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This study investigates the financial and non-financial impacts of the use of sustainability
criteria in banks’ executive compensation plans. The sample covers all the globally and
systemically important European banks over the period 2013-2017. Panel data-fixed effect
estimations are employed to mitigate endogeneity concerns and to control for within-firm
dynamics. The implementation of sustainable criteria in the banks’ remuneration contracts was
found to (i) negatively impact economic performance, (ii) negatively impact the riskiness profile,
and (iii) positively impact sustainability performance. These findings have important implica-
tions for investors as well as banks. Indeed, these results are encouraging for the use of sus-
tainability targets in executive compensation for restricting excessive risk-taking behaviors and
improving sustainability performance.

Keywords: Banking compensation; sustainability targets; corporate governance; content
analysis; riskiness; performance.

1. Introduction

In the last few years, traditional financial performance measures linked to executive
compensation have been strongly criticized for encouraging excessive risk-taking,
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irresponsible behavior and, ultimately, for reflecting governance failure (Kolk &
Perego 2014). For these reasons, many regulatory initiatives have emphasized the
importance of including specific non-financial (or sustainability) measures in the
design of compensation contracts to orient the managers’ behavior towards long-
term and social goals (HLEG 2018). “A compensation system — indeed — has to
promote ethical behaviour and compliance with laws, regulations, and internal con-
duct standards” (FSB 2018, p. 6). Some examples of non-financial performance
metrics are the following: customer satisfaction, compliance with internal or external
rules, corporate social responsibility, diversity, employee wellbeing, stakeholder en-
gagement, and environmental performance.

Including sustainability metrics in remuneration plans could lead to several
benefits and positive implications. Primarily, these metrics allow the refocusing of
managerial actions to a long-term strategy (Ittner et al. 1997, Banker et al. 2000)
that could improve both the firms’ financial (Banker et al. 2000, Said et al. 2003,
HassabElnaby et al. 2005) and non-financial performance (Flammer et al. 2016,
Velte 2016). Moreover, sustainability criteria are more able to reduce the risk-taking
by firms (Lee et al. 2017) and to neutralize the misconduct risk (FSB 2017a) and any
unethical behavior, including earnings manipulation (HassabElnaby et al. 2010) and
discretionary accruals (Ibrahim & C. Lloyd 2011): sustainability criteria are bene-
ficial because they allow the strengthening of the overall performance risk adjust-
ment process by introducing “a different lens through which performance is
measured” (BCBS 2011, p. 18). Finally, the benefits gained by using sustainability
criteria in remuneration contracts could be achieved at a relatively low cost.
For these reasons, several firms, including banks and insurance companies
(Abdelmotaal & Abdel-Kader 2016), have recently started to include more non-
financial performance measures in their compensation plans (Flammer et al. 2016).

Nevertheless, the extant literature on this topic is currently limited. Studies have
largely focused on the US context, the pre-crisis time window and non-financial firms
(Abdelmotaal & Abdel-Kader 2016, Velte 2016, Maas 2018). To fill these gaps, this
paper aims to go deeper, focusing on the banking sector and analyzing the rela-
tionships between the adoption of sustainability criteria in remuneration contracts
and financial and non-financial performance. The analysis focuses on 42 European
systemically important banks and is based on a five-year panel dataset (from 2013 to
2017). The main findings partially support the research hypotheses. While the im-
plementation of sustainable criteria in remuneration contracts negatively impacts
the banks’ riskiness profile and positively impacts its ESG (environmental, social and
governance) performance, in opposition to the expected hypothesis, its relationship
with the banks’ economic performance is negative.

This study contributes to the literature in several ways. First, to the best of our
knowledge, this is the first paper that explores the financial and non-financial
impacts of the use of sustainability criteria in the banks’ executive compensation
plans. Second, unlike existing studies that have valorized the adoption of sustain-
ability criteria by means of a dichotomous variable (1 = yes; 0 = no), a more
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comprehensive approach was adopted. Indeed, in this paper, an “ad hoc” governance
score, the “ESG remuneration performance rating”, was elaborated to proxy the
intensity of the use of sustainable remuneration targets by banks. Last, the literature
on the use of non-financial targets in remuneration contracts was expanded by
providing evidence of their beneficial implications for reducing the financial riskiness
and improving the sustainability performance of banks. This is important to inves-
tors as well as regulators, especially in light of the recent debate on the banks’
compensation reform (EBA 2015).

The paper is structured as follows. In the next section, the theoretical background
will be discussed to elaborate the research hypotheses. The method and empirical
results will be presented in Secs. 3 and 4, respectively. The discussion of the main
findings can be found in Sec. 5, while Sec. 6 provides the conclusions, the implications
and future research lines.

2. Theoretical Background and Hypotheses Development
2.1. Agency theory, sustainability targets and economic performance

Consistent with agency theory, several scholars have argued that the inclusion of
non-financial targets in remuneration contracts is valuable in enhancing the con-
vergence of interests between shareholders and management (Cordeiro & Sarkis
2008). This occurs because the integration of sustainability criteria in executive
compensation can mitigate the managers’ myopia and their short-term orientation.
Moreover, non-financial performance measures positively impact long-term share-
holder value as managers have an incentive to be engaged in more sustainability
practices that are characterized by long-term perspectives (Maas & Rosendaal 2016).
Therefore, by linking the managers’ remuneration to sustainability practices, firms
can also reduce conflicts among all their stakeholders. Indeed, as stated by Flammer
et al. (2016), non-financial performance criteria “incentivize managers to pay more
attention to stakeholders that have little voice (and hence exert little direct pressure
on managers) but are financially material to a firm’s operating context and long-term
success” (Flammer et al. 2016, p. 4). Overall, remuneration contracts linked to non-
financial targets are able to produce several important benefits by continually en-
hancing the firm’s economic performance.

These conceptual considerations are confirmed by much empirical research. The
first important findings date back to the second half of the 90’s. Among these, Ittner &
Larcker (1998), by analyzing the value relevance of non-financial performance mea-
sures, found that firm-level customer satisfaction was positively and statistically
linked to future financial performance. Thus, they recommended the inclusion of non-
financial indicators (mainly customer satisfaction) in internal performance measure-
ment systems and remuneration contracts. Similarly, by using time series analysis from
18 hotels managed by a hospitality firm, Banker et al. (2000) document that mana-
gerial incentive compensation plans that also include non-financial performance
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measures are significantly associated with future financial performance as measured by
individual business unit revenues and operating profit. With regard to financial ser-
vices firm, by comparing firm with similar strategies and value drivers, Ittner et al.
(2003) showed that the more extensive use of non-financial measures was strongly
associated with higher stock market returns. Other important and comparable results
are found in more recent studies. Abdelmotaal & Abdel-Kader (2016) found that there
is a significant relationship between the use of sustainability incentives and the return
on shareholder funds, while Flammer et al. (2016), based on a sample covering all S&P
500 firms during a 10-year period (2004-2013), document that the integration of ESG
criteria in remuneration contracts leads not only to a reduction in short-termism but
also to an increase in firm value (measured by Tobin’s Q).

In summary, the firm’s linkage of compensation to the appropriate use of sus-
tainability performance targets promotes the alignment of managerial action to the
firm’s vision and can lead to increased firm value and future profits. Therefore, based
on these arguments, the first research hypothesis is as follows:

H1. There is a positive relationship between the adoption of sustainability targets in
remuneration contracts and the banks’ financial performance.

2.2. Sustainability targets in remuneration contracts and the banks’
riskiness profile

The revised principles on corporate governance for banks issued by Basel Committee
on Banking Supervision (BCBS) in 2015 recognize “that remuneration systems form
a key component of the governance and incentive structure through which the board
and senior management of a bank convey acceptable risk-taking behaviour and re-
inforce the bank’s operating and risk culture” (BCBS 2015, p. 34). In other words,
there is a strong relationship between compensation systems and a bank’s riskiness
profile. Indeed, sound remuneration policies are important tools for promoting ef-
fective risk management, for mitigating excessive risk-taking and for pursuing the
long-term interests of all stakeholders (EBA 2015, Maas & Rosendaal 2016). In
contrast, “poorly designed remuneration policies have potentially detrimental effects
on the sound management of risks, control of risk and the risk-taking behaviour of
individuals” (EBA 2015, p. 7).

The existing literature confirmed such linkage. Especially before the sub-prime
crisis, incentive mechanisms linked to short-term profit led to the increased riskiness
of banks by accentuating their probability of default (Kim et al. 2011). The intro-
duction of rigid rules allowed the mitigation of this perverse process and then the
improvement of the banks’ risk profile (Cerasi et al., 2017).

Moreover, another stream of research documented that “alternative banks”
(banks that pursue ethical, social, sustainable, environmental value) are significantly
more stable and prudent risk-takers than conventional banks (Karl 2015). Similarly,
Frye et al. (2006) showed that CSR firms are more risk averse than non-CSR firms,
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resulting in a weaker link between CEQO pay and firm performance in CSR firms than
in non-CSR firms. Finally, other contributions highlighted that firms with better
corporate governance tend to experience smaller stock price volatility (Huang et al.,
2011). Therefore, if a lower risk profile is generally associated with both greater CSR
performance and a better governance system, the inclusion of sustainability targets
in remuneration contracts should represent a mitigation tool of excessive risk-taking.
Indeed, the long-term orientation of such targets should attenuate any imprudent
risk-taking that may undermine shareholder value in the long term (Lee et al. 2017).
Undoubtedly, as stated by a growing number of scholars, pay systems should be used
to incentivize executive behavior towards sustainability (Goktan 2014). Finally, to
confirm this link, some banks stress in their remuneration policy the linkage between
sustainability targets and risk-taking. For example, in the last Directors’ Remu-
neration Report (HSBC 2017, p. 143), HSBC stated that “performance is measured
against a long-term scorecard. 60% is based on financial outcomes and 40% is based
on non-financial outcomes, including risk and strategy-related measures”’. Therefore,
based on these arguments, the second research hypothesis is as follows:

H2. There is a negative relationship between the adoption of sustainability targets in
remuneration contracts and the banks’ riskiness profile.

2.3. Sustainability targets in remuneration contracts and banks’ CSR
performance

A number of studies have examined the associations between the structure of ex-
ecutive compensation and the CSR performance of firms (Mahoney & Thorn 2006,
Deckop et al. 2006). In this vein, Mahoney & Thorn (2006) suggested a positive
association between long-term incentive compensation (i.e. stock options) and the
CSR strengths of firms. Similarly, Deckop et al. (2006) found that the firms
corporate social performance (CSP) was negatively related to short-term CEO pay
and positively related to long-term incentives. In other words, the more firms adopt a
long-term focus in CEO remuneration plans, the better the firm’s CSP. These con-
tributions documented not only the importance of the executive compensation
structure for influencing the top managers’ focus on CSR but also an important and
positive linkage between long-term incentives and better non-financial performance
of firms. Therefore, firms that aim to enhance CSR in the long run should develop
managerial remuneration plans mostly based on a long-term perspective (Ji 2015). In
other words, “corporations might consider using stock options and other long-term
incentives to more effectively motivate CEOs or other executives to achieve CSR
objectives” (Callan & Thomas 2014, p. 224).

Consistent with these studies, other research has recently documented a positive
relationship between the adoption of sustainability incentives in executive
remuneration plans and the firms’ sustainability performance (Abdelmotaal &
Abdel-Kader 2016, Flammer et al. 2016, Velte 2016, Maas 2018). For example, based
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on a sample of 212 firms from the FTSE 350 firms, Abdelmotaal & Abdel-Kader
(2016) showed a greater use of sustainability incentives in compensation contracts,
especially for firms adopting sustainability practices (such as the formation of a CSR
sustainability committee, the use of a CSR sustainability index, and the development
of a sustainability resource efficiency policy). These authors argued this linkage was
based on two explanations: on one hand, “firms adopting sustainability practices
have a better sustainability information system, which facilitates the use of sustain-
ability measures in compensation contracts’; on the other hand, “the use of sus-
tainability incentives would motivate executives to implement effective sustainability
practices” (Abdelmotaal & Abdel-Kader 2016, p. 322). Accordingly, Eccles et al.
(2014) also revealed similar findings: firms that adopted social and environmental
policies were likely to tie top executive incentives to sustainability metrics.

Other scholars, however, have documented a more direct and positive impact of
sustainability criteria in remuneration contracts on the firms’ social and environ-
mental performance (Russo & Harrison 2005, Flammer et al. 2016, Velte 2016),
especially when hard, quantitative CSP targets are adopted rather than soft, qual-
itative CSP targets (Eurosif 2010, Maas 2018) or when firms are characterized by
greater CSR concerns. Berrone & Gomez-Mejia (2009), indeed, highlighted a positive
effect of CSR-linked compensation on the environmental performance of companies,
especially firms in high-polluting industries. This positive effect occurred because
linking executive remuneration to non-financial metrics urged managers to adopt a
longer-time horizon (Flammer et al. 2016) to integrate CSR factors at every hier-
archical level in order to improve the overall ethical performance of the firms and to
accelerate, in this way, the maturity of incentives (Berrone & Gomez-Mejia 2009,
Hong et al. 2015, Abdelmotaal & Abdel-Kader 2016). Thus, as stated by Hong et al.
(2016, p. 199): “providing executives with direct incentives for CSR is an effective
tool to increase firm social performance’. Therefore, based on these arguments, the
effectiveness of sustainability targets to focus the banks’ executives’ efforts on CSR
performance was tested, and the following research hypothesis was formulated:

H3. There is a positive relationship between the adoption of sustainability targets in
remuneration contracts and the banks’ sustainability performance.

3. Methods
3.1. Sample and data sources

The sample includes 42 European global and other systemically important institu-
tions (Global and Other-SIIs) with mean assets of €516.67 million in December 2017.
To select this sample, we started from the entire list of systemically important banks
provided by the European Banking Authority (EBA) website for each year under
investigation (2013-2017), and then we excluded banks for which information about
governance variables and ESG performance was not provided in the Eikon-Thomson
Reuters database. In summary, the final sample of 42 European systemically
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Table 1. The composition of the sample by country.

Country of headquarters N  Percentage of total assets (year 2017)

North Europe 15 38.22
UK 5 26.77
Republic of Ireland 2 1.01
Denmark 3 2.71
Norway 1 1.34
Sweden 4 6.39
Western Europe 10 39.30
Austria 2 1.67
Belgium 2 2.22
France 3 22.43
Germany 2 9.01
The Netherlands 1 3.97
Eastern Europe 3 0.71
Hungary 1 0.20
Poland 2 0.51
Southern Europe 14 22.69
Cyprus 1 0.11
Greece 3 0.80
Italy 3 8.17
Portugal 2 0.46
Spain 5 13.15
TOTAL 42 100

important banks resulted from the matching of two sources: the list of all Global and
Other-SITs (EBA website) and the Eikon-Thomson Reuters database. All estimates
have been carried out both for the whole sample and for a subsample of the UK and
Irish banks. The UK and Irish banks are considered separately because their peculiar
culture of disclosure is much stronger than that in Southern European countries.
Table 1 describes the composition of the sample by country. The UK and Irish
banks represent 27.8% of the banking assets in the sample. They are followed by the
French banks with 22.4% of the banking assets, then the Spanish banks with 13.1%,
and the German banks with 9.01%. Covering a period of five years (2013-2017), the
focus was on the systemically important banks because the adoption of more
“sustainable” remuneration plans is typically more relevant for large banks, which
are much more exposed to market discipline and stakeholder attention (FSB 2015,
2018). Moreover, the stock market reaction to hard-law remuneration regulation is
more intensive for larger banks (Diaz et al. 2017). The time period analyzed starts
from 2013 for two reasons. First, although in 2009, the FSB (2009) had already
recognized the importance of enhancing all disclosure criteria (including non-finan-
cial or sustainability measures) used for performance measurement and risk ad-
justment, it was only in response to the issuance of Directive 2013/36/EU (European
Commission 2013) that Europe implemented binding international principles and
standards on banking compensation at the European Union level. Thus, before 2013,
the number of banks including non-financial or sustainability measures in their
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disclosures was mostly equal to zero because few banks provided the appropriate
information on the ESG performance criteria used in their remuneration packages.
Accordingly, we have decided to conduct our research from 2013 by assuming that
starting from that period, European banks paid more attention to the issue of
remuneration disclosure.

The financial data (in millions of euro) were obtained from Datastream-Thomson
Reuters, while the ESG and corporate governance and ESG performance data were
collected from Eikon-Thomson Reuters. The information regarding compensation
(in millions of euro) levels was hand-collected by consulting the corporate documents
of banks, including the Annual Report, the Corporate Governance Report and the
Pillar 3 Disclosure.

3.2. Dependent variable

To test the three research hypotheses, in the baseline estimation models, different
dependent variables were used. Return on assets (ROA) was used to verify the
impact of sustainability remuneration targets on the banks’ economic performance
(Hypothesis 1). This variable was chosen because it represents a good proxy of
economic growth and reflects expected future performance (Galbreath 2011). ROA
was also used by several scholars (Eccles et al. 2014) to assess the relationships
between economic and sustainability performance for the banking sector (Simpson &
Kohers 2002, Forcadell and Aracil 2017, Esteban-Sanchez et al. 2017, Brogi &
Lagasio 2018). The variable NPL%TL (non-performing loans as a % of total loans)
was used to corroborate the influence of sustainability remuneration targets on the
banks’ riskiness profile (Hypothesis 2). This dependent variable was chosen because
it has been utilized in several studies in order to test the relation between managerial
incentives and risk in banks (Cerasi & Oliviero 2015). Moreover, scholars also
documented that non-performing loans were negatively associated with bank sus-
tainability performance (Wu & Shen 2013). Finally, based on the relationship between
sustainability remuneration targets and the banks’ non-financial performance, the
ESG score was used to test the last research hypothesis. The ESG score was used
because it exemplifies one of the major corporate social responsibility performance
ratings used to capture the performance achieved by banks with regard to environ-
mental sustainability (Environmental), stakeholders’ relations (Social) and corporate
governance (Governance) (Cheng et al. 2013, Velte 2016). Additionally, the ESG score
was adopted in several studies testing the relationships between sustainability per-
formance and various performance outcomes (governance performance, see Birindelli
et al. (2018); environmental performance, see Brogi & Lagasio (2018)).

3.3. Independent variables
3.3.1. The ESG remuneration performance rating
To wverify the impact of sustainability remuneration targets on the banks’

financial performance, riskiness profile and sustainability performance, an “ad hoc”
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Table 2. The model for the development of the “ESG remuneration performance rating”.

Items Score
1 Use of non-financial performance criteria 1
2 Number of non-financial performance criteria used if<3=0
if>3=1

3 Differentiated valorization of non-financial targets for each executive 1
4 Definition of the % of variable remuneration linked to non-financial performance
5 Definition of quantitative targets for each non-financial criterion

6 Balance between non-financial and financial criteria

7 Balance between non-financial and financial criteria in percentage terms

8 Use of non-financial criteria at the individual level and/or business unit level

9 Use of non-financial criteria at the enterprise level

10  Clawback or malus clauses in the presence of unethical conduct by managers

11 Inclusion of non-financial metrics within the long-term incentive plans

12 Use of non-financial criteria also for senior management

e e e e

governance score, the “ESG remuneration performance rating” (ESG rem), were
elaborated. This score is a proxy of the intensity of the use of non-financial metrics in
the banks’ executive remuneration plans. By adopting the content analysis approach
(Krippendorf 2004), a model composed of 12 items was developed (Table 2). To
valorize each item, all corporate documents of banks (especially compensation/
remuneration reports, annual reports, and corporate governance reports) were
analyzed. While the existing studies on sustainability metrics in executive compen-
sation mainly used a dichotomous variable in order to formalize the adoption of non-
financial remuneration criteria by the analyzed firms (Abdelmotaal & Abdel-Kader
2016), we chose to elaborate a more comprehensive explanatory variable to better
differentiate the approach followed by each bank and then to strengthen the cor-
rectness of the estimations. Indeed, the ESG remuneration performance rating
represents the sum of 12 items designed to test the intensity of the banks’ adoption
and utilization of the non-financial criteria in their executive remuneration schemes.
All these elements are equally relevant since they are based on banking compensation
regulation or on evidence from the existing literature (see, infra). We picked 12 items
in order to capture all the most relevant requirements/recommendations established
by the doctrine or by supervisory authorities.

The development of the ESG remuneration performance rating is in line with the
previous research methodology adopted by La Porta et al. (1998), Gompers et al.
(2003), and Bianchi et al. (2011). More specifically, the ESG-remuneration perfor-
mance rating was measured on a binary scale that takes the value 1 if the item is
disclosed (and thus implemented by a bank) and 0 otherwise. Then, by using the
following formulation, the cumulative score was calculated:

ESG-remuneration performance rating
= Number of items disclosed /implemented by bank/Total number of items in
the model.
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The attributed scores varied between zero (non-compliance of the items or absence of
relative information) and 1 (compliance of the bank with the item). A graduated
valuation is only considered for item 2 (if < 3 =0;if >3 =1).

The first items of the model are used to verify whether the bank uses non-financial
metrics and, subsequently, the number of non-financial performance criteria adopted
(item 2). For this latter item, a graduated valuation is applied in order to appreciate/
valorize banks adopting a greater number of such criteria (more ESG-conscious
banks). Since 2009, several regulators (BCBS 2011, EBA 2015, FSB 2017b, 2018)
have incentivized banks to take into account the non-financial indicators when de-
termining the level and structure of a director’s remuneration. The BCBS — just to
cite one — stated that the risk adjusted remuneration process must consider both
qualitative and quantitative performance measures. Specifically, “while performance
measures are normally focused on financial metrics, it is also important that financial
institutions include non-financial metrics in developing the risk-based remuneration
hurdles” (BCBS 2011, p. 11). Some examples of non-financial remuneration metrics
are the following: customer satisfaction, internal business process efficiency, and
people/leadership objectives (BCBS 2011). Regulators have not specified how many
non-financial indicators should be used, but there are two good reasons why banks
should adopt a sufficient number of these indicators. First, non-financial measures of
performance, including conduct-related goals, help signal to employees the impor-
tance that management places on the prudent management of risk and acceptable
standards of behavior (FSB 2018). Second, “the combination of different metrics
(financial and non-financial incentives) might also contribute to reduce the risks of
fraud or gaming of the measures” (BCBS 2011, p. 20).

Then, the model investigates if the banks adopt a differentiated valorization of
non-financial targets for each executive manager (item 3). Since the functions per-
formed by each executive may differ, it would also be advisable for the non-financial
performance indicators to be different to express, correctly the actual contribution
offered to the (economic and/or social) value creation of the bank. To support this
consideration, the FSB recently confirmed that “well-structured incentive schemes
should include the use of qualitative and/or quantitative assessments of an employee’s
conduct’. The FSB added that “specific criteria should vary depending on the un-
derlying nature of activities”, pointing out the need to establish a link between the
non-financial metrics and the performance characteristics to be assessed (FSB 2017h,
p- 9). Similarly, the BCBS stated that “firms should use a combination of financial
and mon-financial measures to assess employee performance and adapt the mea-
surement to each employee’s specific situation” (BCBS 2011, p. 6). Some banks
follow this approach. For example, in the Annual Report and Accounts 2017, HSBC
includes a table providing an overview of the non-financial performance achieved by
the following executives: the Group Chief Executive, the Chief Risk Officer, and the
Group Finance Director (HSBC 2017, p. 148). Additionally, for each of these man-
agers, the weighting and the assessment percentages of non-financial criteria are
provided.
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The additional items of the model concern the definition of the percentage of
variable remuneration linked to non-financial performances (item 4) and the defi-
nition of quantitative targets for each non-financial criterion (item 5). These two
items reflect the importance of enhancing the disclosures on remuneration packages
(FSB 2018) and are used to comply with the regulation that requires the identifi-
cation of all components of the risk-adjusted remuneration process. To this regard,
the European Commission stated that all the performance remuneration criteria,
including the non-financial measures, should be predetermined and measurable
(European Commission 2009). Moreover, the literature has revealed that compared
to the qualitative non-financial measures, the use of quantitative/hard non-financial
targets better improves the sustainability performance of firms (Maas 2018)."

Next, the model investigates the balance between financial and non-financial
criteria, that is, in determining incentive pay, the weight of non-financial targets
compared to that of financial ones. Since the information provided by the banks
about this aspect is often different, the model attributes a score equal to 1 if the bank
only affirms that it estimates this balance (item 6) and one more point if the banks
also quantify this ratio in percentage terms (item 7). In this regard, banking regu-
lation also stresses the importance of equally balancing the adoption of financial and
non-financial measures by using the balanced scorecard approach (BCBS 2011). For
example, the BCBS stated that for executive management, the remuneration per-
formance process should be assessed on the basis of financial (weighted at 60%) and
non-financial metrics (weighted at 40%) (BCBS 2011).

Finally, the last items of the model focus on the following: (a) the adoption of
non-financial criteria at the individual, business unit and enterprise levels (items 8
and 9) as incentive payments must reflect individual performance but also depend on
financial results and other measures of value creation at all enterprise levels (EBA
2015, FSB 2018); (b) the adoption of clawback or malus clauses (item 10) in order to
stress the linkage of compensation and conduct and to deter misconduct (FSB 2018);
(c) the inclusion of non-financial metrics in the long-term incentive plans (item 11)
because regulators stress the importance of aligning the remuneration policies with
the long-term interests and risk appetite of the banks (European Commission 2009,
BCBS 2011), and finally, (d) the extended use of non-financial criteria for senior
management incentive schemes (not just for board or executive managers, item 12).
Indeed, banking regulation promoted the new compensation rules not only for the
executive directors but also for other important managerial figures such as all

2 As documented by Maas (2018, p. 576), soft or qualitative targets are “often less accurate and reliable
than hard or quantitative targets because they are less controllable, less objective and often influenced by the
rater’s biases”.

bMore specifically, FSB (2018, p. 16) stated that: “for senior ezecutives as well as other employees whose
actions have a material impact on the risk exposure of the firm: a substantial proportion of compensation
should be variable and paid on the basis of individual, business-unit and firm-wide measures that adequately
measure performance”.
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material risk-takers and other important employees (who, for example, may present
a material risk for the bank’s financial soundness on a collective basis) (BCBS 2011).

3.3.2. Control variables

Moreover, the following firm-level control variables were added. Some of these are
economic variables, while others are governance/ownership variables. More specifi-
cally, the total assets (TA), the total capital to total assets (TC%TA), the CSR
strategy score (CSR Strat), the shareholders score (SH score), the management score
(MG score), the Tier 1 (T1), the portion of variable share-based remuneration (SB
comp), and the percent of shares held by institutional investors (INST own) were
included. The total assets (TA) variable measures the bank’s size, the total capital to
total assets variable (TC%TA) is a proxy of the bank’s leverage, and the CSR
strategy score (CSR Strat) proxies the banks’ commitment to integrate the eco-
nomic, social and environmental dimensions into its day-to-day decision-making
processes. The shareholders score (SH score) measures a company’s effectiveness
towards the equal treatment of shareholders, the management score (MG score)
measures the efficiency of the banks’ corporate governance system, and the Tier 1
(T1) is a proxy of the banks’ capitalization. Finally, the portion of variable share-
based compensation (SB comp) gives information on the amount of any form of
share-based incentives provided by the bank in both the short and the long terms,
while the percent of shares held by institutional investors (INST own) represents the
difference between the total percentage of shares outstanding held by all investors
and the percentage of shares held by strategic entities (individuals, corporations,
holding companies, and government agencies).

In the baseline model 1 (where the dependent variable is ROA), all these variables
were included as previous studies offered evidence that economic performance is
significantly associated not only with the firms’ size (Abdelmotaal & Abdel-Kader
2016, Maas 2018), the firm’s leverage (Said et al. 2003, HassabElnaby et al. 2005)
and its capitalization (Switzer et al. 2018) but also with the firms’ adoption of
sustainability strategies (Karl 2015) and a better corporate governance system
(Abdelmotaal & Abdel-Kader 2016) including stronger shareholder rights (Gompers
et al. 2003) and more institutional ownership. Indeed, it is likely that institutional
investors, especially short-term institutional investors, can more easily encourage
managers to increase shareholder returns by taking more risks (Erkens et al. 2012,
Garel & Romec 2017). Finally, aimed at alleviating the possibility that boards of
directors redefine the executives’ whole compensation package (or only other com-
ponents of executive compensation such as stock options) when incorporating sus-
tainability performance criteria, a compensation-level control (the portion of
variable share-based remuneration) was included. All these control variables are
considered to be strongly associated with the banks’ economic performance.

In the baseline model 2 (where the dependent variable is NPL%TL), the control
variables were considered since the previous studies documented that the firms’
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riskiness is significantly associated not only with the firms’ size (Abdelmotaal &
Abdel-Kader 2016, Maas 2018) but also with the leverage ratio, capital buffers
(Switzer et al. 2018) and the adoption of a CSR strategy (Karl 2015). Moreover, a
shareholder and a management score were both added because it was thought that
the banks’ riskiness is influenced by the efficiency of the corporate governance
structure, including the use of anti-takeover devices (Gompers et al. 2003). Previous
literature has argued that strong shareholder rights could moderate managerial en-
trenchment by leading to a reduction in the cost of equity capital and thus the
riskiness of the firm (Cheng et al. 2006, Huang et al. 2009). Finally, institutional
ownership was also added in model 2 because existing studies showed that higher
institutional investors both negatively (Switzer et al. 2018) and positively (Cheng
et al. 2015) influence the firms’ default probabilities. The share-based compensation
level was included because equity incentives are also able to affect the riskiness of the
firms.

Finally, in the baseline model 3 (where the dependent variable is the ESG score),
the control variables were included because the previous studies documented that
high sustainability companies tended to be larger (Chih et al. 2010) and to exhibit a
lower leverage ratio, superior capital buffers (Karl 2015), a more efficient corporate
governance system (Beltratti 2005) and the adoption of a CSR communication
strategy (Eccles et al. 2014). With regard to the shareholder score, according to
Mallin & Melis’ (2012) research, stronger shareholders rights can mitigate overall
risks and facilitate the achievement of long-term sustainable corporate performance.
Finally, other studies have suggested the importance of both the structure of exec-
utive compensation (Mahoney & Thorn 2006) and institutional equity ownership
(Faller & Knyphausen-Aufsef3 2018) in encouraging socially responsible actions. For
these reasons, the two control variables concerning the total variable share-based
remuneration and the percent of shares held by institutional investors were also
included in baseline model 3.

A detailed description of all variables, their definition and their source are
provided in Appendix (Table A.1).

3.4. Descriptive statistics

Table 3 reports the descriptive statistics of all dependent and independent variables
used in the study for (a) the entire sample, for (b) the subsample of UK and Irish
banks, and for (c) the subsample of banks in the remaining countries.

Note that the mean of the ESG remuneration performance rating is 45.07 for the
entire sample, but it is 65.11 for the subsample of the UK and Irish banks, which
indicates that on average, banks in these countries use approximately more than half
of the items included in the ESG remuneration performance rating. Moreover,
compared to banks in the remaining countries, the UK and Irish banks are larger in
terms of total assets, present better sustainability performance (see the mean of the
ESG score) and are characterized by better sustainability performance (see the mean
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of the ESG score) but by worse economic performance (see the mean of both the
ROA and the ROE). The correlation matrix is reported in the appendix (Table A.2).

3.5. Econometric approach

To test hypotheses H1, H2 and H3, we estimated the following panel regression
model (baseline estimation):
Y, = B + B2ESG rem;, + 85TA;, + 8, TC%TA,, + 8;CSR Strat + 3;SH score

+ ﬁ7MG SCore;; =+ ﬁng + ﬁgSB combp;; + 6101NST owll;; =+ Eity (1)

where y represents ROA (baseline model 1), NPL%TL (baseline model 2), and the
ESG score (baseline model 3); ¢ and ¢ denote the bank and the year, and the error
terms g;; ~ IID (0, 0?) account for possible bank-level stochastic shocks that may
affect the dependent variable in each regression. Baseline models 1, 2 and 3 were

Table 3. Descriptive statistics.

Variable Mean Median Standard deviation Minimum Maximum Number of observations

(a) Entire sample

ROA 0.61 0.65 0.89 -3.21 4.99 185
ROE 2.41 5.59 25.35 —225.7 83.25 210
PTBV 0.97 0.86 0.92 0.01 12.19 190
ESG rem 45.07 42 27.99 0 100 210
TA 52.96  26.79 57.80 1.80 225.06 210
SH score 44.56  43.51 28.45 1.14 99.10 205
MG score  59.95  63.88 29.45 1.35 99.49 205
SB comp 0.60 0.018 1.35 0 8.67 199
INST own 30.79  30.92 18.24 0 75.83 170
Price Vol 32.65  29.57 11.65 16.01 69.06 210
NPL%TL 7.61 4.04 10.96 0.22 60.71 173
TC%TA 1943 1743 9.58 6.07 55.85 210
CSR Strat 1.01 0.72 5.35 0.018 77.27 205
T1 14.95 139 3.55 8.17 28.70 195
ESG score  68.14 72 17.07 19 95 205
(b) Subsample of UK and Irish banks

ROA 0.40 0.36 0.60 —0.76 1.62 30
ROE 3.98 2.81 14.72 —14.72 78.44 35
PTBV 0.83 0.80 0.28 0.08 1.45 30
ESG rem 65.11 83 33.97 8 100 35
TA 93.44 93.35 70.29 9.27 225.06 35
SH score 29.55  23.59 23.49 1.14 78.45 35
MG score  67.43 73.34 29.06 1.35 97.36 35
SB comp 1.97 0.91 2.51 0 8.67 35
INST own 47.88 51.31 19.60 13.63 75.83 25
Price Vol 33.16  30.54 10.94 16.01 55.24 35
NPL%TL 4.27 2.62 5.03 0.22 20.34 30
TC%TA 14.82  13.84 3.63 9.5 23.05 35
CSR Strat 0.77 0.76 0.17 0.38 0.99 35
T1 14.01 1391 1.96 10.3 17.9 30
ESG score  71.26 76 12.53 46 88 35
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Table 3. (Continued)

Variable Mean Median Standard deviation Minimum Maximum Number of observations

(c) Subsample of banks in the remaining countries

ROA 0.65 0.68 0.94 -3.21 4.99 154
ROE 2.05 5.68 27.07 —225.7 83.25 174
PTBV 0.99 0.88 0.99 0.01 12.19 159
ESG rem 4111 42 24.93 0 88 174
TA 45.08  23.24 51.57 1.91 207.09 174
SH score 47.93 50 28.32 1.72 99.10 169
MG score  58.56  60.63 29.40 1.47 99.49 169
SB comp 0.31 0.001 0.65 0 4.02 163
INST own 27.79  29.23 16.39 0 75.48 144
Price Vol 32.61 29.5 11.83 17.77 69.06 174
NPL%TL 8.37 4.90 11.75 0.31 60.71 142
TC%TA 20.15  18.33 9.81 6.84 55.85 174
CSR Strat 1.06 0.69 5.90 0.019 .27 169
T1 15.10 139 3.75 8.67 28.70 164
ESG score  67.62 70 17.82 21 95 169

Notes: This table reports summary statistics on ROA, return on equity (ROE), Price to book value
(PTBV), ESG remuneration performance rating (ESG rem), total assets (TA), shareholder score (SH
score), management score (MG score), share-based compensations (SB comp), percent of shares held
by institutional investors (INST own), price volatility (Price Vol), non-performing loans to total loans
(NPL%TL), total capital to total assets (TC%TA), CSR strategy (CSR Strat), tier 1 ratio (T1) and ESG
performance score (ESG score). Data related to the 2013 to 2017 period. Both TA and SB comp are
divided by 10 million.

initially estimated for the whole sample and then separately for the subsample of the
UK and Irish banks and for the subsample of the banks in the remaining countries.
Since due to the possible endogeneity of some explanatory variables, the estimation
could produce biased results, we estimated each equation by one-year lagging all
regressors. This allowed us to mitigate endogeneity concerns and to control for within-
firm dynamics (Maas 2018). Firm-fixed effects in all three models were included to
account for any time-invariant bank characteristics that might affect both the adop-
tion of sustainability targets in banking compensation and bank-level outcomes (un-
observable heterogeneity). Moreover, recent literature (see, for instance, Cheng et al.
(2015)) has shown that risk measures in banks are highly persistent and that a large
amount of variation in bank risk is explained by time-invariant effects at the firm level.

4. Empirical Results

The estimations have been carried out by employing the STATA 15 econometric
software. The results achieved are reported in Tables 4—6.

Looking at Table 4, the results show that ROA is not influenced by the variable
ESG rem when the sample of banks is considered as a whole (column (a)). However,
after splitting our sample, we find evidence of a negative relationship in the case
of the UK and Ireland (column (b)) but not in the remaining countries (column (c)).
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Table 4. Estimation results for the baseline model 1. Dependent variable: ROA.

(a)

All countries

(b)

UK and Ireland

(©)

Remaining countries

ESG rem —0.003 —0.008%** —0.001
(0.003) (0.002) (0.004)
TA 0.012%* 0.040%** 0.015%
(0.005) (0.004) (0.008)
TC%TA 0.007 —0.038 0.005
(0.0134) (0.025) (0.013)
CSR Strat —0.531 13.834%** —0.701
(0.517) (1.882) (0.538)
SH score —0.007* —0.068%** —0.007
(0.004) (0.005) (0.005)
MG score 0.004 0.011* 0.003
(0.004) (0.005) (0.005)
T1 —0.008 —0.016 —0.017
(0.031) (0.002) (0.035)
SB comp 0.008 0.239%** 0.108
(0.037) (0.024) (0.068)
INST own 0.019%** —0.026%** 0.020%**
(0.006) (0.004) (0.007)
Const —0.090 —0.892%** 0.069
(0.787) (1.672) (0.816)
R-squared (within) 0.14 0.99 0.14

Notes: Fixed-effects estimations. *** ** * indicate, respectively, 1%, 5%, 10% of
significance. Robust standard errors in parentheses.

At the same time, we find that TA and INST own are statistically significant in all
three estimations (although with a different sign), TC%TA and T1 are never sig-
nificant, and the remaining control variables are overall significant in the case of the
UK and Irish banks. Turning our analysis to Table 5, the results suggest that the
ESG rem variable negatively affects NPL%TL although the set of control variables
employed does not produce results that are statistically significant. No evidence of a
possible relationship between ESG rem and NPL%TL is found in the subsample of
the UK and Ireland and in that of the other remaining countries. Finally, looking at
Table 6, note that ESG rem in both the whole sample and in the subsample of the
UK and Irish banks positively affects the ESG score, which is also positively influ-
enced by TA and T1 and, only in the whole sample, by the MG score and by SB
comp. Overall, therefore, these findings seem to provide evidence that the adoption
of sustainability targets in remuneration contracts negatively affects the banks’ fi-
nancial performance — but only in the UK and Ireland — as well as the banks’
riskiness profile; moreover, in the whole sample and in the subsample of the UK and
Irish banks, the adoption of sustainability targets in remuneration contracts posi-
tively influences the banks’ sustainability performance.
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Table 5. Estimation results for the baseline model 2. Dependent variable:

NPL%TL.
(a) (b) (©)
All countries UK and Ireland Remaining countries
ESG rem —0.085%* —0.190 —0.047
(0.041) (0.101) (0.033)
TA —0.034 0.093 —0.156
(0.046) (0.061) (0.095)
TC%TA 0.065 —0.007 0.043
(0.102) (0.734) (0.099)
CSR Strat 0.382 52.655%* 0.238
(2.480) (16.562) (2.576)
SH score 0.032 —0.198* 0.025
(0.036) (0.089) (0.042)
MG score 0.002 —0.061 0.008
(0.018) (0.040) (0.018)
T1 —0.165 —0.432 —0.113
(0.148) (0.259) (0.157)
SB comp —0.094 0.764 —0.460%*
(0.175) (0.516) (0.265)
INST own —0.013 —0.299 —0.029
(0.029) (0.208) (0.035)
Const 13.572%%* —3.087 17.700%*
(5.786) (22.984) (7.022)
R-squared (within) 0.16 0.78 0.15

Notes: Fixed-effects estimations. *** **_ * indicate, respectively, 1%, 5%, 10%
of significance. Robust standard errors in parentheses.

4.1. Robustness checks

To strengthen our results, we carried out a number of robustness checks by testing
these models with the use of alternative dependent variables. In particular, we re-
estimated the baseline models 1 and 2 by using ROE and PTBYV in place of ROA and
Price Vol in place of NPL%TL. The corresponding results are reported in Tables 7
and 8, respectively.

Looking at Table 7, the results seem to confirm that the banks’ financial per-
formance is negatively affected by the adoption of sustainability targets in remu-
neration contracts only in the UK and Ireland subsample, since the coefficient of ESG
rem is negative and statistically significant when both the ROE and the PTBV are
employed as dependent variables. Similarly, the estimation results suggest the ex-
istence of a negative relationship between the adoption of sustainability targets and
the banks’ riskiness profile in the whole sample when Price Vol replaces NPL%TL. In
this case, some control variables (SH score and SB comp) turn significant,
strengthening thus our overall findings. The robustness checks, therefore, seem to
provide evidence that the estimations of models (1) and (2) are stable and robust

1940004-17



J. Fin. Mngt. Mar. Inst. 2019.07. Downloaded from www.worldscientific.com
by 46.161.62.159 on 08/21/19. Re-use and distribution is strictly not permitted, except for Open Access articles.

E. D’Apolito et al.

Table 6. Estimation results for the baseline model 3. Dependent variable: ESG score.

(a) (b) (c)

All countries UK and Ireland Remaining countries
ESG rem 0.172% 0.535%** 0.131
(0.100) (0.1929) (0.120)
TA 0.146* 0.345%* 0.098
(0.081) (0.085) (0.141)
TC%TA —0.305 0.918 —0.316
(0.215) (1.497) (0.218)
CSR Strat 1.243 —10.913 0.652
(6.214) (56.365) (6.974)
SH score 0.006 0.019 0.0124
(0.033) (0.312) (0.035)
MG score 0.102%** 0.025 0.100%*
(0.034) (0.140) (0.037)
T1 0.585* 2.117* 0.451
(0.355) (0.785) (0.393)
SB comp 0.457* 1.050 1.574%*
(0.244) (1.002) (0.634)
INST own —0.090 —0.160 —0.056
(0.073) (0.368) (0.079)
Const 48.723%** —23.639 54.865%**
(7.786) (27.688) 8.337
R-squared (within) 0.27 0.85 0.24

Notes: Fixed-effects estimations. ***, ** * indicate, respectively, 1%, 5%, 10% of
significance. Robust standard errors in parentheses.

even when alternative measures of the banks’ financial performance and of their
riskiness profile are used in the regression models.

4.2. Discussion

This study results in some important findings that enrich the knowledge about the
use of non-financial metrics in the banks’ managerial remuneration plans. In sum-
mary, the results reveal that the implementation of sustainable criteria in banks’
remuneration contracts (i) negatively impacts economic performance, (ii) negatively
impacts the riskiness profile, and (iii) positively impacts non-financial performance.

The first hypothesis predicts a positive relationship between the ESG-remuner-
ation performance rating and banks’ financial performance. It was expected that
firms with a high ESG-remuneration performance rating — indicating that these
firms make greater use of non-financial metrics in remuneration — would have
higher profitability performance as measured by their ROA. This expectation is
consistent with the previous studies (Ittner & Larcker 1998, Banker et al. 2000,
Ittner et al. 2003, Abdelmotaal & Abdel-Kader 2016, Flammer et al. 2016). Based on
the results, hypothesis 1 is rejected. Therefore, a positive effect of an ESG-
remuneration performance rating on ROA cannot be detected in this study. The
results show a significant but negative relationship between the examined variables
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Table 7. Estimation results for the baseline model 1 using ROE and PTBV as dependent variables.

Dep. Variable: ROE

Dep. Variable: PTBV

(a) (b) (©) (a) (b) (©)

All UK and Remaining All UK and  Remaining

countries Ireland countries countries Ireland countries
ESG rem —0.064 —0.405%** 0.025 0.007 —0.017* 0.014
(0.097) (0.170) (0.103) (0.015) (0.008) (0.017)
TA 0.016 0.094 —0.118 0.042 0.013 0.074
(0.111) (0.174) (0.203) (0.036) (0.004) (0.064)
TC%TA —1.436%**  —2.33 —1.483%** 0.022 0.085 0.024
(0.472) 1.433 (0.466) (0.024) (0.052) (0.026)
CSR Strat —10.186 30.276 —11.874 0.322 1.615 —0.334
(14.5459) 18.619 (16.217) (0.558) (1.627) (0.482)
SH score —0.098 —0.343** —0.087 —0.014 —0.013 —0.015
(0.071) 0.122 (0.081) (0.011) (0.008) (0.011)
MG score 0.048 —0.028 0.048 0.002 —0.004 0.002
(0.080) 0.050 (0.086) (0.003) (0.003) (0.003)
T1 0.150 —0.790 0.0527 0.001 0.010 —0.023
(1.078) 0.542 (1.205) (0.019) (0.0169) (0.027)
SB comp —0.153 0.026 0.413 0.125 0.060 0.408
(0.507) 0.898 (1.029) (0.111) (0.051) (0.391)
INST own 0.663** 0.301 0.716** 0.002 —0.001 —0.000
(0.279) 0.231 (0.341) (0.005) (0.021) (0.005)
Const 19.527 39.132 26.570 —1.893 —1.169 —2.515
(19.008) 52.930 (18.967) (2.983) (1.891) (3.402)

R-squared (within) 0.23 0.81 0.24 0.06 0.84 0.10

Notes: Fixed-effects estimations. ¥** ** * indicate, respectively, 1%, 5%, 10% of significance. Robust
standard errors in parentheses.

although only for the subsample of the UK and Irish banks: the higher the bank’s
ESG-remuneration performance rating is, the lower its financial performance.

This is quite problematic because it weakens the incentives for firms to use non-
financial targets in remuneration. There are two possible explanations for the
contradiction of this finding with the hypothesis. First, the contradiction might be
explained by the differences in the measures used as proxies for firm profitability in
this study compared to those used in other studies. Indeed, in this study, ac-
counting metrics were mainly used (ROA and ROE), while other authors used
market metrics predominantly (e.g. stock market returns). Another possible ex-
planation is that banks with a high ESG-remuneration performance rating will
have better social performance (see hypothesis 3). This could be associated, in an
early stage, with high investments and high costs linked to the adoption of sus-
tainability practices that negatively impact the banks’ profitability. For example,
the implementation of a sustainability strategy requires the development of a CSR-
integrated reporting system and could require the acquisition of certification. The
costs associated with investments in innovation and in CSR-compliant processes
can be considerable.

1940004-19



J. Fin. Mngt. Mar. Inst. 2019.07. Downloaded from www.worldscientific.com
by 46.161.62.159 on 08/21/19. Re-use and distribution is strictly not permitted, except for Open Access articles.

E. D’Apolito et al.

Table 8. Estimation results for the baseline model 2 using Price Vol as dependent

variable.
(a) (b) ()
All countries UK and Ireland  Remaining countries
ESG rem —0.065* —0.002 —0.046
(0.036) (0.091) (0.042)
TA —0.033 0.025 —0.086%*
(0.031) (0.075) (0.042)
TC%TA —0.002 0.927 0.003
(0.071) (0.965) (0.065)
CSR Strat —0.737 —5.898 0.454
(2.655) (18.703) (2.771)
SH score 0.035%* 0.084 0.027
(0.016) (0.098) (0.017)
MG score 0.005 —0.033 0.013
(0.0169) (0.051) (0.018)
T1 —0.178 0.153 —0.160
(0.133) (0.448) (0.144)
SB comp —0.343%** —0.119 —0.532*
(0.082) (0.628) (0.283)
INST own 0.058 —0.082 0.074
(0.053) (0.198) (0.056)
Const 36.136%** 23.009 35.759%**
(3.364) (29.636) (3.104)
R-squared (within) 0.15 0.58 0.155

Notes: Fixed-effects estimations. *** ** * indicate, respectively, 1%, 5%, 10% of
significance. Robust standard errors in parentheses.

The second hypothesis predicts a negative relationship between the percentage of
non-performing loans to total loans and the ESG-remuneration performance rating.
These results confirm the hypothesis. Demonstrating that the inclusion of non-
financial metrics in board remuneration reduces the firms’ non-performing loans to
total loans, the results are consistent with hypothesis 2. Therefore, banks that adopt
sustainability targets in remuneration contracts have a lower risk profile. This result
is also consistent with recent international and European regulation provisions on
bankers’ remuneration aimed at limiting the excessive risk-taking of management.
Indeed, the regulators’ attention to bankers’ remuneration originated after the in-
ternational financial crisis of 2007. Bank governance and remuneration policies were
considered one of the possible causes of the crisis (Iannuzzi 2013 for a review). The
high level of bankers’ compensation was considered to have been too generous in the
context of the banks’ low performance during the crisis (Ferrarini 2017). An inter-
national debate upon the relevance of bankers’ pay in the financial crisis has arisen
both in an academic context and at a political and institutional levels. Many
authors investigated the role of incentives in the crisis (Bebchuk et al. 2010,
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Fahlenbrach & Stulz 2010, Barontini et al. 2013, Levina 2014). The main question
investigated was whether inappropriate remuneration practices in the financial ser-
vices industry-induced excessive risk-taking and, thus, contributed to the significant
losses of major financial intermediaries. Although this regulation does not appear to
be completely justified (Ferrarini & Ungureanu 2011),° it seems that the previous
question can be affirmatively answered. Consequently, numerous principles, stan-
dards and rules concerning sound remuneration policies have been promoted on an
international (FSB 2010, 2013, 2017a, 2018) and European levels.? From a regula-
tory perspective, the use of sustainability measures in banking compensation could
also neutralize the risk of misconduct (FSB 2017a). Such targets strengthen the
overall risk adjustment process of remuneration practices by introducing “a different
lens through which performance is measured” (BCBS 2011, p. 18). A bad non-
financial performance (in particular, unethical or non-compliant behavior) cannot be
compensated for by good financial performance (in terms of profit generation) and
diminished compensation. Compensation should be fully aligned with the institu-
tion’s risk policy in the medium and long terms, providing the right incentives
(BCBS 2010). In addition to this, EBA’s guidelines stated that “institutions should
set and document both quantitative and qualitative, including financial and non-
financial, performance criteria for individuals, business units and the institution. The
performance criteria should not incentivize excessive risk taking or the mis-selling of
products” (EBA 2015, p. 64). The new regulations try to overcome the dramatic
consequences of a short-term incentives-based system by promoting a better balance
between short- and long-term incentives in not only the CEQ’s compensation but
also in that of all bank employees involved in risk-taking activities.®

The third hypothesis predicts a positive relationship between the adoption of
sustainability targets in remuneration contracts and the banks’ sustainability per-
formance. A few studies have analyzed the effect on the non-financial performance of
firms of the use of non-financial targets in remuneration plans. Contrary to expec-
tations, a previous study that analyzed whether Corporate Social Performance
(CSP) could be considered as a predictor or a consequence of the use of CSP targets,
concluded that (i) the use of CSP targets in general does not automatically lead to

€The authors argue that the case for regulating the structure of the bankers’ pay is rather weak, while the
regulation of remuneration risk governance and remuneration disclosure are to some extent justified.

d At the European level, the EU adopted a regulatory approach, implementing two directives. The su-
pervisory role was more marginal than that applied in other jurisdictions. However, in addition to the
directives, the CEBS, before, and the EBA, after, provided guidelines in order to facilitate the application
of the principles included in the directives. The CEBS — Committee of European Banking Supervisors —
is an independent advisory group on banking supervision in the European Union (EU). It was established
by the European Commission in 2004 by Decision 2004/5/EC. On 1 January 2011, this committee was
succeeded by the EBA, which took over all existing and ongoing tasks and responsibilities of the
CEBS. The EBA was established by Regulation (EC) No. 1093/2010 of the European Parliament and of
the Council of 24 November 2010.

¢The Regulatory Technical Standards (RTS) on the criteria used to identify categories of staff whose
professional activities have a material impact on an institution’s risk profile were published by the
European Commission as Delegated Act on 6 June 2014.
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better CSP results, (ii) while the use of quantitative, hard CSP targets is an effective
way to improve CSP results, especially to lower CSP weaknesses (Maas 2018).
Therefore, the author partially succeeded in demonstrating the positive effect of
sustainability targets in remuneration on the non-financial performance of firms.

Our results reveal that ESG-remuneration performance rating positively affects
the ESG score of banks. Therefore, this finding empirically confirms the theoretical
arguments that sustainability targets enhance the governance of a company
(Abdelmotaal & Abdel-Kader 2016). The explanations for this evidence could be
related to the managers’ incentive to adopt a longer-time horizon. In addition to this,
it could be attributed to a greater attention paid to stakeholders who contribute to
long-term value creation but have little voice and less salient claims. The use of
sustainability incentives could motivate executives to implement effective sustain-
ability practices (Abdelmotaal & Abdel-Kader 2016). This result is very relevant in
light of the possible implications that it could have on banking compensation
practices. These findings seem to support and justify the regulatory reform initiatives
that promoted the use of sustainability targets in remuneration. The results appear
to be more significant for the subsample of the UK and Irish banks: This is probably
due to their peculiar culture of disclosure that is much stronger than that in Southern
European countries. Additionally, the results also showed that the ESG score is
positively related to Tier 1 capital in both the whole sample and in the subsample of
the UK and Irish banks. In line with these expectations, more capitalized banks
perform better in terms of sustainability management. This is probably due to a
greater investment capacity of these banks.

5. Conclusions, Implications, and Future Research Lines

Remuneration contracts including sustainability metrics are able to produce several
important benefits by lastingly enhancing the firm’s economic performance (Said
et al. 2003, HassabElnaby et al. 2005). The integration of non-financial targets in
executive compensation can mitigate the managers’ myopia and their short-term
orientation. Moreover, by linking the managers’ remuneration to sustainability
practices, firms can also reduce conflicts among all their stakeholders (Flammer et al.
2016). In this research, the relationships between the adoption of sustainability
criteria in remuneration contracts and the financial and non-financial performance of
banks were analyzed. Although it has been recognized by regulators and several
scholars that including sustainability metrics in remuneration plans lead to positive
implications in terms of refocusing to long-term strategy and improving financial and
non-financial performance, the extant literature on this topic is largely focused on the
US context, on a pre-crisis time window and on non-financial firms. This paper
focuses on 42 European, systemically important banks and is based on a five-year
panel dataset (from 2013 to 2017).

The findings of this research have possible implications that may be useful for
both banks and regulators. The most important practical implication of this research
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is that the findings present an encouragement for the use of sustainability targets in
executive compensation, outlining two reasons why this would be beneficial. First,
the inclusion of these kinds of metrics in executive compensation stimulates the
adoption of long-term strategies rather than the excessive risk-taking behaviors
derived from a short-term orientation. This is an advantage for banks in terms of risk
reduction. Second, the use of sustainability targets in remuneration incentives
improves non-financial performance. Based on these results, regulators are expected
to move in the direction of strengthening the use of non-financial criteria.

However, there are several limitations to this study that may be addressed in
future research. As the analysis only covers a small period (a five-year period), it
offers limited insight into the examined relationships. In the future, it could be useful
to extend the time horizon of observation. Second, the sample only includes
European, global and other systemically important institutions. These kinds of
banks present some peculiarities in terms of size and visibility. Systemically impor-
tant banks indeed are typically large banks and are particularly exposed to market
discipline and to stakeholder attention. It might be questioned whether these con-
clusions also hold for smaller banks or banks from other regions. As such, some
caution is needed in generalizing these results. In addition, it must be noted that the
heterogeneity of the samples affects the comparability of this study with previous
studies. Unlike other research, this analysis is focused on the banking sector. This
implies some specificities. Furthermore, regulation on corporate governance could
vary according to the countries. Third, there may be other factors to explain the
variation in the banks’ profitability that are not tested in this study. Last, this research
relies on the measures developed by Eikon-Thomson Reuters. It might be questioned
whether non-financial performance can be captured fully by these measures.

This study aims to take a first step in the direction to better understand the
relationship between sustainability metrics in remuneration and the financial and
non-financial performance of banks, encouraging other researchers to fill the iden-
tified gaps.

Appendix A

Table A.1. Measurement of all dependent and independent variables.

Variable Measure Label Source

Dependent variable

Return on assets ~ Net Income/Total Assets ROA Datastream

Return on equity ~ Net income/shareholder’s equity ROE Datastream

Price to book Stock price per share/Book value per share PTBV Datastream
value

Price volatility A stock’s average annual price movement to a Price Vol Datastream

high and low from a mean price for each year*
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Table A.1. (Continued)

Variable Measure Label Source

Non-performing The amount of non-performing loans in a bank’s NPL%TL  Datastream
loans % total loan portfolio as a percentage of the total
loans amount of loans the bank holds

Environmental, An overall company score based on the self- ESG score  Eikon-Thomson
Social, Gov- reported information in the environmental, Reuters
ernance score social and corporate governance pillars**

Independent variables

ESG remunera- A proxy of the intensity of the use of non- ESG rem Content analysis
tion perfor- financial metrics in the banks’ executive approach
mance rating remuneration plans

Total assets Total assets (euro) of the bank/10 million TA Datastream

Total capital to Total capital as a percentage of total assets TC%TA Datastream
total assets (proxy for bank’s leverage)

Tier 1 The primary capital (shares and common stock) — T1 Datastream

supporting the lending and deposit activities
of a bank.

CSR strategy A company’s practices that communicate that CSR Strat  Datastream
score the company integrates the economic (finan-

cial), social and environmental dimensions
into its day-to-day decision-making processes
(calculated based on 8 comparable and critical
measures***)

Shareholders A company’s effectiveness towards equal SH score Datastream
score treatment of shareholders and the use of

anti-takeover devices (calculated based on
12 comparable and critical measures***)

Management A company’s commitment and effectiveness MG score Datastream
score towards following best practice corporate

governance principles (calculated based on
34 comparable and critical measures***)

The portion of The amount in euro of any form of share-based SB comp Banks’ Corporate
variable incentives (including stock options plans, documents
share-based shares allotment or other share-based incen-
compensation tive systems) provided by the bank in both

the short and long terms
Percent of shares ~ The difference between the total percentage of INST own  Eikon-Thomson

held by insti-
tutional
investors

shares outstanding held by all investors and
the percent of shares held by strategic entities
(individuals, corporations, holding companies
and government agencies)

Reuters

*For example, a stock’s price volatility of 20% indicates that the stock’s annual high and low price has
shown a historical variation of +20% to —20% from its annual average price.
***The CSR Strategy score, the Shareholders score and the Management score represent three of the
10 category scores whose combination, weighted proportionately based on the number of measures within
each category, comprises the Thomson Reuters ESG Score, which is an overall company score based on the
self-reported information in the environmental, social and corporate governance pillars (see * in this table).
To calculate these 10 category scores, a percentile rank scoring methodology is adopted. As stated by
Thomson Reuters “ecach category score is the equally weighted sum of all relevant indicators for each

industry used to create it. The normalized weights are calculated excluding quantitative indicators with no
data available in the public domain, as it would be highly inaccurate to assign a default value’. For more
details on category scores calculation, see Thomson Reuters (2019).
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