ESG 1s here to stay:  whyalackiuster
IS your pollcy policy framework will
management ~ create steep hurdles

framework ready? Bf ESG success




INTRODUCTION

The world has experienced continuous change over the
last few years, with it sometimes being difficult to know
where the focus should be placed. The newest change
facing the world has been brought about through gene-
rational shifts and increasing climate concerns: environ-
mental, social, governance (ESG). From the introduction
of a standard EU taxonomy for ESG to ESG data challen-
ges (see [Zhig22] and [Delf22] respectively), it has become
the buzzword of 2021/2022 for organizations and govern-
ments globally. However, those in ethics and compliance
functions understand that ESG is not a new concept. In
reality, this is more of a resurgence of concepts that have
been combined due to their interdependence and growth
from “nice to have” into regulatory obligations.

THE ESG CHALLENGE

The United Nations Principles for Responsible Invest-
ment define ESG as shown in Figure 1 ((UNPR18]).

The breadth of these definitions may be daunting for
those functions tasked with developing successful ESG
strategies in their organizations. What’s more, it challen-
ges—and largely prohibits —the traditional approach by
organizations to delegate an emerging risk or legislative
change to a single function in accordance with their risk
framework. Implementing and managing ESG succes-
sfully will require an integrated approach that stretches
across borders and areas of expertise.

REGULATORS DRIVING CHANGE

ESG-centered regulatory guidance and obligations have

expectations that these regulations will come with teeth
([Rogerg)); a key factor in driving real change. To date,
regulations have been largely targeted at the sustainable
investing and financial reporting obligations, supply
chains or third-party risk and diversity requirements.
For example, the EU Taxonomy was released to establish
a common language when discussing and reporting on
sustainability topics and metrics ([Link22]). The Dutch
Central Bank (de Nederlandsche Bank (DNB)) has also
taken steps to drive change by monitoring the level of
ESG commitment in the financial sector. As of January
2022, “Climate-related risks are now also part of the fit
and proper assessments of (co)policymakers of banks,
insurers and pension funds. The financial undertaking
in question must include in its screening application
the candidate’s knowledge and experience with regard
to such risks. DNB amended its suitability matrices to
explicitly include this.” ([Link22])

Apart from new requirements, regulators like the United
States Department of Justice (DoJ) have also chosen to
reiterate existing obligations that remain relevant for

the success of governance, risk, and compliance (GRC)
frameworks. The updated DoJ guidance on evaluating
corporate compliance programs is one such example that
would also support a sound ESG strategy. As noted by
[Bell20], “the adequacy of compliance programs is fre-
quently relevant in civil enforcement brought by federal
agencies such as the United States Environmental Protec-
tion Agency (EPA) and state environmental enforcers...
and are generally recognized as foundations for effective
environmental risk management”. This suggests that
while the onset of new regulations will require change,
organizations should also utilize their compliance frame-
works to approach ESG needs in an integrated manner.

steadily grown over the past few years, and there are Figure 1. United Nations Principles for Responsible Investment definition of ESG.

Issues relating to the quality and functioning of the natural environment and natural systems. These include:
biodiversity loss; greenhouse gas (GHG) emissions, climate change, renewable energy, energy efficiency, air,
water or resource depletion or pollution, waste management, stratospheric ozone depletion, changes in land use,
ocean acidification and changes to the nitrogen and phosphorus cycles.

Environmental (E)

Issues relating to the rights, well-being and interests of people and communities. These include: human rights,
labor standards in the supply chain, child, slave and bonded labor, workplace health and safety, freedom of
association and freedom of expression, human capital management and employee relations; diversity; relations
with local communities, activities in conflict zones, health and access to medicine, HIV/AIDS, consumer
protection; and controversial weapons.

Social (S)

Issues relating to the governance of organizations and other investee entities. In the listed equity context these
include: board structure, size, diversity, skills and independence, executive pay, shareholder rights, stakeholder
interaction, disclosure of information, business ethics, bribery and corruption, internal controls and risk
management, and, in general, issues dealing with the relationship between a company’s management, its board,
its shareholders and its other stakeholders. This category may also include matters of business strategy,
encompassing both the implications of business strategy for environmental and social issues, and how the
strategy is to be implemented. In the unlisted asset classes governance issues also include matters of fund
governance, such as the powers of Advisory Committees, valuation issues, fee structures, etc.
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WHERE SHOULD YOU START?

With the increase in regulations and societal demand,
organizations are seeking solutions to implement ESG
into their organization. As a first step, conducting a
materiality assessment of ESG topics will support the
focus on the areas which are most relevant and impactful
to build the ESG strategy ((KPMGz2o]). Through existing
frameworks, organizations can bring their strategy to

life by tailoring their ESG approach to what works for
their organization without causing significant business
disruptionsin the process.

A policy management framework is one such frame-
work that is both foundational and a connector between
topics. Policies and procedures are the resource that
organizations use to set common standards across their
organization and support the realization of the organi-
zation’s mission, vision, values, and strategy ([Nave21]).
The policy management framework is the resource to
ensure that those standards are communicated, the roles
and responsibilities concerning the standards are under-
stood, and that the designated metrics are monitored
and reported accordingly; all crucial elements for the
success of ESG ([KPMG20]). Traditionally, siloed topics
also naturally converge within the policy management
framework. This supports a cross-functional approach to
interdependent risks — of which ESG has in abundance.

Successful policy management frameworks should
include at least the areas mentioned in Figure 2 to be
effective and efficient.

The policy management framework should build upon
existing fundamentals that are in place in the organiza-
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tion. When bringing the policy management framework
to life, organizations should ensure consistency amongst
policies, accuracy to relevant laws and concerns, relati-
ons between policies and concepts, and the application of
arisk /value-driven approach. Moreover, multinational
organizations should ensure that the global framework
accounts for local regulatory requirements and associa-
tion to the global policies, as this is often a where misalig-
nment can ocCur.

REINVENT OR REFRESH?

Once an organization completes the materiality assess-
ment and sets their ESG strategy, they need to build a
solid governance structure and process to maintain it.
Having a mature policy management framework will
provide a standard template for ESG to be incorporated
into the organization like other emerging risks. Lever-
aging regulatory monitoring and change management
within the policy management framework would enable
swift mapping of existing topics and functional areas to
ESG, thereby identifying alignment opportunities and
in-house expertise. For example, it may be the case that
the organization already has established policies on the
focus areas of their strategy. These could be refreshed to
specifically tie in the ESG strategy, rather than creating a
new set of ESG policies and procedures.

However, if an organization has treated policy manage-
ment as an administrative necessity, further work will be
required to be successful with ESG. As noted by [Doct21],
“without effective policies in place, organizations will
struggle to follow through with their ESG values as well
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Figure 2. KPMG Policies and Procedures Management Framework.
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and CEOs to compliance officers and general counsels,
the decision makers and responsible persons across any
organization should take stock of their policy manage-
ment frameworks to prepare for ESG. A few questions to

® Isyour framework currently effective?
® Doresourcing constraints point towards the opportu-
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If these cannot be answered “yes” with certainty, now is globalized world. She is an advocate for combating crime
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See also the other ESG article on Risk Management in this
edition on page 24.
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