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Opening the S’ frontier

Why investors should care about the ‘'S" in ‘ESG’

Environmental, social and governance (ESG)
investments are more popular than ever with assets
expected to reach $140.5 tn within the next four years,
accounting for one-third of global AUM.1 As the trend
builds, investors are expanding their horizons beyond
the ‘E’ to consider factors that fall within the ‘S’ category
— e.g.labour rights and standards, health and safety,
human capital development and diversity. The corporate
reputational and regulatory risks companies face can
cause lasting damage and drive down stock value, while
ESG leadership can provide upside. An increasing body
of data suggests there is alink between ESG and financial
performance.2

The idea that investing in people and working to
address social issues is good for business is shared by
investor groups across the globe (e.g. investor statement
acknowledging long-term value creation is ‘inextricably
tied’ to stakeholder welfare signed by 336 institutional
investors representing over USD 9.5 tn).3

The opposite is also true, that companies with weak
records on human rights or labour practices are likely to
suffer from increased supply-chain disruptions, affecting
both operational performance and brand reputation.4

Social considerations, the S in ESG, are therefore
important factors not only in corporate performance—
making companies more diverse, stable and resilient, but
also in social improvement—making supply chains and
communities more robust.

KEY HIGHLIGHTS

e The idea that addressing - and
investing in - social issues is good for
business, is becoming more widely
shared by investors

e Social considerations are important
factors not only in corporate
performance—making companies more
diverse, stable and resilient, but also

in social improvement—making supply
chains and communities more robust

e Nordea’s Global Social Empowerment
Strategy sees an investment
opportunity in the gap between social
needs and available solutions

o Active managers with the right
analytics and engagement can
leverage this gap to deliver returns and

responsibility

The ESG zeitgeist is here to stay
Certainly, if anything has taught us the importance
of social stability and cohesion, it’s the outbreak

of Covid-19. Every country, sector and individual
hasbeen impacted by the pandemic, which has
highlighted the importance of examining the
sustainability of global business models more closely.
Covid has also been a good litmus test for investors to
assess how resilient companies have been in the face
of the crisis and how prepared they are for any future
disruptions.

ESG considerations in investing have taken on
particular relevance in light of the ongoing health
crisis. The virus has had a profound impact on the
global economy. The initial lockdowns imposed in
response caused a collapse in the oil price, a broad-
based sell-off in risk assets and an unprecedented
suppression of economic output. In this environment,
ESG investment solutions performed strongly,
throwing an additional spotlight on the area.

The pandemic has not only highlighted in particular
the social challenges that some business models are
facing, it has also flagged the agility of companies
which were able to adapt more easily to new ways
of working and those whose businesses were able to
thrive as they met pandemic challenges. For example,
e-health provider Ping An has been particularly
well-positioned for the rapid surge in demand for its
services during the Covid pandemic. The company has
been helpful in reducing the strain on hospitals during
these difficult times. The number of new users on its
digital platform rose nearly 900% in January 2020,
over the prior month.

In addition to pandemic-driven investor focus,

ESG has also taken on greater significance within
the regulatory landscape, with new requirements

to report on certain aspects of ESG - once solely
voluntary but now mandatory — in many jurisdictions,
including the UK, EU and Hong Kong (and the US
likely to follow suit).5

Shifting toward the ‘S’

To date, the ‘E’ has dominated focus within the
‘ESG’ landscape, with environmental concerns like
climate change high on the list of investor priorities,
while the ‘S’ has lagged. Regulation on ESG issues
has overwhelmingly focused on the ‘E’ and the ‘G’

- something we also see in terms of the availability
of corporate data. This is partly because social
issues are slightly more difficult to define and are
more qualitative in nature. This has been apparent
even in terms of the disparity in the standards and
ratings available to investors between the ‘E’, the ‘'S’
and the ‘G’. The financial and investment world has
identified a number of tools to measure and report
environmental impacts, ranging from standardised
methodology to measure carbon footprints all the
way through to consistent reporting standards within
corporate accounts (such as those being proposed
by the TCFD, the Task Force on Climate-related
Disclosures). Social reporting is lagging far behind
this, with little consensus yet reached on how or what
companies should report.

But this is changing. Regulation is becoming more
defined in terms of social issues and — as was the case
with environmental reporting — social reporting
is moving from the voluntary to the mandatory. In
Europe, for example, the European Commission is
expected to issue a directive that requires human
rights due diligence for companies based (or with
operations) in the EU.6 The EU Sustainable Finance
Disclosure Regulation (SFDR), which came into



force in March 2021, will require financial market
participants to disclose on the sustainability of their
funds —including adverse impacts— with the first
mandatory reporting required in July 2022.7 While
the EU Taxonomy regulation, which is building a
framework by which economic activities can be
assessed as sustainable or not, is currently focused
on identifying detailed criteria for environmental
sustainability, its next steps will be to address social
criteria.

Because investors must disclose the sustainability
of their funds, the companies they invest in will be
required to report the relevant information. This year,
the European Commission adopted the proposed
Corporate Sustainability Directive (CSRD), which
will replace the current EU Non-Financial Reporting
Directive (NFRD) in 2023, to require companies
to provide sustainability information to investors,
including social and employee impacts, respect for
human rights, and anti-corruption and anti-bribery
matters. With the Biden-Harris administration
advocating for greater corporate disclosure on issues
like human rights abuses, the US may not be far
behind Europe.

Ratings agencies are also recognising the
importance of ‘S’ considerations in issuer credit
quality. Fitch specifically considers social ‘risk
elements’ such as human rights, community relations,
labour practices, exposure to social impacts and data
security.8 While S&P, against the backdrop of the
pandemic, has committed to monitoring the effects of
safety management and community engagement on
credit quality over longer time horizons.?

Recent social justice movements and call-out
culture emphasise how people are demanding more
of the companies they invest in. Indeed, a report
from the Organisation for Economic Cooperation
and Development underlines the fact that ‘investors
are increasingly seeking both enhanced financial
returns over time, and the societal alignment of
their investments, to maximise financial and social
returns’.10 This is particularly true among younger
investors, who ‘were more attentive to the actions of
companies in response to the Covid-19 pandemic...and
the disproportional financial and social adversity of
Covid-19’.11 With millennials set to inherit $30 trillion
over the next 40 years12, this is a clear opportunity
companies and investors can leverage to meet
demand.

Bridging the gap

In 2015, the international community, recognising the
need to safeguard the future wellbeing of our societies,
launched the UN sustainable development goals
(SDGs). For companies and investors alike, the SDGs
offer a framework with which they can align long-
term value creation with the most pressing needs of
society. An estimated annual investment of US$ 5-7trn
isneeded to meet the SDG’s goals by 2030; current

in- vestment in SDG-related themes is US$ 3trn per
annum, leaving a US$ 2-4trn annual investment gap.
While most ESG inflows are geared toward the ‘E’

in ESG, 11 of the 17 SDG’s are oriented toward social
empowerment. We believe this presents a huge
opportunity for companies that can meet this need.
For investors, this means bridging the financial gap

by backing those companies offering social goods and

services. This isn’t just about prioritising social issues,
it also makes financial sense.

We believe that working towards the achievement
of the social-empowerment SDGs is in the best
interest of investors, as the profitability of their
investments depends on the continued wellbeing of
the world’s society. Failing to act on goals like social
equity and resource parity may have an impact across
geographies and sectors, which in turn could have
detrimental effects on the global economic system.

How does a strategy meet social goals?
The power of capital allocation shouldn’t be
underestimated, something we see first-hand through
our thematic solutions, like Nordea’s Global Social
Empowerment Strategy. In the case of the S factor,
we see an investment opportunity in the gap between
social needs and available solutions. There are
enormous needs in areas like access to finance, access
to education, affordable housing and a plethora of
others. The demand is significant, in many areas, with
insufficient funding. A company that can meet these
demands is in a position to generate attractive returns.
Our portfolio managers assess the profitability and
pricing of these companies. They focus on identifying
mispriced assets, where the market fails to reflect
potential investment returns.

Our investment team goes beyond investing in good
corporate citizens, and looks for problems that need to
be solved—and the companies that are solving them.

A world of social good
There is a growing recognition among mainstream
market participants that prioritising values doesn’t
have to cost investors their bottom line. Indeed,
companies with stronger ESG practices may even
perform better financially than peers with lower ESG
scores. According to Morningstar, this resilience was
true even during the Covid-induced sell-off.13

Historically, the ‘E’ in ESG has been the area of
investor focus, with a similar story playing out in the
majority of investment inflows related to the UN
SDGs, leaving behind the social pillar. But the scope
of ‘S’ has progressively widened over the past two
decades to reflect the evolving business environment
of the 21st century where companies and markets are
increasingly interconnected and interdependent.

We believe there is an exciting investment
opportunity behind this megatrend — and we need to
act now. The outbreak of Covid-19 has unquestionably

exposed the potential structural weakness of
companies that don’t adequately consider the social
pillar of ESG: issues like health, human rights, labour
concerns, technology adoption and the management
of supply chains. Given the increasingly obvious
inequalities in healthcare, education and labour
protection, if we are serious about building back
better, then investing in companies that prioritise or
provide solutions for the ‘S’ will be imperative.
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