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Governance: General Principles 

• In many corporations, shareholders delegate decision rights 
to a board of directors, that then delegates to the CEO

• The reality of this system is that a CEO serves at the 
discretion of the board, which in turn, serves at the discretion 
of shareholders

• Traditionally, this delegation structure has been examined 
through a straight-forward lens:
• Shareholders desire management to increase the present value of 

expected cash flows, and thereby maximize stock price

• But, the world may be changing, with the possibility that a 
non-trivial fraction of shareholders are more willing to trade-
off cash flow and non-cash flow preferences… 2



Do Shareholders Have Preferences Beyond Cash Flows? 

• Investors increasingly interested in the environmental and 
social (E&S) agendas of firms
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Does this mean investors 
have preferences beyond 
cash flows?

For some reason, we tend 
to think executives and 
boards (and customer, 
employees, etc.) may have 
a proclivity for E&S action, 
but that shareholders will 
never forgo cash flows to 
improve E&S
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Does this mean investors 
have preferences beyond 
cash flows?

For some reason, we tend 
to think executives and 
boards (and customer, 
employees, etc.) may have 
a proclivity for E&S action, 
but that shareholders will 
never forgo cash flows to 
improve E&S

But, shareholders are 
people too!



Do Shareholders Have Preferences Beyond Cash Flows? 

• Investors increasingly interested in the environmental and 
social (E&S) agendas of firms
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Alternatively, perhaps 
E&S investing simply 
means shareholders 
believe E&S is a key 
driver of long-term 
cash flows? 

Need to better 
understand this 
phenomenon, because 
the distinction is 
important for 
governance choices…



Project Types

7

0

1

2

3

4

5

6

7

0 1 2 3 4 5 6

E&
S 

Va
lu

e

Cash Flows

Projects along the E&S and Cash Flow Spectrum 



Project Types

8

0

1

2

3

4

5

6

7

0 1 2 3 4 5 6

E&
S 

Va
lu

e

Cash Flows

Projects along the E&S and Cash Flow Spectrum 

These cases 
should mainly 
be nefarious: 
discrimination, 
perverse 
workplace 
culture, etc. 

Beyond 
standard 
theory of 
economic 
incentives 
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Here E&S is like many other value drivers. Educate 
shareholders to avoid myopia (e.g., similar to long-term 
R&D activities) but shouldn’t otherwise require novel 
incentive mechanisms. Will return to this later.
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These two are the most interesting from a 
governance/incentives perspective - requires a 
tradeoff not often contemplated by existing 
governance paradigm…



Shareholder Preferences and Governance 

• If some shareholders do have preferences beyond cash 
flows, how do we operationalize those preferences?

• First, how does the board learn about shareholder 
preferences?
• Difficult to have a mandate for trading off cash flow and non-cash 

flow preferences unless the board understands those preferences

• Without harnessing some form of mandate, E&S movement faces a 
steep uphill climb

• Second, how does the board incentivize managers to 
operationalize shareholders’ non-cash flow preferences   
• Do we need to move away from current focus on stock incentives?

• How/whether to incorporate E&S performance incentives?
11



Understanding Shareholder Preferences

• Considerable recent focus on firm-level disclosures
regarding their E&S activities
• Voluntary disclosure (sustainability reports issued by more 

than 80% of large public companies worldwide*) 

• Mandatory disclosure (in the U.S., SEC considering now)

• Firm disclosure is helpful as shareholders must understand 
firms’ E&S activities if they are to communicate whether they 
would like to see more or less done

• But, information needs to flow in the other direction as well…

12*The KPMG Survey of Sustainability Reporting 2020 



Understanding Shareholder Preferences

• Critical for boards/executives to understand shareholders’ 
E&S preferences to make tradeoff choices with cash flows 

• Otherwise, Board/CEO must come up with more traditional or 
ad hoc decision rules:
• Revert back to focusing solely on cash flows? (doesn’t seem good for 

the E&S movement)

• Make choices based on board/CEO personal preferences? (seems 
dangerous from a governance perspective and untethered from any 
defendable mandate)

• Make choices based on preferences of customers, employees, society 
at large? (also seems dangerous and untethered – and, keep in mind 
that our emphasis here is on E&S activities incremental to their cash 
flow implications) 
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Understanding Shareholder Preferences

• Gleaning information from shareholders
• Observe characteristics of institutional investors (e.g., green 

funds, stated investment policies of institutions)

• Direct communication with large investors (very common)

• Voting outcomes of shareholder-initiated E&S proposals 
(e.g., Hart and Zingales, 2022)

• However, most proposals are initiated by shareholders, and are 
opposed by the board, with little spirit of collaboration

• In 2021, Fortune 250 firms saw 221 E&S shareholder proposals

• Of those, only 21 passed…and, of the 21 that passed, 17 were 
opposed by the board of directors* 

14

*Orrick Insights: ESG-Related Shareholder Proposals –
Takeaways from the First Half of 2022



Understanding Shareholder Preferences

• Another approach
• No reason that board can’t use proposals proactively to 

gauge E&S preferences from shareholders

• Board could ask shareholders for (non-binding) votes on 
any number of existing or proposed E&S projects

• As an example, this has been done for 10+ years with 
executive compensation (Say-on-Pay)

15



Understanding Shareholder Preferences

• Perhaps a lack of such proposals reflects firms concerns that 
shareholders might either support expensive progressive 
initiatives, or vote down current E&S initiatives

• However, not wanting to hear the answer doesn’t seem like a 
compelling reason to avoid gathering the data 

• Further, shareholder voting would provide a defensible mandate 
for the firm’s E&S activities 

• And, if shareholders do vote down managers’ E&S initiatives, it 
should give them pause regarding whether they actually 
understand shareholder preferences

• E&S agendas in conflict with shareholders’ preferences likely 
need to be accomplished via regulation rather than through 
traditional governance 

16



Operationalizing Shareholder Preferences

• While we still have a lot of work to understand 
shareholder’ E&S preferences, let’s turn now to 
operationalizing preferences once we know them

• Key issue: ensure board/managers have E&S related 
incentives aligned with shareholders

• Firms are increasingly incorporating E&S performance 
metrics directly into executive compensation plans
• Let’s start by giving that some thought…

17



E&S Performance in Executive Compensation

18
*Cohen et al. (2022): Executive compensation tied to ESG performance: International evidence



E&S Performance in Executive Compensation
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*Cohen et al. (2022): Executive compensation tied to ESG performance: International evidence



Example: Chipotle Mexican Grill, Inc. 

20

10% weighting in annual bonus plan
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ESG payout at 200% of target
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CEO
CFO

CEO’s ESG Bonus Payout = $450,000

= 10% ESG weight x 200% ESG Performance x $2,250,000

If performance had been at “Target”, payout = $225,000 



But, Here’s the Wrinkle… 
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Figure 1: Bonus vs Equity Incentives

24
Guay, Kepler, Tsui (JFE, 2019)



E&S Incentives Puzzle

• Prevalence of E&S bonus compensation growing rapidly 
• In 2021, 73% of S&P500 firms had some form of E&S incentive 

pay (The Conference Board, Inc.)

• Yet, it comprises a very small fraction CEO incentives
• E.g., a 20% ESG weight in an annual bonus that comprises 10% of the 

CEO’s total incentives, implies a 2% weight on ESG 

• Lion’s share of incentives provided by stock price (at least 
in the U.S. and many other countries) 

• Seems unlikely E&S pay will provide meaningful 
economic incentives for most executives without massive 
overhaul in the executive compensation landscape
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E&S Incentives – Working Within the System

• So, does that mean operationalizing E&S incentives 
is doomed to failure (at least in the near term)?  

• Not necessarily…
• Stock price expected to impound the stakeholder 

preferences of shareholders

• E&S performance measures allow for coordination and 
teamwork among senior executives

• E&S performance measures help communicate the firm’s 
E&S commitments to shareholders 

26



E&S Incentives – Stock Price

• Stock price
• Friedman and Heinle (2016), and Pastor et al. (2021) show 

theoretically and empirically that stock price is expected to 
weight shareholders’ cashflow and non-cashflow preferences

• In other words, taking projects that exclusively focus on cash 
flows WILL NOT maximize stock price
• Also note if E&S activities are value enhancing to begin with, then 

no need to adjust existing incentive structures (Edmans, 2022) 

• Implies executives’ equity holdings should not be an 
impediment to E&S activities, but rather should motivate 
managers to consider shareholders’ E&S preferences 

• However, requires managers know shareholders’ preferences, 
AND that shareholders understand firms’ E&S activities 27



E&S Incentives – Coordination and Teamwork

• E&S performance measures can foster coordination 
and teamwork
• Guay, Kepler and Tsui (2019) document that firms use 

common performance measures across executives to 
promote mutual monitoring and cooperation

• Particularly true for firms with stable management teams, 
young firms, and firms with growth opportunities  

• Further, adding E&S to a compensation plan requires the 
board to identify important E&S performance measures, to set 
targets for these measures, and to disclose performance 
outcomes relative to target

• All critical for manager-shareholder E&S communication 
28



E&S Incentives – Communication to Shareholders

• E&S communication to shareholders 

• Three most common reasons firms give for including E&S 
measures in compensation plans*
1. Signal E&S as a priority

2. Respond to investor expectations

3. Achieve firm’s E&S commitments

• Signals a strong commitment to assessing specific E&S 
objectives, even if the weights on these measures are not 
economically large

29*The Conference Board, Inc.



Concluding Remarks

• Two-way communication essential regarding firms’ E&S 
activities and shareholders’ E&S preferences
• Hard to see how E&S agenda can be operationalized and incentivized if 

shareholders don’t understand or agree with the direction

• E&S agendas in conflict with shareholders’ preferences likely need to be 
accomplished via regulation rather than through traditional governance 

• Important to understand how E&S fits into the existing 
executive compensation and incentives structure
• Overhaul of existing system unlikely to happen, but doesn’t seem 

necessary to move the ball forward

• Incentives via stock price need not be in conflict with E&S objectives

• Think about E&S compensation through a disclosure and commitment 
lens rather than direct monetary incentives 

30
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