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ESG and Corporate Strategy:
A Cross-Sectoral View
Rebecca Perlman

Silke Goldberg

Herbert Smith Freehills LLP

ESG and Corporate Purpose
In 1999, former United Nations (UN) Secretary-General Kofi
Annan threw down the gauntlet at the feet of the global business world and called on it “to embrace, support and enact a set of core
values in the areas of human rights, labour standards, and environmental
practices”, proposing that the business world and the UN jointly
initiate a “global compact of shared values and principles, which will give a
human face to the global market ”. Kofi Annan’s speech and invitation resonated with business leaders worldwide and in July 2000,
the UN Global Compact was launched. This global movement,
which began as a small initiative involving just 44 companies,
now has over 12,000 signatories and is the world’s largest initiative to advance corporate sustainability.1
Since its earliest iterations in the form of the Equator
Principles – a set of risk management guidelines launched in
2003 to help financiers assess the environmental and social risks
involved in projects in emerging markets to which they lend
– the emerging environmental, social and governance (ESG)
framework has expanded rapidly. In 2004, the UN Global
Compact published its report Who Cares Wins, 2 which first coined
the term “ESG”, making the case that embedding ESG factors
into capital markets makes good business sense, leads to more
sustainable markets and delivers better outcomes for societies.
In 2011, the UN continued to advance the ESG agenda, establishing its Guiding Principles on Business and Human Rights.3
In the regulatory arena, ESG has grown to encompass a broad
range of “soft” and “hard” laws and regulatory requirements
that create a framework for businesses, investors and lenders to
better meet expectations regarding the incorporation of material ESG considerations into their decision-making processes.
In the last few years, ESG factors have risen to the forefront of
business and investor mindset. This shift is largely due to (i)
growing demands from consumers, voters, activists and investors in relation to corporate transparency, and (ii) increasing
regulatory and litigation risks associated with ESG, as soft law
measures continue to be transposed into hard laws with “teeth”.
Key drivers: Why does ESG matter for business?

Businesses are increasingly cognisant of their duties to the
communities within which they operate. This shift in focus
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has not only been driven by regulation but also by the growing
recognition (by long-term investors, in particular) that value can
be assessed with reference to a company’s broader stakeholder
groups, as well as its shareholders. As a result, a number of
businesses have voluntarily made ambitious commitments to the
ESG agenda. In 2019, 181 of America’s top business and financial leaders signed the Business Roundtable’s Statement on the
Purpose of a Corporation,4 publicly committing to lead their companies for the benefit of all stakeholders, including customers,
employees, suppliers, communities and shareholders. The
following year, the World Economic Forum (WEF) released
the new Davos Manifesto – The Universal Purpose of a Company in
the Fourth Industrial Revolution5 – stating that companies should
pay their fair share of taxes, show zero tolerance for corruption,
uphold human rights throughout their global supply chains, and
advocate for a competitive level playing field.
Companies are facing significant and growing pressure
from investors, consumers, employees, activists, regulators and
society to take strong positions on ESG issues and to be transparent on their progress. As noted in the WEF’s recent white
paper, “Embracing the New Age of Materiality: Harnessing the Pace of
Change in ESG ”, the majority of Millennials (67% according to
the Boston Consulting Group (BCG)) expect employers to have
purpose and want their jobs to have societal impact. Given that
Millennials and Generation Z employees make up 59% of the
workforce in 2020, this is a call that businesses are unlikely to
ignore. The same white paper stated that, according to BCG,
72% of European consumers prefer to buy products with environmentally friendly packaging and that, globally, 46% of
consumers are willing to forgo preferred brand names in favour
of eco-friendly products. Some 38% of global consumers also
indicate the willingness to pay a premium for eco-friendly and
sustainable materials.
Shareholder activism in relation to ESG matters also continues
to rise. The raft of shareholder resolutions in recent UK company
annual general meetings (AGMs) have covered ESG matters
across the board. In addition to broader corporate governance
issues, particular concerns have included executive remuneration
and pensions, board diversity and gender equality, and human
rights issues in supply chains. As some of the world’s largest asset
managers, including BlackRock and Vanguard, step up their
activism in relation to climate change, the pressure for greater
corporate transparency and disclosure is mounting.
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ESG investing has seen a meteoric rise, as asset owners and
asset managers seek to reduce investment risk and maximise
risk-adjusted returns.6 One of the challenges that the growing
interest in sustainable investment products has underscored is
the importance of ensuring that businesses and asset managers
produce clear and comparable ESG disclosures. The difficulty
lies in the absence of a global, standardised ESG reporting
framework; however, there are moves in that direction.
Regulation

Businesses operating within (or with links to) developed economies have been regulated for many years in areas such as antibribery and corruption, anti-money laundering, health and
safety, environmental concerns and employment matters. These
obligations are increasingly accompanied by disclosure and
reporting requirements aimed at driving greater transparency,
which in turn is leading to increased levels of activism and litigation risk as it becomes easier to scrutinise corporate behaviour.
Europe remains the leader in this respect, with over 65% of
all ESG regulation emerging from the region. This includes
the package of regulations flowing from the European Green
Deal and the EU Sustainable Finance Action Plan. For instance,
the EU’s Non-Financial Reporting Directive (NFRD), together
with its Taxonomy Regulation and Disclosure Regulation,7
are increasing the focus on corporates, asset owners and asset
managers providing certain forms of ESG disclosures relating
to the nature of their activities. These measures will have major
implications for investors and corporates across the globe.
In this context, it is critical that executives and board
members understand how corporate purpose and ESG principles can be effectively integrated into the strategies and enterprise risk management efforts of the companies they serve.
This includes the incorporation of ESG considerations into key
strategic decisions, such as those relating to M&A activity and
supplier selection.

ESG and M&A
ESG issues are increasingly viewed as both a driver and a risk
factor for M&A. As such, consideration is now being given to
ESG factors at all stages of the M&A process: in the analysis
underpinning investment proposals; during due diligence; and
in planning post-transaction integration.
Investment proposals

In response to a 2019 survey conducted by IHS Markit and
Mergermarket,8 53% of respondents noted that they had walked
away from a deal due to a negative assessment of ESG considerations relating to a target company. A significant number of the
risks that fall within ESG have in fact affected M&A for some
time; however, what has changed is the stage of the process at
which potential bidders are looking into these issues and the
rigour with which they are doing so. Would-be acquirers now
regularly consider ESG issues from the outset of the target identification stage. As part of this, they are looking further forward
than ever before, to where the market and the law appear to be
heading and how that might affect financing costs, reputation
and their ability to sell the asset in due course.
Respondents to the aforementioned IHS Markit and
Mergermarket survey unanimously chose business risks as a
major driver for taking ESG considerations into account in the
M&A process; 83% cited investor pressure. The incorporation of
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ESG factors into investment decisions suggest that ESG performance will play a growing role in the cost of, and access to, capital.
This can already be seen amongst lenders, with demonstrably
“green” borrowers facing lower financing costs than “brown”
borrowers, and with a growing number of lenders incorporating
ESG metrics in their credit analysis and borrower evaluation.
New approach to due diligence

Traditionally, buyers have focused primarily on a target’s historical financial and operational performance and compliance,
being more sceptical of medium- to longer- term projections.
Non-financial issues used to be considered on the basis of the
target’s current compliance with law and regulation as they
stood at the time of the review.
Due diligence for ESG issues requires a much broader analysis of potential risk exposures for the target company, having
regard to sector, products and jurisdiction. Now, more than ever
before, buyers need to examine carefully whether a target will
be compliant in the foreseeable future in order to minimise the
risk of assuming or acquiring regulatory or litigious risk further
down the road. They also need to look beyond the company or
assets being bought and consider the wider business, including
the target’s supply chains and the ESG stance of the governments of the countries in which the business operates.
Thorough ESG due diligence can help participants in an
M&A process to identify assets and liabilities that could be
problematical and may even need to be carved out. By taking
a more forward-looking approach, they can reduce the risk of
acquiring assets or businesses that become stranded owing to
ESG-related changes in regulation, public opinion or consumer
demand. It is important for buyers to consider these issues early
on in the due diligence process, even if only to exclude them on
the basis of immateriality in due course.
Such an approach can also help buyers identify potential difficulties that may arise from the integration of the target into their
company. For example, if there are significant gaps in the way
the buyer and the target approach ESG issues, then integration
could be more costly and challenging, reducing the overall profitability of the deal. In which case, buyers may look to reduce
the price or decide not to go ahead with the deal at all.
Anticipating risks

As ESG regimes continue to gain momentum, certain types of
assets and activities may become partially or entirely stranded
due to their incompatibility with the growing ESG global
agenda. Moreover, a target’s poor ESG performance may
mean an increased risk of legal liability or a reduction in the
value of a business. Acquirers risk inheriting legal liability for
past offences in the target (including liability for compensation
or criminal liability). For example, non-compliance with antibribery and corruption rules could lead to substantial fines, the
loss of major contracts and significant reputational damage.
Additionally, in the context of global trends towards antibribery regulation, which place the onus on companies to take
positive steps to prevent bribery within their businesses or face
significant financial sanctions for breaching those requirements,
understanding the internal anti-bribery processes of potential
targets is an important tool for understanding the scope for, and
level of risk in relation to, potential future regulatory action.
ESG factors can also offer opportunities for acquirers to
realise upside, particularly for those looking to develop or
supplement their own capabilities. For instance, players with
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poorer ESG performance are increasingly seeking out targets
with higher ESG standards in order to improve operational efficiency, enhance their reputation, access particular technologies
or integrate more sustainable processes or products. Improved
ESG performance, including regarding matters such as health
and safety, can also help to lower insurance premiums and other
costs relating to the productivity and retention of staff.
Identifying material risks

A number of ESG risks, such as those relating to data privacy,
anti-bribery and corruption, climate change, diversity and
labour issues, already form part of traditional due diligence.
Assessing which additional ESG matters are material to the
financial condition or operating performance of a target is therefore an easier task for industries that are already deeply familiar
with managing and reporting on ESG issues. In the extractives
sector, for instance, good performance on ESG factors, such as
the way in which mining companies interact with the communities in which they operate and the measures they can take to
mitigate the environmental impact of their operations, has been
a part of sound stewardship and asset management for decades.
In other industries, however, there is a less well-developed
understanding of what constitutes a material ESG issue and there
are a number of frameworks to assist acquirers in their assessment. These include the Sustainability Accounting Standards
Board framework, which takes a sectoral approach, and others
such as the Global Reporting Initiative, which approaches materiality on the basis of the impact of the target’s business on its
key stakeholders. There is, however, no common language
around ESG, which remains a challenge, and buyers lack the
benchmarks they need to meaningfully compare a target’s ESG
metrics to the broader market.
In addition, growing concern regarding climate change, and
the inevitable shift towards a lower carbon future, has resulted
in a clear trend for increased scrutiny of the long-term sustainability of significant carbon-emitting assets and, conversely,
the opportunities presented by new technologies and renewable energy businesses, which may be beneficiaries of the global
decarbonisation movement. The effects of the COVID-19
pandemic on commodity prices in particular has caused some to
describe the pandemic as a pivot point for the energy transition,
further magnifying the focus on decarbonisation.
The challenge of scoping ESG due diligence is further
complicated by the need to assess risks in a target’s supply
chains, which may not involve any legal liabilities for an acquirer
but could present significant reputational issues. Just one recent
example is the suspension of Tesco’s relationship with one of its
Christmas card suppliers, following widespread media coverage
of allegations relating to the supplier’s use of forced prison
labour in its manufacturing processes.
Berlin-based credit rating agency, Scope,9 has stated that
supply chains typically account for 40% of ESG impacts, rising
to around 60% when considering environmental alone. Food
sector supply chains were found to have an average of 78% ESG
impact as a proportion of a company’s overall impact. Supply
chain transparency and anti-modern slavery legislation in the
UK, France, Australia, Brazil and California has increased
the importance of understanding and risk-mapping the supply
chains of potential targets, including with respect to geography, sector and labour, outsourcing and recruitment practices. As more countries enact anti-modern slavery legislation,
and with human rights due diligence regulation proposed for
the European Union, the focus on supply chain transparency is
widely expected to continue to increase. We explore such issues
further in the section on supply chains below.

Contractual protections

Where material ESG risks have been identified as part of the
due diligence process, buyers will likely seek contractual protection. A number of the issues falling under the ESG banner
would typically be covered by a standard, comprehensive set of
warranties (e.g. those relating to compliance with reporting and
disclosure regimes, such as carbon emissions or modern slavery
reporting, and compliance with anti-bribery and corruption,
health and safety, and environmental legislation). Such issues
may, to some extent, also be covered by a general warranty
relating to the target’s legal compliance.
Acquirers may also seek more specific ESG-focused warranties, including those relating to the target’s compliance with
applicable ESG standards where relevant. A growing number
of acquirers are seeking to include “Weinstein clauses”, which
require a target to disclose any allegations of sexual harassment
or misconduct before the closing of the deal, as well as additional warranties relating to health and safety, environmental
and social issues or incidents.
The challenge with such provisions is that, to the extent that
the relevant issues go beyond strict legal compliance, it can be
difficult to demonstrate a breach and the losses flowing from
such a breach. It can also be difficult to obtain warranty and
indemnity insurance for such warranties, given that an underwriter will generally require a specific trigger event and definable losses as part of the claim process. It is not surprising therefore that, having identified wider ESG risks as part of their due
diligence, acquirers will often opt to factor such issues into the
price rather than seek warranties. That said, it could still be
worthwhile for an acquirer to seek broader-based ESG warranties for disclosure purposes.
Post-transaction integration

Where the acquirer and the target have significant differences
in their approaches to ESG, the buyer should give due consideration to potential integration challenges and the costs involved
in managing such challenges, so that these can be factored and
priced into the deal. The wider the ESG performance gap
between the target and the buyer, the more difficult it will likely
be to realise synergies from an acquisition. A survey carried out
by Sustainalytics in 201710 found that deals in which an acquirer
and a target had similar ESG scores ended up outperforming
deals that involved companies with disparate approaches to ESG
by an average of 21% on a five-year cumulative return basis.
Integration challenges aside, ESG issues will need to form
part of post-transaction asset management and compliance long
after the M&A deal has closed. Businesses will need to monitor
the “soft” law and “hard” legal and regulatory landscape and
keep an eye on where the markets and the law are going.
Responsible exits

In the current climate, many businesses will be looking at asset
disposals, as boards make invidious decisions under unprecedented financial and operational constraints. Sellers have traditionally been focused on achieving a clean exit, but are increasingly focusing on the need to consider ESG matters on a disposal
due to ESG policies and the potential for post-transaction issues
to impact the seller’s reputation.
Sellers who have embraced ESG are no longer focused solely
on price and a clean break; they also wish to assure themselves that the asset will continue to be managed responsibly
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post-completion. This is manifesting itself in increased due diligence by sellers, even on cash buyers, and sometimes in enhanced
post-completion undertakings being sought from buyers.
This has been a common approach in the extractives sector
for some time. For instance, where a seller wants assurance that
a buyer will operate an asset responsibly in line with standards
adopted by the seller, we have seen specific undertakings sought
from buyers committing them to run the asset in accordance
with best practices from an ESG perspective. This approach is
increasingly common in other sectors, particularly with regard
to the environmental and social areas of ESG. The Unilever
sale of its global spreads business to KKR in 2017 is a good
example from the consumer sector. As part of that transaction, KKR committed to upholding Unilever’s environmental
policies, including a commitment to sourcing 100% sustainable
palm oil by 2019.

ESG and Supply Chains
Transparency and disclosure in relation to issues across each
aspect of the “E”, the “S” and the “G” will be key to ensuring
compliance with the growing set of regulatory obligations.
As noted above, investors and customers are also increasingly
basing their decisions in whole or in part on ESG credentials.
As many business models involve complex supply chains that
are difficult to trace, investors, governments, regulators and
industry bodies have imposed (or are considering imposing)
reporting and disclosure obligations to try to address this.
The WEF’s draft consultation11 on a reporting framework
for sustainable value creation proposes a range of ESG metrics
and disclosures that apply to business operations and supply
chains. A proposed metric for nature loss suggests that organisations should report and estimate: (i) the land use in their
supply chains; (ii) the number of the International Union for
Conservation of Nature (IUCN) Red List species present in
the areas used or affected; and (iii) the amount of fresh water
consumed in water-stressed areas as part of their supply chains.
The WEF also suggest that organisations should report on: (i)
the risk of child and forced labour in supply chains; (ii) the total
recordable injury rate and absentee rate in supply chains; and
(iii) current wages for contractors and suppliers compared to the
living wage. The intention is to encourage consistent reporting.
Once these metrics have been finalised, companies are encouraged to begin reporting as soon as possible through a comply or
explain approach.
Reputational risk

For manufacturers, supply chains can constitute a large part of
their carbon footprint and some organisations have recently
committed to addressing this. In June 2020, Apple announced
its plan12 to become carbon neutral across its entire business,
manufacturing supply chain and product life cycle by 2030. In
its 2020 Environmental Progress Report, Apple states it will
help its supply chain lower its energy use, and move its entire
supply chain to renewable energy.
Increasingly, consumers wish to purchase goods and services
that are environmentally sustainable and socially impactful.
As disclosure obligations relating to supply chain practices
continue to proliferate, consumers and investors will be able
to make use of the resultant body of information when exercising their purchasing power and making investment decisions.
Organisations that have already implemented ESG training,
policies and management throughout their supply chains are
likely to be in a better position to capitalise on the change in
consumer and investor focus.
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Operational risk

Many products depend on parts and materials from around the
world. The physical effects of climate change present a risk to
the supply of such materials and parts, and could therefore have
a significant impact on the production and transportation of
a wide range of goods. The McKinsey Global Institute cites
three key operational risks relating to weather events:13 physical damage to assets; reduced sales due to disruption to production or transportation; and the costs of rebuilding or restarting
production once the event has passed. The Institute also notes
that when supply chains are better prepared for extreme weather
events, the negative impact on revenues is reduced.
Regulatory risk

In March 2020, the UK Global Resource Initiative taskforce
published a report as part of its mission to “ensure that the
UK’s global commodity supply chain footprint on land, natural
resources and ecosystems is sustainable, avoids deforestation
and other environmental degradation and supports jobs, livelihoods and investment in resilient and sustainable food system”.14
In August 2020, the UK government announced it will introduce a new law that is aimed at protecting rainforests and clamping
down on illegal deforestation,15 which would introduce mandatory supply chain due diligence obligations in relation to “forest
risk” commodities. The proposed law is intended to replace the
EU Timber Regulation, which will cease to apply after the end of
the post-Brexit transition period on 1 January 2021.
Human rights

In 2019, the UK government published its Transparency in
Supply Chains Consultation Paper, which proposes amendments to the Modern Slavery Act 2015 (MSA) in response
to the Transparency in Supply Chains consultation, and in
particular the requirement for certain organisations to produce
a slavery and human trafficking statement. The proposed measures include mandating that modern slavery statements cover
certain areas that, under the current legislation, remain voluntary. These areas include disclosure relating to: an organisation’s
structure, business and supply chains; the parts of the business
and supply chains where there is a risk of slavery and human
trafficking taking place, and the steps the company has taken to
assess and manage that risk; and the company’s effectiveness in
ensuring that slavery and human trafficking are not taking place
in its business or supply chains, and introducing civil penalties
for non-compliance. The UK government is also considering
the development of the Single Enforcement Body for employment rights.
The European Parliament Committee on Legal Affairs has
published a draft report that includes a draft text of the EU’s
proposed directive to introduce mandatory human rights due
diligence legislation. The draft directive draws heavily on the
UN Guiding Principles on Business and Human Rights, and is
intended to also cover environmental and governance issues. The
recommendations in the draft report include ensuring that undertakings operating in the internal market respect human rights, the
environment and good corporate governance. Undertakings to
which the directive applies can be held accountable for breaches
that occur anywhere in the value chain. Under the proposed
directive, businesses must, in their operations and business relationships, carry out due diligence with respect to human rights,
and environmental and governance risks. For supply chains,
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organisations will need to regularly verify the compliance of
subcontractors and suppliers with relevant contractual provisions
or codes of conduct. Each organisation’s due diligence strategy
must be made public and communicated to its employees and
business partners. Member States should designate a competent authority to be responsible for supervision of best practice
and to ensure compliance through investigations. Member States
should also introduce penalties for non-compliance, and repeated
non-compliance will result in a criminal offence if committed
intentionally or with serious negligence.
In addition, in Germany, a potential new supply chain law is
currently being debated. This legislation would make organisations responsible for upholding fair wages and working conditions, as well as human rights more generally, throughout their
global supply chains. It is likely that this development will also
influence the future Europe-wide framework.
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