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Questions...and doubts
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ESG and financial performance
(long-term profitability)?
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Answer from SEC commissioner
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Questions...and doubts

==

Scrambled ESGs Harvard
- : Business

S&P 1200 index of global companies Review

100=best ESG* scores, December 2019

— Diversity Latest Magazine Ascend Topics Podcasts Video Store The B
ESG scores by provider Ratings by

e How Board Members
" Really Feel About ESG,
60 from Deniers to True

40 -
. Believers

by N. Craig Smith and Ron Soonieus
0

0 20 40 60 80 100
Ratings by RobecoSAM

A_verage ESG scores by market value
M RobecoSAM M Sustainalytics
0 20 40 60 80
$200bn and over
$100bn-200bn
$50bn-100bn
$10bn-50bn
Less than $10bn

Sources Bloombcrg, *Environmental, social
IMF; The Economist and governance

I'he Economist

Economist, Dec 7th, 2019, “Climate Change has
made ESG a force in investing"
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To “Business Roundtable’s Statement 2019”

BUSINESS ROUNDTABLE STATEMENT
ON THE PURPOSE OF A CORPORATION

https://www.businessroundtable.org/purposeanniversary

Statement on the Purpose of
a Corporation

Delivering Long-Term Value to All
Stakeholders

On August 19, 2019, nearly 200 CEOs of America’s largest companies
adopted a new Statement on the Purpose of a Corporation declaring that
companies should deliver long-term value to all of their stakeholders -
customers, employees, suppliers, the communities in which they
operate, and shareholders. The best modern CEOs have been running
their companies in this way for a long time; they signed the Statement as
a better public articulation of their long-term focused approach and as a
way of challenging themselves to do more.

Business Roundtable CEOs share a fundamental commitment to all of
their stakeholders. In the Statement they committed to:

+ Deliver value to customers
* Invest in employees
+ Deal fairly and ethically with suppliers
* Support the communities in which they work

+ Generate long-term value for shareholders



Agenda

* Questions = Action items
1. Is ESG really a new 1. ESG as a reflection of
strategic agenda? environmental change in
E/S/G

2. Reliability of ESG

data 2. ESG as a strategic choice

for companies

3. “Materiality 3. ESG as investment

between measure and opportunities for investors
business reality



An Example: “New Rules of the Road"

==
New rules of the road Technological dimension

Mobility companies*, top 25 byvalue'f. $trn . fuhdamentgl ”Tefh (Me:'chamcs ”to Electronics):
drive by wire”, “infotainment. “smart

device/platform on four wheels”

20 =  Connectivity, Autonomous Driving, Shared
g Mobility, Electrification

M Toyota M Volkswagen

Other traditional carmakers
M Other electric-car makers
M Ride-hailers M Tesla

—
W
| ]

Institutional dimension

»  Government regulation (zero carbon,
10 environmental concern)
»  “What is a car” ("ride hailing/sharing”,
“Generation Z") / from device to service

Competitive horizon

M_O » New competitors’ market entry (Tesla/BYD,

2011 13 15 17 19 9N Microsoft, Apple, Google, Uber/Lyft)

Source *Carmakers and ride-hailing companies
1 + '
Bloomberg 'Market capitalisation or private valuation

I he Economst

Economist, 2021, 4.17, “New means of getting from A to B are
disrupting carmaking”



MGMT 101 theories behind ESG

Organization vs. Environment

CORE:
Operational Efficiency

Technological dimension

»  Fundamental Tech (Mechanics to
Electronics): “drive by wire”,
“infotainment. “smart device/platform on
four wheels”

= Connectivity, Autonomous Driving,
Shared Mobility, Electrification

Institutional dimension
»  Government regulation (zero carbon,
environmental concern)

»  “What is a car” (“ride hailing/sharing”,
“Generation Z") / from device to service

Competitive horizon
=  New competitors’ market entry
(Tesla/BYD, Microsoft, Apple, Google,
Uber/Lyft)

Symbolic Conformity (Legitimacy)
Vs. Substantive Change (Efficiency)



MGMT 101 theories behind ESG

Organization vs. Environment
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Symbolic Conformity (Legitimacy)
Vs. Substantive Change (Efficiency)



ESG as Symbol vs. Substance?

ESG FUNDS INFLOWS, MIONTHLY
$5 billion

WSJ Video by Alex Kuzoian, (2020,20,16)
reappeared at July 17, 2021, 'Hedge Funds Short Mexican ESG Lender.'




Figure 1. The cumulative adoption of TQM among general medical sur-

gical hospitals.

ESG as Symbol vs. Substance?

From company perspectives
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Customization or
Conformity? An
Institutional and
Network Perspective on
the Content and
Consequences of

TQM Adoption

James D. Westphal
University of Texas at Austin
Ranjay Gulati

Stephen M. Shortell

Northwestern University

This study develops a theoretical framework that inte-
grates institutional and network perspectives on the form
and consequences of administrative innovations. Hypoth-
eses are tested with survey and archival data on the
implementation of total quality management (TQM) pro-
grams and the consequences for organizational efficiency
and legitimacy in a sample of over 2,700 U.S. hospitals.
The results show that early adopters customize TQM
practices for efficiency gains, while later adopters gain
legitimacy from adopting the normative form of TQM
programs. The findings suggest that institutional factors
moderate the role of network membership in affecting
the form of administrative innovations adopted and pro-
vide strong evidence for the importance of institutional
factors in determining how innovations are defined and
implemented. We discuss implications for theory and re-
search on institutional processes and network effects and
for the literatures on innovation adoption and total qual-
ity management.®

Westphal, J. D., Gulati, R., and Shortell, S. M., Administrative Science Quarterly, 42 (1997):366-394




ESG as Symbol vs. Substance?

From investors’ perspectives

100, The Social Construction of Market Value:
Institutionalization and Learning Perspectives
on Stock Market Reactions

Z
1S
g
=
@ Not Implemented .
=3 P Edward J. Zajac James D. Westphal
- o Implemented . R L )
5 Northwestern University University of Texas at Austin
@
I I This study advances a social constructionist view of financial market behavior. The
I I I paper suggests that the market's reaction to particular corporate practices, such as stock

repurchase plans, are not, as financial economists contend, simply a function of the

1980 1982 1984 1986 1988 1990 1992 199%4

Yoar inherent efficiency of such practices. Rather, stock market reactions are also influenced

Figure 1. The Adoption and Deconpling of Stock Repurchase Programs: 19801994 by the prevailing institutional logic and the degree of institutionalization of the practice.
The theory first predicts that the emergence of the agency perspective on corporate
governance in the mid-1980s represented a powerful new institutional logic that would
lead the market to reverse its prior aggregate reaction to stock repurchase plans in the
United States. The paper then considers the potential for institutional decoupling of
repurchase plans and develops competing hypotheses about how the market value of
these policies might have changed as more firms formally adopted, but did not
implement, the plans over time. In contrast to a financial economic perspective on
market valuation, which suggests that markets should discount the value of a policy as
evidence of non-implementation accumulates, this study posits that institutionalization
processes might increase the market value of a policy as more firms adopt it, despite
growing evidence of decoupling. Implications for institutional theory and theoretical

perspectives on capital markets are discussed.

Zajac E. and Westphal, J.D., American Sociological Review, (2004) 69:433-457




ESG as Symbol vs. Substance?

EP.-y. Yu, et al Research in International Business and Finance 52 (2020) 101192

ESG disclosure score vs ESG performance score
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Yu, Bac, and Chen, (2020), Greenwashing in Environmental, Social, and Governance Disclosures, Research in International
Business and Finance, 52: 101192

0

-400 -200 0 200
Difference between reported and actual
emissions reductions (percent)
Brownwash « - Greenwash “A firm’s peer-relative greenwashing score = (a normalized measure representing a

firm’s relative position to its peers in the distribution of the Bloomberg ESG
Kim and Lyon (2015), Greenwash vs. Brownwash: Exaggeration and disclosure score) - (a normalized measure representing a firm’s relative position to
Undue Modesty in Corporate Sustainabi"ty Disc|osure, Organization its peers in the distribution Of our modlfled Asset4 ESG performance Score)”
Science, 26(3):705-723



ESG as Symbol vs. Substance?

FIGURE 2. Drivers of Greenwashing

Market External Drivers
FIGURE |. A Typology of Firms based on Environmental Performance and
- Consumer Investor Competitive
Communication >
Demand Demand Pressure
B
£ 5 | ]
£ o R Nonmarket External !
£ > 2 .
2 25 Greenwashing Firms Vocal Green Firms Drivers: Organizational Drivers
: S E Regulatory/Monitoring I
w E 5 Context Firm Incentive Structure
g z ¥ : Characteristics and Culture
|
S § = [ v Lax and Uncertain
5§ ¢ Réguiaory | [t 6 | |
H = 8 Environment T ve:esso Organizational 1 Greenwashing
= 25 Silent Brown Firms Silent Green Firms - ausTn e
3 E ( Communication
H & Activist, NGO, : ;
N ¥ Media
' Bad Good ' Monitoring
Environmental Performance I k ‘ Individual P . ological Drivers
Narrow Hyperbolic
= |Optimistic Bias Decision Intertemporal
Framing Discounting

Delmas, M. A., & Burbano, V. C. (2011). The drivers of greenwashing. California Management Review, 54(1), 64-87.



An Example - “SHE” — Gender Diversity Index ETF

— ke e
Fact Sheet PayPal Holdings Inc 6.43
® = =
SPDR SSGA Gender SHE i S Toxas Instruments Incorporated 5.12
& Governance
Diversity Index ETF b it —
y As of 06/30/2021 Walt Disney Company 4.08
Johnson & Johnson 4.06
Intuit Inc. 3.66
Netflix Inc. 3.64
Total Return (As of 06/30/2021) NIKE Inc. Class B 3.34
Key Features
NAV | Market Value Index
‘ %) ‘ (%) (%) Wells Fargo & Company 3.28
» The SPDR’ SSGA Gender Diversity Index ETF seeks to provide
investment results that, before fees and expenses, correspond Square Inc.Class A 2.79
generally to the total return performance of the SSGA Gender b 1% 182 745
Diversity Index (the “Index™) YTD 13.88 13.96 13.94 Totals may not equal 100 due to rounding.
» Seeks to provide exposure to US companies that demonstrate Annualized
:reater g:nder diversity within senior leadership than other 1 Your 44.60 2487 24.85
rms in their sector
5 Top Sectors Weight (%)
» Companies in the Index are ranked within each sector by three S - 2502 150 008 op
gender diversity ratios 5 You 2601 1607 1624 Information Technology 29.42
+ The Index seeks to minimize variations in sector weights Since Fund Inception 16.22 15.23 15.41
compared to the composition of the index's broader Health Care 13.36
investment universe by focusing on companies with the . .
Gross Expense Ratio 0.20
highest levels within their sectors of senior leadership o Consumer Discretionary 1291
g 30 Day SEC Yield (%) 0.95
gender diversity Financials 11.22
Perf performance, which is no guarantee
of future results. Investment return and principal value will fluctuate, so 2
= you may have a gain or loss when shares are sold. Current performance Industrials 8.75
About This Benchmark may be higher or lower than that quoted. Visit ssga.com for most recent. -
h-end pe: . Per f an index is not illustrative of any Communication Services 8.256
The SSGA Gender Diversity Index is designed to measure the particular investment. It is not possibie to invest directly in an index.
PR : Consumer Staples B.7T9
performance of US. large capitalization companies that are
“gender t‘!iverse."rwhich are Qeﬁned as compar\lies that exhibit Characteristics Real Estate 3.01
gender diversity in their senior leadership positions.SSGA Gender Est 3-5 Yoar EPS Growth 21.70%
Diversity Index Methodology » Materials 2.656
Index Distribution Yield 1.20%
Energy 246
Utilities 221




SHE:

What 1s the underlying mechanism creating value?

Board members
------ Chairperson

— . CEO

" Scott E. Page o

20

Percent Women

seests ;.#
L -
T T T T YN v et e e e
T 1 1 ] 1 T T
2001 2002 2003 2004 2005 2006 2007 2008 2009

FIGURE 1
Percentage of Women Directors and CEOs of Norwegian Public Limited Firms

THE CHANGING OF THE BOARDS: THE IMPACT ON FIRM
VALUATION OF MANDATED FEMALE BOARD
REPRESENTATION"

KENNETH R. AHERN AND AMY K. DITTMAR

In 2003, a new law required that 40% of Norwegian firms' directors be
women—at the time only 9% of directors were women. We use the prequota cross-
sectional variation in female board representation to instrument for exogenous
changes to corporate boards following the quota. We find that the constraint im-
posed by the quota caused a significant drop in the stock price at the announcement
of the law and a large decline in Tobin’s @ over the following years, consistent with
the idea that firms choose boards to maximize value. The quota led to younger and
less experienced boards, increases in leverage and acquisitions, and deterioration
in operating performance. JEL Codes: G34, G38, J48, J20.

Ahern, K. R., & Dittmar, A. K. (2012). The changing of the boards: The impact on firm valuation of
mandated female board representation. The quarterly journal of economics, 127(1), 137-197.




Revisiting our agenda...

* Questions = Action items
1. Is ESG really a new 1. ESG as a reflection of
strategic agenda? environmental change in
E/S/G

2. Reliability of ESG

data 2. ESG as a strategic choice

for companies

3. “Materiality 3. ESG as investment

bet\{veen measure and opportunities for investors
business reality



1. Is ESG really a new strategic agenda?

ENVIRONMENT (ENV-)
STRENGTHS ] N '
0.
Beneficial Products and Services (ENV-str-A). The company derives substantial revenues from
innovative diation products, envi I services, or products that promote the efficient

use of energy, or it has developed innovative products with environmental benefits. (The term
“environmental service” does not include services with questionable environmental effects, such
as landfills, incinerators, waste-to-energy plants, and deep injection wells.)

Pollution Prevention (ENV-str-B). The company has notably strong pollution prevention programs

o_.* »
including both emissions reductions and toxic-use reduction programs. L F rO m rl S k m a n a ge m e nt to
Recycling (ENV-str-C). The company either is a substantial user of recycled materials as raw materials

in its manufacturing processes, or a major factor in the recycling industry. Strate gi C ag e n d a

Clean Energy (ENV-str-D). The company has taken significant measures to reduce its impact on
climate change and air pollution through use of renewable energy and clean fuels or through

energy efficiency. The company has d dac top ing climate-friendly
policies and practices outside its own operations. KLD renamed the Alternative Fuels strength
as Clean Energy Strength.

Communications (ENV-str-E). The company is a signatory to the CERES Principles, publishes a

motably susaniive environmental epor, o hs nably elfctive nernal comunications = For some co mpanies’ the items

systems in place for environmental best practices. KLD began assigning strengths for this issue
in 1996. and then incorporated the issue with the Corporate Governance: Transparency rating

?ﬁgﬂ?p\;::}g)r:ﬂ]:;h was added in 2005. In all spreadsheets it is incorporated into the O n th e E nvir O n m e nt’

Property, Plani, and Equipment (ENV-str-F). '|'he company mai its property. plant, and

equipment with above average environmental performance for its industry. KLD has not S u S tai n ab i l it},} a n d G OVe rn a n C e

- v e o e Index reflect substantive changes
EONCEEnS in the business environment now
e e e ot .

nwnagement\inlaﬁ'l):r: = Or ln the near future

Regulatory Problems (ENV-con-B). The company has recently paid substantial fines or civil
penalties for violations of air, water, or other environmental regulations, or it has a pattern of
regulatory controversies under the Clean Air Act. Clean Water Act or other major
environmental regulations.

Ozone Depleting Chemicals (ENV-con-C). The company is among the top manufacturers of ozone
depleting chemicals such as HCFCs, methyl chloroform, methylene chloride, or bromines.

Substantial Emissions (ENV-con-D). The company's legal emissions of toxic chemicals (as defined
by and reported to the EPA) from individual plants into the air and water are among the highest
of the companies followed by KLD.

Agricultural Chemicals (ENV-con-E). The company is a substantial producer of agricultural
chemicals, ie, pesticides or chemical fertilizers.

Selected items from “KLD Risk Metrics”, 2006



1. Is ESG really a new strategic agenda?

MOST COMMONLY HELD STOCKS BY
SUSTAINABLE EQUITY FUNDS
By Share of Funds That Hold Stock in Each Company

0% 10% 20%
Microsoft
Alphabet
Visa

Apple

Cisco
Ecolab

Xylem Tech stock

Mastercard . Non-tech stock

Adobe
Merck & Co

WSJ Video by Alex Kuzoian, (2020,20,16)
reappeared at July 17, 2021, 'Hedge Funds Short Mexican ESG Lender.'




2. Is ESG disclosure reliable?

= Depends - as all the other financial
disclosures do

= “one E/S/G fits all” magic does not
ESG FUNDS' INFLOWS, MONTHLY seem to exist

55bilon = More relevant, detailed disclosure
items

» Consider the “symbolic element”
(e.g. greenwashing) in practice
disclosure

= “Management fashion”
= Legitimacy issues from visibility
= Peer influence

=  “Decoupling” - separation of symbol
and substance



3. “Materiality” between measure and business reality

Figure 3: Level 1 & 2 Scatter (again, 10 = High Materiality)

10
g
Chmata change
Figure 1: EU Double Materiality approach
FINANCIAL ENVIRONMENTAL & SOCIAL ’ Hah & Buy
MATERIALITY MATERIALITY PRICN
/ E: \Pol».mmssfomm r:m
e s Nt e gt of s et | 3 g
§ ' SOVEMAancs
\ %

/
o N Y | Water sowardship
— .* Company impect on climate ! —
dl ! cmate change @th YO be Mronc ]| S i < ) 6 v
rport on . AL habd

COMPANY CLIMATE COMPANY CLIMATE External Corporate

Governance
Primary audience Primary sudience:
INVESTORS CONSUMERS, CIVIL SOCIETY, EMPLOYEES, INVESTORS 5
Circular economy and
RECOMMENDATIONS OF THE TCFD waste managament
NON-FINANCIAL REPORTING DIRECTIVE 7S
- s ’ >
Source: European Commission 4 5 8 7 \ ¢ 0 10
l Financial Malenaity ’
N /
[—

Source: J.P. Morgan

JP Morgan, (05 May 2021), Jean-Xavier Hecker et al., “ESG Integration — Double Materiality Mapping”



3. “Materiality” between measure and business reality

Figure 2: ESG integration is the most popular method, followed by
corporate engagement and exclusion strategy

* Too fuzzy for integration

. ) or theme investment
e n el -
shareholder action "% strategies

Exclusion/ negative screening [ 53%
Thematic investment [ 41%

ESG integration - 94%

e Theidea of

“counterfactual”:
Positive/ best-in-class screening [N 35% “benchmark” and “best-
Impact investing [ 15% in-class

0% 20% 40% 60% 80% 100%
Source: Survey results, J.P. Morgan

JP Morgan, (15 July 2021), Elaine Wu et al., “ESG fund launches to accelerate in 2H"



The 1dea of “counterfactual”/ benchmark / best-in-class

A theater for old-generation Willingness to supply by a Willingness to supply by
customers (old movies) social enterprise: 2,000 an alternative market
KRW actor: 4,000 KRW

Exhibit 3b  Willing

ess to Supply Estimation Example

Price atwhich tradideonal companies become willing to supply

Rewarded pekvwance Unrewarded performance
- = 2

Price of N o N
conventional
supohers

SE price 3N

Standard formula:

3 {(price atwich traditional suppliers become willing to supply- SE price) x total sales
volume} - outside grants for the social service

Scurce:  Company documents.

Total social value created= (4,000-2,000) X yearly ticket sales by
the social enterprise

Serafeim et al., SK Group: Social Progress Credit, HBS case 9-120-071, 2020.1.15



The 1dea of “counterfactual”’/ benchmark / best-in-class

Environment friendly lighting . , ,
: : Willingness to supply by a Conventional solution by
for people in developing : _ .
: social enterprise: 2,000 an existing market actor
countries :
R R | KRW (e.g. an oil lamp): 4,000
: Exhibit 3¢ Willingness to Pay Estimation Example KRW

Cost\spent to address a social issue on the same: scale

—

g 3 Rewarded perf%nce Unrewarded performance

Ne= FUO| ALEE + A= - - = >

o ¥t3, of s s | : | . —
HEEHAU =F7|7] 4ut SE solution

Standard formula:

3 {(unit price of the conventional problem solvizg meted(=cost)
- unit price of SE's new method) x total volumiel - Gi¥adh grants for the social service

Source: Company documents.

Total social value created= (4,000-2,000) X yearly lighting sales
by the social enterprise

Serafeim et al., SK Group: Social Progress Credit, HBS case 9-120-071, 2020.1.15



For Managers

ESG from Risk Management Items to Business Opportunities

Harvard
Busijness
Review

Diversity

Latest Magazine Ascend Topics Podcasts Video Store The Big Ide

Sustainability

Yes, Sustainability Can Be
a Strategy

by loannis loannou and George Serafeim

Sustainable Development Goals (SDGs) and Disability

LAALS

PEACE. JUSTICE PARTNERSHIPS

M “m FOR THE GOALS (:d)

ey SUSTAINABLE
DEVELOPMENT
GOALS

https://www.un.org/development/desa/disabilities/about-us/sustainable%20-
development-goals-sdgs-and-disability.html



Patagonia’s Mission
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Patagonia’s Mission Statement

Build the best product, cause no unnecessary harm, use business to inspire and
implement solutions to the environmental crisis.



Patagonia - “First Impression” on i1ts Webpage

Q oja|

patagonia S0» Shop Activism Stories
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A New Way to Fight Climate Change

&:CNBC

MARKETS BUSINESS INVESTING TECH POLITICS CNBC TV INVESTING CLUB & PRO & MAKE IT SELECT

CLIMATE

Patagonia founder just donated the
entire company, worth $3 billion, to
fight climate change

PUBLISHED WED, SEP 14 2022.5:24 PM EDT | UPDATED THU, SEP 15 2022.8:25 PM EDT

Lora Kolodny SHARE f ¥ in &4
o ELORAKOLODNY
TV
KEY ® Patagonia founder Yvon Chouinard, his spouse and two adult children are giving Squawk Box m
POINTS away their ownership in the apparel maker he started some 50 years ago. UP NEXT | Squawk on the Street =

09:00 am ET

®* The company's non-voting stock, worth close to $3 billion, will be owned by a
collective that will use all profits that aren’t reinvested into the business to fight
climate change.

® The company expects to contribute about $100 million a year, depending on the
health of the business.
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Patagonia — Business Model
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Patagonia’s Business Model?
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“Grow the Pie”
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For Investors

Distinguishing Symbol vs. Substance in ESG Initiative
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Thank you. If you have any questions/comments, pls. let me know

Sun Hyun Park
(sunpark(@snu.ac.kr)
Seoul National University, Graduate School of
Business




