrochemical operations, the company now
focuses on manufacturing aluminum and de-
veloping renewable energy. The company has
produced a social responsibility directive,
as well as a code of conduct to ensure that
all people acting on behalf of Hydro perform
their activities in an ethical way.

There is much that companies today can
learn from Hydro’s example. Perhaps, most
importantly, it reveals the importance of
overcominganintransigent corporate culture
and putting in place governance structures
that support the organization’s socialand en-
vironmental goals.

In this article, I will draw on recent re-
search thatThave conducted, to present ways
in which companies can, like Hydro, adapt
their corporate governance models to build
a more sustainable future, both for them-
selves and for the communities and natural
environment that they support and on which
they depend.

I will also show how improving one’s
social and environmental performance de-
pends less on regulatory compliance than it

& EXECUTIVE SUMMARY

As many as 93 percent of
CEOs surveyed say sustainabil-
ity is essential to their com-
pany's future success. At the
same time, they recognize “an
implementation gap in meeting
their ambition to embed sus-
tainability deep and wide within
their organizations.” To bridge
this gap, there is one factor of
overriding importance: a firm’s
corporate governance model.
In this article, the author
draws on several pieces of
research on U.S. firms in pol-
luting industries to present
ways in which companies can
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adapt their corporate gover-
nance models at three levels:
ownership, board of directors
and management. Improving
one's social and environmental
performance depends less on
regulatory compliance, he says,
than it does on aligning the
interests of the firm’'s owners or
managers with the composition
and diversity of its board and its
approach to executive compen-
sation. Above all, a long-term
time horizon and uninterrupted
commitment are required to
build a more sustainable future
for generations to come.
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does on aligning the interests of the firm’s
owners with the composition of its board of
directors and its approach to executive and
CEO compensation.

Greenwashing Won't Wash

Although more companies are embracing
sustainability, their commitment sometimes
amounts to little more than window dressing.
However, as manyfirms have begun to discover
totheir peril, merely payinglip service tosocial
and environmental concernsis ariskystrategy.

Inarecentpaper I coauthored with Andrea
Fosfuri, of Carlos III University of Madrid,
and Liliana Gelabert, of IE University, we ex-
amined the relationship between symbolic ac-
tionsand firm legitimacy,involving companies
that ranked among the most polluting indus-
tries in the United States. We found that sym-
bolic endeavors alone may not be in a firm’s
bestinterest, for two reasons.

First, symbolic actions are easily copied by
rivals. For example, the number of large, pub-
licly traded U.S. corporations that report on
their sustainability efforts has increased sig-
nificantly over recent years. According to the
Sustainable Investment Research Analyst Net-
work, as many as 86 percent of S&P companies
had corporate sustainability websites in 2008
compared with 58 percentin 2005. Believe it or
not, even Enron had an annual social respon-
sibility report. All of which goes to show that
symbolic actions have become so much the
norm as to be virtually meaningless. As such,
companies stand little chance of differentiat-
ing themselves from their rivals.

Second, and more importantly, a company
that merely adopts environmental behavior in
a symbolic manner without pursuing substan-
tive actions may be perceived as deceitful. By
talking the talk but not walking the walk, com-
panies risk attracting much greater scrutiny
of the real social and environmental impact
of their actions. What’s more, consumers to-
day are far more discriminating and better
equipped to measure the real impact of a com-
pany’s operations. As many companies have
learned the hard way, failure to follow through
on their promises can undermine their legiti-
macy and dountold damage to the bottom line.

No company has learned this lesson more
harshly than BP, which in the early 2000s
changed its logo and adopted the slogan, “Be-
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yond Petroleum,” in an attempt to reposition
its brand and present itself as the only green
alternative in the petrochemical industry. At
first, everything seemed to go smoothly. BP
committed itself to investments in renewable
energies, and its rebranding efforts appeared
to be paying off, with many consumers switch-
ingbrands from less well-regarded rivals.

But BP’s actions began to betray its words.
Record oil prices in 2008 prompted the com-
pany to refocus its strategy once again on oil
extraction, including the controversial acqui-
sition of a Canadian oil sands property. A year
later, when BP made serious cutbacks to its
alternative energy headquarters in London,
serious doubts were raised about its true com-
mitment to sustainability.

Then along came 2010: Besides the Deep-
water Horizon offshore rig explosion becom-
ing the worst 0il spill in U.S. history, it came to
light that BP released toxic emissions into the
atmosphere fromits Texas Cityrefinery during
Apriland May. These two events alone will cost
BP tens of billions of dollars in damages, while
also highlighting the massive gulf between the
company’s symbolic and real actions.

BP is far from alone in paying a hefty price
for failing to deliver on lofty promises. Who
can forget Nike’s troubles in the ’9os when
many of its suppliers in Asia were accused of
employing sweatshop practices?

Overcoming the Implementation Gap
Granted, much has changed since the ’90s,
especially with regard to environmental com-
pliance and good practice. Nike, for example,
has gone from accused exploiter to praised ex-
ploiter - this time of waste by-products, turn-
ing plastic bottles destined for landfill sites
into sustainable athletic wear. There has been
amainstreaming of sustainability concerns: Ac-
cumulated pressure from NGOs and consumer
groups has translated into raised awareness
among consumers and businesses alike of the
social and environmental impact of everyone’s
actions.

Indeed, a recent report by BusinessWeek
highlighted the growing importance of sus-
tainability issues within the boardroom, with
as many as 93 percent of the CEOs surveyed
identifying sustainability as “critical to their
company’s success.”

However,evenwhen companies dodecideto
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go beyond the usual platitudes on sustainabil-
ity, they often find that achieving real improve-
ments is much easier said than done. Many of
the CEOs surveyed in the report recognize “an
implementation gap in meeting their ambition
to embed sustainability deep and wide within
their organizations, particularly along supply
chainsand in subsidiaries.”

To help CEOs bridge this gap and build a
new era in which sustainability concerns are
fullyembedded in the core business, the report
recommended thatbusinessesneed to develop
new skills, knowledge and mindsets, so that
they have the capabilities to manage sustain-
able development properly.

The report also called for deeper engage-
ment with the investor community, to com-
municate theimpact of the firm’s sustainability
activity onits core business metrics.

Foranybusiness toachieve this, thereisone
factor of overriding importance: its corporate
governance model. This was borne out by an-
other recent paper I coauthored with profes-
sors Judith L. Walls, of Concordia University’s
John Molson School of Business, and Phillip
H. Phan, of Johns Hopkins University’s Carey
Business School, on the relationship between
afirm’s corporate governance structure and its
environmental performance.

Our research was based on a sample of
companies for whom environmental issues are
particularly salient: those that are large and
operate in industries that generate polluting
emissions.

Whatwe found was that, while thereisno se-
cretformulato success,acompany canachieve
substantive improvements in its social and en-
vironmental performance by aligning the inter-
ests of its owners or managers — depending on
which exert greater control over the firm - with
board composition variables and managerial
compensation policies (see Figure1).

We studied the impact and interactions of
key variables at the three levels of corporate
governance: ownership, board of directors and
management.

Ownership Level

At the ownership level, the main governance
factors are shareholder activism, shareholder
concentration and investment horizon - the
totallength of time an investor expects tohold
a security or portfolio.
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