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Abstract

The proposed research is an attempt to view how internationally recognised principles of sustainable development can be
implemented at the corporate level, in particular, how the company’s board of directors should respond to climate and environmental
challenges. Specifically, the paper examines the problem of reducing board members' repeated cognitive biases towards such a
mainstream governance concept as ESG (Environmental, Social and Corporate Governance). The research focuses on the five
most well-known cognitive biases of a board towards ESG, often encountered and described conceptually in behavioural literature:
over-optimism, status quo effect, confirmation bias, hyperbolic discounting, and groupthink. Subsequently, the paper draws
recommendations for overcoming or mitigating these biases by introducing and describing several debiasing interventions and
quality control tools. These tools are conditionally divided into three groups: changing incentives, optimising choice architecture, and
debiasing training. The author believes that incorporating behavioural insights into an analysis of the board’s ESG commitment
would bring a fresh perspective to this research area, which now is typically dominated by a rational choice framework. The paper
combines theoretical analysis of the existing literature in law, behavioural economics and psychology with qualitative research
application based on data obtained from first-hand observations, board empirical studies, questionnaires, and focus groups.
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Introduction

In recent years the term “ESG™ has become the new buzzword and mainstream issue for listed
companies, financial organisations, investors, customers, employees, and government regulators all over
the world. They all pay nowadays increasing attention to the impact that a company has on the society,
including carbon emissions, water stress, raw material sourcing, biodiversity and land use, and other ESG
measures. This factor can present both risks and opportunities that influence a company’s ability to create
long-term value.

The importance of ESG is emphasised in many domestic and international documents. For instance,
target 17.16 of the UN Sustainable Development Goals is formulated as: “Enhance the global partnership
for sustainable development, complemented by multi-stakeholder partnerships that mobilise and share
knowledge, expertise, technology and financial resources, to support the achievement of the sustainable
development goals in all countries...”.? As a part of development of this direction at the EU level a set of
policy initiatives with the overarching aim of making the EU economy sustainable, commonly known as
“The European Green Deal”, was taken by the European Commission in December 2019.2 This initiative
is complementary to the Non-Financial Reporting Directive (hereinafter — NFRD),* which requires large
public companies to disclose their environmental, social, and governance policies and due diligence
processes if they have them, or otherwise explain why they do not have any (“comply or explain”
approach).

1 ESG criteria include a wide range of issues, such as the adequate disclosure of carbon emissions, the amount and conditions of
compensation in incentive schemes, the approach to human rights compliance by a company's suppliers, and the
representation of various groups in a company's governing bodies.

2 UN Sustainable Development Goals. URL: https://sdgs.un.org/goals (accessed: 30.01.2024).

3 The European Green Deal. URL:https://eur-lex.europa.eu/legal-content/EN/TXT/?qid=1596443911913&uri=CELEX:
52019DC0640#document2 (accessed: 30.01.2024).

4 Directive 2014/95/EU. URL: https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32014L0095 (accessed:
30.01.2024).

54


mailto:dtekutev@hse.ru
https://orcid.org/0000-0001-7002-0515
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32014L0095
https://eur-lex.europa.eu/legal-content/EN/TXT/?qid=1596443911913&uri=CELEX:52019DC0640#document2
https://eur-lex.europa.eu/legal-content/EN/TXT/?qid=1596443911913&uri=CELEX:52019DC0640#document2
https://sdgs.un.org/goals

In a nutshell, the European Green Deal is a new growth strategy that aims to transform the EU into a
fair and prosperous society, with a modern, resource-efficient and competitive economy where there are
no net emissions of greenhouse gases by 2050 and where economic growth is decoupled from resource
use. Reaching this target requires action from all sectors of the European economy, including investing in
environmentally-friendly technologies, supporting industry to innovate, the usage of cleaner, cheaper and
healthier forms of private and public transport, decarbonising the energy sector, ensuring buildings are
more energy efficient, and so on. In particular, the European Green Deal sets out that sustainability
(which means all ESG factors taken together) “should be further embedded into the corporate
governance framework, as many companies still focus too much on short-term financial performance
compared to their long-term development and sustainability aspects”.®

In order to direct investments to the economic activities most needed for the transition, in line with the
European Green Deal objectives EU Taxonomy for Sustainable Activities (hereinafter — Green
Taxonomy)® was adopted and came into force in July 2020. Green Taxonomy is a classification system
that categorises economic activities as environmentally sustainable, aiming to prevent greenwashing and
help investors make informed sustainable investment decisions. Alongside the Green Taxonomy the
European Commission introduced the Sustainable Finance Disclosure Regulation (hereinafter — SFDR),’
which mandatory requires financial market participants to disclose ESG information. In particular, SFDR,
which officially came into effect on 10 March 2021, requires all financial market participants in the EU to
report ESG disclosures, with additional requirements for products that promote ESG characteristics or
that have sustainable investment objectives. Finally, in November 2022 the EU Parliament adopted the
Corporate Sustainability Reporting Directive (hereinafter — CSRD)® which extends the current rules on
sustainability reporting to all companies listed on an EU-regulated market, except for microenterprises.
Specifically, there is no longer the possibility to publish non-financial information in a separate
non-financial report as sustainability information is to be disclosed exclusively in the management report.

All these emerging regulations result in substantial transformation of all critical aspects of the
corporate governance system, including corporate strategy, risk management systems, remuneration
systems, information disclosure systems, and so on. For the board of directors,® as the body that should
implement the strategic management of the company, define essential principles and approaches to
organising risk management and monitor the activity of the company’s executive bodies, paying attention
to ESG is becoming crucial. Performance of the board’'s functions today is no longer possible without
considering material ESG-related risks, such as systemic financial stability, supply chain disruptions or
environmental impact. It is also important to oversee management’s performance in other ESG-sensitive
matters, including management of human capital, labour standards, consumer, and product safety.
However, as recent surveys and studies show, board members remain biased against ESG and focus too
much on the company's short-term financial performance compared to long-term sustainable
development, perceiving ESG factors rather as part of a corporate charity or social responsibility. For
instance, in 2020 just under half of the company directors surveyed (45%) said that ESG issues were
regularly part of the board’s agenda.

According to the behavioural theory of a firm, this is because directors rarely base decision-making
solely on rational principles and consider all possible risks and consequences of their decisions. Instead,
directors base their decisions on different cognitive biases and heuristics, seeking a satisfactory rather
than optimal solution. In other words, the effects of climate change and other ESG factors are diffuse,
slow, and complex, whereas human cognitive processes evolutionarily developed to address
concentrated, immediate and straightforward problems. A board’s cognitive biases towards ESG can

5 URL: https://ec.europa.eu/info/strategy/priorities-2019-2024/european-green-deal_en (accessed: 30.01.2024).

6 EU Taxonomy for Sustainable Activities. URL: https://finance.ec.europa.eu/sustainable-finance/tools-and-
standards/eu-taxonomy-sustainable-activities_en (accessed: 30.01.2024).

7 CFDR. URL: https://finance.ec.europa.eu/regulation-and-supervision/financial-services-legislation/implementing-
and-delegated-acts/sustainable-finance-disclosures-regulation_en#documents (accessed: 30.01.2024).

8  CSRD. URL: https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:32022L2464 (accessed: 30.01.2024).

9 It is widely known that board names and functions vary among countries. Some countries, like Germany, have a two-tier board
structure which separates the “supervisory board” (composed of nonexecutive board members) and the “management board”
(composed entirely of executives). Other countries (like the US) have “unitary” boards which bring together executive and
non-executive directors. Considering this, hereinafter we will use the single term “board of directors” to refer to all these/such
structures for the sake of terminological uniformity.

1 Turning Crisis into Opportunity: PwC’s Annual Corporate Directors Survey. September 2020. P. 8. URL:
https://lwww.pwc.com/us/en/services/governance-insights-center/assets/pwc-2020-annual-corporate-directors-survey.pdf
(accessed: 30.01.2024).
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create problems for the company such as short-termism, the adoption of suboptimal decisions, which are
detrimental to the company and its stakeholders in the long-term, failure to see potential problems and
identify ESG risks, lack of flexibility and creativity, and resistance to new ideas. It is therefore essential to
understand the board’s dynamics in response to complex problems such as climate change, pollution,
and other ESG risks, and to incorporate behavioural research into analysing its decision-making.

1. Theoretical framework
1.1. Behavioural theory of boards and corporate governance

The chronology of the modern theory of the firm begins with the pioneering article of R. Coase “The
nature of the firm”,** where he states that firms arise when the transaction cost of producing through the
market exchange becomes higher than producing within the firm. Coase’s transaction costs theory laid
down the basis for different contract theories (often called post-Coasian) developed in 1960-1970s. The
most influential of those theories, prevailing in the corporate governance research literature, is the
so-called “agency theory”. According to the agency theory, whose foundations were laid by the work of
M. Jensen and W. Meckling,*? a rational maximisation of benefits guides managers (agents) and owners
(principals), sooner or later, their interests will objectively diverge, since for the agent his interests will
come to the fore. So, the main focus of this research is on how boards of directors may protect the
owner’s interests from the manager’'s opportunistic behaviour and reduce agency costs by finding
appropriate incentives and control mechanisms motivating the agent to act in the principal's interest.
These mechanisms are commonly categorised in literature into two subgroups, respectively, “regulatory
strategies” and “governance strategies”.*®

Alongside the contract theories, a number of studies, subsequently named “a behavioural theory of the
firm”, claimed the need to pay more attention to intrafirm behavioural processes and decision-making.
These studies arose in the 1960-1970s starting from H. Simon'’s article “A behavioural model of rational
choice™* and elaborated in the book by R. Cyert and J. March.'® However, although today behavioural
studies of boards and corporate governance are primarily associated with Cyert and March, these studies
are dispersed across a variety of schools and disciplines and employ different theories and
methodologies.'®* As some researchers claim, “the idea that the different behavioural theories provide
complementary perspectives and that none of them can independently provide a complete explanation
seems to have gained some ground in the field”.” So, for consistency in the present research, the
common conventional term “behavioural theory of the firm” is used for all these behavioural theories.

As in the case of the human model in economics in general, the concept of agency theory most
criticised by behaviourists is the assumption that managers-agents are perfectly rational own-utility
maximisers, seeking to act opportunistically by taking advantage of information asymmetry.*® In response,
proponents of the behavioural theory of the firm argue that managers often have to act in a situation of
uncertainty, with limited knowledge and the ability to anticipate the outcome.!® Respectively, the
behavioural theory of the firm emphasises the importance of studying natural behavioural processes and
dynamics in the firm’s managerial bodies. This approach is based on such critical concepts as satisficing,
routinisation, dominant coalition, and bounded rationality.?°

" Coase R. The Nature of the Firm /| Economica. 1937. Vol. 4. Ne 16. P. 386-405.

2. Jensen M., Meckling W. Theory of the Firm: Managerial Behavior, Agency Costs and Ownership Structure // Journal of Financial
Economics. 1976. Vol. 3. Ne 4. P. 305-360.

13 Kraakman R. et al. The Anatomy of Corporate Law: A Comparative and Functional Approach. Oxford University Press, 2017.
P. 31.

14 Simon H. A Behavioral Model of Rational Choice // Quarterly Journal of Economics. 1955. Vol. 69. Ne 1. P. 99-118.

15 Cyert R., March J. A Behavioral Theory of the Firm. Englewoods Cliffs, NJ, USA : Englewoods Prentice-Hall, 1963.

6 Huse M., Minichilli A., Schoning M. Corporate Boards as Assets for Operating in the New Europe: The Value of Process Oriented
Boardroom Dynamics // Organizational Dynamics. 2005. Ne 34. P. 285-297.

' Ees H. van, Gabrielsson J., Huse M. Toward a Behavioral Theory of Boards and Corporate Governance /| Corporate
Governance: An International Review. 2009. Vol. 17. Ne 3. P. 311.

18 See Ghoshal S., Moran P. Bad for Practice: A Critique of Transaction Cost Theory // Academy of Management Review. 1996.
Ne 21. P. 13-47.

1 Hendry J. Beyond Self-Interest: Agency Theory and the Board in a Satisficing World // British Journal of Management. 2005.
Ne 16. P. 58.

2 Argote L., Greve H. A Behavioral Theory of the Firm: 40 Years and Counting, Introduction, and Impact // Organization Science.
2007. Ne 18. P. 339.
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Under the satisficing concept, corporate actors tend to accept decisions that satisfy their current needs
rather than search for optimal decisions.? In other words, rather than making optimal decisions, directors
tend to accept the ones that are readily available in current circumstances and address particular
immediate problems. The concept of routinisation asserts that since most managerial activity consists of
repetitive, stable, and relatively well-established patterns of action,?* managers tend to grossly simplify
acute problems, applying ready-made routines to save time and mental resources.> The concept of a
dominant coalition states that organisations are not monolithic entities with a single goal, but rather
complex political systems where different stakeholders may have conflicting interests and achieve their
goals in the process of negotiation, participating in various coalitions.?* The board's task in this regard is
to get the coalitions to cooperate or create a “dominant coalition”.?® The concept of bounded rationality, as
mentioned earlier in the discussion on behavioural economic analysis of law, firstly, highlights the
limitations in human information processing, especially when it comes to computation and prediction.?®
Secondly, as being rational is too costly, people try to save cognitive effort by leaning on shortcuts or
“heuristics”.?” Finally, due to these points and other factors such as the impact of emotions, our cognition
and judgment allow for a wide range of recurring cognitive biases.?®

As with the broader concepts of behavioural and traditional economics, it would be wrong to view the
behavioural theory of the firm and agency/transaction costs theory as contradictory. The behavioural
approach does not claim that corporate actors are not trying to maximise their utility. It only claims that
they cannot do so because of some limitations of their cognitive abilities and, to some extent, serves as
an essential building block in transaction costs theory.?® Therefore, at the present stage of corporate
governance research, there are no signs of confrontation between the two approaches mentioned above,
but rather their mutual convergence.

1.2. Cognitive biases and boards

The concept of human cognitive biases as systematic errors or deviations from rationality in thinking and
judgment underlies the bounded rationality assumption and the behavioural theory of the firm in general.
The foundation of the cognitive bias concept was laid in 1973 when A. Tversky and D. Kahneman stated
that people rely on a limited number of heuristics which sometimes lead to reasonable judgments but
occasionally result in systematic errors.®® Since then, psychologists and behavioural economists have
thoroughly researched this phenomenon and identified numerous types of cognitive biases that differ from
rational choice theory and lead to poor decision-making.®! In his best-selling book “Thinking, Fast and
Slow”, D. Kahneman contributed to research on cognitive biases by introducing two co-existing systems
that human cognition operates along: “System One”, a fast, emotional processing system that allows
people to process information automatically and quickly with little or no effort, and “System Two”,
introducing deliberation and logic into our thinking, allowing for reflective and effortful processing of
information, including complex computations. System One is in charge most of the time and continuously
deploys intuitions, shortcuts, and heuristics for System Two, which helps us navigate the world more
quickly and efficiently but may also lead to cognitive errors and biases.*? Thus, while it allows us to make
faster decisions, cognitive biases impede critical thinking and, thereby, the rationality of our judgments
and conclusions.®

2l Ees H. van, Gabrielsson J., Huse M. Op. cit. P. 313.

22 Forgas J. Episode Cognition and Personality: A Multidimensional Analysis // Journal of Personality. 1983. Vol. 1. Ne 51.
P. 34-48.

2 Laureiro-Martinez D. Cognitive Control Capabilities, Routinization Propensity, and Decision-Making Performance // Organization
science. 2014. Vol. 25. Ne 4. P. 1111-1133.

24 Ees H. van, Gabrielsson J., Huse M. Op. cit. P. 312.

% Qcasio W. Institutionalized Action and Corporate Governance: The Reliance on Rules of CEO Succession // Administrative
Science Quarterly. 1999. Ne 44. P. 387

% Simon H. Op. cit. P. 101

27 Greve H. Organizational Learning from Performance Feedback: A Behavioral Perspective on Innovation and Change.
Cambridge University Press. 2003. P. 12.

2% Kahneman D., Tversky A. Prospect Theory: An Analysis of Decision Under Risk /| Econometrica. 1979. Vol. 47. Ne 2. P. 252.

2 Peng Z. Is Transaction Cost Economics Behavioral? /| Toward Behavioral Transaction Cost Economics, International Marketing
and Management Research. Cham, Switzerland : Palgrave Macmillan, 2021. P. 1-44.

30 Kahneman D., Tversky A. On the Psychology of Prediction // Psychological Review. 1973. Ne 80. P. 237.

31 Haselton G., Nettle D., Andrews P. The Evolution of Cognitive Bias I/ The Handbook of Evolutionary Psychology | ed. by
Buss D. Hoboken, NJ, US : John Wiley & Sons Inc, 2005.

32 Kahneman D. Thinking, Fast and Slow. New York, NY, USA : Farrar, Straus and Giroux, 2011. P. 29.

3 Woensel L. van. A Bias Radar for Responsible Policy-Making. Cham, Switzerland : Palgrave Macmillan, 2020. P. 17.
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Almost simultaneously with the introduction of the cognitive bias concept, researchers began to
investigate the impact of various biases on decision-making processes in policy-making groups and
corporate managerial bodies.* Biases frequently occur in corporate bodies because managers are often
required to make decisions in a state of uncertainty. In particular, the study of cognitive biases in the
corporation helps understand how corporate actors are subject to irrational decision-making in the
interaction and processing of information.*®* The ways that information-processing cognitive biases
negatively influence group judgment and decision making, and the elaboration of tools needed to mitigate
such effects remain one of the central research problems in psychological and behavioural literature® and
will be the subject of consideration in the following paragraphs of this study concerning boards and ESG.

2. Board’s cognitive biases towards ESG
2.1. ESG factors and cognitive biases

Increased attention of stakeholders to ESG factors, as it seems, make the company’s board members
undertake initiatives to improve performance on ESG issues, become more and more EGS aware, and
begin to pose new ESG related topics in the agenda for board meetings. Moreover, on the basis of a
review of the current literature it can be concluded that there are indeed both theoretical and empirical
arguments that ESG factors are related to firm performance, although empirical evidence is ambiguous
and contextual.*” However, there is enough credible evidence that directors still overlook sustainability in
favour of short-term financial motives. In particular, the EU Study on directors’ duties and sustainable
corporate governance® state a trend in the past 30 years for listed companies within the EU “to focus on
short-term benefits of shareholders rather than on the company's long-term interests”. Another credible
source revealing the board member’s attitude towards ESG is the 2020 Annual Corporate Directors
Survey by PwC which examined the views of about 700 directors of public companies from across the
United States on various corporate governance issues. According to this survey:

— In 2020, only 38% of directors said ESG issues have a financial impact on the company’s

performance.®®

— In 2020, just under half of the directors (45%) said that ESG issues are regularly a part of the

board’s agenda, and just 34% in 2019.°

— In 2019, only 50% of directors said that ESG issues are linked to the company’s strategy.*

— In 2019, 56% of directors said that investors’ focus on environmental/ sustainability issues is

excessive.*

Among all, there is ample evidence of the board’s biases towards particular aspects of ESG. For
instance, in a 2015 Government Accountability Office report, almost half of the stakeholders surveyed
listed unconscious bias as affecting the selection of women on boards.** Another study found that 87 % of
women directors reported facing challenges based on their gender, including not being heard, not being
accepted as part of the “in” group, difficulty establishing credibility, and stereotypes.**

The abovementioned studies and surveys lead us to conclude that the director’s short-termism and
biases towards ESG still existed and manifested themselves. Hence, the aim is to reveal why it happens
and its consequences for the quality of the board’s decision-making. According to Kahneman'’s doctrine,
cognitive distortions towards ESG occur because human’s cognitive System One operates to address
intuitive, immediate, and straightforward problems. In contrast, such ESG-related risks like climate

34 See Hammond S., Keeney R., Raiffa H. The Hidden Traps in Decision Making /| Harvard Business Review. 1998. Vol. 84. Ne 1.
P. 1-47.

% Cohan J. “I Didn't Know” and “I Was Only Doing My Job”: Has Corporate Governance Careened out of Control? A Case Study of
Enron's Information Myopia I/ Journal of Business Ethics. 2002. Vol. 40. Ne 3. P. 282

% See Abatecola G. Untangling Self-Reinforcing Processes in Managerial Decision Making. Co-evolving Heuristics? |/
Management Decision. 2014. Vol. 52. Ne 5. P. 934-949.

37 See Schanzenbach M., Sitkoff R. ESG Investing: Theory, Evidence, and Fiduciary Principles // Journal of Financial Planning.
2020. P. 5. URL: https://ssrn.com/abstract=3684979 (accessed: 30.01.2024).

% EU Study on directors’ duties and sustainable corporate governance. URL: https://op.europa.eu/en/publication-detail/-
/publication/31c8d5bd-d20b-11ea-adf7-01aa75ed71al/language-en/format-PDF/source-search (accessed: 30.01.2024).

3% PwC. 2020 Annual Corporate Directors Survey. P. 8.

40 Ibid.

4 Ibid. P. 20.

42 Ibid. P. 19.

4 U.S. Government Accountability Office, Corporate Boards: Strategies to Address Representation of Women Include Federal
Disclosure Requirements (December 2015). URL: https://www.gao.gov/assets/gao-16-30.pdf (accessed: 30.01.2024).

4 Groysberg B., Bell D. Dysfunction in the Boardroom // Harvard Business Review. 2013. Vol. 91. Ne 6. P. 93.
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change, carbon emissions, pollution, lack of diversity, and inclusion are latent, diffuse over time, slow and
complex for intuitive evaluation. Moreover, many decision rules that characterise human judgment and
choice under uncertainty take advantage of past personal experiences.* In contrast, for such
low-probability, high-consequence ESG risks as climate change, biodiversity loss, or deforestation, the
board members, as a rule, have limited or no experience. In other words, ESG-related risks are often new
and emerging or unexpected, making it less likely for directors to identify them.

Moving to a particular board’s cognitive biases towards ESG, it is worth mentioning that in the
psychological and behavioural literature, one can find dozens of cognitive, decision-making, and
memory-related biases, many of which are relevant to the board’s decision-making and dynamics and, to
varying degrees, relevant to ESG related issues. As the scope of the current research is limited, it
focuses on the five most well-known, often encountered and described conceptually in behavioural
literature biases. However, the board’'s practices and quality control tools for overcoming or mitigating
biases described in paragraph 3 could apply to a broader range of cognitive distortions.

2.2. Overoptimism

Even when people have information about the probability of a specific event occurring, their prediction
that the event will happen to them is subject to overconfidence bias, that is the preconception that a
favourable outcome is more likely than an unfavourable one.*® Similarly manifests itself an overoptimism
bias — “the tendency of many people to overrate their abilities, contributions, and talents — and a
tendency toward puffery and dismissal of risks”.*” Overconfidence and overoptimism are closely related,
but whereas overoptimism relates to overall risk perception too optimistically, overconfidence is more
related to self-perception. However, both are regarded in behavioural studies as systematic and
genetically predetermined.*® For instance, experimental data have shown that people are unrealistically
optimistic towards their driving abilities — almost 90% of drivers believe they drive better than average.*

The tendency towards overconfidence and overoptimism is commonplace among managerial
professionals, particularly corporate CEOs and board members. For instance, according to the 2019
Annual Corporate Directors Survey by PwC, directors shared a highly optimistic view of their companies’
potential for future growth. Specifically, 90% of directors said they were confident about their company’s
prospects for growth over the next twelve months. An even higher percentage, 93%, were optimistic
about growth over the next three years. Directors are often prone to over-optimism bias because
optimism is considered essential for a leader’'s image, who thus motivates colleagues and instils
confidence and optimism about the company's prospects.®® Moreover, managerial over-optimism
becomes the norm in company communications with external stakeholders, thereby creating inflated
expectations of future growth and profitability. As a result, the constant need to demonstrate “external”
optimism can create a distorted picture of reality for board members and hinder their critical thinking. In
such a case, the costs and risks of a particular board's decisions will tend to be underestimated and the
benefits overestimated.

Board's overoptimism towards ESG factors leads to several negative consequences both for the
company and stakeholders. First, the director’s distorted perception of reality caused by overoptimism
bias can involve more ESG risks, such as engaging in ecologically or socially risky projects and not taking
precautionary measures to provide safety. Second, as a growing number of firms issue ESG reports, the
board’s overconfidence can harm the quality of ESG reporting and provoke greenwashing. The
emergence of the “greenwashing” concept is associated with the facts when some corporations
embellished their reporting, omitted the risks and sought to present themselves as an industry leader.®*
For instance, various studies have presented evidence that the tone of corporate social responsibility

4 Kunreuther H. Aiding Decision Making to Reduce the Impacts of Climate Change // Journal of Consumer Policy. 2014. Vol. 37.
Ne 3. P. 6.

4 Korobkin R., Ulen T. Law and Behavioral Science: Removing the Rationality Assumption from Law and Economics // California
Law Review. 2000. Vol. 88. P. 1091.

47 Cohan J. Op. cit. P. 275.

4 Nelson R. Recent Evolutionary Theorizing About Economic Change I/ Journal of Economic Literature. 1995. Vol. 33. Ne 1.
P. 48-90.

4 Weinstein N. Unrealistic Optimism About Future Life Events // Journal of Personality and Social Psychology. 1980. Vol. 39.
P. 806-820.

50 Cohan J. Op. cit. P. 285.

51 Laufer W. Social Accountability and Corporate Greenwashing // Journal of Business Ethics. 2003. Vol. 43. Ne 3. P. 255.
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(hereinafter — CSR)® communication can be detached from actual CSR performance due to the
overconfidence of top management.>® On top of that, overconfident management prefers to invest less
resources in CSR because they feel less dependent on the company's stakeholders.>*

2.3. Confirmation bias

Another cognitive bias related to the board’s perception of ESG is the confirmation bias, “the term to
describe the observation that actors often interpret information in ways that serve their interests or
preconceived notions”.*® In everyday life, this bias allows a person to make fast and timely decisions in
the face of danger or uncertainty.®® Empirical evidence supports the idea that confirmation bias is a
systemic and persistent deviation and manifests itself in various areas of human activity.>” Among all,
confirmation bias includes a propensity to overstate or even imagine correlations that confirm beliefs and
to understate correlations that may contradict beliefs.®

Board members also display this bias when they select information and interpret ambiguous evidence
in a way that supports their entrenched attitudes and beliefs. Confirmation bias towards ESG factors can
negatively influence the quality of the board’s decision-making in two directions. First, the absence of
ESG related problems in the past, for example, lack of environmental accidents in recent years, can lead
directors to overconfidence that everything goes well. As a result, they will overvalue the evidence that
supports their optimistic attitude and undervalue or ignore signals supporting “inconvenient truth”,
including cases of pollution, human rights violations, hazardous waste, and many others. Conversely,
suppose the director has entrenched views vigorously against some ESG factor, for instance, biased
against the presence of women on the board. In that case, he will support evidence that confirms his
sceptical position and reject arguments and even research findings that challenge it.

2.4. Status quo effect

According to the status quo effect, “individuals have a strong tendency to remain at the status quo
because the disadvantages of leaving it loom larger than advantages”.®® The status quo effect is a
consequence of two other well-known cognitive biases, loss aversion and the endowment effect. It occurs
when the individual prefers to stay with the status quo because he evaluates the potential losses from
changing the status quo more strongly than the potential benefits.®® There is a large body of empirical
research confirming that status quo bias is evident in both hypothetical choice situations and in situations
where participants in an experiment are financially responsible for the consequences of their decisions.®*
Knowing that legislators and policymakers are widely using the status quo effect by choosing a different
default rule in laws, thus creating a different perceived status quo and nudging people to a more desirable
choice. Among the examples are contract law default rules,®? default on employee participation in
retirement savings plans,®® and organ donation defaults within the European Union.®*

Status quo bias in the board's activity can hinder the implementation of ESG in a way that directors will
be reluctant to engage in projects and practices involving substantial changes simply because it brings
too many risks of the unknown. As with confirmation bias, reliance on intuitive processes for making
decisions under uncertainty will likely lead directors to focus on the recent past and thus maintain the
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status quo.® For example, as the 2020 Annual Corporate Directors Survey by PwC showed, boards are
reluctant to adopt rules or laws that are likely to limit their discretion. Even though most directors believe
that board diversity is beneficial, they do not support laws that would require boards to change the
composition, because they prefer to implement these practices gradually. On top of that, as behavioural
studies claim, people often tend to suppress cognitive dissonance by maintaining an illusion of normality
(the so-called “illusion of control effect”), interpreting new data as consistent with the status quo, rather
than seeing it as a sign of impending danger.®® In other words, status quo bias can push directors to
accept non-rational or suboptimal decisions, for instance, dismiss suggestions to correct a proven
strategy despite changes in circumstances or key metrics, to maintain cognitive consistency. However,
research has shown that top managers are different in the extent of status quo bias and that different
individual, firm, industry, and even national characteristics can affect the degree of status guo bias.®”

2.5. Hyperbolic discounting

A substantial amount of research shows that human economic preferences are dynamically inconsistent.
Graphically, they tend to look hyperbolic rather than the standard exponential curve.®® Generally, humans’
hyperbolic discounting is featured by “relatively high discount rate over short horizons and a relatively low
discount rate over long horizons, which sets up a conflict between today’s preferences and the
preferences held in the future”.®® Although everyone's level of hyperbolic discounting varies and depends
on a variety of factors, including age, experience, and the degree to which rewards are distributed over
time, in general, humans are “present-biased”, i.e. having an opportunity to get two identical prizes, they
tend to prefer the one they get earlier rather than later. This happens mainly because assessing the
likelihood of future satisfaction, the individual feels a subconscious threat of uncertainty about that
prospect.”™

As research shows, corporate managers also often have overly short time horizons™ and a bias for
immediate gratification and hyperbolic discounting.”? The most critical consequence of hyperbolic
discounting for boards is that it creates temporary preferences for short-term decision-making rather than
orientation on long-term sustainable development goals. Such a short-term way of thinking is referred to
in the literature as “short-termism”, defined as “decisions and outcomes that pursue a course of action
that is best for the short term but suboptimal over the long run”.”® Corporate short-termism is one of the
most severe problems facing companies and society today because it undermines the idea of long-term
corporate sustainability, discourages innovation, and harms society's long-term social and environmental
interests. For boards of directors, as bodies supposed to set and focus on long-term strategic goals and
create a compensation system that encourages long-term success, such a short-term approach is
exceedingly dangerous. Board's hyperbolic discounting and short-termism can be the reason to keep out
the discussion on ESG factors and thus provoke detrimental consequences for companies and the
broader social, environmental, and economic systems in which they operate.

2.6. Groupthink

The term “groupthink” was introduced by the American psychologist I. Janis in an article on the role of
group decision-making in the foreign policy mistakes of the US and defined as “a mode of thinking that
people engage in when they are deeply involved in a cohesive in-group when the members’ striving for
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unanimity overrides their motivation to realistically appraise alternative courses of actions”.” Later studies
confirmed that groupthink possesses a significant threat to the quality of collegial decision making.”™
Stated differently, groupthink stands for an “excessive form of concurrence-seeking among members of
high prestige, tightly knit policy-making groups”.”®

Corporate boards are perfect examples of such groups, so they are prone to groupthink, especially
when faced with controversial and complex issues like ESG and sustainable corporate development.
Ultimately, as with every cognitive bias, groupthink is a psychological defence mechanism for overcoming
group conflict and stress when making challenging decisions.” It would be wrong to assert that it is
always detrimental to group decision-making. For instance, as |. Janis pointed out, it could be helpful
when a group is making routine decisions because it saves time. In total, Janis identified eight symptoms
of groupthink, among them stereotyping and disregarding of alternative perspectives, excessive optimism
and risk-taking, self-censorship of group members, an illusion of cohesion among group members,
pressure to be loyal and conform with the group position, and the presence of “mind guards”.”

The impetus for groupthink research concerning the boards was caused by the series of corporate
scandals and failures in the early 2000s, specifically, the high-profile bankruptcy of the American energy
company Enron in 2001.7 In particular, M. O'Connor, based on the analysis of the materials of the work of
the Enron’s board, concluded that there were almost all above-mentioned symptoms of groupthink in the
Enron’s board along with others like homogeneity amongst board members, lack of impartial leadership,
loss of independence and presence of various gatekeepers, such as auditors, lawyers, etc.® Further,
A. Howard found that groupthink was prevalent in Citigroup’s board before the financial crisis of 2008,%*
and A. Hermann and A. Rammal researched the detrimental role of groupthink in the collapse of Swissair,
a Swiss airline company.®? The negative role of groupthink for board performance has subsequently been
emphasised both at the doctrine level and in corporate governance codes.®® Despite this, the problem of
groupthink remains relevant for boards. For instance, according to the 2020 Annual Corporate Directors
Survey by PwC, 36 % of directors said that “it is hard to voice a dissenting view on at least one topic in
the boardroom”.8

Regarding ESG, the board’s groupthink can lead to the adoption of suboptimal strategic decisions due
to failure to identify ESG risks, lack of independent and critical thinking, the dominance of a leader’s (chair
or CEO) individual entrenched positions over the board, and so on. Boards suffering from groupthink are
prone to dismiss ESG factors as they are usually incapable of reacting to warning signs or new
information in their decision-making process due to self-censorship and reluctance to see uncomfortable
truths. Moreover, groupthink in boards can increase other cognitive biases towards ESG, particularly
overoptimism and confirmation bias, reinforcing the director's tendency to be unreasonably self-assured
in his decisions.®

3. Relevant debiasing interventions
3.1. Debiasing interventions

As previously mentioned, over the last 40 years, considerable scientific efforts have been made in the
behavioural research literature to elaborate tools and methods to improve the quality of decision-making
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in groups.® These tools are primarily referred to in the literature as debiasing interventions® or quality
control tools.® Generally, debiasing refers to a “procedure for reducing or eliminating biases from the
cognitive strategies of the decision-maker”.? At least three types of debiasing interventions have been
elaborated in behavioural research to mitigate the influence of cognitive distortions on decision-making:
changing incentives, optimising choice architecture, and debiasing training.*

3.1.1. Changing incentives

Changing incentives refer to debiasing individuals by creating certain stimuli to behave in ways aligned
with private or public interests, mainly by providing financial rewards and punishments, bonuses, grants,
subsidies, etc. An example could be tax deductions for companies using energy-saving technologies or
providing bonuses for the company’s CEO to achieve specific performance targets. Debiasing by creating
incentives mainly refers to the classical rational agent model, discussed in paragraph 1 of this paper.
However, in recent decades, behavioural insights brought a new perspective to motivation management.
They highlight how people subjectively interpret various stimuli, and conclude that monetary incentives
may not be sufficient to achieve desired behaviour without careful consideration of how they are
designated, described, and understood.®* On top of that, debiasing incentives could be too costly or even
backfire when they are not aligned with human’s intrinsic motivation,®? so for proper debiasing, careful
calibration and implementation of incentives is heeded.

3.1.2. Optimising choice architecture

Optimising choice architecture refers to debiasing decisions by improving the way how information is
reported and how choices are promoted. This specific type of regulation, also referred to as “soft
paternalism”, was promoted as a “nudge” by a best-selling book by R. Thaler and C. Sunstein “Nudge:
Improving Decisions about Health, Wealth, and Happiness”. It is defined as “any aspect of the choice
architecture that alters people’s behaviour in a predictable way without forbidding any options or
significantly changing their economic incentives”.®® Debiasing nudge is supposed to be a cheap, easily
scalable, non-obtrusive way to improve the quality of an individual's decision-making while maintaining
the libertarian ideal of freedom of choice and placing no significant burden on those who are already
acting in a desired way.** Within the organisation, the application of nudges gave rise to such a
phenomenon as “nudge management”. It is as a “management approach that applies insights from
behavioural science to design organisational contexts so as to optimise fast thinking and unconscious
behaviour of employees in line with the objectives of the organization”.?® Debiasing nudges take many
forms, but the major ones are information framing, commitment devices, and default selection.*®

3.1.3. Debiasing training

Debiasing training primarily encourages the consideration of any plausible alternative outcomes for an
event or simulation multiple alternatives, which are likely to be overlooked in intuitive judgment® or
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application of cost-benefit rules of microeconomic theory to decisions.*®

All these general debiasing interventions and quality control tools could be applied for debiasing board
members towards ESG and will be considered in the following paragraphs taking into account the board’s
specific. As many biases are multiply-determined and interdependent, there is unlikely to be “one-to-one”
mapping of particular biases and debiasing interventions, so all particular board debiasing interventions
will be contingently divided into two groups:

— low-cost interventions, i.e. the board’s practices, which can be used within the framework of the
current composition of the board and which do not require significant economic, transaction and time
costs to implement;

— high-cost interventions, i.e. instruments which require from the company more time,
organisational and financial efforts.

3.2. Low-cost interventions
3.2.1. ESG-debiasing training tools

The basic idea of debiasing training lies in the assumption that since people are not capable of making
optimal decisions in complex situations intuitively, there is an option to rely on specially designed
procedures, following which may help bring them closer to better decisions.®® Existing behavioural
research contains various techniques, strategies, and quality control tools used in debiasing training
aimed at considering the information that might be omitted in intuitive judgment. Taking into account that
these debiasing training tools are mostly context- and bias-specific, only those of them are considered
here that can be applied to the board’'s ESG-related decision-making.

Appointment of one board member as a critical evaluator, also referred to as “professional sceptic” or
“devil's advocate”, while discussing ESG-related issues. |. Janis described this debiasing tool in his
broadly-referred article devoted to groupthink where he suggested that in homogeneous groups, where
the likelihood of premature consensus is high, one or more members of the group should be appointed as
“devil's advocates” who will be given the role of arguing from the opposing (possibly uncomfortable) side.
This person should “be given an unambiguous assignment to present his arguments as cleverly and
convincingly as he can, like a good lawyer, challenging the testimony of those advocating the majority
position”.1® Either board members or external ESG consultants may play the role of devil’s advocates.

Although research demonstrates that groups often achieve a better quality of decisions through the
use of the devil's advocacy than it could be reached in a free discussion,*® this quality control tool
properly works only if specific rules are followed. First, the devil's advocate should play the role of process
consultant or objective critic of a favoured strategy rather than a “carping critic” identified with a particular
alternative strategy.’®® In other words, the task of the devil's advocate is to challenge the group
consensus, raise objections and counterarguments, and focus on the negative aspects and
consequences of the problem in order to encourage the group to reconsider or revise the established
view on the issue. Second, the devil's advocate role should alternate among board members because if
the same person plays this role all the time, he or she is likely to be perceived as a regular devil's
advocate, and his or her criticisms may be perceived less seriously.}®® Further, since this role is not
permanently assigned to a specific director but passes on the baton, individual directors will not feel
constrained in expressing criticism. Finally, the devil's advocacy technique should not be routinely applied
to all decisions and have to be used only for significant and strategic decisions that are complex and
require multilateral consideration. Nevertheless, it is worth mentioning that this technique should be
applied competently as recent studies have demonstrated that using the devil's advocacy sometimes
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increases the level of intra-group conflict. Therefore the practical implementation of this tool can be
challenging.®

Consideration and discussion of all alternative positions and ways to address the ESG-related issue.
This debiasing training tool also referred to as the “consider the opposite” technique, can be used as
independent and supplementary to the “devil's advocate” tool. According to this quality control tool, board
members should generate arguments that support any plausible alternative course of events, contrary to
the one accepted as the main course, which leads to a more balanced and unbiased evaluation of
arguments in making a decision.’® In other words, this practice is aimed at analysing non-obvious or
hidden consequences of the planned decision and considering each issue from the position of possible
adverse effects. As experiments showed, such techniques, when specifically instructed, have been found
to aid consideration of alternatives and to lessen biases.'% In particular, this tool has been shown to help
counter overoptimism and confirmation bias'’” as well as groupthink.’® However, as in the case with
“devil's advocate”, there is no guarantee that this tool will lead to objective reassessment or real
exploration of alternatives since enough research documents how challenging it is for humans actually to

guestion and revise their positions, especially when those positions are backed by group consensus.!*®

Creating within-board parallel independent groups, working on the same ESG-related problem. This
debiasing tool is named among others by |. Janis. He stated that for preventing groupthink, the
“organization should routinely follow the administrative practice of setting up several independent
policy-planning and evaluation groups to work on the same policy question, each carrying out its
deliberations under a different leader”.*'° According to this tool, also referred to as “dialectical inquiry”,***
board members are organised into subgroups which develop alternatives to the chosen solution or
strategy, mainly by identifying and critiquing the main arguments on which it is based. After a debate
between the advocates of the alternative plans, the points of contention are discussed and agreed upon
to arrive at a consensus. “Dialectical inquiry” is meant to be a more formal and complex process than the
“devil's advocacy” or “consider the opposite” techniques because, among other things, it requires
developing clear counter-plans based on different assumptions than the favoured plan. However, its
purpose is pretty much the same: to encourage constructive controversy in the board while making
complex strategic decisions.™?

3.2.2. Optimising director’s choice architecture by information presentation and nudging

Expression of the opinion of the Chairman / CEO in the last turn while discussing issues of the board’s
agenda. As mentioned above, managing how information is reported and how choices are presented is a
powerful debiasing tool. In this regard, the order in which the board’s members express their opinions
when discussing the agenda is crucial. According to I. Janis, “when assigning a policy-planning mission to
a group, the leader in an organisation's hierarchy should be impartial instead of stating preferences and
expectations at the outset”.*** This will allow board members to foster an environment of open discussion
and consider a broader range of alternatives, thus diminishing groupthink and other biases when group
members openly or subconsciously seek to conform to the leader's opinion. In this regard, a powerful
normative tool is to adjust the default assumption of the expression of the opinion of the Chairman/CEO
in the last turn in internal corporate documents.

The practice of making it compulsory for board members to provide written opinions on agenda items
in advance. This debiasing tool can be established in a company's internal documents regarding all or
separately specified essential issues, in particular ESG-related issues. First, this practice allows board
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members to analyse data more thoroughly and in detail and to formulate additional questions for
management, if necessary. Second, this tool mitigates groupthink and the dominance of individual board
members' opinions when discussing specific issues during the in-person meeting.

The practice of expressing and filing a “dissenting opinion” of a board member with the minutes.
A company's internal documents can allow for the expression of “dissenting opinions” as an
institutionalised way for directors to express their disagreement with the majority opinion. It can nudge
directors to express an alternative viewpoint and present arguments that may be useful for future
decisions and give rise to new discussions.

The possibility to demand a break in the meeting and/or involvement of external expertise.
A company's internal documents can provide for a break in a meeting at the request of a certain number
of directors to avoid “premature consensus”. This can give board members an opportunity to thoroughly
analyse the materials and, if necessary, formulate additional questions for management in order to make
a more balanced decision. An additional tool may be to obtain advice from external experts. The grounds
and procedure for involving them may also be reflected in a company's internal documents.

Information presentation management. Generally, information management is key to proper group
decision-making. This function is often performed by the leader, whose job is to provide as much
decision-relevant information as possible, facilitate a constructive dialogue, encourage each group
member to reach their potential, and support the group in any way possible during the discussion.*4
Having as much information as possible to enable a board member to analyse each issue
comprehensively. This allows them to get explanations promptly both from management and/or external
consultants, obtaining diverse perspectives on ESG-related issues, is a crucial debiasing tool. In this
regard, several actions can be helpful.

First, preparation of high-quality data for board meetings. This quality control tool implies the obligatory
presence of a large amount of explanatory material, a qualitative summary of the problem and the main
arguments for and against, the visualisation of the information provided (the use of graphs and tables),
the ability to obtain additional materials upon personal request, and so on. A key step in making this
happen is company’s compliance with ESG-related disclosure standards such as SFDR or CSRD by
providing transparency in relation to ESG risks, the consideration of the company's adverse sustainability
impacts and the provision of sustainability-related information for the board’s consideration. Another
effective tool for presenting information commonly used in business practices is benchmarking, i.e.
comparing and contrasting data (ways to solve the most critical problems, the results obtained) with best
practices from other companies. For instance, management can periodically monitor the level of
ESG-related disclosures by competitors and market peers according to disclosure standards
organisations, such as Sustainability Accounting Standards Board (hereinafter — SASB),'* Global
Reporting Initiative (hereinafter — GRI),*®* or the International Integrated Reporting Council
(hereinafter — 1IRC),™" and periodically present this data for the board's consideration. At the EU level
ESG benchmarking process is regulated by EU Low Carbon Benchmark Regulation™® which introduces
two benchmark classifications, namely EU Climate Transition Benchmarks (hereinafter — EU CTB) and
EU Paris-Aligned Benchmarks (hereinafter — EU PAB), and requires administrators of ESG benchmarks
to publish certain information.

And, second, organisation of a system for identifying ESG risks and bringing them to the attention of
the board. As noted above, board members' cognitive biases towards ESG are often caused by a lack or
absence of information about existing ESG risks to which a company is or may be exposed. Thereby, a
company should organise a secure, confidential, and accessible method (such as a hotline) for informing
the board of all ESG-related risks as part of its risk management and internal controls systems. Moreover,
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integrating thinking. For more information, see: URL: https://www.integratedreporting.org/the-iirc-2/council/ (accessed:
30.01.2024).

18 EU Low Carbon Benchmark Regulation. URL: https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CONSIL:
ST_7724_2019_INIT&from=EN (accessed: 30.01.2024).

66


https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CONSIL:ST_7724_2019_INIT&from=EN
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CONSIL:ST_7724_2019_INIT&from=EN
https://www.integratedreporting.org/the-iirc-2/council/
https://www.globalreporting.org/about-gri/
https://sasb.org/standards/

companies should implement programs to encourage employees to report board ESG-related misconduct
and threats (so-called “whistle-blowing”). Creating a “speak-up culture” that supports whistle-blowing is
key to improving ESG credentials and ensuring compliance. The main challenge here is that a potential
“whistle-blower” may be unwilling to provide information due to a sense of loyalty to management and
colleagues. In this case, a company needs to implement procedures in its internal documents through
which employees with knowledge of ESG-related risks or wrongdoing report such information. That
should be done in a manner that permits objective evaluation of the information without fear of retribution
and with the ability for the employee to be protected from any form of pressure, including termination of
employment, persecution, or any forms of discrimination.®® Many countries also have laws and
regulations aimed at the protection of whistle-blowers. In the United States, for example, there are such
laws as the Sarbanes-Oxley Act'®® and the United States Federal Sentencing Guidelines for
Organizations (hereinafter — FSGO)'* that protect whistle-blowers in the private sector. At the EU level it
is Directive (EU) 2019/1937, commonly referred to as the EU Whistleblowing Directive'*> — an official
instruction to member nations that prohibits retaliation against whistle-blowers and must be enforced
through national laws. This practice is also supported by international documents in the field of corporate
governance. For example, according to G20/OECD Principles of Corporate Governance, “the board
should be encouraged by laws and or principles to protect these individuals and representative bodies
and to give them confidential direct access to someone independent on the board, often a member of an
audit or an ethics committee”.*?3

In general, the board chairman should ensure that the board members have the information essential
to decision-making on ESG-related issues. In particular, the chairman's duty to take all the required steps
to provide board members in good time with the information can also be specified in the company's
internal documents.

3.3. High-cost interventions

As previously mentioned, high-cost debiasing interventions require more time, organisational and
financial investments as they target group characteristics and the organisational context of group
decision-making through group composition.*®* In particular, they affect such aspects as the remuneration
system for board members, the personal composition of the board, and the structural division of the board
into committees.

3.3.1. ESG-related incentives and remuneration

As mentioned above, debiasing by creating specific incentives to behave according to the company’s
long-term interests is critical for motivating board members to focus on the company’s long-term
sustainable development and diminish ESG-related biases. Generally, most international corporate
governance documents'® and the national corporate governance codes of many countries!?® recommend
that the remuneration system for board members shall ensure that the financial interests of the directors
are in line with the long-term sustainable development of the company. However, there has been
considerable debate about what particular performance measures should be used to effectively promote
the director’s long-term thinking, leading to value creation.'?’

From the debiasing perspective, particularly for reducing such biases as status quo bias,
overoptimism, and hyperbolic discounting, integrating ESG factors in the board’s remuneration can
potentially create long-term focus if they are not appropriately addressed, calibrated and designed. It
primarily means that those ESG metrics should be long-term and strategy-focused (roughly speaking,

19 Cohan J. Op. cit. P. 289.

120 sarbanes-Oxley Act. URL: https://www.sox-online.com/the-sarbanes-oxley-act-full-text/ (accessed: 30.01.2024).

2L United States Federal Sentencing Guidelines for Organizations (FSGO). URL:
https:/iwww.ussc.gov/sites/default/files/pdf/research-and-publications/research-publications/2022/20220829_Organizational-Gui
delines.pdf (accessed: 30.01.2024).

122 Directive (EU) 2019/1937. URL: https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32019L1937 (accessed:
30.01.2024).

123 G20/OECD Principles of Corporate Governance (September 2015). Part IV (E).

124 Brodbeck F. et al. Op. cit. P. 474.

125 See: G20/OECD Principles of Corporate Governance (September 2015). Part VI (D).

126 See: UK Corporate Governance Code (Section D), Russian Corporate Governance Code (Chapter 4.2.).

127 See: Magnan M., Tebourbi 1. A Critical Analysis of Six Practices Underlying Executive Compensation Practices /I
Compensation & Benefits Review. 2009. Vol. 41. Ne 3. P. 42-54.
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based on the results of a period of more than three years) to avoid the consequences of the director’s
short-sighted decision-making. However, it is also evident that the remuneration system should not force
directors to choose between short-term and long-term development but rather try to find a proper balance
between the two approaches,’?® so corporate short-termism arises only when the short success term
takes such significant priority that organisations undermine their long-term wellbeing. The other difficulty
is that ESG metrics should be quantifiable and measurable so that individual directors can see the
connection between their decisions and the company’s long-term ESG performance. In fact, objective
measurement of the board’s role in the company’s ESG progress or success may be challenging and
requiring subjective judgment. For example, diversity goals cannot be reduced to quantitative metrics
alone. Though the ultimate goal may be greater diversity on the board of directors or among senior
management, how the company gets it is also essential.

3.3.2. Diversification of the board

Diversity is commonly considered a critical factor for a board's effective performance regarded in
international corporate governance documents'?® and the national corporate governance codes.™*° For
debiasing towards ESG, it is also crucial that the board’s composition be diverse in terms of area of
expertise, the experience of its members, age, gender, etc. For instance, FRC's Guidance on Board
Effectiveness (2017)**' names insufficient diversity of perspective on the board, contributing to
“groupthink” among main risk factors for poor board decision-making.

An increasing number of empirical research suggests that board diversity can significantly influence
firms' environmental performance.'® For instance, according to bibliometric and bibliographic research by
M. Amorelli and |. Garcia-Sanchez, more than 75% of the studies positively affect the relationship
between female directors and CSR or CSR disclosure.'® Other studies showed that educational diversity
in problem-solving groups improves performance since teams with occupational diversity solve problems
faster and more effectively.®* On top of that, a great deal of research confirms that board diversity is an
effective remedy for overcoming particular cognitive biases.™® Summarising all research findings and
recommendations of corporate governance codes, the board’s diversity in a broad sense, i.e. diversity of
experience, gender, race, age, nationality, skills, expertise, and views, makes the board able to make less
biased judgments, avoid stereotyped and group thinking as it brings a variety of ideas and perspectives
into the discussion process and provides a diversified consideration of key issues.

3.3.3. Organisation of a special ESG/sustainability committee within the board

In recent years, the practice of creating special ESG or sustainability committees (hereinafter — ESG
committees) within the boards of directors of big corporations, especially in those that operate in
environmentally sensitive areas, has become widespread, representing a shift towards stakeholder
accountability and the creation of ESG commitment at the highest level of firm governance.®® This
happens primarily because boards need additional expertise and skills to oversee ESG risks and
opportunities, assist management in setting strategy and integrate sustainability into the daily business
activities of the company. The correlation between sustainability committees and a company's ESG
performance remains unproven through empirical evidence. For example, according to M. Rodrigue et al.,
there is no direct link between these committees and environmental performance or environmental

128 Marginson D., McAulay L. Exploring the Debate on Short-Termism: a Theoretical and Empirical Analysis /| Strategic
Management Journal. 2008. Ne 29. P. 273.
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metrics in executive compensation.’®” Yet, several studies find that high sustainability companies adopt
such a committee.'® The broader corporate governance literature also finds that specialised committees
within the board influence corporate outcomes.**

Ideally, such a committee should consist of outside (independent) directors because the outside
director can offer a fresh look at the company’s problems and ask questions that may not have occurred
to those with long experience in the area. Moreover, previous studies have shown that outside directors
strongly influence CSR.*° If outside directors are also members of firms' boards with effective ESG
practices and performance, they may learn how successful implementation of ESG practices has been
achieved. A special ESG committee consisting of outside directors is an effective debiasing tool since
preliminary consideration of ESG issues by the professional committee with preparing recommendations
to the board contributes to their in-depth study, which facilitates the adoption of the educated, unbiased
and well-informed decision. In addition, directors experienced in the ESG area may provide advice and
counsel to other board members, increasing the overall ability of the board to monitor ESG-related issues.

If it is not possible to organise a separate ESG committee for some reason, an excellent debiasing
practice can be inviting the outside ESG experts into board meetings to discuss key ESG-related issues
with them. As was mentioned above, due to the presence of two cognitive systems, participation of a third
party can be important for decision quality control, as it allows external expert's System Two to identify
and mitigate distortions occurring in director's System One.'*! To conclude, high-cost ESG debiasing
interventions can be very effective, however they are not more effective than low-cost interventions by
default as they entail significant transaction costs. So, when choosing an appropriate debiasing tool a
thorough cost-benefit analysis should be done, taking into account, among other things, the nature and
scale of the company's activities, financial conditions, strategic goals, risk profile and other factors.

Conclusion

This article discusses the main, but by no means all, ways to overcome a board's cognitive biases
towards ESG.*? There is, however, a consensus that as board members are human beings, it is
impossible to entirely debias their decision-making. People tend to manifest a “bias blind spot”, that is, a
tendency to consider themselves less biased than others, and research has shown that this tendency is
independent of the level of intelligence and personal psychological profile of the individual.*** However,
following the tools, procedures, and techniques described in this article reduces the risk of systematic
failures in directors' rational thinking, which can be a key factor in a board making key decisions.

This study also points to other questions for additional research. A primary limitation of this article is
the lack of first-hand data obtained from board members. The main complexity is that board discussions
and decision-making often take place “behind closed doors”. Hence, it is practically impossible to directly
measure the extent to which directors are biased against ESG. Beyond that, although various cognitive
biases are widely researched in the psychological and behavioural literature, it is difficult for researchers
to measure the exact effects of cognitive biases on the quality of a board’s decisions for lack of proper
tools. Future research could include further externally validated experiments examining the impact of the
debiasing tools highlighted in this article on the decision-making process in managerial and policy-making
groups. Additionally, as this research was necessarily limited in scope to examining only five boards’
biases towards ESG, other cognitive biases have not been taken. These unstudied biases could include
hindsight bias, anchoring bias, planning fallacy, survivorship bias, loss aversion, and many others. Finally,
there is still space for empirical research on the impact various debiasing interventions have on a
company’s ESG performance.
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BHEAPEHVE YCTOMYMBOIO PA3BUTNA HA YPOBHE KOPMOPALM:
KOrHNTUBHbIE NCKAXEHNA YIEHOB COBETOB AUPEKTOPOB B
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AHHOTauUuA

B HacTosieli cTaTbe aHanM3upyeTcs, Kak MeXAyHapoAHO MPU3HAHHbIE MPUHLMMbI YCTOWYMBOTO pasBUTUS MOMYT ObiTb
VIMMNJIEMEHTUPOBAaHbI Ha KOPMOPaTUBHOM YPOBHE U C KakuMK NPOGieMammn COBET AVPEKTOPOB KOMMaHWM MOXET CTOSIKHYTLCS MpU
BHeApeHun ESG. B yacTHOCTW, B CTaTbe paccMaTpuBaeTCsi NPo6ieMa KOrHUTVBHBIX UCKaKEHWIA YEeHOB COBETOB AMPEKTOPOB MO
OTHOLLEHWIO K KOHUEnuun ESG. ABTOp (hoKycupyeTcsl Ha MSTU Haubonee W3BECTHbIX, YacTO BCTPEYatOLLMXCS M KOHLENTyaslbHO
onucaHHbIX B MOBEAEHYECKOl NUTepaType KOTHUTUBHBIX UCKaXKEHUsIX B OTHOLLUEHUM ESG: cBepxonTuMu3mMe, athdhekTe cTaTyca-KBo,
NPeAB3sTOCTY MOATBEPXAEHUS, TUNEP6OINYECKOM AUCKOHTUPOBAHUM U TPYNNoBOM MbilieHun. [anee B cTaTbe pAatoTcst
peKoMeHAaLMM MO NPeofONeHN0 UM CMSTYEHMIO 3TUX WUCKAXEHWH NyTeM BHEAPEHWs B KOPMOPATMBHYIO NPaKTUKy npoleayp
NPUHATASE PELUEHUii U CPeACcTB KOHTPONS WX KauecTBa. ATU MHCTPYMEHTbI YC/IOBHO MOAPA3AENsoTCs Ha TpY TpynMbl: U3MEHeHue
CTUMY/IOB, ONTUMU3ALMS aPXUTEKTYPbI BbIGOPA U TEXHUKN BbISIBIEHUS KOTHUTUBHBLIX UCKQXXEHUI B NPOLECCe NPUHATUAS PeLUeHwil.
ABTOp nonaraeT, YTo aHa/IM3 BHeapeHust ESG B KOPNopaTvBHY0 NPaKTUKY C NO3uLuii NoBeAeHUYECKO 3KOHOMUKMA 1 Npasa No3sosiuT
No-HOBOMY B3I/IsIHYTb Ha 3Ty Mpo6nemy. B cTaTbe aHa/IM3MPYIOTCA Kak CyLecTBylowas auteparypa no npasy, NOBEAEHUYECKo
3KOHOMMKE U MCUXOMOMK, Tak U JaHHbIE, NOJYYEHHbIE B XOA4E HEMNOCPeACTBEHHbIX HAG/IOAEHUNA, IMNUPUYECKNX UCCIef0BaHui
COBETOB [MPEKTOPOB, aHKETUPOBaHWSI, hoKyC-rpymn.

KnroueBble cnosa
ycToiunsoe passutue, ESG, umniemeHTauus, kopnoparusHoe ynpas/ieHne, COBET ANPEKTOPOB, KOTHUTUBHOE UCKaXKeHVe
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COBETOB AMPEKTOPOB B OTHOLWeEHUN ESG n cpeacTtsa nx npeogonenus // XXypran BLUS no mexayHapogHomy npasy (HSE University
Journal of International Law). 2023. T. 1. Ne 4. C. 54—74.
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