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Introduction

Welcome to our 2023 Sustainability
Trends report.

Every year has its defining events, but the

last 12 months seemed to produce moments
and issues of decadal if not generational
consequence. Foremost among these,
Russia’s invasion of Ukraine transformed
geopolitics, economics, and sustainability,
with the implications still playing out. In many
ways, global societal interconnections and
dependencies like social media and supply
chains amplified the impacts of the invasion,
particularly those relating to energy, food
security, and migration inside Ukraine and
beyond. Economic disruptions wrought by the
war coupled with the highest inflation levels in
decades further challenged government and
business leaders. As 2023 begins, recession
threatens, and societies are bracing for financial
hardship after years of strong growth and low
unemployment in many regions.

Global and local corporations have been deeply
affected by the war in Ukraine, its market
impacts, and wider economic headwinds.

This has forced the private sector to decide
whether to fall back on fundamentals and lessen
corporate sustainability efforts or whether

ESG efforts should be maintained. While

some companies have reduced sustainability
activity and investment, more have embraced
and upheld them in recognition that strong
sustainability performance is likely to increase
their resiliency to external shocks and bolster
long-term profitability.

Corporate sustainability highlights from

2022 include companies linking executive
compensation to ESG factors, helping their
employees deal with economic upheaval with
bonuses and unscheduled raises, setting net
zero and nature positive goals, pursuing circular
solutions like reuse and repair business models

January 2023
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to reduce waste, and increasing supplier
diversity to strengthen inclusion and equity
efforts and boost overall business resiliency.

Corporate sustainability also faced challenges
this past year. On the one hand, Russia’s
invasion complicated ESG-related investment
decisions as investors grappled with whether
investments in fossil fuel and defense
companies are ethical given the energy and
security challenges triggered by the war. While
on another front, some investors and politicians
pushed back against sustainability and ESG
initiatives, accusing them of putting societal
issues over profitability.

The war in Ukraine cast a shadow across 2022.
We were, and are still, appalled by the human
suffering caused by this crisis. In such unique
and tragic circumstances, it can be difficult

to push forward on other pressing issues like
climate change and the nature crisis. However,
as we alluded to above, there is much to
celebrate too.

The following pages detail the progress
companies are making in working toward a
more just and sustainable world. We hope that
you enjoy reading about the trends we identify
and the corporate responses emerging to them,
and that some of this inspires action in your own
lives and at your own organizations. As always,
we welcome any feedback you may have.
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1. Integrating ESG

In 2022, issues including fragile global supply chains and geopolitical
instability challenged corporate ESG integration. Despite the difficulties
such issues create, stakeholders have continued to demand corporate
action and lawmakers have continued to propose more ESG-related
regulations. ESG concepts are expected to be further integrated into
the ways companies conduct business in 2023.

ESG (Environmental, Social, and Governance)
concepts are dramatically changing the way
business works. This is partly in response to
stakeholder demands that the private sector
does more to address issues such as climate
change, social injustice, and data privacy.

For example, a 2021 survey found that nearly
90 percent of Australian consumers believe

it is important for companies to be both
environmentally and socially responsible,

while almost two-thirds say a company’s
performance on ESG issues factors into their
purchase decisions. This sentiment seems to be
consistent across regions, with consumers from
the U.S. and UK responding similarly to their
Australian counterparts.'

However, as is often the case with change of the
magnitude ESG might bring, there is resistance
too. Across the world, some investors,
politicians, and business leaders have pushed
back on ESG-related initiatives and regulations.
In the U.S., investment firms including Vanguard
have rolled back some of their ESG and climate-
related investment philosophies, and some
politicians in states like Texas and Florida have
banned ESG considerations in state-level public
investments.>34 Still, ESG-related assets under
management continue to increase, and many
governments are generating new guidelines that
favor ESG, suggesting recent objections may

be temporary distractions on the way to deeper
integration of the responsible and sustainable
business practices that characterize ESG.

January 2023

Examples of continued ESG momentum in 2022
include:

B A survey of managers and senior
executives showed that 46 percent of
companies increased their focus on
ESG while planning for 2022, while only
3 percent expected to decrease ESG-
related spend over the full course of the
year.®

B The Science Based Targets initiative (SBTi)
released its guidance for Private Equity
(PE) in late 2021. Six PE firms representing
over 130 billion euros immediately
received validation and approval of targets
aligned with 1.5°C pathways.®

B Executive compensation at S&P 500
companies increasingly includes
performance metrics tied to ESG
considerations, rising from 66 percent in
2020 to 73 percent in 2022.7

Several ESG themes are likely to increase

in prominence in 2023. One of the highest-
profile trends is the ongoing development of
ESG-related disclosure regulation in multiple
countries. This includes new rules proposed by
the U.S. Securities and Exchange Commission
(SEC) and the European Financial Reporting
Advisory Group (EFRAG). The UK also signed
into law requirements for certain entities to
disclose climate-related financial information in
line with recommendations from the Task Force
on Climate-related Financial Disclosures (TCFD)
starting in 2023. In many ways, the UK’s new
requirements are at the vanguard of compelling
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the use of established frameworks like the TCFD
as guides to produce comparable and decision-
useful reporting for interested stakeholders.®

ESG- and sustainability-related regulations
are expanding in Asia-Pacific as well. For
instance, the Monetary Authority of Singapore
(MAS) recently released guidelines designed
to help reduce greenwashing risks for listed
companies. Similarly, the Hong Kong Stock
Exchange (HKEX) recently published a guide
to help facilitate corporate compliance with
TCFD recommendations.® Further, the Australian
government announced a consultation paper
in late 2022 aimed at developing a climate risk
disclosure framework, which they may make
mandatory for large companies as soon as
2024.1°

Though there has been some criticism toward
ESG- and climate-related proposals and ESG
writ large, momentum behind the concept
continues to push it forward. Corporate action
related to ESG is likely to evolve in the following
ways over the next twelve months.

“ESG investing has been picking
up incredibly fast, particularly

in Asian geographies. We are
seeing more and more financial
institutions in the region
becoming signatories to ESG-
related frameworks and peer
groups such as PRI and PRB,

or developing their own ESG
frameworks, establishing net zero
goals, and overall taking a more
comprehensive approach to ESG
investing.”

Yulia Dobrolyubova
Partner, ERM

January 2023

1. Integrating ESG

Corporate ESG activity and
disclosure will become
more standardized across
geographies and sectors

Inconsistent ESG data availability and quality
hinder corporate ESG efforts and impact.
According to a March 2022 study, nearly

60 percent of finance, legal, and sustainability
executives in the U.S. list data availability

and quality as the greatest ESG disclosure
challenges they face.' One of the driving
factors behind these challenges is a lack

of standardized data collection processes

and inconsistent data disclosure. In another
survey, nearly 90 percent of global institutional
investors signaled interest in mandatory

ESG performance reporting against globally
consistent standards.'? There is evidence that
standardization initiatives are accelerating. In
late 2021, the International Financial Reporting
Standards Foundation (IFRS) formed the
International Sustainability Standards Board
(ISSB), consolidating several ESG standard-
setting bodies including the Sustainability
Accounting Standards Board (SASB), the
Climate Disclosure Standards Board (CDSB),
and the Integrated Reporting Framework (<IR>)
into one organization.'

Nature-related disclosure will also advance in
2023. The Taskforce on Nature-related Financial
Disclosures (TNFD) will provide companies with
a framework for nature-related assessment and
disclosure, with the full framework expected

to be ready for market adoption in fall 2023.%
With respect to net zero ambitions, the Science
Based Targets initiative (SBTi) continues to
develop net zero frameworks like the Net Zero
for Financial Institutions standard.' These
advances will enable more consistent ESG
disclosure by companies. To prepare for this
move toward consistency, companies should
align their ESG activity with major frameworks
and guidelines now to ensure future readiness
and compatibility.
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Growing challenges like scoring
discrepancy will amplify calls
for ESG ratings regulation

ESG ratings have seen increased uptake
alongside growth in ESG investing; as more

ESG funds are brought to market they will likely
undergo increased scrutiny from regulators and
investors. Over the past few years, use of ESG
ratings has increased such that nearly 90 percent
of all stocks in the S&P 500 have been included in
ESG funds constructed using MSCI ratings.®'7:18
Still, while the number of ESG ratings continues
to grow, there remain significant differences
between the scores different ratings agencies
assign the companies they cover. A 2021 study
found that correlation between scores from

six prominent ratings agencies was only 0.61,
which is in sharp contrast to the high correlation
of credit ratings, which often find alignment
upwards of 0.95."°2° Preliminary findings from
the SustainAbility Institute’s upcoming Rate the
Raters report indicate that this lack of consistency
and comparability across ratings is an issue that
corporate issuers and investors are anxious to
see resolved.’

Regulatory bodies have begun to address some
of these issues. In June 2022, French regulator
Autorité des Marchés Financiers (AMF) called

for a regulatory framework for ESG ratings

and data providers in response to a European
Commission initiative aimed at increasing “the
reliability, trust, and comparability of ESG ratings
by early 2023.”2' Similarly, in November 2022, the
UK’s Financial Conduct Authority formed a panel
to develop a Code of Conduct for ESG ratings
and data providers.?? Outside of Europe, India’s
Securities and Exchange Board sought feedback
on a January proposal to review the accreditation
of ESG ratings providers every two years.?® With
governing bodies taking the first steps toward
regulating ESG ratings and data providers,
companies should engage with ESG ratings
agencies to better understand how they evaluate
their business so that they can better align their
disclosures with external expectations.

1. Integrating ESG

ESG investing will continue to
grow in popularity

In 2022, investors modified their ESG investing
approaches. Mega-firm BlackRock halved its
support of environmental- and social-related
shareholder proposals, supporting 22 percent in
the 2022 proxy season compared to 47 percent
in 2021. BlackRock cited the constraining

and overly prescriptive nature of proposals as
reason for reducing support, along with the
failure of many proposals to recognize that
companies had already addressed the issues
the proposals covered.?* Vanguard cited a
need for independence as reasoning behind
reduced ESG-related activity, withdrawing
from the Net Zero Asset Managers Initiative, an
alliance of financial institutions committed to
net zero greenhouse gas emissions by 2050 or
sooner.?® Still, ESG investing is not expected

to stop gaining in overall popularity. In 2021,
global sustainable fund assets grew 53 percent
year-over-year. Though these figures dipped

in 2022 (see Figure 1), total ESG fund assets
under management are projected to grow from
$40 trillion at the end of 2022 to more than

$50 trillion by 2025.26:27

During the 2022 U.S. proxy season, 20 percent
of ESG-related shareholder proposals received
greater than 50 percent support, compared

to 12 percent receiving the same level of
support in 2021.2 Stronger shareholder support
demonstrates that investors are not only looking
for new investments that fit their ESG strategies,
but also pushing portfolio companies toward
more ESG-aligned practices.

1 The 2023 Rate the Raters research will be published in February of 2023. Please see www.sustainability.com for more information.

January 2023
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Figure 1
Quarterly Global Sustainable Fund Assets
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Global sustainable fund assets by quarter.
Source: Morningstar Direct.?
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2. Valuing human capital

The workplace of 2023 is dramatically different than that of its pre-
COVID-19 counterpart. Changes such as more flexible and remote
work options and the increased pursuit of purposeful work have
redefined the employee-employer relationship. In this environment,
expectations for valuing human capital continue to grow.

Human capital has not always been top of mind
for businesses and their stakeholders. However,
the recent experience of workplaces upended
by the COVID-19 pandemic has redefined

how employees are viewed and valued. One
constant theme during the COVID era has been
the “Great Resignation,” whereby huge numbers
of workers seek out new opportunities beyond
their current employers. While motivations

for job switching range widely, compensation
remains a top driver. According to one global
2022 survey, financial compensation is the
most important issue employees consider when
deciding whether to switch jobs.%® Ongoing
economic difficulties, driven by inflation

and the war in Ukraine, make this focus on
compensation especially pertinent. In response,
many companies have developed unique new
approaches to support their employees. In the
UK, companies including HSBC and Tesco have
offered employees one-off bonuses and moved
wage increases earlier to insulate employees
from rising energy and food prices.®' Similarly, in
Japan, some companies have provided one-
off “inflation allowances” to offset price rises
driven by the country’s highest rate of inflation
in decades.*? Qutside of individual companies,
organizations are focused on supporting people
in difficult times. The Business Commission

to Tackle Inequality (BCTI), an organization in
which ERM is involved, is one. The BCTl is
dedicated to mobilizing business attention,
investment, and action to fight the inequality
generated and exacerbated by issues like
inflation and the COVID-19 pandemic.*

Although many employers have stepped up

to support employees during challenging
economic times, the same circumstances are

January 2023

leading some to lay off workers at levels not
seen since before the pandemic. For example,

in the U.S., Amazon is expected to lay off

up to 18,000 workers in the coming months,
while in Europe, H&M cut over 1,500 jobs in
November.343% These layoffs signal change in the
still tight labor market, with some power shifting
from workers back to employers, which may
decrease businesses’ need to fight for talent
and turn their focus to shoring-up bottom lines.

Non-economic issues factor into the talent
attraction and retention equation. A 2022
study found that business owners, CEOs, and
managers view company culture as the number
one driver of employee retention, beating out
salary and benefits, which ranked second.®®
This trend could complicate companies’
retention efforts, as another 2022 study

found that only 25 percent of workers in the
U.S., UK, and Ireland feel connected to their
company’s culture.®” Many workers are seeking
greater purpose from their jobs and switching
companies as a result. This past summer,
numerous articles highlighted an increasing
trend among tech workers leaving companies
like Alphabet and Meta to work at companies
focused on fighting climate change, forgoing
high pay for higher impact.®83°

While many workers are determined to seek
out the employers that are the best fit for

them, others are working to shape their

current employers into the best fit from the
inside. Nowhere is this more apparent than in
the U.S., where unions have rebounded after
years of declines. Between October 2021 and
September 2022, union petitions to the National
Labor Relations Board, the U.S. workplace

Page 10 of 66
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rights regulator, increased 53 percent compared
to the same period previously, from 1,638 to
2,510, the highest number of petitions since
2016.° This increase has coincided with union
pushes at major U.S. companies including
Starbucks, where workers have made over 300
petitions, and at Amazon, which saw its first
warehouse unionize in 2022.4142

Discussions of sensitive societal issues are
also shaping workplaces. In a 2022 survey

of global workers, 65 percent reported
discussing political and social topics at work
frequently or sometimes, with numbers higher
for traditionally underrepresented groups and
younger workers.*® Far from causing workplace
strife, the study found that workers believed
that these conversations bring benefits to the
workplace by improving their understanding of
colleagues, creating a more open and inclusive
environment, and helping colleagues better
process their own views.

Workplaces are also changing in a physical
sense. In May 2022, the U.S. Bureau of

Labor Statistics reported that just 7.7 percent

of workers worked remotely, down from

35.4 percent at the height of the COVID-19
pandemic in May of 2020.44 Despite an overall
decrease in remote work, demand for remote
positions is still high. One 2022 study of workers
in the Asia-Pacific region found that 56 percent

2. Valuing human capital

want the option to work in the office and
remotely beyond the pandemic.* In addition

to the quality-of-life benefits that flexible work
offers, workers are also likely attracted to the
compensation that often comes with it. Of listed
open positions with salaries of $100,000 or
more in North America, 36 percent are remote.*¢

Investors are focusing on the human capital

of the organizations in which they invest. This
is in part due to the increasingly large impact
intangible assets have on corporate value.*

In February 2022, BlackRock published its
engagement approach for human capital
management, outlining how the asset manager
engages companies on practices ranging from
human capital governance to workforce rights
and protection.*® Private equity (PE) firms are
also expanding their focus beyond senior
management to companies’ wider human
capital pool. A February 2022 article notes that
PE firms are more frequently declining to invest
in companies that lack strong human capital
management or at least reducing their offer
price for such companies.*®

As internal and external factors, including
employees’ pursuit of greater purpose and the
lingering effects of the COVID-19 pandemic,
continue to shape human capital practices in
the modern workplace, corporate action is likely
to evolve in the following ways.

Over the last few years, we have seen multiple examples of inequality negatively
impacting society; from the toll of COVID-19 to inflationary pressures and the
war in the Ukraine, inequality has become an urgent, systemic risk undermining
people’s dignity and creating social and civil upheaval. ERM’s work with the
Business Commission to Tackle Inequality (BCTI) aims to address this risk by
creating a world in which dignity and rights are respected, basic needs are met,
and equal opportunities are available for all.”

Tim Strawn
Regional CEO Europe, Middle East & Africa, ERM

January 2023 Page 11 of 66
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Pay transparency to become
more important for both
companies and employees

Driven by viral social media posts and

a younger generation’s openness about

their salaries, pay transparency is going
mainstream. As transparency becomes more
common, companies will need to reconsider
an entrenched hesitancy to disclose pay
information if they are to remain competitive in
a tight labor market.®® Currently, only 17 percent
of North American companies disclose pay
information, while 62 percent are deliberating
whether to do so or are planning to do so.5'
These numbers are likely to increase as
jurisdictions implement pay transparency laws
like the one that went into effect in New York
City in November and those already in place in
European countries including Austria, Spain,
and ltaly.52°% More pay transparency laws are
likely to benefit workers. One study found that
workers at companies with pay transparency
practices earn seven percent more than those
at companies without them. Pay transparency
is not without its flaws.%* For example, a study
found that it can diminish the connection
between an individual’s pay and performance.%®
Despite this issue, companies can strengthen
their own pay transparency practices by
reviewing how they disclose pay information
and developing an action plan to ensure these
disclosures align with the expectations of their
internal and external stakeholders.

2. Valuing human capital

“Quiet quitting” to redefine
the relationship between
employees and their employers

In the shadow of the “Great Resignation,”
differing employee productivity expectations,
highlighted by the “quiet quitting” trend, are
redefining employee-employer relationships.
“Quiet quitting”, which is when employees
complete the work required of them and nothing
more, is increasingly widespread. At least

50 percent of the U.S. workforce reportedly

is not going above and beyond the minimum
expectations of their positions.*® Supervisors

are taking note. A 2022 survey found that only
12 percent of managers across 11 countries in
Asia, Australia, Europe, Latin America, and North
America are confident their teams are productive
at work.%” To alleviate these productivity concerns,
many companies are turning to workplace
surveillance technologies that track everything
from keystrokes to facial expressions in meetings.
However, there is no peer-reviewed evidence
that these technologies increase productivity.®
Some experts believe these technologies may
even decrease productivity if they negatively
affect employees’ sense of personal agency.
Rather than resorting to intrusive monitoring that
could tarnish employee relationships, companies
should look to better support their employees by
appropriately compensating them for going above
and beyond, setting defined work-life balance
boundaries, holding regular conversations to talk
through issues and build rapport, and supporting
mental health and wellbeing.

January 2023
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Companies to strengthen
human capital development
as the value employees bring
to business is increasingly
recognized

In the past, companies have viewed their
physical capital assets through a value lens
and their human capital assets through a cost
lens. This kind of assessment of human capital
is changing. As many companies shifted from
resource intensive business models to service-
focused ones rooted in intellectual assets in
recent decades, they have recognized the
value employees bring to their business. With
this understanding, companies are expanding
their human capital development practices to
maximize business value. In a 2022 survey,

49 percent of U.S. HR professionals noted
that their companies increased learning

Figure 2

2. Valuing human capital

and development budgets in 2022, up from

41 percent who noted an increase in 2021.%°
On the job training will be an essential part of
human capital development expansion. Close
to 50 percent of a worker’s accumulated human
capital is understood to be a result of skills
acquired on the job, a finding with which many
companies seem to agree.®® A 2022 study found
that 85 percent of learning and development
professionals around the world anticipated
increases in on-the-job training this past year,
while 48 percent expected larger learning

and development budgets.®’ Human capital
development will also be critical as companies
struggle to fill positions. One estimate puts

the number of jobs globally that will go unfilled
in 2030 due to employee skills shortages at

85 million.®2 Overcoming these gaps will require
companies to better equip existing workforces
with the tools they need for success in the
skills-driven modern economy.

Learning and Development Budget Expectations in 2022

43%

2017 2018 2019

48%

2020 2021 2022

Percentage of learning and development professionals who expect to have larger learning and

development budgets in 2022.

Source: Linkedln 2022 Workplace Learning Report.®
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3. Responding to climate change

Combatting the climate crisis is a generation-defining challenge.
While society is working to accelerate its efforts to secure a livable
future, the pace of corporate climate action is not yet fast enough.
Despite this situation and disruptive events like the war in Ukraine,
companies continue to seek better ways to address climate change.

The Intergovernmental Panel on Climate Change
(IPCC)’s Sixth Assessment Report (AR6) outlined
the monumental action required to limit global
warming to 1.5°C, declaring that emissions
need to peak by 2025 and fall by 43 percent by
2030 compared to 2019 levels.®* This ambitious
requirement has helped accelerate the uptake
of corporate and governmental net zero goals
and commitments. As of December 2022, 808
of the world's largest 2,000 companies, as well
as 133 countries, had set a net zero ambition,
representing 83 percent of global emissions and
91 percent of global GDP.%®

Even with increasing net zero commitments,
there is concern that many goals lack robust
implementation plans. According to a 2022
Oxford University study, 65 percent of net zero
targets among global publicly traded companies
do not meet minimum procedural standards of
robustness (e.g., include a plan to achieve the
target, publish progress on target achievement,
etc.).%¢ Even so, net zero goals are likely to
continue spreading across economies and
geographies.

While net zero goals often span long
timeframes, society is experiencing physical
climate impacts today. Recent months

saw devastating climate-related disasters,
including:®’

B Flooding in Pakistan that killed more than
1,500 people, washed away 2,000 miles
of roadways, and inundated farmlands
with waters that may not recede by the
next planting season.®® Scientists estimate
the region’s monsoon rains may at times

January 2023

include approximately 75 percent more
water because of warming temperatures
due to climate change.®®

B Extreme heat waves in the UK broke
1990 temperature records by nearly 2°C.
In their aftermath, scientists concluded
that human-caused climate change made
them at least 10 times more likely and
about 4°C warmer than they would have
been without climate change. In some
locations, the likelihood of temperature
extremes was statistically impossible
without the influence of human-caused
climate change.”™

B The western U.S. is experiencing its worst
megadrought in more than a millennium.
One study links 42 percent of the
drought’s intensity and duration to climate
change.”

Worldwide, more than 80 percent of cities faced
some sort of physical climate risk in 2022.
Failure to combat climate change is likely to
subject even more cities to these risks. Looking
more broadly, climate inaction will put significant
pressure on the entire global economy. A
business-as-usual scenario resulting in
unchecked climate change could result in over
$178 trillion in gross domestic product (GDP)
losses over the next fifty years. Alternatively,
transforming the global economy toward net
zero could grow global GDP by more than

$43 trillion between now and 2070.72 Business
has largely acknowledged the potential losses
from climate impacts, but action to avoid
losses or benefit from the transition is lagging.
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According to a 2022 study conducted by
nonprofit Ceres, 93 percent of companies in
the S&P 100 acknowledge the material risk that
climate change could have on their operations,
but in the last three years, only 50 percent

have advocated for policies that align with the
Paris Agreement.” Further disparity between
acknowledgement and action is demonstrated
in Figure 3 below.

Figure 3

3. Responding to climate change

A challenging geopolitical landscape has
complicated public and private efforts to
address climate change. Most notably, Russia’s
invasion of Ukraine has drastically changed

the trajectory of the low carbon economy
transition, throwing energy markets into disarray
and increasing fossil fuel usage in the short
term. The current energy crisis is likely to be an
inflection point in the global transition to a low
carbon economy and could impact the path to
net zero depicted in Figure 4.

Climate Lobbying Activities of Large U.S. Companies

A 93% of companies acknowledge the material risks posed from climate change

A 94% have publicly affirmed the science of climate change

A 92% of boards are formally charged with overseeing climate change

A 50% of companies lobby directly on climate policy

A 5% of companies acknowledge the obstructive nature of their trade

associations’ lobbying on climate policy

A 3% of companies disclose they have taken action to address that misalignment
and evolve their trade associations’ position on climate policy

A 29% of companies lobby against climate policy

A 92% of companies have not completed a trade association climate policy

alignment report

Percentage of large U.S. companies who acknowledge participating in certain climate lobbying

activities.
Source: Ceres.™

January 2023
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Figure 4

3. Responding to climate change

Impact of the War in Ukraine on Future European GHG Emissions Pathways

European
GHG emissions

A

l

Remaining
emissions
budget

Ukraine invasion

Emission pathways:

I Pre-crisis path I Post-crisis path (extended budget)

The dilemma: “bump” in emissions
if Russian gas is replaced with coal

Option 1: extend emissions budget,
leading to higher temperature

Option 2: Compensate for
“bump” to stay within budget

I P Time

Net-Zero

Post-crisis path (same budget)

The impact of the short-term rise in GHG emissions because of the war in Ukraine on future

European GHG emissions pathways.
Source: MSCI.”®

Though the fight against climate change

faced new threats in 2022, there were positive
developments as well. In late 2022, European
lawmakers came to a provisional agreement
on a Carbon Border Adjustment Mechanism
(CBAM). When enacted, the CBAM will place a
levy on imports of products in carbon-intensive
industries like steel, cement, and fertilizers to
ensure these imports bear the same carbon
price as similar products produced within the
EU." Traditional energy giants are also stepping
up climate action, with companies like BP
investing in renewable natural gas and setting
more ambitious transition targets and plans,
while Ryanair has been collaborating with Shell
to increase their use of sustainable aviation
fuel.””78 At the United Nations 27th Conference
of the Parties (COP27), industrialized countries

January 2023

agreed for the first time to create a fund to
compensate vulnerable nations for ’loss and
damage’ related to climate change, although
details for how this will work have yet to be
confirmed.” In addition, COP27 included
provisions that will funnel considerable
investments into clean energy infrastructure in
developing nations.&

Even with significant setbacks in 2022, progress
made toward addressing climate change
impacts and reducing global greenhouse gas
emissions is promising. While 2023 is likely to
present its own hurdles, more climate action by
governments, businesses, and NGOs can be
expected. In this environment, corporate action
is likely to evolve in the following ways.
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The global energy crisis will help
accelerate the energy transition

A global energy crisis significantly affected

the world economy in 2022. Natural gas
prices were highly volatile, increasing by up to
400 percent at times in some areas of Europe.
This volatility was largely caused by Russia’s
invasion of Ukraine and the associated impacts
the war had on global supply chains and
energy trade. Europe’s dependence on Russian
natural gas also helped fuel this volatility.

Prior to the war, Russia provided Europe with
nearly 50 percent of its natural gas, while also
supplying significant quantities of other fossil
fuels.®” To compensate for energy supply
issues caused by the war and its fallout, some
countries are turning to depreciated or retired
fossil fuel assets to generate electricity from
more accessible coal resources. As a result,
greenhouse gas emissions are rising, and, as
demonstrated by Figure 4, the push for energy
independence may lead to higher demand for
renewable energy in the long term.

Higher renewables demand is already being
seen in certain regions. On some days in May
2022, California produced enough renewable
electricity to exceed total consumer demand in
the state. What’s more, according to the U.S.
Energy Information Administration, renewables
accounted for more U.S. energy production than
coal for the first time in 2020, with 21 percent

of the country’s electricity being generated by
renewable sources, compared to just 19 percent
for coal.®? In Europe, the REPowerEU plan to
become independent from Russian energy
sources before 2030 will help further increase
demand. Under the plan, the EU will diversify its
energy suppliers, integrate renewable natural gas
into its energy mix, and replace its natural gas
infrastructure with renewable power generation.®
In 2023, more countries and businesses are
likely to cite the current energy crisis as a factor
motivating their adoption of renewable energy.
Companies may take advantage of this push
toward renewables in their own climate strategies
by integrating renewable energy use to help
reduce their total greenhouse gas emissions and
limit their exposure to fossil fuel price volatility.
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3. Responding to climate change

Carbon credits, particularly
those sourced from Natural
Climate Solutions, will be
increasingly utilized in net zero
strategies

As net zero commitments become more
common, the question of how companies

will achieve these goals becomes even more
important. Many companies are starting their
target implementation journeys by reducing
their value chain emissions. However, even
after undertaking all possible absolute
emissions reductions on the path to net zero,
some residual emissions are likely to remain.
Purchasing carbon credits in the voluntary
carbon market (VCM) can help companies close
the remaining gap. In 2021, VCM investment
activity surpassed $1 billion, more than double
the total of the previous year.?* However,
criticism is being directed toward low quality
“junk® carbon offsets and avoidance offsets that
fail to remove carbon from the atmosphere.8®

“Business needs to take the next
step in the decarbonization journey
by counterbalancing unabated
emissions, and NCS carbon
credits provide a natural and
scalable solution for companies

to do exactly that. However, NCS
projects must deliver benefits
beyond emissions reductions

and carbon sequestration; they
must also result in positive
biodiversity gains and benefits for
local communities in order to be
considered high quality solutions.”

Giulia Carbone
Director, Natural Climate
Solutions Alliance
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One method for addressing residual emissions
includes procuring high-quality carbon credits
from Natural Climate Solutions (NCS) programs.
Through natural sequestration, NCS projects
can store carbon in organic matter like trees
and soil over long timeframes and provide
affordable, high-quality carbon credits.®

NCS projects also have the added benefit of
improving ecosystem biodiversity and positively
impacting local communities.

In the coming years, more companies will
utilize high quality NCS voluntary carbon
credits as part of their net zero strategies and
the quantity of available credits will increase.
Companies can bolster NCS understanding
and access by joining industry groups focused
on scaling NCS investments like the WBCSD’s
Natural Climate Solutions Alliance (NCSA) and
its NCS Investment Accelerator.

Demand for electric vehicles
will continue to increase,

but supply chains and
infrastructure may struggle to
keep up

The transportation sector accounts for

14 percent of global emissions each year, with
vehicles like cars and light trucks composing

a large portion of these emissions.®” As such,
addressing transportation emissions will be

an important factor in achieving the Paris
Agreement’s 1.5°C target. Consumers are
already playing a part in this fight by purchasing
Electric Vehicles (EVs), with demand rapidly
increasing.®® However, the combination of
increasing EVs demand, the global energy crisis,
unstable global supply chains, and prominent
sustainability challenges like the sustainable
sourcing of raw materials for batteries are

likely to challenge corporate decarbonization
strategies that rely on EVs for a significant
portion of their emissions reductions.
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EV sales were on track for nearly 11 million
units in 2022, a sharp rise from the 6.6 million
sold in 2021 and 3.1 million sold in 2020.8°
Demand is likely to continue rising as charging
infrastructure improves, manufacturers transition
from the internal combustion engine, and the
cost of oil continues to push consumers to

seek alternatives to gas-powered vehicles.®

As EV demand grows, so too are the issues
plaguing the industry. Supply chain instability
and sustainable sourcing struggles have made it
difficult for EV manufacturers to keep up. Many
of the raw materials needed to manufacture

EVs and other low carbon infrastructure are
sourced from geopolitically unstable regions like
metals and ores from Russia or graphite from
China, both critical to EV battery construction.®!
Automobile manufacturers are also facing

a global microchip shortage as a result of
supply chain instability, which is slowing EV
manufacturing. Some EV companies like Tesla
are getting around this by rewriting software

to maximize microchip efficiency, but the
shortage is still a major hurdle to meeting high
EV demand.® Because of these challenges,
companies should maximize alternative
emissions reductions and avoidance strategies
to reduce their carbon footprint and combat any
potential difficulties procuring EVs.

Page 19 of 66



<— Back to Contents

The SustainAbility Institute by ERM
2023 Trends Report

Safeguarding
natural systems

January 2023 Page 20 of 66



<— Back to Contents

The SustainAbility Institute by ERM
2023 Trends Report

4. Safeguarding natural systems

Concern about nature and biodiversity has lagged the attention
drawn by the climate crisis, but that is changing. The nature agenda
is now top of mind after the United Nations 15th Biodiversity
Conference in December 2022 agreed to the Kunming-Montreal
Global Biodiversity Framework and as the linkages between
biodiversity and climate are recognized.

The United Nations held its 15th Biodiversity
Conference (COP15) in December in

Montréal, Canada. The conference achieved
for biodiversity — defined by the Convention

on Biological Diversity as “the variability
among living organisms... and the ecological
complexes of which they are part...” —
something like what the Paris Agreement
achieved for climate in 2015, namely coming to
a new, stronger global agreement for nature.*
The Kunming-Montreal Global Biodiversity
Framework (GBF) has four 2050 goals,
including the ambition to preserve the integrity,
connectivity, and resiliency of all ecosystems
and to ensure that biodiversity is sustainably
used and managed.® It also includes 23 targets
to be achieved by 2030, such as objectives

to conserve 30 percent of land and water
ecosystems and ensure that Indigenous peoples
and local communities are represented in
decision-making related to biodiversity.

While COP15’s outcomes were cause for
celebration in Montréal and beyond, events
elsewhere around the world raised concern.® In
Brazil, deforestation in the Amazon reached the
highest level for a first half of the year since the
Brazilian space agency the National Institute for
Space Research (INPE) first began compiling its
current data series in 2015.%

Although deforestation is at a critical state in
the Amazon, the story varies around the world.
Global deforestation fell by 6.3 percent in 2021,
with deforestation decreasing most rapidly in
tropical Asia.?” However, this is still far from the
10 percent annual reduction needed to achieve
the pledge to eliminate deforestation by 2030

January 2023

that 145 countries representing 91 percent of
the world’s forests made in 2021 at COP26 in
Glasgow.®

The World Wide Fund for Nature (WWF) raised
alarm about species diversity this year with the
release of the 2022 update of its Living Planet
Report, which biennially reports on the overall
global abundance of species around the world.*®
This report found that global wildlife populations
declined by an average of 69 percent between
1970 and 2018, with Latin America seeing the
largest regional decline at 94 percent, and
freshwater species seeing the largest species
decline at 83 percent.

This was not the only discouraging biodiversity
news published in 2022. In December, a study
found that the $154 billion the public and
private sectors currently invest in nature-based
solutions is far short of the $384 billion per year
that the UN Environment Programme estimates
is required by 2025 and the $484 billion required
annually by 2030 to limit global warming to 1.5C
and halt biodiversity loss.'®

While there is an overall nature-related funding
shortfall, in 2021, private industry injected

a record $2 billion into the voluntary carbon
market, where carbon credits generated through
nature-based solutions projects are traded.®
Voluntary carbon markets also advanced

in 2022 when African leaders at COP27
launched the Africa Carbon Markets Initiative
(ACMI), which aims to accelerate carbon
credit production to protect the continent’s
extraordinary biodiversity.'%
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Other governments took positive actions as
well. The European Union enshrined into law a
goal to repair 80 percent of European habitats in
poor condition by 2050.% Also, in the political
realm, nature conservation efforts were boosted
by the election of Luiz Inacio Lula da Silva

in Brazil, who pledged to work toward zero
deforestation after the policies of his opponent
Jair Bolsonaro helped accelerate deforestation
in the Amazon during his term. 0410

Companies are also acting. In November 2022,
12 major food and agriculture companies

from Asia, Europe, and the U.S. launched an
action plan to expand regenerative agriculture
(practices that improve soil health and
biodiversity and bolster carbon sequestration)
through the Sustainable Markets Initiative’s
Agribusiness Task Force.®

Within Canada, a coalition of leading insurers

is focused on increasing the natural world’s
resiliency. Launched in March 2022, The Nature
Force is a group of 15 Canadian insurance
firms plus the non-governmental conservation
organization Ducks Unlimited Canada
committed to investing in natural infrastructure
to protect communities from damaging climatic
events and mitigating biodiversity loss and
climate change.'”’

Beyond its impact on climate and biodiversity,
preventing nature loss may help diminish the
risk of future pandemics — and at a much lower
cost than what the world shouldered during
the COVID-19 pandemic. 2022 research found
that investing $20 billion annually to fund
deforestation reductions, among other nature
positive actions, could help prevent pandemics
at a fraction of the projected financial costs

of lives lost and monetary losses from future
pandemics that emerge from viral zoonoses, as
COVID-19 is likely to have done.'®
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Despite an uncertain picture for nature and
biodiversity, developments in the past year
provide reasons for hope, most notably in

the form of the Kunming-Montreal Global
Biodiversity Framework. In the context of this
duality, corporate action is likely to evolve in the
following ways.

“COP15 was exceptionally high
energy, with many companies
expressing strong interest in
increasing their nature ambition
and collaborating with emerging
global frameworks like the TNFD.
Moving forward, we expect
companies to expand their
nature-related initiatives across
their entire value chains as they
respond to growing demands for
nature positive action and a need
to enhance their operational and
supply chain resilience as they
work toward net zero goals.”

Matt Haddon
Global Innovation Leader,
Biodiversity, Nature and Water, ERM
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The Taskforce on Nature-
related Financial Disclosures
to transform nature-related
reporting

When the Taskforce on Nature-related
Financial Disclosures (TNFD) publishes its final
Framework in September 2023, it is expected
to transform how companies approach nature-
related reporting. Leveraging the successful
approach of the Task Force on Climate-related
Financial Disclosures or TCFD, the TNFD is

led by 40 members representing financial
institutions, companies, and market service
providers with over $20 trillion in assets.™ In
2022, the TNFD launched three versions of its
Framework for feedback which outline draft
nature-related disclosure recommendations,
metrics, and targets, as well as a risk and
opportunity assessment approach.’® One more
draft of the Framework, on which the TNFD will
again receive feedback, will be published in
March 2023.

4. Safeguarding natural systems

The TNFD Framework comes at a critical time
for corporate nature-related action. Despite

the fact that over half of the world’s GDP is
moderately or highly dependent on nature, only
five percent of Fortune 500 companies have
set quantified nature-related targets, although
51 percent acknowledge that nature loss is

a problem.""112 Similarly, a study of public
companies in Japan, Thailand, Singapore,

and Hong Kong found that only four percent
prioritize addressing nature-related issues.'®
Businesses are demonstrating growing interest
in addressing this shortfall. Shortly before the
start of COP15, over 330 businesses demanded
that world leaders require large companies

to assess and disclose their nature-related
impacts.’* The parties at COP15 responded

to this demand with Target 15 of the Kunming-
Montreal Global Biodiversity Framework, which
requests that countries establish measures to
ensure that companies and financial institutions
“Regularly monitor, assess, and transparently
disclose their risks, dependencies, and impacts
on biodiversity” across their operations, value
chains, and portfolios.'"® To prepare for the
changes TNFD will bring, companies should
identify and assess their material nature-related
risks and opportunities, develop a management
strategy for them, and prepare to disclose
information on these risks and opportunities and
their management.
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Financial companies to
increase focus on nature-
related impacts and risks

The world’s financial institutions have room

to improve when it comes to decreasing their
nature-related impacts. For example, two
hundred of the world’s largest banks and
investors have provided $267 billion in funding
to companies most involved in deforestation
since the signing of the Paris Agreement

in 2015.1¢ Additionally, only 55 percent of
financial institutions reporting to CDP disclosed
information on their nature-related risks in 2021
as compared to the 86 percent reporting on
climate-related risks.'"”

Despite these shortfalls, there are signs that
the financial industry is stepping up to address
nature-related impacts. In 2022, 111 financial
institutions based in 20 countries representing
over $17 trillion in assets signed the Finance
for Biodiversity Pledge.'® The Pledge calls

on financial leaders to protect and restore

Figure 5

4. Safeguarding natural systems

biodiversity through their financial activities

and investments. Also, the Partnership for
Biodiversity Accounting Financials (PBAF)
launched its PBAF Standard v 2022 outlining
biodiversity impact assessment approaches to
help financial companies reduce their impacts
on nature.'® In a company-specific example,
asset manager Nuveen published its Global
Timberland Strategy in November 2022 with the
aim “to provide investors with targeted exposure
to sustainable timberland investments” that
protect nature and reduce carbon emissions.'?°

Overall, increased financial institution focus

is likely to translate to greater pressure on
companies to take nature-related action as
these organizations use their influence to direct
change. In response, companies should begin to
assess their nature-related impacts now, both so
that they can report them if required by investors
or regulators, and so that they can develop
strategies to minimize impacts that exist. Both
these responses may be needed to avoid losing
financing if financial institutions begin to evaluate
companies’ nature-related performance.

CDP-reporting Financial Institutions Who Assess Their Portfolio Exposure to

Environmental Risks

86%

67%

Climate

Water

55%

G

Forest

Percentage of CDP-reporting financial institutions who assess their portfolio exposure to

environmental risks.
Source: CDP.'?
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Natural capital accounting to
help companies better assess
their nature-related impacts
and dependencies

Carbon accounting relies on quantifying GHG
emissions. Natural capital accounting, on the
other hand, relies on quantifying ecosystem
function — the impacts of an almost infinite
number of potential interactions one entity
may have with the natural world. The European
Commission defines natural capital accounting
as “a tool to measure the changes in the stock
of natural capital at a variety of scales and to
integrate the value of ecosystem services into
accounting and reporting systems.”?2 While

a relatively new concept, vigorous efforts are
being made to mainstream natural capital
accounting practices. In 2022, the Aligning
Accounting Approaches for Nature project

led by the Capitals Coalition, launched its
initial recommendations for a methodology
and criteria for companies’ measurement and
valuation of biodiversity elements.123124

Governments may also prove to be a strong
force pushing toward the adoption of natural
capital accounting approaches. In the U.S., the
Biden administration published a draft strategy
in August 2022 for developing natural capital
accounting practices to generate data for use
in official U.S. economic statistics.? Although
this draft strategy is unlikely to be reflected in
federal economic statistics any time soon, it
signals interest in natural capital accounting in
the most rarified of economic conversations.
Uganda is already accounting for its abundant
natural wealth. Since partnering with the UN
Environment Programme World Conservation
Monitoring Centre in 2018, the East African
country has developed three sets of natural
capital accounts for Biodiversity and Tourism,
Fisheries Resources, and Land and Soil
Improvement.'2¢
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Companies may benefit from the refinement
of these approaches, which should enable
businesses both to better recognize and assess
nature-related impacts and dependencies and
to implement appropriate mitigation strategies
for any damage that business activities
cause. Companies should start by identifying
where their business interacts with nature

and gathering data through which they can
value these interactions, following guidance
from initiatives such as Aligning Accounting
Approaches for Nature as needed.

“There is growing momentum
among companies to pursue
nature positive action as
emerging regulations, multilateral
mechanisms, and investor
pressures bring the natural world
to the forefront of corporate
circles. To ensure they meet these
drivers, companies must assess
their nature-related impacts and
dependencies, set targets to guide
their actions, and follow best
practices for disclosure such as
those coming out of the TNFD.”

Erika Washburn
Senior Consultant, ERM
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5. Building sustainable and resilient supply chains

Supply chain challenges have been front and center in recent years,
especially since COVID-19 emerged. The pandemic and other
complications have increased consumer awareness of where and
how goods originate. At the same time, companies are finding that
better understanding of complex supply chains is key to solving the

most complicated ESG issues.

Even as COVID-related supply chain challenges
persisted in 2022, the war in Ukraine added new
layers of complexity. According to one estimate,
over 300,000 U.S. and European companies
have supply chains that involve suppliers from
Russia and/or Ukraine.'?” Production and
logistical difficulties have hampered companies
in all sectors and particularly semiconductor,
automobile, industrial, and retail companies
due to their reliance on materials from complex
global supply chains like those required for
electric vehicle batteries.'?® Consumers have
been affected as well. The cost of consumer
goods has risen as companies and suppliers
pass increased costs related to supply chain
issues on to consumers. In Canada, for
example, the consumer price index surged to
8.1 percent in June 2022, a level not seen since
the late 1970s.1®

Supply chain issues are expected to continue,
with one survey finding that more than 75 percent
of logistics managers at U.S. companies
believe such challenges will continue into 2023
and beyond.™® Companies are taking various
actions in response. For example, companies
are shifting their supply chains as a result of the
war in Ukraine. Over 1,200 companies globally
have discontinued operations in Russia since
that country invaded Ukraine; this has been

in part an ethical decision but is also a way to
limit exposure to supply chain risks.'®" Solutions
are also emerging to help companies reduce
sourcing risks. Launched in December 2022,
the Supply Chain Risk Identification tool will
help companies identify ESG-related supply
chain risks and provide scoring for and ongoing
monitoring of these risks.'3?

January 2023

Despite supply chain challenges, companies
continue to improve supply chain sustainability
management as awareness of its importance

to long-term success grows. Supply chain
sustainability rater EcoVadis noted a 61 percent
increase in the number of companies being
assessed from 2017 to 2021, with a particularly
large jump occurring between 2020 to 2021.133
In its most recent assessment, EcoVadis found
that 53,000 companies of all sizes in various
industries and geographies had significantly
improved supply chain sustainability
management practices.'* Improvements include
better systems for sustainable procurement

as well as human rights due diligence. Overall,
global average scores increased by 1.7 points
on their 0-100 scale in 2021, nearly doubling the
0.9-point improvement seen the year prior.

Governments are also strengthening supply
chain sustainability oversight. Proposed in
November 2022, the U.S. Federal Supplier
Climate Risks and Resilience Rule is intended
to strengthen the country’s supply chain.'®
The rule requires all major Federal contractors
to publicly disclose their greenhouse gas
emissions and climate-related financial risks
and to set science-based emissions reduction
targets. This is significant as it would be the first
time a national government requires its major
suppliers to establish Paris Agreement-aligned
emissions reduction goals. It is likely that this
rule will inspire other countries to follow suit.
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The pursuit of supply chain sustainability was
boosted this past year even in the face of
continuing difficulties thanks to both corporate
and governmental action. As the world
continues to build more sustainable and resilient
supply chains, corporate action is likely to
evolve in the following ways.

Companies will increase
supply chain resiliency through
production site shifts

Companies are recognizing that they must
carefully evaluate their supply chains if they

are to meaningfully deliver on their short- and
long-term sustainability goals. Because of
mounting geopolitical risks, supplier location is
likely to play a significant part in meeting these
goals as companies shift production sites to
increase resiliency to external shocks. Going
forward, companies are likely to move at least
parts of supply chains out of China to decrease
exposure to these risks and pandemic-related
hazards. For example, Apple, Microsoft,
Google, and Amazon have already shifted some
production out of China to Vietnam and India.3®
Samsung and Volvo have made similar shifts,
and many other businesses have indicated they
are considering doing the same.' In June 2022,
23 percent of Western firms said they were
considering moving operations out of China
because of COVID-19-related challenges.'®
Moreover, a recent political risk survey
discovered that 95 percent of multinational
companies are concerned about China, an
increase from 62 percent in 2020."° While
companies’ calculations may change as China
eases COVID-19 restrictions (and depending
how much this easing causes COVID cases in
China to spike), issues elsewhere will require
them to remain vigilant. The war in Ukraine,

for instance, generated food shortages soon
after it began, and though these have lessened
somewhat thanks to a UN-brokered grain
export deal, they could arise again if the war
escalates.'
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When making decisions to strengthen their
resiliency to potential supply chain disruptions,
companies should consider which parts of

their supply chains are most at risk to external
shocks and develop a plan to decrease this risk
either by avoiding production concentration,
switching suppliers, or moving production away
from high-risk areas.

Companies will increase
spending with diverse suppliers

Companies are connecting strong supplier
diversity with their ability to deliver on ESG goals
and broader business ambitions. According to
one study, diverse suppliers (defined as minority-
and women-owned businesses) offer companies
potential year-over-year procurement cost
savings of 8.5 percent, compared to the three

to seven percent that most companies achieve
annually.™" As companies’ understanding of the
value supplier diversity brings to their business
grows, many are expanding their supplier
diversity initiatives. In 2022, Salesforce increased
spending with minority-owned businesses

by more than 50 percent year-over-year and
launched its Black-Owned Business Mentor/
Sponsor Program to support Black-owned
businesses through mentor relationships with
Salesforce VPs.*? In addition to spending

$5.4 billion with women and minority-owned
companies during their 2021 fiscal year, FedEx
also launched its FedEx E-Commerce Learning
Lab to help women- and minority-owned
businesses develop or expand e-commerce
operations.™® Companies are also increasing
supplier diversity through partnerships like the
Billion Dollar Roundtable (BDR), a group of
companies that promotes best practices for
supplier diversity and which spend at minimum
$1 billion annually on Tier 1 diverse suppliers.’*
Supplier diversity programs are also gaining
traction beyond the West. According to one
study, 13 percent of supplier diversity programs
globally in 2022 were outside the U.S. and
Canada, compared to eight percent in 2021.4°
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As companies expand their supplier diversity
initiatives, they should evaluate where within their
supply chains diversity can be most improved
and then seek out potential partners within these
areas. One way to identify diverse suppliers is

by partnering with external supplier diversity
organizations like the National Minority Supplier

Figure 6

5. Building sustainable and resilient supply chains

Development Council and the Women'’s Business
Enterprise National Council.'*¢'4” These groups
certify that suppliers are diverse, making it easier
for companies to find diverse suppliers that meet
their needs.

Supplier Diversity Programs Across Geographies in 2022

7%
United States
and Canada

13%

Globally

80%

United States

Regions where respondents to Supplier.io’s annual supplier diversity survey noted they had active

supplier diversity programs in 2022.
Source: Supplier.io.®
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Companies’ ESG goals will
impact suppliers

In addition to the way businesses depend on
their supply chains to help deliver on their

ESG goals, many companies are requiring
suppliers to set and meet ESG goals of their
own. For example, General Motors’ (GM)

new Environmental, Social, and Governance
Partnership Pledge requests that suppliers
achieve carbon neutrality for Scope 1 and

2 emissions and attain specific EcoVadis
scores for issues such as diversity and non-
discrimination, child and forced labor, and
corruption and anticompetitive practices by
2025.'° GM suppliers representing over half of
the company’s multibillion dollar direct material
annual purchase value have already signed on
to the pledge. Similarly, Deutsche Bank will
require all its major suppliers to undergo an ESG
assessment from one of a group of ESG ratings
providers (EcoVadis, MSCI ESG, Sustainalytics,
ISS ESG, S&P Global, and CDP) to ensure their
suppliers have strong ESG practices.™° For
Deutsche Bank suppliers assessed by EcoVadis
next year, the bank will only grant contracts
worth over $530,633 to vendors who achieve

a sustainability rating of at least 25 out of 100
possible points.

If not planning to do so already, companies
should begin setting ESG standards for
suppliers to amplify and accelerate ESG
progress. After setting ESG standards,
companies should help suppliers meet the new
requirements by sharing the knowledge and
experience they have gained on their own ESG
journeys. Companies who are required to meet
these ESG requirements should work closely
with their partners setting these requirements
to ensure they understand what is required of
them and that they are able to meet them in the
timeframe required.
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“Education is crucial to helping
suppliers achieve ESG goals.
Companies can set very firm
demands of their supply base,
however, if suppliers lack context or
understanding, they set themselves
up for failure. To be successful,
companies must understand

what their value chain is capable

of and ensure that they have the
knowledge and tools to achieve
what they are required to do.”

JoAnne Sahli
Senior Consultant, ERM
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6. Enabling sustainable consumption and production

The urgency of figuring out what to do with the world’s waste is
underlined by the phenomenon of even low waste production
regions being overwhelmed with discarded goods.™ Businesses and
governments are making headway developing circular strategies and
models aimed at transitioning from take-make-waste to take-make-
reuse approaches, but these efforts must accelerate.

The need for more sustainable consumption and
production is increasingly clear. Between 2015
and 2021, the world extracted 70 percent more
virgin materials from the Earth than what can be
replenished in a year.'s? Our take-make-waste
economy contributes to this overextraction by
consuming over 100 billion tons of materials a
year, over 90 percent of which ends up as waste
and is not incorporated back into products.'®?
Much of the word’s waste ends up in the
environment. In 2016, up to 14 million tons

of plastic waste entered aquatic ecosystems,

a number projected to grow to as much as

37 million tons by 2040.'%* Beyond direct waste
issues, unsustainable resource extraction and
consumption contributes to climate change -

70 percent of global GHG emissions can be
traced back to material handling and use.'®

Despite these sobering statistics, society is
advancing toward more sustainable consumption
and production. For instance, the market for
secondary goods has increased in popularity
among all age groups. 2021 research found

that shopping for apparel in the secondhand
market has increased between 30 and 55 percent
depending on generation since 2019.%¢ While
shifting behaviors among older generations tends
to be a prominent barrier in society’s transition

to sustainable consumption and production,

the research also found that 81 percent of Baby
Boomers engaged in some ‘recommerce’ (the
buying and selling of previously owned items)

in 2022, up significantly from 52 percent in

2019. The reasons consumers shop for resale
options vary, but over 50 percent of those
studied reported concern for the planet and their
preference for circular options as motivating
factors in their purchase decisions.
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Companies are taking different approaches

to circularity. Some fashion businesses not
commonly associated with environmental
initiatives, like fast fashion brand UNIQLO, have
responded to growing customer sustainability
preferences by offering affordable repair
services for their products.'” Even luxury retail
has come aboard. For instance, several Kering
brands including Gucci and Alexander McQueen
launched resale programs in recent years, with
Gucci reselling vintage items as part of Gucci
Vault, while Alexander McQueen has partnered
with Vestiaire through its Brand Approved
program to authenticate and resell the brand’s
previous season items.'®® This pre-owned
model is becoming more prevalent with other
manufacturers like lululemon and Mara Hoffman
whose ‘Like New’ and ‘Full Circle Marketplace’
programs, respectively, enable consumers to
buy and sell used clothes. %9160

Beyond the apparel industry, Starbucks
announced a plan to eliminate single-use cups

by replacing them with reusable cups.'®' The
coffee company has already trialed eliminating
disposable cups in certain South Korean stores
and by the end of 2023, it aims to enable all
customers in the U.S. and Canada to use their
own reusable cups for in-store, drive-thru, and
mobile orders. PepsiCo is also pursuing reusable
packaging. In December, it announced a goal to
increase the percentage of its beverage servings it
sells through reusable packaging to 20 percent by
2030, compared to its previous 10 percent goal.

In the governmental realm, circularity legislation
made significant headway in 2022. In March,
representatives from 173 countries agreed to
develop a legally binding treaty to reduce plastic
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waste across the full life cycles of plastics.'®
The agreement, reached at the United Nations
Environment Assembly in Nairobi, establishes
an intergovernmental negotiating committee to
draft and ratify the treaty, which negotiators aim
to do by 2024.

By reducing plastic waste and transitioning
to a circular economy, society should benefit
broadly. Research from the Ellen MacArthur
Foundation shows that, by 2040, a circular
economy for plastic has the potential to
generate plastic production and use savings

Figure 7

6. Enabling sustainable consumption and production

of $200 billion per year, create 700,000 net
additional jobs, reduce greenhouse gas
emissions by 25 percent, and decrease the
volume of plastics in the oceans by 80 percent
annually.’®* As the benefits of sustainable
production and consumption continue to be
more widely known, businesses are likely to
expand their circularity-related goals and KPIs.

With companies continuing to enable
responsible production and consumption, we
expect that corporate action is likely to evolve in
the following ways:

Percentage of Plastic Waste Mismanaged by Country

No data 0% 0.1% 0.5% 1%

2.5% 5% 10% 20%  30%
I D |

Percentage of plastic waste mismanaged (i.e., plastic that is littered or inadequately disposed in a
place where it is not adequately contained) by country.

Source: Our World in Data.'®®
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Circularity requirements will
surge, driving businesses to
develop more sustainable
business models

Circular-related regulatory drivers are
multiplying, especially given the EU Green

Deal, which requires companies in the EU and
those which trade with the EU to take a more
holistic approach to circularity.'® The deal
includes proposed regulation for Ecodesign for
Sustainable Products, which has requirements
related to product durability and reusability, the
presence of substances of concern, and many
other requirements not previously laid out in this
level of detail.’®” Also in 2022, countries made
significant progress developing circularity-
related policies and regulations. These initiatives
are putting pressure on companies to develop
circular practices to reduce their waste and
help combat climate change by reducing their
greenhouse gas emissions. For instance,
Scotland is considering banning the destruction
of unsold, durable goods and requiring retailers
to pursue alternative use options like donation
or recycling for these goods.'®® Canada and
India announced bans on a series of single use
plastic items. Canada’s ban covers checkout
bags, cutlery, and food service wares containing
hard-to-recycle plastics, among other items.®°
The restriction on the manufacture and import
of these products began in December 2022,
with their sale prohibited from December 2023
onward. Canada will also prohibit the export

of these plastics by 2025, making it the first
country to implement such a rule. India’s

single use plastic ban includes items such as
plates, cups, straws, and ear buds and was
implemented after the country estimated that

it generates approximately 3.5 million tons of
plastic waste annually and that per capita waste
generation has nearly doubled over the last

five years.'” In the U.S., New York lawmakers
passed the country’s first ‘Right to Repair’ law
for electronics, which requires manufacturers to
provide repair information, parts, and tools to
consumers with the hope that it decreases the
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number of electronic devices sent to landfills.'
As circularity-related policy and regulatory
requirements continue to evolve, businesses will
increasingly develop more sustainable business
models to meet these requirements. When
developing these new approaches, companies
should consider the applicable policies and
regulations in the jurisdictions they operate in to
ensure they comply with local requirements.

Businesses will pursue more
circularity-focused initiatives

As companies’ sustainability programs mature,
circularity-focused initiatives are likely to
expand in number and scope. Walmart and
IKEA provide two examples. In October,
Walmart and Loop, a circular packaging reuse
platform, announced that customers in select
cities can purchase a number of products

in refillable, reusable containers for home
delivery through the Walmart+ InHome grocery
delivery service.'” This initiative coincides
with Walmart’s goal of achieving 100%
sustainable packaging (recyclable, reusable, or
industrially compostable) by 2025. So far, the
initiative includes 30 products from brands like
Gillette, Cascade, Kraft Heinz, and Seventh
Generation.'” Earlier in the year, IKEA made its
Buy Back & Resell initiative permanent in 37
U.S. stores following a successful pilot.'"417
Through the initiative, consumers can return

a long list of specific furniture items that

are functional and assembled. In another
example, Australian shipping pallets and
containers firm Brambles has put circularity at
the center of its product development model
by considering circular impacts from design
and material selection to development and
commercialization.'”® This circularity focus
enabled Brambles to recover and refurbish
four million pallets in 2022, the equivalent of
approximately 195,000 trees.

With more businesses, particularly in the

consumer goods industry, advancing circularity-
focused initiatives, stakeholder expectations
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for other companies to follow suit are likely

to grow. To ensure companies meet these
expectations, they should identify the areas of
their business where circularity practices can
have the most impact and develop initiatives to
ensure these practices both increase circularity
and contribute to efficiency gains that generate
financial benefits.

Governments to increase their
focus on eliminating PFAS or
so-called ‘forever chemicals’

Societal tolerance for toxic chemicals,
particularly the human-made PFAS (per-

and polyfluoroalkyl substances) or ‘forever
chemicals’ is decreasing. Chemical
manufacturers have experienced increased
litigation, with U.S. companies alone facing
more than 6,400 PFAS-related lawsuits

since 2005. Investors are also pressuring
companies.’” In November 2022, investors
managing $8 trillion in assets wrote to 54
companies imploring them to discontinue using
PFAS."® Unfortunately, even while societal
tolerance decreases, the threat of chemical
pollution has continued to grow. In early 2022,
scientists found that chemical pollution had
crossed the planetary boundary for which the
likelihood of global ecosystem destruction
increases significantly.’” While some PFAS have
been banned for years, some can take decades
to degrade. This longevity can have devasting
impacts such as decreasing human fertility,
delaying child development, and increasing the
risk of cancers.®°

To combat PFAS and other dangerous
chemicals, the EU released a plan for what
could be the largest-ever chemicals ban —
covering up to 12,000 chemicals — when it
published its Restrictions Roadmap in April.'®!
The EU will use the roadmap to review specific
classes of chemicals, including PFAS, to
prioritize restrictions ahead of its 2027 update
of its Registration, Evaluation, Authorisation and
Restriction of Chemicals (REACH) regulation.
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In the U.S., the State of California sued several
large chemical producers, including 3M and
DuPont, to help pay for the cleanup costs of
PFAS in the state.'® Beyond the California

suit, 3M also made PFAS-related news when

in December 2022, it set a 2025 target to stop
producing the chemicals.' With governmental
action increasing, businesses need to carefully
assess where within their businesses these
chemicals may be used. U.S. companies should
look to the EPA’s ‘PFAS Strategic Roadmap’,
launched in October 2021, to better understand
how the EPA plans to protect against PFAS
contamination and the timelines involved in
these plans.’®* Preparing for governmental PFAS
requirements by collecting data on their PFAS
use will pay dividends for companies, as the
data can also be used to support PFAS-related
disclosures required by regulations such as the
U.S.’ Toxic Release Inventory.'8®

“Effective use of resources will
ultimately require hard looks

at societal assumptions about
consumption as a basis for lifestyle
and economic participation.
Without examining the entire
product life cycle, including
demand and use, we will not make
significant progress. As we look
at technical options for circularity
within a company’s operations, we
should not discount the question:
Should this material or product
even be in circulation to begin
with, or do we need to look at
broader societal changes around
consumption?”

Kate Sellers
Technical Fellow and Partner, ERM
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7. Applying technology to sustainability

Technological advancements support the rapid development of more
sustainable economies and societies. As technological capability
and accessibility grow, companies must grapple with important and
complex questions about the ethical and sustainable application of

the technologies available to them.

The world generates approximately

1.145 trillion MB of data daily, and the
amount of data generated globally is doubling
roughly every two years.'® In fact, the world
has created so much data that the General
Conference on Weights and Measures created
new unit measurements to keep up, the
largest being the ‘quetta’ prefix, indicating

30 zeroes.'® While data and technological
advancements in general have provided myriad
benefits to society, these developments also
raise questions about the sustainability of
technology and the ways it is applied.

The huge amount of data and information
society produces requires a huge amount

of electricity to process, manage, and store.
Globally, data centers account for up to

1.5 percent of total energy usage.'® How will
these data centers sustainably manage their
energy needs?

As technologies like Al advance, pressing
questions about the ethical boundaries we put
in place for technology emerge. How far is too
far for artificial intelligence?

The amount of data stored by governments
and companies about any given person raises
significant data security and privacy concerns.
Can organizations be trusted to protect this
sensitive data?

Though these and other questions about
technology and sustainability must be
addressed, there are major benefits to utilizing
technology to make business more sustainable.
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Many companies have been seeking
technological tools able to help decipher
sustainability-related data and enhance their
sustainability performance. Expansion of these
technologies has been rapid, with tech solutions
like that offered by recent ERM acquisition
OPEX (a specialist Al and data science
solutions software platform) helping carbon-
intensive industries reduce their greenhouse
gas emissions.'® Al solutions like OPEX may
have the capacity to collectively reduce global
emissions by up to four percent by the year
2030.1%°

Consumers have taken note of the positive
and negative impacts that the tech industry
has on the environment. A 2022 survey of
U.S. adults revealed the tech industry is seen
as having contributed more than any other
industry to combatting the climate crisis.
However, perceptions of tech industry material
consumption and waste issues are more
negative; respondents to the same survey
indicated that reducing waste and resource
consumption should be top sustainability
priorities for tech companies.’

Questions about data security, energy usage,
and ethical implementation of technology have
increased in priority in recent years. In 2023,
tech companies will need to further integrate
sustainability into their processes and products
to keep up. As a result, corporate action is likely
to evolve in the following ways.
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The role of the metaverse in
business will become clearer

The expansion of the metaverse is shrinking
the gap between the internet and reality by
providing a virtual interface for users connecting
virtual reality (VR) and augmented reality (AR)
platforms. Thus far, the metaverse has been
viewed primarily as a new, enhanced way of
gaming. However, as the technology improves
and becomes more widespread, broader
business opportunities are emerging and will
begin to be realized in the next few years. For
instance, one study from research firm Gartner
predicts that by 2026 a quarter of people will
spend at least an hour a day in the metaverse
for shopping, learning, and entertainment.'®
Some companies are already jumping on the
opportunity: J.P. Morgan was the first major
bank to establish a presence in the metaverse,
expecting a $1 trillion market with assets like
virtual real estate.'® Fidelity is planning a similar
entry into the metaverse by creating an NFT
marketplace and providing financial services
designed for the metaverse environment:%4

The metaverse can be used to generate non-
financial value too. For example, it could provide
substantial health & safety and diversity, equity,
and inclusion (DEI) benefits. Virtual reality
platforms have the potential to train employees
how to handle sensitive or hazardous materials
without needing to expose them to these
hazards, help de-risk safety-related training and
assist with hazard preparation. Companies may
also be able to use the metaverse in their DEI
efforts to build a more cohesive community,
create belonging, and celebrate identity.

The metaverse is a nascent technology, but

an abundance of opportunities for businesses
will be recognized in 2023 as its role becomes
clearer. Companies should prepare to engage
with consumers in the metaverse and integrate
virtual/augmented reality into their training
programs as gaps between the virtual and
physical worlds close.
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Waste and recycling will remain
top tech industry concerns

Enterprise technology accounts for nearly

400 megatons of CO2 emissions per year,

or one percent of total global emissions.
Studies have also found that the lifecycles of
phones, laptops, and other end-user devices
result in nearly double the global emissions
than generated by data centers worldwide.
These emissions are often the result of the
invasive techniques needed to source raw
material inputs for technology products and
the long distances they travel through supply
chains. These processes have significant
environmental impacts, ranging from rare
earth metals mining to difficulties in properly
disposing e-waste. Consumers are taking note
of the technology industry’s waste impacts.

As Figure 8 below demonstrates, consumers
ranked reducing waste as the top priority
when asked what sustainability-related efforts
technology companies should undertake.
Some companies are already responding. For
example, Apple announced a repair program
after facing a shareholder proposal from activist
investor Green Century demanding that the
company enable the independent repair of its
devices. Meanwhile, Google has partnered
with technology repair outfit iFixIt to increase
the fixability and extend the usable life of their
technology products.'® And in China, Huawei’s
e-waste recycling program promises their users
data destruction, professional disassembly,
and eco-processing when recycling personal
devices.'”’

These programs will likely face challenges,
however. While stakeholders say they want
device repair and recycling programs,
companies may not receive enough physical
devices to scale these programs as device users
remain hesitant to return used hardware due
to privacy concerns. Nevertheless, in response
to regulatory and stakeholder pressure, more
technology companies will implement circular
economy-focused business plans in 2023 and
increase users’ ability to replace and recycle
their devices.
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Figure 8
Consumer Views on Technology Company Sustainability Priorities

Reducing waste generated from packaging 61%

Reducing waste generated by product

(o)
manufacturing such as chemical byproducts 41%

Reducing electronic waste 34%

Reducing water consumption 22%

Reducing energy consumption of transportation
(e.g. delivery vehicles)

22%

Fighting misinformation about climate
issues on platforms

19%

Providing resources to consumers on what actions
they can take to reduce their carbon footprint

17%
Reducing energy consumption of data centers 16%

Reducing energy consumptions of office spaces 15%

Other I 1%

6%

None of those

U.S. consumer views on the sustainability issues that technology companies should prioritize.
Source: Morning Consult.'%®
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Increasing use of Al will
continue to generate
ethical questions

As Al capabilities rapidly improve, techniques
like machine learning and natural language
processing are being integrated into technology
and society. Al is now in the hands of everyday
users. Though there are concerns about the
accuracy and ethics of user-facing Al, platforms
like ChatGPT are proving capable of writing
code and engaging in conversation. In the
ESG world, Al is used in corporate sustainability
initiatives ranging from optimizing and reducing
emissions to collecting data and assessing
ESG ratings performance. However, as Al
becomes more intelligent and its capabilities
increase, concerns regarding discrimination,
increased surveillance, and the proliferation of
misinformation are growing.?®® The EU is already
working to address some of these concerns
with its proposed Artificial Intelligence Act and
Al Liability Directive.?°'292 So too is Singapore,
which in March launched its ’A.l. Verify’ tool

to enable companies to demonstrate the

safety of their Al to their stakeholders.?*® Such
regulations will provide better protections for
consumers and citizens against potential harm
caused by Al like data leaks or device hacking.
These regulations will also help companies. A
2022 study from research firm Gartner found
that 41 percent of surveyed organizations have

previously experienced an Al security incident or

privacy breach.2

7. Applying technology to sustainability

While regulators are considering the ethics of

Al, there are still major Al-related issues with
some of the world’s most prominent information
platforms. For instance, just three days after

his takeover of Twitter, Elon Musk fired the
company’s Ethical Al team, which previously
worked on making the platform’s algorithms
more transparent, fair, and secure.??®® This move
could have huge implications for what users see
on a platform already wrought with claims of bias
and riddled with misinformation on critical issues
like the COVID-19 pandemic, the war in Ukraine,
and election integrity. Given emerging Al-related
regulations, further integration of Al into business
processes, and the dangers of technological bias
and the spread of misinformation, stakeholder
demands for responsible Al use will continue
through 2023. Companies will need to ensure
they operate their Al systems ethically and
responsibly through actions like reducing
associated bias and discrimination or improving
data security measures.

“As Al and machine learning get ever more sophisticated and
they are inevitably integrated into more business applications,
the ethical implications of their use are only going to become

more and more of an issue.”

Susanne Baker
Partner, ERM
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fundamental rights
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8. Respecting fundamental rights

Numerous events across the world shaped the human rights
landscape of 2022, from Russia’s invasion of Ukraine and massive
protests against the Iranian government, to the overturning of

Roe v. Wade in the U.S. Stakeholders will continue to demand that
companies respect the fundamental rights of every person they

interact with directly and indirectly.

Human rights considerations impacted notable
2022 events, sometimes in uncommon ways.
At COP27, the attention of world leaders

and experts who had gathered in Egypt to
discuss climate change turned also to the host
country’s record of human rights abuses.?% The
respected British-Egyptian dissident Alaa Abd
el-Fattah, who is imprisoned over allegations of
“spreading false news,” ended a seven-month
hunger strike during COP27 and underwent

a “medical intervention” after refusing

water.2°” Against the backdrop of the climate
negotiations, world leaders, including Emmanuel
Macron of France and Olaf Scholz of Germany,
discussed Abd el-Fattah’s situation and health
with Egyptian President Abdel Fatah al-Sisi.

The FIFA World Cup in Qatar, the world’s largest
sporting event, unleashed a wave of human
rights critiques about the 2022 tournament’s
host country, Qatar. While building infrastructure
to support the tournament, more than 25,000
workers experienced human rights abuses,
including harsh living conditions and delayed
pay.2%® Allegations of modern slavery also
surrounded the World Cup; an eight-year
investigation found that construction firms
employed practices that created “a captive

and controllable workforce” and amounted to
violations of “forced labour indicators as defined
under international standards.” 20°

Not all human rights news in 2022 was negative.
For instance, modern slavery prevention
received a boost this year with ESG ratings
firms launching modern slavery reporting
products aimed at helping investors evaluate
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and report on modern slavery risks in their
portfolios.?'® Modern slavery standards are

also spreading globally, with, for example,
Canada’s modern slavery act being passed in
the Canadian Senate and approaching passage
in the House of Commons.?""

Other regulatory developments also shaped
the fundamental rights space in 2022. In the
EU, efforts to increase board diversity were
boosted after the EU Council approved a law
to improve board gender balance by requiring
that 40 percent of non-executive directors

of public EU companies must be members

of the underrepresented sex by 2026.22 This
rule should have a positive impact on overall
diversity, equity, and inclusion outcomes

at companies. A 2022 study found that
representation of under-represented groups at
staff and manager levels at assessed S&P 1500
companies increased significantly when board
diversity improved.?'®

In 2022, human rights due diligence was
codified into law in Europe and Japan, and
corporations stepped up their own due diligence
processes as well. In February, the European
Commission adopted its corporate sustainability
due diligence directive for large companies
(those with more than 500 employees), which
includes a human rights standard, after initially
proposing it in 2020.2' In September, Japan
published its own human rights due diligence
guidelines, outlining how all companies that
operate in the country, regardless of size,

must address human rights risks within their
operations and value chains.?'s
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Companies themselves have stepped up their
human rights due diligence in the aftermath of
Russia’s invasion of Ukraine. In responding to
an inquiry from the Business & Human Rights
Resource Centre on how it has adapted its
practices because of the war, Uber shared
that it formed a steering committee to identify
human rights risks and to develop mitigative
actions, while Ericsson noted it integrated due
diligence into its sales process to evaluate
whether its technology was being misused from
a human rights perspective.2'®

The war in Ukraine has also upended how ESG-
focused investors and regulators view defense
companies. In Europe, defense industry groups
have begun calling for weapons to be included
in the EU’s social taxonomy for sustainable
finance.?'” Meanwhile, Swedish bank SEB
allowed six of its investment funds to invest in
companies that derive more than 5 percent of
their revenue from defense-related business,

8. Respecting fundamental rights

reversing an earlier decision to exclude defense
companies from its funds on ESG principles.2'®
As the Ukraine-Russia war and other crises
add to the world’s refugees, 45 major U.S.
companies committed to hiring over 22,000
refugees in full-time positions in response to
news that the nation’s 2022 refugee admission
ceiling had been raised to 125,000.219220

While preventing the suffering of fellow humans
should always be top of mind, the detrimental
impacts of the Ukraine war, and the progress
signaled by new human rights regulations, were
among the developments bringing new energy
to fundamental rights issues in 2022. With
attention on fundamental rights only likely to
grow, corporate action is likely to evolve in the
following ways.

Figure 9
Representation of Women on Boards in EU Countries
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Percentage of women on Boards in EU Countries with binding, soft, or no quotas for gender

diversity. Source: Forbes.??!
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Investor interest in corporate
DEI practices will increase

Many companies have dramatically increased
their DEI efforts. Investors now seem poised

to do the same. In March 2022, the Investor
Leadership Network (ILN), a global investor
organization with over $10 trillion in assets under
management, published its Inclusive Finance
Playbook.??2 Through the Playbook, the ILN
aims to help institutional investors evaluate

and engage their portfolios on inclusion-related
issues. The same month, private equity firm The
Carlyle Group formed the Carlyle DEI Leadership
Network to strengthen the DEI strategies and
goals of its portfolio companies.??® The Network
provides tools to support DEI journeys, including
an annual meeting for portfolio company CEOs
to learn from experts and share successes and
challenges, and a quarterly speaker series for
portfolio company employees. One notable
regulatory development came out of the UK
where the Financial Conduct Authority, the UK
regulator for financial service firms and financial
markets, finalized rules requiring issuers to
disclose if they comply with DEl-related targets,
including having women make up at least

40 percent of their board and having at least
one board member from a non-white ethnic
group.??* As investor DEI interest continues to
grow, companies will need to designate a person
or team to frequently assess the DEl-related
initiatives and positions of their largest investors
to ensure their own practices align with the
expectations of these stakeholders.

8. Respecting fundamental rights

More companies are likely to
issue social-related bonds

Sustainable bonds issuance has expanded
significantly in recent years, rising from around
$100 billion in 2016 to over $1 trillion in 2021.2%
This growth has been driven primarily by green
bonds used to fund projects that generate
environmental benefits. However, social bonds,
or bonds that fund projects that generate positive
social outcomes such as affordable housing,
are poised to compose a larger share of the
total sustainable bond market. Social bonds

are one of the fastest growing sustainable bond
offerings, reaching $206 billion in 2021 and a
projected $300 billion in 2022.22% Of the many
types of social bonds, gender bonds, which

aim to generate gender equality outcomes, are
growing in prominence. Nowhere is this more
apparent than in Latin America where research
found that the region is an emerging leader in
the space, with 14 gender bonds from 12 issuers
in progress at the time of the 2022 study’s April
publication.??” As social bonds grow in number,
initiatives are forming to help issuers better
develop them. The Social Bond Principles (SBP)
is one of these initiatives. Launched in 2021 and
updated in 2022, the SBP are a set of guidelines
outlining best practices for “financing socially
sound and sustainable projects that achieve
greater social benefit.”??® With social bonds
expanding, companies looking to pursue them
should take heed of guidance like the SBP to
ensure their related activities have a positive
impact, meet stakeholder expectations, and
avoid greenwashing.
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“The energy transition, the technological revolution as well as geopolitical
tensions and extremes are among the key drivers for business and human rights
today. People want to know and have a say on how new infrastructure, land use,
and economic activities — whether connected to renewables, data centers, mines
or recycling facilities — will impact them. On top of that, in many geographies,
governments have been absent or overwhelmed. Corporations have had to

step in and figure out how to respond to societal expectations. We will certainly
see companies working harder to embed human rights due diligence, address
adverse impacts in their value chain, and enhance disclosures.”

Alexandra Guaqueta

Senior Partner, ERM
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Companies will continue to el il | ' |
respond to fundamental

rights issues as consumer
pressure rises nE |

Consumers increasingly demand that B
companies respond to human rights issues. !
One 2022 survey of consumers in the U.S., UK, a
and Ireland found that over 70 percent want
companies to speak out on important social
issues, while a 2021 survey of consumers
across multiple countries found that 74 percent
consider ethical corporate practices and values
an important factor in choosing a brand.?2°230
With pressure mounting, companies are

taking action. For example, satellite internet
provider Starlink decided to continue to provide
Ukraine its satellite internet systems, which

the country’s military heavily relies on, free of
charge, after facing pushback for considering
stopping service due to mounting costs. In

Iran, protesters against the regime’s continuing
human rights abuses have received support
from technology companies like Google, which
provided a free virtual private network (VPN) to
help demonstrators communicate.?®! Lastly, a
range of American companies responded to the
Supreme Court’s overturn of Roe v. Wade, the
landmark decision that had granted the right

to abortion up until fetal viability federally.?3?
Business responses included expanding
employees’ access to abortion through

health insurance, providing travel benefits for
employees to travel out of state for abortions if
necessary, and expanding relocation benefits
for those employees who wish to move after
the ruling. With responses to human rights-
related developments now squarely in the
purview of corporations, companies must
ensure they are future ready by proactively
tracking developments and preparing response
strategies for them. Companies should also
conduct regular human rights due diligence to
identify issues such as those that might occur in
supplier factories.
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9. Shaping policy, regulations, and norms

Recent global developments including geopolitical instability,
regulatory initiatives, and civil society activism are redefining how
businesses approach sustainability. With further changes and
pressures certain in 2023, companies need to constantly update their

sustainability playbook.

The private sector faces increasing pressure to
address stakeholders’ sustainability demands
to reduce emissions, improve ESG reporting,
integrate sustainability into core business
functions, support ESG policy development,
influence ESG regulation, and respect

societal norms.

One of the most prominent stakeholder

groups shaping corporate sustainability efforts
are consumers. Many are demanding that
companies take decisive action on ESG-related
issues: according to a 2021 survey, 83 percent
of consumers across five major economies
believe that companies should actively shape
ESG best practices. Similarly, over 90 percent
of business leaders believe that their companies
have a responsibility to act on ESG-related
issues, while 86 percent of employees say they
want to work for an organization whose values
and priority issues align with their own.2%

In 2022, companies utilized their economic
influence to encourage government action on
societal issues that mattered to their workforce
and customers. This was particularly evident in
the corporate response to the Russian invasion
of Ukraine, prompting humerous companies

to cease operations in Russia. Over 1,000
companies, with revenues representing almost
50 percent of Russia’s gross domestic product
(GDP), either limited or ended operations

in Russia in response to the invasion of
Ukraine.?423% Remarkably, these often-difficult
withdrawals have paid off for companies, with
one study concluding that companies who exited
Russia have been rewarded by investors with
equity gains exceeding the exit costs associated
with writing down Russian investments.2%
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New ESG- and sustainability-related regulations
were influential in 2022, particularly with the

EU Taxonomy’s impact on business growing

as it further defined what activities qualify

as ‘sustainable.” The EU taxonomy also

inspired other countries to develop their own
sustainability standards. In April 2022, Colombia
became the first Latin American country to
implement a green taxonomy. Colombia’s Green
Taxonomy similarly defines what economic
activities are sustainable and support the
country’s environmental targets.?®” Like the EU,
the United Kingdom is at the leading edge of
ESG regulatory requirements. In April 2022, the
UK became the first G20 country to enshrine
mandatory climate disclosure into law, requiring
1,300 of the country‘s largest companies to
disclose climate-related financial information in
line with TCFD recommendations.2%

Looking ahead, regulators are expected to
propose more ESG- and sustainability-related
policies and regulations. The U.S. SEC is likely
to update disclosure requirements for human
capital-related costs and activities, while the
EU’s new carbon-related trade mechanism
(the Carbon Border Adjustment Mechanism,
or CBAM) may encourage corresponding
regulation outside of European borders.239240
Policymakers are also passing significant
climate- and sustainability-related legislation.
One of the largest and most profiled examples
is the passing of the Inflation Reduction Act
(IRA) in the U.S. The IRA earmarks $369 billion
over 10 years for clean energy and climate
change mitigation initiatives aimed at achieving
a roughly 40 percent reduction in U.S. carbon
emissions by 2030.24" This legislation indicates
increasing government willingness to fund
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climate-related initiatives and inject much-
needed capital to support the transition to a
low-carbon economy.

With the government initiatives, corporate
action, and stakeholder demands seen in

2022, it is anticipated that sustainability will
continue to be a major consideration in policy,
regulation, and norms into 2023 and beyond. As
such, corporate action is likely to evolve in the
following ways.

ESG-related disclosure
proposals will have rippling
effects across geographies

Various major ESG-related disclosure
proposals were released in 2022, including

the U.S. SEC’s proposed Enhancement

and Standardization of Climate-Related
Disclosures, the European Union’s European
Sustainability Reporting Standards (ESRS),
and ISSB’s General Requirements for
Disclosure of Sustainability-related Financial
Information (and their supplementary Climate-
Related Disclosures).242243244 Egch of these
focus strongly on climate-related risks and
opportunities.2*> Additionally, the UK’s TCFD-
related disclosure requirements became
mandatory in 2022. In many ways, the UK’s
climate reporting requirements and other ESG-
related proposals have led the way in advancing
disclosure on major issues like climate and

the environment.246 Additional disclosure
requirements have spread across the globe, as
shown in Figure 10.
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9. Shaping policy, regulations, and norms

The competitive nature of business lifts
accepted standards and business practices;

as ESG-related disclosure proposals come

into force, more companies across the globe
will implement disclosure activities in line with
them. Companies outside of the scope of the
SEC or ESRS proposals may still be required
to align reporting with their requirements. For
example, investors may require the information,
or competitors who are required to disclose will
set new standards for best practice that other
companies may feel pressured to equal.?*” As
expectations increase, ESG disclosures will
shift from an additive component to an essential
corporate reporting element.

“With recent ESG-related
disclosure proposals, we are seeing
an evolution in expectations from
stakeholders that companies level
up their prioritization of ESG. As
companies adjust to the reality

of mandatory disclosure, the
immediate reaction may be to try

to address every challenge quickly
and at once. However, we know
that acting on ESG initiatives takes
time and enormous amounts of
thought and effort. We recommend
that companies take the time to
advance ESG in a deliberate and
thoughtful way, to best reflect their
progress, operations, and strategy.”

Marley Leitner
Senior Consultant, ERM
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Figure 10

9. Shaping policy, regulations, and norms

Climate-related Disclosure Regulations Globally

. Entered into force

@)

North-America

USA:
SEC’s proposed rule,
under project.

Canada:

Disclosure
requirements
proposed by the
Canadian Securities
Administrators (CSA),
effective not before
the end of 2022.

Latin America

Brazil:

Central Bank of Brazil
and National Monetary
Council’s rules,
partially effective since
October 2021.

Climate-related disclosure regulations by country and implementation status.

Source: Natixis.?*8
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Rules upgrading under conditions

e
United Kingdom

UK:

Mandatory climate
disclosures for largest
companies, effective
from 6 April 2022.

European Union ©

European Union:
Sustainable Finance
Disclosure Regulation
(SFDR), effective from
January 2022.

EBA Pillar 3 disclosure
requirements, under
project.

France:

Loi Energie Climat and
its Article 29, already
effective.

No rules or no relevant countries

()
APAC AREA (1/2)

China:

China’s new
environmental
disclosure rules,
effective from

8 February 2022.

Singapore:
Singapore Exchange
(SGX)’s roadmap on
climate disclosures,
progressively
effective on

January 1, 2022.

Hong Kong:
Securities and
Futures Commission
(SFC) and Hong Kong
Exchange (HKEX)’s
prototype on climate
disclosure, before
2025

APAC AREA (2/2)

Australia:

NGER legislation on
GHG emissions
reporting (no other
disclosures), entered
into force in 2008.

New Zealand:

NZ'’s law on
climate-related risks
and opportunities,
mandatory for
financial years
beginning in 2023.
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U.S. divisions on ESG wiill
deepen

From implementation setbacks to legal
challenges and policymaker pushback, 2022
was a difficult year for ESG in the United
States. These tensions have led to arise in ESG
criticism, particularly from politicians, clouding
the future of ESG.

Examples of this abound. In October 2022,

19 State Attorneys General joined a coalition
investigating six major banks’ involvement with
the UN Net Zero Banking Alliance for concern
that the Alliance’s investment restrictions

will negatively impact constituents and local
economies.?* Investigations and pushbacks
are happening across different levels of U.S.
government including in Texas, which drafted

a list of ten financial companies that could

be subject to divestment if their “boycotting”

of energy companies continues. Similarly,
Florida banned fund managers of the state’s
$228 billion in pension funds from incorporating
ESG considerations into their investment
processes.?%2% | ate in 2022, Florida’s Chief
Financial Officer announced the divestment of
$2 billion worth of assets from BlackRock in
response to the investor’s ESG initiatives.?®? Five
United States Senators have also warned U.S.
law firms about advising clients on ESG-related
matters with the intention of launching anti-trust
investigations related to ESG.2*® If governmental
pushback on ESG continues or even intensifies
in 2023, it will inject caution into private sector
ESG activities in the U.S. and beyond.
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Companies will reassess how
geopolitical risks impact their
operations

Russia’s invasion of Ukraine has had a massive
effect on the global economy. While the war’s
long-term economic impact remains to be
seen, in the short-term, many companies have
retreated from the Russian economy. Foreign oil
producers, including some which had a major
presence in Russia, such as BP, Equinor, and
Shell, have exited the historically profitable
Russian oil market.?**2%* Many companies
exiting Russia were not able to avoid significant
losses. For example, German conglomerate
Siemens faced more than 600 million Euros in
losses due to impairments, fines, and decreased
revenues associated with its exit.2%¢

Other conflicts around the world may produce
similar impacts. Tension between Taiwan and
China in the South China Sea appears to be
intensifying.?s” Because Taiwan produces
more than 90 percent of the world’s advanced
semiconductors, any conflagration there
could strike a significant blow to global
supply chains.?%® Strains in the Mediterranean
are also growing after the Aegean Conflict
between Greece and Turkey was reignited

by tourism disputes that could threaten the
future of travel and trade in the region.?*®* And
several geopolitical conflicts and hot points

in Africa such as civil war in Ethiopia and a
new government in Libya struggling to find

its footing may impact international trade and
the movement of goods across the region.2¢°
The potential for flareups in these and other
geopolitical hotspots may require companies
to reassess where and how they do business
going forward. This reassessment may take the
form of scenario analysis or risk assessment
to determine which of their assets and which
economies they operate in may be most
vulnerable to geopolitical conflict.
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10. Moving toward stakeholder capitalism

Views on Stakeholder Capitalism have become increasingly mixed.
Much heralded in recent years, criticism of the concept has grown,
most notably in the form of anti-ESG shareholder proposals. Even so,
actions such as Patagonia’s commitment to donate future profits to
protect nature and fight climate change and BNP Paribas’ creation

of a data solution for investors to evaluate companies’ alignment
with the UN SDGs demonstrate that stakeholder capitalism is still a

powerful force.z

Stakeholder capitalism is no longer an unfamiliar
or distant concept. According to a 2022 survey
of more than 200 C-suite executives, more
than 90 percent believe a shift to stakeholder
capitalism is already underway, and over

80 percent say it is already impacting their
companies.?? Further evidence comes from
the investment world where impact investing
(investment strategies designed to produce
beneficial environmental and social impacts
while also generating a financial return) assets
under management surpassed $1 trillion for the
first time in 2022.253

One of 2022’s strongest examples of
stakeholder capitalism in action came from
Patagonia whose founder transitioned
ownership of the company to the Patagonia
Purpose Trust, which will donate all future
profits not reinvested in the business to combat
the world’s environmental crises.?%* BlackRock
also continued to emphasize its commitment

to the concept. In his annual letter, BlackRock
CEO Larry Fink defended stakeholder capitalism
from criticism by stating that it is not political or
“woke,” rather it is capitalism focused on the
very company-stakeholder relationships that
enable business success.?®

Patagonia and BlackRock are not alone.
According to a global 2021-2022 survey of
corporate governance professionals, 75 percent
said their companies pursue information on the
needs of their stakeholders.?%® Further evidence
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of the continued influence of stakeholder
capitalism comes from the growth in corporate
positions that support its practices. One

report found that 76 percent of sustainability
professionals within large companies reported
a headcount increase in their sustainability
teams in 2021 — an 18 percent increase from
2020.2¢7 Similarly, 76 percent reported that their
sustainability budgets grew — a 24 percent
increase from 2020.

In last year’s Trends report, we covered the
growing number of companies committing to
report in line with the International Business
Council (IBC)’s Stakeholder Capitalism Metrics.
Many of these companies are publishing the
disclosures this requires. In September 2022,
the IBC and the World Economic Forum (WEF)
shared that 121 companies now include
information against these metrics in their
mainstream reporting and that 48 of these
companies have now done so for two years
straight.®® To encourage more companies to
join these ranks, the WEF also released two
sets of case studies outlining how the metrics
have helped reporting companies create internal
transformation and generate positive external
impact.2®®

All was not positive or straightforward in
stakeholder capitalism circles, however. One
line of criticism from liberal-leaning circles has
deemed corporate support for stakeholder
capitalism as a distraction taking away from
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other political and social work required to
tackle global issues like climate change and
inequality.2’® Conversely, more conservative
political leaders in the U.S. have increasingly
confronted companies regarding their
stakeholder capitalism-related actions. In one
headline-grabbing example, Florida Governor
Ron DeSantis signed a law to dissolve Disney’s
special governing district, Reedy Creek, by
2023 after then Disney CEO Bob Chapek spoke
out against a Florida law that bans sexual
orientation and gender identity discussions in
schools before fourth grade.?”

Other stakeholder capitalism developments
cast doubt on how much corporate executives
focus on stakeholder interests despite making

public statements on their commitment to them.

A study examining all $1 billion acquisitions of
public companies announced from April 2020
to March 2022 found that while these deals
generated substantial shareholder gains, they
did little to protect the stakeholders most likely

Figure 11
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to be impacted by them, namely employees

at risk of being laid-off after the deal.?”? The
researchers concluded that these results were
driven by executive incentives to only act in
the interest of stakeholders when necessary to
benefit shareholders.

Stakeholder capitalism continued to shape

the business world in 2022. However, after
enjoying years of relatively broad support and
rapid advancement, the concept is beginning

to be challenged by those who characterize it
as political theater disguised as free enterprise.
With controversy rising, corporate action is likely
to evolve in the following ways.

Sustainability Team Headcount Changes at Large Companies from 2014-2022

Decreased

i

13% 13% 21% 11% 6% 46% 41%
2014 2016 2018 2020 2022

Stayed the Same

2014 2016 2018 2020 2022

Increased

38% 31% 19% 41% 46% 41% 58% 76%

2014 2016 2018 2020 2022

Percentage of sustainability professionals within large companies (revenue greater than $1 billion)
reporting decreases, no changes, or increases in the headcount of their sustainability teams between

2014 and 2022.

Source: GreenBiz State of the Profession 2022.273
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With stakeholder capitalism-
related actions proliferating,
companies are likely to

face more greenwashing
accusations

Greenwashing has always been a concern
among those in corporate sustainability circles.
However, with more companies than ever
pursuing stakeholder capitalism-related actions,
greenwashing accusations are primed to
increase. This trend was apparent in numerous
2022 regulatory clampdowns. In May, German
authorities raided the Frankfurt offices of
Deutsche Bank’s DWS after media reports and
a whistleblower alleged the bank’s investment
arm was exaggerating the green credentials

of its financial products.?”* In another banking
incident, the UK’s Advertising Standards
Authority banned HSBC ads promoting its
climate action because it omitted information
outlining its financing of emissions-intensive
industries.?”® Elsewhere, the Australian
Securities and Investments Commission issued
its first greenwashing fine when it made Tlou
Energy pay more than $35,000 in fines for
making false or misleading statements around
the sustainability credentials of its energy
production projects. And regulators were not
alone in combatting greenwashing.?’® Financial
services firm Morningstar reduced the number
of European investment funds it considers
sustainable by 27 percent after it found that
some funds only excluded firms from their
investments, rather than actively shaping

their investment strategy with sustainability
indicators as Morningstar requires to meet this
classification.?”” Still, increased greenwashing
scrutiny should not deter companies from
pursuing stakeholder capitalism. Instead,

they should take steps to both reduce risk

and maximize impact from their activities. To
protect against greenwashing, Joel Makower,
co-founder of GreenBiz, recommends that
companies follow the CRED strategy, which
calls for companies to evaluate the credibility
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and relevance of their actions, develop an
effective messaging strategy for it, and assess
whether it differentiates them from other
actors.?’®

Companies to increasingly
align stakeholder capitalism-
related lobbying with public
positions

In March, a group of U.S. senators made news
when they called out companies for funding
lobbying against climate change legislation

in the U.S despite openly supporting climate
action.?” This high-profile statement highlighted
growing concern among corporate stakeholders
that companies state one position publicly and
then use lobbying groups to advocate for the
opposite position behind the scenes. Research
highlights evidence for this concern, finding
that three years after the Business Roundtable
issued a statement putting stakeholders at the
center of corporate purpose, it continues to
lobby against governmental climate action.?®
Lobbying associations are not the only ones
with conflicting positions. Fed up with corporate
lobbying inconsistencies, stakeholders are
pressuring individual companies to improve

as well. In October 2022, Volkswagen was
sued by a group of pension funds to disclose
its climate lobbying activities over concerns
that the company’s lobbying contradicts its
public climate positions.?®! Stakeholders also
demanded disclosures through shareholder
proposals. In the U.S., a record 46 proposals

in 2022 focused on improving climate lobbying
practices by, for example, calling for evidence
that a company’s lobbying is aligned with

the Paris Agreement.?? Of these proposals,
companies negotiated agreements for 18. To
avoid the financial and reputational impacts
associated with lobbying inconsistencies,
companies should align their lobbying with
stakeholder capitalism-related goals as
Salesforce did when it committed to advocating
for policies in line with a 1.5°C future.?%
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Companies can also align their practices with must continue to thoroughly evaluate their
existing frameworks for responsible lobbying relationships to ensure that their efforts

like the Responsible Lobbying Framework and maximize positive stakeholder impact while still
the Global Standard on Responsible Climate creating business value.

Lobbying.28428

Shareholders will redefine
stakeholder capitalism

Shareholders, a group whose primacy in
business purpose was supposed to be
moderated by stakeholder capitalism, are
redefining what the concept means. This

past year, shareholders reframed stakeholder
capitalism in two very different ways. On

one hand, proliferating ESG shareholder
proposals are pushing more companies to
adopt stakeholder-positive practices, with
shareholders submitting a record 607 ESG
proposals during the 2022 U.S. proxy season.
More shareholders are gaining a voice in

proxy voting decisions t00.2%¢ For example,
BlackRock’s Voting Choice enables clients of
almost half of the firm’s index equity assets to
vote on shareholder proposals, allowing more
people to express their views on ESG matters.
At the same time, in response to the increased
uptake of ESG-focused shareholder proposals,
anti-ESG proposals are emerging, forcing
companies to defend stakeholder-positive
practices. Mostly submitted by conservative-
leaning groups, these proposals target issues
such as DEI efforts that are perceived to
negatively affect non-minorities. The success
of anti-ESG proposals has so far been limited,
with none having passed and few shareholders
voting in favor.2¢” Qutside of shareholder
proposals, anti-ESG is gaining traction in some
asset management circles. Most notably, Strive
Asset Management was formed in May 2022 to
advocate for value maximization over ESG goals
and to separate politics from business.?® The
push and pull of these developments reinforces
the careful balance that companies must

strike when pursuing stakeholder capitalism.
Given that no one action is likely to appease
every corporate stakeholder, companies
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“The emergence of anti-

ESG shareholder proposals

can be traced to the growing
understanding by both investors
and companies of the fundamental
importance of ESG as a framework
for risk mitigation and long-term
value creation. Despite pushback
against ESG from the political
right, the mainstream investment
community’s understanding of

the importance of ESG to long-
term sustainability means they

will continue to advocate for and
support corporate ESG initiatives.”

Josh Zinner
CEO, Interfaith Center on Corporate
Responsibility
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