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About This Report

In October 2022, NACD published its Future of the American Board report, a framework for
governing into the future. The pace and intensity of change is accelerating quickly, and boards are
understanding the urgency to adapt and position themselves now fo lead in a more demanding,
inclusive, and turbulent future.

NACD is providing directors and senior executives with a forward-looking view of business
and governance risks that will require board focus and adaptation in 2023. The 2023 Governance
Outlook is designed as a collection of observations to help boards prioritize their points of focus in
2023 and increase their awareness of emerging issues through both detailed topical analysis and
coverage of broader governance implications.

The 2023 Governance Outlook begins with an article from NACD that highlights survey findings
about trends and leading board priorities for 2023 and follows with insights and projections from
five of NACD's partners—Broadridge Financial Solutions, Deloitte, FGS Global, Woodruff Sawyer,
and WTW. The following topics are covered this year: human capital oversight, ESG oversight,
third-party risk oversight, US Securities and Exchange Commission rulemaking, proxy season
factors, and the D&O threat landscape.
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Director Perspective: Top Priorities
of 2023

By Ted Sikora, NACD

If 2020 was the year of the COVID-19 pandemic and 2021 was the year of building foward recovery,
2022 offered little respite for directors overseeing companies amid a chaotic business environment.
To gain insight info the key trends that will impact boards in 2023 and how directors plan to adapt,
the National Association of Corporate Directors has once again conducted its annual Board Trends
and Priorities Survey. This year's survey report includes insights from more than 300 directors, which
detail what directors expect in the coming year, as well as the key improvement areas that they deem
imporfant!

TOP TRENDS

Directors were asked to select the top five trends that they believe will have the greatest effect on
their company over the next year. It's no surprise that inflation and the threat of an economic reces-
sion are fop of mind. After several months of record-breaking inflation, the threat of a recession looms
over the business landscape with 64 percent of respondents selecting it as ranking among their top
concerns. As inflation persists despite a series of interest-rate hikes initiated by the Federal Reserve,
pessimism has increased toward the prospects of the US economy. (See Figure 1.) In fact, only 29
percent of respondents believe that the United States’ economy is heading for a “soft landing,” that

is, stfemming inflation while avoiding a recession by mid-2023. Meanwhile, 65 percent anticipate a
recession, and 6 percent anticipate a severe recession. (See Figure 2.)

' The NACD 2023 Board Trends and Priorities Survey was in the field from October 25th to November 10th, 2022.
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As companies retool in preparation for a possible recessionary environment, the competition for
talented individuals that can see them through will remain strong. Despite news headlines of sizable
layoffs and hiring freezes in the technology sector, the labor market remains historically fight by fradi-
tional measures, with the ratio of unemployed persons to job openings at 0.5 as of September 20222
More than half of respondents (59%) indicated that increased competition for talent is a top concern.
(See Figure 1, below.)

Disruptions fo global supply chains originating during the pandemic have fueled inflation across
2022. The Russian invasion of Ukraine in February 2022 further amplified supply-chain challenges,
and 37 percent of respondents expect supply-chain issues to have a great impact on their companies
info the coming year. (See Figure 1, below.)

Notably, the impact of the COVID-19 pandemic and ensuring a safe working environment for em-
ployees are not top of mind for directors. While epidemiologists have yet to reach a consensus con-
cerning whether the virus has become endemic, broader experience managing the virus, acclimati-
zation to remote work, and confidence in the efficacy of vaccines and medications have decreased
director concerns relative fo other issues.

Collectively, these frends will affect how boards govern in the future, both in the long and the short

ferm.

FIGURE 1
What five trends do you foresee having the greatest effect on your company
over the next 12 months?

Threat of economic recession [ NN NERNN 64
Increased compefition for falent | E T 59
Growing inflation | N R R 7
Disruptions in the global supply chain - | I EGNG—G— 37
Increased regulatory requirernents | N knNRNNNHNERRRRRIIH 34"
Changing cybersecurity threats - | Nn HR NN 34"
Increasing pace of technological change - |GGG 29
Growing business-model disruptions | NNHRRENNRRRIINN 28%
Rising geopolitical volafiliy | E S GEG__ 267
Changes in consumer spending and behaviors | N 22%
Shifting workforce demographics - | N 6%
Growing impact of cimate change | 13%
Increased pace of M&A activity [ 1%
Increased industry consolidation | 1%
Increasing political polarization in the United States |l 9%
Increased investor activism [l 8%
Ensuring @ safe working environment for employees [l 7%

Impact of COVID-19 I 5%

Increased social activism [l 5%

Other (please specify): [l 4%

2023 NACD Trends and Priorities Survey, n=312

2 US Bureau of Labor Statistics, Graphics for Economic News Releases, “Number of unemployed persons per job opening,
seasonally adjusted”
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FIGURE 2
Based on current economic conditions, in which of the following stages of the economic
cycle do you believe the United States economy will be by the end of Q2 2023?

Recession (i.e, two consecutive quarters of decline in real GDP) [ AN m NN 6 5
Softlanding (ie, a cyclical slowdown in economic growth, avoiding recession) | N RN NN 29
Severe recession (ie, a recession of significant depth, diffusion, and duration) |l 6%
Expansion (i.e, two consecutive quarters of increase in real GDP) | 1%
Depression (i, a recession of severe depth, diffusion, and duration) | <1%

2023 NACD Trends and Priorities Survey, n=308

THE FUTURE OF BOARD GOVERNANCE

As discussed in NACD's Future of the American Board report, which was published in October 2022,
“because governance is highly context dependent, the changing environment has implications for
governance practices” In light of the myriad of tfrends affecting companies, respondents agreed with
the report’s findings that the way boards operate in the future will need to adapt.

Some of these changes will occur as boards endeavor to provide guidance and oversight in a
complex, rapidly changing world. More than half (56%) of respondents, for example, expect to see
much deeper and more frequent engagement of US boards on strategy over the next three years,
and 45 percent of respondents anficipate vastly increased fime commitment to board service.

Other changes may be prompted and/or accelerated by external pressures, whether by stake-
holders, regulators, or society more generally. For example, 85 percent of respondents feel that
boards lacking diversity will become less acceptable over time. The independence of board leader-
ship is another example, with 57 percent of respondents indicating that the practice of combining the
roles of the board chair and the CEO will be increasingly less acceptable.

PRIORITIES FOR IMPROVEMENT

As frends and external pressures moftivate changes to the way in which boards operate, boards will
need to examine their performance and governance practices and prioritize areas for improvement.
The following sections review key opportunities identified by directors in board-management rela-
tions, oversight issues, and board operations.

Board-Management Relations

Having the proper leader atf the helm is increasingly critical and challenging in a fime of vast and
rapid change. Thirty-seven percent of respondents indicated that their board did not allocate suffi-
cient meeting fime fo CEO succession planning over the past 12 months, and 32 percent deemed it
“very important” that their board improve its practices with respect to CEO succession planning. (See
Figure 3.) While CEO turnover in the Russell 3000 slowed during the course of the pandemic, it has
increased across 2022.*

3 NACD, The Future of the American Board Report (Arlington, VA: NACD, 2022), p. 10.

4 Jena McGregor, “CEO Turnover s Picking Up Again As The Pandemic Wanes—But Not For Poor Performance,” posted on
Forbes CEO Next.
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FIGURE 3

How important are improvements for your board in the following areas over the

next 12 months?
CEO succession planning

20%

329, Not at all imporfant

Board-CEQ relationship Slightly important

16%

27% Il Moderately important

Candor of board-management discussions Important
22

21%

[ | Very important

Diversity of management voices presenting to the board

Definition of board versus monoiemem resions'b"ﬁes

The mutual success of the CEO and the board is dependent on their ability to manage their

9% 2023 NACD Trends and Priorities Survey, n=294-295
+ or - 100% due to rounding

10%

.. )

relationship, aiming for a “constructive and healthy tension” as recommended by the Future of the
American Board report.® This tension stems from the board’s duties as overseer and sounding board.
This is a delicate balance to strike, and 56 percent of respondents felf that the relationship between
their board and their CEO is an important improvement area. (See Figure 3, above.)

Board Oversight

Given the expected increase of board engagement on strategy in the next three years, it is unsurprising
that the oversight of company strategy remains a key improvement area for many boards. Seventy
percent of respondents indicated that improvement in strategy development and execution was im-
portant or very important. (See Figure 4.)

FIGURE 4
How important are improvements for your board in the following areas over the
next 12 months?

Oversight of strategy development

Not at all important

34%

) ] Slightly important
Oversight of strategy execution

Oversight of human ccilo
Oversight of cybersecur’i

Oversight of climate governance

4 Il Moderately important

Important

25% B Veryimportant

247

2023 NACD Trends and Priorities Survey, n=285-287
7% + or - 100% due to rounding

5 NACD, The Future of the American Board Report (Arlington, VA: NACD, 2022), p. 32.
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Yet, directors’ oversight responsibilities are expanding, and directors increasingly see the value of
having a diversity of experience. The Future of the American Board report recommends that, “the board
should bring fogether a variety of skill sefs, experiences, and view- FIGURE 5
points relevant to the company’s business in an environment con- Does your board have the right
ducive to reaching consensus decisions after a full and vigorous dis-  composition to support the shifting needs
cussion from diverse perspectives”® A majority (82%) of respondents  of the business in the next few years?
indicated that diversity broadens board perspectives and expertise.

Another 64 percent indicated that diversity improves a board’s abili-
ty to identify such information/skill gaps in the first place.

While 74 percent of respondents indicate that their board’s W e
composition and expertise is suitable fo support the shiffing needs No
of the business over the next few years, when specific drivers of
emerging risks are considered, many boards are less confident.

(See Figure 5.) Approximately a third of respondents feel their
board lacks the capacity and expertise to oversee areas such as 2023 NACD Trends and Priorities Survey, n= 266
cybersecurity (34%) or geopolitical risk (31%). (See Figure 6.)

FIGURE 6
Does your board have sufficient capacity and expertise to oversee the
following emerging drivers of risk?

| RGS

No

Geopolitical

Cybersecurity )
Ris

Climate

n= 280 n= 280 n= 277

2023 NACD Trends and Priorities Survey

This is also the case with climate oversight—41 percent of respondents see an opportunity to increase
their boards’ capacity and expertise to oversee climate issues. However, interestingly, only 28 percent
of respondents felt that it was “important” or “very important” that their board improve its practices
with respect to climate governance. (See Figure 6.) This sentiment varies by industry. For example,
only 4 percent of respondents from the financial sector indicated that it was “very important” that their
board improve oversight with respect to climate, and 20 percent said it was “not at all important”
Meanwhile, among respondents from the energy sector, 24 percent said it was “very important” that
their board improve in this area, compared fo only 8 percent that felt it was “not at all important” This
difference may stem from how immediately boards feel that climate issues will impact their strategy,
as previous NACD surveys have found that directors primarily look three to five years out when plan-
ning for the long term.

& NACD, The Future of the American Board Report (Arlington, VA: NACD, 2022), p. 49.
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Board Operations

Directors are also looking fo make improvements to the dynamics within the boardroom. About half
of respondents indicated that it is “important” or “very important” that they improve the rigor of board
decision making (47%) or the candor of board discussions (45%) over the next 12 months. (See Figure 7.)

FIGURE 7
How important are improvements for your board in the following areas over the
next 12 months?

Board succession planning

Rigor of board decision-making

Candor of conversations between board members

Ensuring a diversity of voices in the boardroom

Not at all important

16%

Slightly important

15% Il Moderately important

Important

A [ ] Very important

12%

Direcfor education

2023 NACD Trends and Priorities Survey, n=284-285

Director onboarding + or - 100% due to rounding

7%

N3
ES

It was noted above that improving board diversity may fill expertise gaps. Likewise, improve-

ments to board inclusion practices may improve board dynamics. Overall, 76 percent of respondents
indicated that effective inclusion practices create a richer dialogue in the boardroom and 61 percent
indicated that these practices provide for higher-quality decision making on key governance issues.
However, 42 percent of respondents felt that their board has limited fime to discuss inclusion at the
board level given other priorities.

Interestingly, onboarding was ranked last among board operational issues to improve. The on-
boarding process can give new directors an understanding of boardroom dynamics and unwritten
rules of engagement among directors and between the board and management, setting them up fo
be high-performing directors.

CONCLUSION

Each year, specific key trends inspire long-term and short-term changes fo corporate governance
practices, which, in turn, require boards to improve and refool to adapt. A highly eventful 2022 por-
tends more change to come in 2023, and boards must remain vigilant and continue to improve to
keep pace with the changing world of governance.

Ted Sikora is NACD’s Project Manager, Surveys and Business Analytics. He specializes in questionnaire design,
data analysis, and data visualization, and is responsible for generating quantitative insights that serve to elevate
board performance.
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2023 Outlook: The Board’s Role as
Stewards of Human Capital

By John M. Bremen, Don Delves, and Becky Huddleston, WTW

As they enfer 2023, directors observe that although they have moved steadily foward greater over-
sight of employee populations for several years, the trend is accelerating as demonstrated by the
focus on human capital issues during NACD’s 2022 Summit in October.

What will continue and what will change in the human capital space for 2023? Research and
recent discussions with directors suggest the following:

Confinued talent shortages that likely will last well info the 2030s, most pronounced at entry
and senior levels (representing both short- and long-term issues for boards)

Continued high levels of turnover and disengagement by employees, leading fo what some
have called the “great resignation” and “quiet quitting,” which manifest as relatively high
turnover and reduced productivity in the middle ranks of many companies

Continued widespread remote work—which affects productivity, engagement, retention,
creativity, and risk—both positively and negatively

Continued inflation in the prices of goods and labor, which may abate in 2023 but will re-

main an issue
Potential global recession exacerbated by war in Europe and possibly Asia

Continued supply chain disruptions and other lingering effects of the pandemic, talent short-

ages, and war

Continued impact on the workforce of climate events, which continue fo increase in frequen-

cy and disruption

Continued pressure on key knowledge and fechnology jobs, as well as frontline roles
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https://www.wtwco.com/en-US/Insights/2021/09/navigating-net-zero-a-thought-leadership-series-on-climate-risk-resilience-and-sustainability

Research and recent discussions with directors suggest emerging governance trends for 2023 in
human capital oversight and risk management, framed by elements of global stewardship. For busi-
nesses to thrive, they must grow, sustain profits, and create value over multiple economic cycles amid
volatility and uncertainty. This requires the careful and responsible management of assefts, liabilities,
infangibles, and equity. Effective corporate stewards preserve, protect, and increase value over time.

For boards, this means maintaining oversight, reviewing and verifying the data that management
provides, and making key assessments regarding long-term impact. For example, for 2023, many
companies are expanding the remits of and renaming their compensation and/or nominating and
governance committees to include broader human capital issues. Increasingly, they are focusing on
the connections befween human capital and the five elements of global stewardship: performance,

protfection, planet, people, and purpose.

FACTOR #1: PERFORMANCE

Well-documented correlation exists between sustainable human capital practices, long-term perfor-
mance, and shareholder value. WTW'’s own research indicates companies are 93 percent more likely
to report significantly outperforming their industry peers financially when they engage in a series of
differentiated talent practices. For example, companies with fransformative employee experiences
are 2.7 fimes as likely to report higher productivity and 90 percent more likely to report lower annual
employee turnover than their peers.

Examples of differentiating practices include focusing on wellbeing, listening fo employees, align-
ing total rewards program with the needs of different talent groups (e.g., fair pay), offering flexible
work and associated support (e.g., backup day care, reimbursement of costs of working from home),
focusing on reskilling and talent redeployment, and embedding diversity, equity, and inclusion (DE&I)
info human capital programs and strategies.

Looking forward, directors now are acting as stewards by asking questions and reviewing met-
rics that frack the extent fo which their company engages in practices that lead fo healthy, engaged,
hardworking, and productive leaders and employees. Examples include these:

Productivity impact (e.g., efficiency, lost work/gap time, knowledge gain/loss)

Supply chain impact (e.g., days required to fill orders, production/operational impact, distri-
bution impact, unfilled/cancelled orders)

Replacement cost impact (e.g., recruiting efficacy, inducement costs, new hire pay differen-
tials, onboarding/training cost)

Reputation impact (e.g., employment brand, external brand)

Value creation/erosion impact (e.g., earnings/employee, TSR/employee, revenues/employee,

earnings/employee cost)

FACTOR #2: PROTECTION

As stewards, directors now have higher involvement in effective risk management. Talent is at the
center of multiple low-frequency, high-impact events arising nearly simultaneously, including cyber-
attacks, a global pandemic, financial shocks, spiking inflation, a series of “hundred-year” weather
events, social and political disruptions, supply-chain imbalances, and labor shortages.
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Examples of talent-related risks and meftrics that directors increasingly are monitoring and taking
steps fo mitigate as they enter 2023 include these:

Talent availability and pipeline (e.g., workforce gaps over the next 12/36/60 months; talent
pipeline effectiveness; training/reskilling requirements; partnerships with universities/voca-
tional programs)

Productivity/supply chain/reputation impact (e.g., actions taken to address risks cited under
"oerformance” in short-/long-term)

Liability impact (e.g., potential risks and liabilities from employee relations issues and poten-
tial legal claims; discrimination/harassment/employee relations claims mitigation; accidents/
injuries/other safety-related claims mitigation; building a culture of trust and safety)

Environmental, social, and governance (ESG) impact: addressing climate risks (e.g., climate
transition risks, protecting employees from severe climate events); addressing social risks
(e.g., DE&l; employee wellbeing- including physical, emotional, financial, and social factors;
fair pay; equitable total rewards); addressing governance adherence across people-related
factors

FACTOR #3: PEOPLE

Directors report that people-related stewardship already has become more prevalent, and an-
ticipate this trend increasing further in 2023. Many directors already view board responsibility and
oversight fo include these:

Setting the tone from the fop, including overall strategic direction and purpose

Defining company values and acceptable behaviors, as well as leadership trust and credi-
bility

Addressing areas related to DE&!

Reviewing and setting strategy on compensation, succession, and culture

Increasingly directors also are considering broader governance in areas such as talent availability,
employee benefits, wellbeing, engagement, purpose, dignity, and sustainability. Data support con-
nections between culture, reduced risk, and positive business outcomes.

Boards increasingly are focusing on employee wellbeing in light of data showing a connec-
tion with productivity, as well as the hard- and soft-dollar cosfts and associated risks. For example,
research shows 30 percent of US workers are struggling financially, 43 percent are having difficulty
meeting basic needs, and 62 percent feel burned out from work.! Eighty-six percent of employers are
making it a top priority fo address sfress, burnout, anxiety, and depression, and fo reduce presentee-
ism among their workforces.

Examples of people metrics that directors increasingly monitor as they enter 2023 include these
metrics:

Employee engagement: Engagement survey scores; Net Promoter Score for employees;
turnover by level, experience level, gender, and other demographics

! Data from WTW’s 2022 Global Benefits Attitudes Survey. The survey was in the field December 2021 and January 2022
and respondents included 9,658 employees of large and midsize private companies in the United States in a range of
industries.
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https://www.wtwco.com/en-US/Insights/2021/04/what-drives-employee-engagement

Leadership trust and integrity: Third-party trust indices (measure employee trust)
Employee wellbeing: Components of physical, emotional, financial, and social wellbeing
DE&I: Diversity by level, pipeline inclusion, selection inclusion, project inclusion

Workplace dignity: Employee completion rate of codes of conduct/harassment/compliance
and ethics training, correlation between dignity and engagement, employee listening strate-
gies/psychological safety ratings, reported incidents, reported claims, adverse media mentions

Beyond their traditional focus on executive compensation and pay equity, directors also increas-
ingly are considering a more holistic view of company “total rewards” (which generally include pay,
benefits, careers, and wellbeing). The following represent examples of board oversight in these areas:

Compensation (e.g., pay clarity, incentive differentiation, incentive metric alignment with
goals, incentive cost and sharing ratios, pay competitiveness, pay growth, pay fairness)

Benefits (e.g., access, quality, value, inclusion, fairness, alignment with purpose, flexibility,
choice, outcomes, fiduciary risk)

Career (e.g, percent of workforce full-time, part-time, contractors, and other categories
today and in three, five, and 10 years; workforce availability during same periods; hiring
effectiveness; succession planning; flexible work alignment and access; training and learning
access and effectiveness; retraining vs. furnover/separation/hire/contactor costs; reskilling
access and effectiveness)

Wellbeing (e.g., percent of employees covered by medical care and behavioral health care, to-
tal cost of ill-being, absenteeism, presenteeism, wellbeing program participation, chronic care
management, productivity, employee health and safety, paid time off usage, stress barome-
ters, resilience fraining, emotional health indices, retirement readiness by age, financial literacy
indices, refirement plan contribution levels, percent of employees living below the poverty level,
percent of employees with second or third jobs, DE&I measures, leadership frust, workplace
dignity measures)

FACTOR #4: PLANET

Today’s directors understand that quantifying, assessing, and actively managing the significant risks
to employees from climate change and other environmental challenges is essential fo long-ferm cor-
porate sustainability and value creation. They also understand climate efforts are key fo engagement
for some employees.

Climate change and the fransition fo a net-zero economy pose new challenges for leaders as the
frequency and concurrence of climate events increase and the demands for climate transition goals
grow. Examples include physical, liability, and emotional risks fo their employees and their proper-
ty arising from extreme weather events. Effective directors understand the impact of these risks to
people and operations and fake steps to mitigate them through both pre-event planning and post-
event relief. Because people are critical enablers of both sustainability and risk management efforts,
stewards focus on people-oriented interventions to help achieve climate goals.

Stewards also create a culture supported by programs for employees to support company com-
mitments around climate. They tackle climate risks through adaptability, incorporate information as it
becomes available, and act decisively when sudden events happen—all while managing long-term
strategies to achieve climate fransition goals.
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Recent research by WTW’s Global Executive Compensation Analysis Team indicates 69 percent
of S&P 500 corporations incorporate ESG metrics info their incentive plans. The prevalence of envi-
ronmental metrics among the S&P 500 has nearly doubled year over year, moving from 13 percent
in 2021 to 25 percent in 2022. Environmental metrics most commonly include emissions, followed by
goals related to sustainability and a reduction in the use of natural resources.?

FACTOR #5: PURPOSE

Effective directors understand the importance of stewarding the purpose of their companies. They
know purpose has the power to motivate employees in unique ways. A Kumanu Harris poll in De-
cember 2021 reports employees are two fimes more likely fo stay at a purpose-driven organization
and four fimes more likely to be more engaged af work.? Effective leaders emphasize company
purpose, vision, and values, and help employees to forge connections to individual purpose and
appreciation for how their contributions impact the company and its performance. As stewards, they
understand and promote its link fo driving growth and long-term shareholder value. The board can
help by selecting a CEO and other leaders who will drive and communicate the company’s purpose
and strategy, as well as by ensuring that leadership development is a priority with leaders equipped
to effectively manage change and sef the fone from the top.

Increasingly, directors are connecting and communicating purpose as part of broader gover-
nance in areas with questions such as these:

How does our company purpose relate to employee engagement?

How do we support employees in connecting their individual purposes to our corporate
purpose?
How do efforts around wellbeing, DE&, dignity, sustainability, climate, and geopolitical ac-

tions support our purpose?

Effective stewards see no dichotomy between purpose and profits and understand they are inter-
twined; the result is good for human capital, good for performance, and leads to superior financial
refurns.

2 Data provided by WTW'’s Global Executive Compensation Analysis Team for this article, from their analysis of S&P 500
proxies in October and November 2022.

3 Data provided by Kumanu.
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BOARD OVERSIGHT QUESTIONS

Below is a sample of relevant questions for directors to ask management and/or themselves to effec-
tively provide stewardship on human capital in 2023 and beyond:
1. What is the current board governance structure fo oversee human capital, and how does it
need fo change?
2. Which committee(s) should be responsible for human capital governance and through
what process?
3. What expertise is required on the board and/or through independent external advisors fo
fulfill oversight responsibilities and to effectively govern this array of critical issues?
4. What responsibilities and touchpoints are required with the Chief Human Resources Officer
(CHRO) and their team and how should information be shared, presented, verified, and
reviewed?

John M. Bremen Don Delves Becky Huddlesfon

John M. Bremen is managing director; Don Delves is North American practice director; and
Becky Huddleston is senior director, executive compensation and board advisory, at WTW.
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Board Governance Structures and ESG

Avenues Boards May Consider for Managing Expanding Responsibilities

By Lee Ballin, Maureen Bujno, and Kristen Sullivan, Deloitte & Touche LLP

Companies are facing increasing pressure to manage a growing range of risks as a result of rapidly
evolving environmental, social, and governance (ESG) issues. Climate-related factors have gained a
great deal of aftenfion among ESG matters, but the scope of ESG is much broader, including sociall
aspects of a company’s relationships with its stakeholders and a growing demand for effective gov-
ernance and fransparency.

As disrupftive forces accelerate change and elevate expectations, many companies are facing
challenges in protecting and promoting a sense of trust among their stakeholders, safeguarding their
brands and reputations, and fostering business resilience. The increasing volume and complexity of
challenges are causing an increase in the number and variety of issues landing on corporate board
agendas.

How might boards adapt their governance structures to provide effective oversight in such a rap-
idly changing environmental and social landscape? What kinds of changes might boards make in the

coming year?

KEY PROJECTIONS

ESG as a business driver. Geopolitical factors will remain prominent in ESG discussions in 2023, with
a focus on climate change and decarbonization becoming increasingly front and center in political
dialogue. The outcome of US midterm elections, for example, has shifted the balance of power in
Congress in a way that could affect public policy, although the exact nature and significance of the
effect is difficult fo predict.

Despite shifts in the political environment, investor and corporate actions related to decarboniza-
tion and clean energy are not expected to change course, and the disruptive effects of these commit-
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ments and actions are expected to accelerate. One important reason for this expectation is the trajectory
of change that is being driven by the financial services sector.

The Federal Reserve is expected fo launch a pilot climate scenario analysis exercise with the six larg-
est banks in the United States that is meant fo improve measurement and management of climate-re-
lated financial risks, especially how climate-related financial risks may manifest and differ from historic
experience. This initiative, among other factors, is expected to rapidly accelerate the role of financial
services in driving an increased focus on climate-related financial risks.

Beyond financial services, corporate stakeholders such as vendors, credit raters, proxy advisory firms,
and investors are increasing their calls for action. As an example, major credit rafing agencies have devel-
oped methodologies for infegrating ESG considerations into their credit analyses, and a credit trends report
in 2022 indicated that ESG factors influence nearly one in four potential downgrades.

As another example, the Government Services Administration (GSA) has formed a panel to advise
the GSA on driving regulatory, policy, and process changes

required to increase climate and sustainability considerations _

within federal acquisition. Changes in procurement require-

ments are expected fo unfold from this process for vendors Beyond eX|Sf|n9 climate and
that want to do business with the GSA, which says it oversees Cybersecurify proposqlsl the
approximately $75 billion in annual confracts. SEC is expec’red to take further
ESG as a regulatory imperative. In the United States, the US action on issues such as human
Securities and Exchange Commission's (SEC's) proposals for CCIp”'Gl mcmagemen’r and

new disclosure requirements on climate and cybersecurity are . .
expected fo drive new processes and controls for providing board dlverSIfy'
information to investors. While it is not yet clear whether regu-

lations may be finalized or effective in 2023, the contfinued regulatory activity is expected o help accelerate
focus and action regarding transparency and reliability of information that is provided fo investors. The
regulatory affention is also helping to drive greater focus on the quality and reliability of information that
management depends on for making strategic decisions and developing targets and actions.

Beyond existing climate and cybersecurity proposals, the SEC is expected to take further action on
issues such as human capital management and board diversity. An analysis of 2022 proxy proposals
indicates Russell 3000 companies saw an increase in shareholder calls for action on human capital
management, and a group of institutional investors is urging the SEC to require companies o provide
more disclosure regarding the gender, race, and ethnicity of employees across job categories.

Regulations are also developing in many other countries, including the European Union’s Sustainable
Finance Disclosure Regulation and Corporate Sustainability Reporting Directive. In addition, multiple
voluntary ESG reporting standards and frameworks are rapidly converging under the IFRS (Internation-
al Financial Reporting Standards) Foundation to help shape the International Sustainability Standards
Board.

Regulatory activity infensifies the need for companies fo implement formalized governance structures
and disciplined processes, which boards are required to oversee. At the board level, this is expected fo
drive a need for reconsideration of how risks are managed across board governance and committee
sfructures:

What risks/topics are on the board’s agenda?

Where does responsibility for each topic sit with respect to the board, committees, and management?
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What information on each risk or topic is presented to the full board or committee? In what
form is the information presented, and how frequently is the topic being brought o a com-
mittee or the full board for discussion?

Possible adaptations. As a focus on ESG risks, opportunities, and performance intensifies across the
marketplace, ESG is becoming increasingly infegrated info the business and strategy, and this trend is
expected fo accelerate. Broadening the evaluation of materiality to consider the external impact on
stakeholders as well as the changing environmental and market condition’s impact on the company
can be a helpful fool to balance stakeholder expectations. This is important for meeting increasing
stakeholder expectations and strategic ambitions as well as for promoting resilience. Companies
should consider defined, disciplined approaches using established infrastructure for defermining
climate-related objectives and fargets, identifying and understanding risk considerations, performing
scenario analysis fo inform choices and risk responses, and

determining reporting and monitoring activities.

At the core of integrating ESG into the business is gov- _
ernance, and governance begins with the board. Some At the core of in‘l‘eg rqﬁng
corporate boards have adhered to a wait-and-see approach ESG into the business is
before taking action that multiple stakeholder groups are
increasingly demanding, but the risk stemming from board governance, and governance
inaction is escalating. Investors increasingly associate a lack begins with the board.
of disclosure with the absence of any type of meaningful
transition plan, and many investors are allocating capital accordingly.

Based on original research into filings of S&P 500 companies dating back to 2012, it is evident
that some boards are already making shiffs. Data show that boards are expanding their committee
structures in an effort to distribute board oversight responsibilities across committees in new ways. For
example, the analysis finds nearly 80 different ways that companies have renamed or extended the
name of their compensation committees, suggesting additional oversight responsibilities beyond the
traditional remit of executive compensation. The pattern is similar for nominating and governance
committees. As boards seek to address their expanding agendas within their governance structures,
several shifts are possible:

BOARDS AND COMMITTEES Boards may more intenfionally consider each of their key en-
terprise risks within the broad category of evolving ESG topics and identify who owns each
risk at the board and C-suite levels, including the full board or a board committee and which
C-suite leaders. This shift could include consideration for whether the board needs fo expand
a committee’s mandate or establish one or more new committees o effectively oversee a
growing range and number of issues.

As an example, human capital is an area commonly managed by a human resources
process, but the issues associated with human capital management have evolved o pres-
ent much more extended consequences for many companies in the current environment. As
such, it is increasingly elevated to boardroom discussion.

Boards may be considering questions such as whether human capital management should
be overseen by the enfire board or whether a board committee mandate should be expand-
ed to include human capital, such as the compensation committee. Boards may also consider
who in management is responsible for human capital and whether that function or person is
sufficiently elevated in the organization to enable adequate interaction with the board.
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As boards revisit how risks are overseen, it may be important to provide oversight that
is holistic, or sufficiently distributed so that it does not become siloed either at the board or
management level.

BOARD COMPOSITION Boards may revisit their composition and consider whether they
have an appropriate range of skills and experiences across existing members. This could in-
clude adding new members to further distribute the workloads, especially if the SEC requires
disclosure regarding whether boards have experts on specific fopics, such as cybersecurity
or climate change. Boards may need to be thoughtful with this approach to guard against
overreliance on subject-specific experts.

BOARD MEETINGS Boards may consider ways to make their meeting time more efficient
and effective. This could include revisiting the frequency and length of their meetings, per-
haps with a mix of in-person and virfual meetings to increase meeting time without increas-
ing fravel fime requirements.

Boards may also increase their use of consent agendas for more routine matters that re-
quire less discussion, to make more fime available for more challenging fopics. Boards may
work with management on presentation styles, asking for less focus on slides and more focus
on dialogue, fo allow more time in meetings for discussion.

INFORMATION AND REPORTING Boards may also increase their expectations of manage-
ment to provide more data. This could include elevated expectations for the types of data
provided, dafa sources, and dafa quality. Some boards may increase their expectations of
management fo obtain independent assurance with respect to information that is shared
publicly and relied on internally for strategic decisions and actions.

MAJOR BOARD IMPLICATIONS

ESG risk is business risk. It is evolving rapidly and increasingly rising to boardroom discussion because of its
close tie to strategy, especially as stakeholder expectations evolve to become regulatory requirements.

Boards already have a responsibility to oversee strategy and enterprise risk management (ERM),
and strategy and opportunity are tightly linked fo enhanced ERM practices around climate and
broader ESG risks. Boards may need to reconsider how their governance structures enable them fo
fulfill these critical oversight responsibilities.

Infegration of ESG considerations ac