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In brief

®

■

When it comes to sustainability, it can be difficult to know when a company means what it says.

■

In this case study, we discuss the importance of distinguishing sustainability-driven companies.

■

■

We also describe how MFS has engaged with one company to gain a deeper understanding of
its commitments.
And we highlight how we are integrating this knowledge into investment decisions.

Was 2020 the year that sustainable investing really went global? Investors from around the world are
taking a closer look at companies' sustainability credentials when putting their money to work.
In our view, environmental, social and governance (ESG) information is fundamental data that must be
considered alongside all other material information. That is why our fundamental analysts and portfolio
managers integrate their evaluation of a company or issuer’s key ESG risks and opportunities into their
overall security analysis and portfolio construction. They assess the extent to which they believe ESG
factors are material to, and have an economic impact on, shareholder value.

One company, multiple facets
To gain a holistic view of a company's ESG assertions requires evaluation across the three ESG areas, as
outlined below.
Environmental – sustainable sourcing of raw materials, production processes, waste management
■

■

Social – treatment of direct and supply chain workforce, data privacy, community relations

■

Governance – management motivation and incentivization, board structure and independence

As the practice of evaluating companies' ESG policies has evolved, it has become clear that companies
must become more aware of business practices beyond their direct operations. A company's share
price and brand reputation can be materially affected by poor environmental and social practices within
supply chains.

Why should companies and investors care about supply chains?
In July 2020, a UK-based online fashion retailer saw its share price nearly halved following a news report
that it faced allegations of "slavery." One of the retailer's suppliers had subjected its workers to poor
working conditions and paid them significantly less than the national minimum wage.i Despite the
retailer receiving good scores from third-party ESG ratings providers, an independent report found
that management was aware of the supplier's poor treatment of workers but failed to act.ii
This story obviously tarnished the reputation of the retailer, but it also impacted investors who owned
the company. Following the story's publication, one of the company's largest shareholders sold almost
all of its holdings, most of which were held in funds marketed as "responsible" investments. In total,
according to Morningstar, 20 different sustainable funds held the stock.iii A number of online retailers
including Amazon and ASOS also dropped the brand from their websites.iv
This example highlights a wider range of issues for investors to consider. Is there, or should there be,
a premium paid for companies who are clearly and transparently meeting high ESG standards? How
much does it cost for a company to improve its ESG performance, and what is the potential impact to
revenue? What are the company's sustainability goals? How long will it take to meet them? What are the
ESG metrics for measuring progress? Is management compensation linked to those metrics?
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Underlying all these questions is the key question facing investors: How can you tell if a company's
ESG credibility is real? The example above highlights a shortcoming of ESG ratings that is often
overlooked: that they are largely backward-looking, especially in the case of "responsible" funds that
use third-party ratings in their security selection process. Such backward-looking assessments are
a questionable lens through which to look at future risks and opportunities. Fundamental company
analysis is critical to understanding the potential materiality of ESG issues for investors who want to
protect against negative outcomes and participate in the success that may follow improvements in a
company's ESG performance. After all, it is easier to promise change than to deliver it.

Distrusting the hype, asking the hard questions, finding the evidence
Adidas says sustainability is integral to its business strategy, and in our view, the evidence to support
this is clear. Important highlights include developing a formal Social and Environmental Affairs team
in the late 1990s, helping to found the Fair Labor Association in 1999 and making its first shoe out of
ocean plastic in 2015. In 2019, Adidas produced its first fully recyclable performance shoe.

EXAMPLES OF SUSTAINABILITY INITIATIVES OVER TIME

2011

1999
2000
Member
of the Fair
Labor Association

Partnership with
Allbirds to create zerocarbon performance shoe

First shoe made out of
ocean plastic

100% of products
are PVC-free

2019
2015

Co-founder of
Zero Discharge of Hazardous
Chemicals (ZDHC)

2020
First 100% recyclable
performance shoe

Source: Adidas

Within the company's own materials, investors can easily find details about its long-term sustainability
vision, which focuses on ending plastic waste and achieving climate neutrality by 2050. It has already
moved to using only sustainably sourced cotton and aims to replace all virgin polyester with recycled
polyester by 2024.

EXAMPLES OF MEASURABLE MEDIUM-TERM TARGETS
Long-term vision

End plastic waste
Measurable
medium-term targets

Achieve climate neutrality by 2050

§ In 2020, produce 15-20m pairs of shoes
using Parley Ocean Plastic

§ By 2020, 35% water savings
at apparel material suppliers

§ By 2024, replace all virgin polyester
with recycled polyester

§ By 2020, 20% energy savings and 20%
waste reduction at strategic suppliers
§ By 2020, 3% absolute annual reduction
in CO2 net emissions

Source: Adidas

The company has a strong history and measurable targets when it comes to sustainability, but is
sustainability embedded in its culture, and does the company's supply chain meet its own high standards?
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Digging deeper
During a 2020 call with Adidas management, MFS' equity, fixed income and ESG analysts had the
opportunity to discuss sustainability directly with the CEO. This is one example of the additional value that
an in-depth, fundamental research process can provide when we make investment decisions.
Adidas recognizes the conflict between creating sustainable products and processes and the
unconstrained innovation often required to remain a leader in athletic performance. It understands that
while a growing number of consumers consider sustainability when selecting products, most are still
unwilling to pay a premium for it. These considerations have informed the company's long-term vision and
expectations as they strive to develop sustainable products that can also deliver performance.
Adidas also understands the need for the whole company to be on board with sustainability. For example,
when materials buyers opt for environmentally friendly options, designers need to incorporate them.
The company's ambitious sustainability goals come from the top of the organization, which appeals to an
employee and customer base that is increasingly committed to sustainability. Adidas' ultimate goal
is to make every product sustainable.
The company adheres to its long-term view while also understanding that scaling sustainability will be
challenging. Its motivation, in our view, seems credible and authentic, and reflects the understanding that
it cannot promote itself as a health and wellness brand if it does not display those values authentically. To
create a lasting impact, it also appreciates the need to align with competitors in order to raise sustainability
standards across the industry.
Supply chains are an area that many companies have paid little attention to over the past few decades,
often at the expense of tail risks. Given its very large outsourced manufacturing footprint, the risks
associated with supply chains loom large, particularly those related to labor practices. In this regard,
we were impressed by Adidas' actions. It recognizes the magnitude of these risks to its brand and its
business, and it has taken steps to manage them. It has its own in-house supply chain audit department,
including on-the-ground teams in Asia and Eastern Europe, where supplier factories are located. Adidas
conducts audits of all Tier 1 and most Tier 2 suppliers every two years at a minimum and requires suppliers
to enact corrective measures in instances of noncompliance. It ended two supplier relationships in 2019
for compliance failures. In a bold move, Adidas has also started to disclose the names of its Tier 1, 2 and
3 suppliers. Given that supplier relationships often represent a competitive advantage, we believe this
demonstrates that the company is serious about seeking to ensure an ethical supply chain.

Where do we go from here?
Adidas is communicating an authentic and well-aligned consumer message as it scales up development
of the circular products that more customers are likely to demand after emerging from the current crisis.
Given the company's scale, its sustainability initiatives are meaningful, we believe. The depth, quality and
duration of the supply chain work at Adidas will in our view help protect against human rights risks and
increased environmental costs in the future. That said, Adidas' supply chains remain a big area of focus;
while we appreciate that the company takes the issue seriously, we recognize that there is more it can do.
We continue to engage with Adidas and encourage change where we find room for improvement. We
have discussed a number of other items with management, such as climate change and mitigating
emissions. Adidas could benefit from upgrading internal systems and reducing its reliance on external
consultants to gather emissions data. However, Adidas did commit to the Science Based Targets initiative
in February 2020.v This is a strong first step, and we look forward to seeing the targets they set.
We believe the broader investment community has not yet realized the full potential of active ownership
when it comes to creating long-term value for clients. We therefore encourage an open dialogue on the
importance of active ownership and how all investors can be better owners and stewards of capital.
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h ttps://www.independent.co.uk/news/uk/home-news/boohoo-leicester-factories-modern-slavery-boohoo-leicester-factories-modern-slavery-investigation-coronavirus-coronavirusfast-fashion-a9602086.html
ii
https://www.bbc.co.uk/news/uk-england-leicestershire-54292528
iii
https://www.cityam.com/standard-life-aberdeen-offloads-boohoo-stock-over-leicester-factory-scandal/
iv
https://www.forbes.com/sites/lelalondon/2020/07/08/why-has-boohoo-been-dropped-by-amazon-and-asos/
v
https://sciencebasedtargets.org/companies-taking-action
i

Please keep in mind that a sustainable investing approach does not guarantee positive results and all investments, including those that integrate ESG considerations into the
investment process, carry a certain amount of risk including the possible loss of the principal amount invested.
The views expressed are subject to change at any time. These views are for informational purposes only and should not be relied upon as a recommendation to purchase any
security or as a solicitation or investment advice from the Advisor. No forecast can be guaranteed.
Unless otherwise indicated, logos and product and service names are trademarks of MFS® and its affiliates and may be registered in certain countries.
Distributed by: Latin America – MFS International Ltd.; Canada – MFS Investment Management Canada Limited. No securities commission or similar regulatory authority in
Canada has reviewed this communication; Note to UK and Switzerland readers: Issued in the UK and Switzerland by MFS International (U.K.) Limited ("MIL UK"), a private
limited company registered in England and Wales with the company number 03062718, and authorised and regulated in the conduct of investment business by the UK Financial
Conduct Authority. MIL UK, an indirect subsidiary of MFS®, has its registered office at One Carter Lane, London, EC4V 5ER. Note to Europe (ex UK and Switzerland) readers:
Issued in Europe by MFS Investment Management (Lux) S.à r.l. (MFS Lux) – authorized under Luxembourg law as a management company for Funds domiciled in Luxembourg
and which both provide products and investment services to institutional investors and is registered office is at S.a r.l. 4 Rue Albert Borschette, Luxembourg L-1246. Tel: 352
2826 12800. This material shall not be circulated or distributed to any person other than to professional investors (as permitted by local regulations) and should not be relied
upon or distributed to persons where such reliance or distribution would be contrary to local regulation; Singapore – MFS International Singapore Pte. Ltd. (CRN 201228809M);
Australia/New Zealand - MFS International Australia Pty Ltd ("MFS Australia") (ABN 68 607 579 537) holds an Australian financial services licence number 485343. MFS
Australia is regulated by the Australian Securities and Investments Commission.; Hong Kong - MFS International (Hong Kong) Limited ("MIL HK"), a private limited company
licensed and regulated by the Hong Kong Securities and Futures Commission (the "SFC"). MIL HK is approved to engage in dealing in securities and asset management regulated
activities and may provide certain investment services to "professional investors" as defined in the Securities and Futures Ordinance ("SFO").; For Professional Investors in
China – MFS Financial Management Consulting (Shanghai) Co., Ltd. 2801-12, 28th Floor, 100 Century Avenue, Shanghai World Financial Center, Shanghai Pilot Free Trade Zone,
200120, China, a Chinese limited liability company registered to provide financial management consulting services.; Japan - MFS Investment Management K.K., is registered as
a Financial Instruments Business Operator, Kanto Local Finance Bureau (FIBO) No.312, a member of the Investment Trust Association, Japan and the Japan Investment Advisers
Association. As fees to be borne by investors vary depending upon circumstances such as products, services, investment period and market conditions, the total amount nor the
calculation methods cannot be disclosed in advance. All investments involve risks, including market fluctuation and investors may lose the principal amount invested. Investors
should obtain and read the prospectus and/or document set forth in Article 37-3 of Financial Instruments and Exchange Act carefully before making the investments.
This material is directed at investment professionals for general information use only with no consideration given to the specific investment objective, financial situation and
particular needs of any specific person. Any securities and/or sectors mentioned herein are for illustration purposes and should not be construed as a recommendation for
investment. Investment involves risk. Past performance is not indicative of future performance. The information contained herein may not be copied, reproduced or redistributed
without the express consent of MFS Investment Management ("MFS"). While the information is believed to be accurate, it may be subject to change without notice. MFS does
not warrant or represent that it is free from errors or omissions or that the information is suitable for any particular person's intended use. Except in so far as any liability under
any law cannot be excluded, MFS does not accept liability for any inaccuracy or for the investment decisions or any other actions taken by any person on the basis of the material
included. MFS does not authorise distribution to retail investors.
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