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Foreword

This Responsible Investments white paper consid-
ers whether “fast fashion” is a sustainable business
model. The apparel industry today is at the intersec-
tion of important consumer and regulatory trends
having reached a point where it is characterized by
global production processes. This paper explains
why we see an increase in the materiality of ESG risk
in the apparel industry's global supply chain. We fo-
cus on living wage impact as a rising cost trend for
apparel companies, outline plausible options for
companies to manage this risk and offer our per-
spective on a way forward.

Marjo Koivisto, PhD
Co-Head of Responsible Investments
Nordea Asset Management



Introduction

Low garment prices
come with a high cost

The growth of “fast fashion"”, inexpensive cloth-
ing produced rapidly by mass-market retailers,
has contributed to a doubling of global clothing
production over the last 15 years, while at the
same time the clothes’ utilization rate has de-
creased by 36%'. This overconsumption of cloth-
ing is being driven by more collections and quick-
er turnaround as well as lower prices. The clothes
lose their value quickly as new collections make
them less fashionable and low prices, which have
become the norm, make it easy for consumers
to continuously replace clothing. The result is a
buy-dispose cycle which is permeating the entire
apparel industry with adverse consequences for
workers.

Textile worker, Cambodia

' Ellen McArthur Foundation, A new textiles economy: Redesigning fashion’s future (2017)

To understand the cycle, we must first consider
how these clothes can be produced so cheaply.
The selling prices do not reflect the true environ-
mental and labour costs of production. Fast fash-
ion companies in search of cheap markets source
their labour from countries like Bangladesh,
Myanmar and Ethiopia, some of which allow for
lower trade tariffs on apparel due to their least
developed country (LCD) status. In recent years,
apparel companies have been increasingly sourc-
ing labour from Turkey and Mexico due to their
proximity to Europe and the US as the benefits of
speed to market outweigh increased production
costs.

Apparel companies that have achieved tremen-
dous success in scale have been pushing prices
down for the consumer. Since the apparel supply
chain can be characterized as a “buyer’s market”,
i.e. where supply exceeds demand and purchas-
ers have an advantage over sellers in negotia-
tions, the brand owners are in a good position to
demand lower pricing and shorter lead time from
their suppliers.

J § The growth of “fast fashion”,
inexpensive clothing produced
rapidly by mass-market
retailers, has contributed
to a doubling of global
clothing production over
the last 15 years.



Low-cost production environments present a
particular social rights challenge: there is a large
low-skilled labour supply in these markets, but
fewer formal work opportunities, which means
that workers have less bargaining power relative

to factories regarding wages.

Legal minimum wages are not enough to live on
in many of these markets: the minimum income
necessary for a worker to meet basic needs for
a family unit, including modest discretionary in-
come, is below acceptable levels?. There are both
social and economic reasons for apparel compa-
nies to address this.

The social reason is that minimum wages may
not be sufficient to support advancement toward
Sustainable Development Goals. Companies
that barely meet the minimum wage threshold
do not contribute to societal well-being or eco-
nomic growth. The issue of fair wages is closely
linked to many of the Sustainable Development
Goals outlined by the United Nations, especially
goal number 1: No poverty, number 2: Zero hun-
ger, and number 8: Decent work and economic
growth.

The economic rationale to address wages in low-
cost production environments relates to the fact
that minimum wages have been increasing and
continue to increase in key sourcing countries,
e.g. up by 82% in Cambodia and 51% in Bangla-
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desh since 20133. Through our calculations in this
paper, we show that while this is starting from
very low levels, it is material for both workers
and companies with small margins in volume
businesses like apparel. Hence, it needs to be ad-
dressed with foresight.

Consumer awareness of sustainable garment
choices is increasing ... yet both the consumer
picture and the regulatory picture are incom-
plete.

The Boston Consulting Group’s most recent con-
sumer sentiment survey* found that not only is
consumer awareness of the sustainability out-
comes from fast fashion growing, but it has an
impact on consumer purchasing decisions. More
than a third of the respondents reported they al-
ready have switched from their preferred brand
to another due to the brand’s impact on sus-
tainability, and more than half said they expect
that their next purchase will be affected by the
brand’s responsibility practices.
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2 Living wage is defined as the minimum income necessary for a worker to meet basic needs for himself/herself and his/her family, including some discretionary income. This should be earned during
legal working hours limits (i.e. without overtime). See also The Universal Declaration of Human Rights (1948) that states (article 23.3): “Everyone who works has the right to just and favourable
remuneration ensuring for himself and his family an existence worthy of human dignity, and supplemented, if necessary, by other means of social protection.”

3 International Labour Organization, Minimum wage chart: Bangladesh, Cambodia & Viet Nam

* Global Fashion Agenda, Pulse of Fashion Industry, Boston Consulting Group, (March,2019)


http://un.org/development/desa/en/news/sustainable/sustainable-development-goals.html

Yet the general consumer trends story is one of
mixed messages. While consumers are increas-
ingly interested in sustainability, fast fashion com-
panies have also been very successful at finding
buyers. For example, online retailer Boohoo has
seen explosive growth in a market where cus-
tomers are basing their decisions on price. Even
though sustainability awareness is growing, it is
not yet in top three most important criteria driv-
ing apparel purchase decisions, which are quality,
look and price.

Decision making criteria for purchasing

g
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Source: Adapted by Responsible Investments, NAM based on data from the BCG survey

dustry (2019)

results published in the Global Fashion Agenda, Pulse of Fash

Although sustainability is not a top decision driver,
itis still considered as a prerequisite for many con-
sumers. While sustainability challenges connect-
ed to fast fashion are increasingly on regulators’
radar, we are not yet seeing them push beyond
best practice to proactively advance sustainability
causes within the industry. For example, in Janu-
ary 2019, the UK Parliament presented the results
to an inquiry into the Sustainability of the Fashion
Industry with quite strong conclusions that the
current exploitative and environmentally damag-
ing model for fast fashion must change. A list of
specific recommendations was issued including
a ban on incinerating or landfilling unsold items
and reducing VAT on repair services. However, the
UK government rejected the recommendations
and has currently made no commitment to any
specific policies®.

Addressing the problem
of persistently low wages

The heart of the matter is that the industry cannot
wait for the consumers and regulators to press for
ethical change but must itself step up with bolder
solutions. One issue central to the problems pro-
liferated by fast fashion is the industry’s failure
to deliver living wages — this is also a key ma-
terial ESG risk. The challenge around lower than
living wages can cause supply chain upheaval: in

5 UK Parliament Webpage

Bangladesh there have been recent cases where
worker protests have caused disruption to deliv-
ery times. In addition, very low wages negatively
impact worker attrition and productivity. There
is a business case for addressing low wages as
this can put the stability of contracts and supply
chains at risk.



Calculating materiality impact
of reaching living wages

We estimated the impact increasing wages to
the living wage level would have on factory pric-
es (prices paid for ready-made garments to the
manufacturers) to illustrate the business case. Ac-
cording to various estimates, labour costs share a
range between 7% to 24% of prices paid to fac-
tories for ready-made products depending on
sourcing country®. This is approximately 7-21% of
cost of goods sold (COGS), or between 2.5-8% of
the total cost structure. Average factory monthly
wages were estimated using factory wage data

(excluding overtime) supplied by H&M’, the only
large apparel company disclosing wage data in
their supply chain. We used the most recent living
wage estimates by Global Living Wage Coalition
(which is using Anker method?) except for Turkey
and Cambodia where we used Wagelndicator.org
for a typical family average of higher and lower
estimates. These estimates and methods are rath-
er conservative, compared to Asia Floor Wage,
whose estimates are approximately 1.5-2 times
higher.
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The largest gap between paid average wages and our living wages estimate is in Bangladesh
where wages would need to double to meet living wage levels. Next is India, where depending
on the region the wages would need to increase by 40%. In Indonesia and Cambodia, wages
should increase by 15-25%. China is the only country in the study where wages paid to apparel
factory workers are higher than living wage estimates (35% more).

Deloitte Access Economics for Oxfam Australia, A Living Wage in Australia’s Clothing Supply Chain (2017); Global Fashion Agenda, Pulse of Fashion Industry (2017)

H&M, H Grc Sustainability Rey 18)

The Anker Methodology is a widely accepted and published new methodology to estimate living wages that is both internationally comparable and locally specific. It was developed by living wage
experts Richard Anker (formerly ILO) and Martha Anker (formerly WHO). See the detailed description here
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https://www.globallivingwage.org/about/anker-methodology/

The potential impact achieving living wages
would have on prices paid to supplier factories
depends heavily on the sourcing countries mix.
For example, a company sourcing a third of its
value chain from China, a third from Bangladesh
and a third from a mix of India, Indonesia, Cam-
bodia and Turkey, would face an increase of 3.5%
to 9% in factory prices depending on the estimate
of labour cost share. Companies that are not en-
gaging with their suppliers on living wages and
require only minimum wages, i.e. lowest minimum
standards with the same mix of supplier countries,
would face an increase of between 6% to 13% in
factory prices.

When minimum wages or negotiated wages
via collective bargaining agreements rise, they
impact all buyers in the same way forcing even
brands that have not committed to living wages to
pay more to the factories. We see this as a factor
that will put long-term pressure on the industry’s
profit pool, particularly for companies that are not
addressing the issue.

Textile workers, Cambodia

Apparel sector wage data across countries, USD (2018)
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Source: Adapted by Responsible Investments, NAM based on data from H&M Sustainability report 2018, Living Wage in
Australia’s Clothing Supply Chain (2017) and Global Fashion Agenda (2017)



How are companies already
addressing the issue?

Some apparel companies are making efforts to
address the living wage issue. Very few pay a
Fairtrade premium for sourcing from certified fac-
tories (e.g. Patagonia) or pay a bonus to workers
(e.g. Nudie Jeans). But these methods do not ad-
dress the living wage problem in a structural and
scalable way and are completely at the brand’s
discretion.

Apparel industry ACT (Action, Collaboration,
Transformation) maintains partnerships with 22
apparel companies and IndustriALL Global Union
focuses on addressing the issue of living wages
through industry-wide collective bargaining and
fashion companies’ purchasing practices com-
mitments that facilitate fair living wage payment
by suppliers to workers. In addition to enabling
living wages, industry level collective bargaining
agreements can reduce the risk of wage disputes
between workers and suppliers and help to build
more stable business environments. It is evident
that fast fashion companies are facing tougher in-
ternational competition as they strive to bring the
best value for money to the market. That is why
they want a level playing field in terms of living
wage commitments as they compete for suppli-
ers. Cambodia is the first major country supplying
the global apparel industry in which ACT is cur-
rently working on an industry-level collective bar-
gaining agreement; it is expected to be finalized
during 2019.

Companies have several options if they wish to
address this issue. They may continue exploring
further cheaper countries from which to source
labour. However, the risks are very high, and it can
take considerable investments and time, e.g. em-
ployee training and management of cultural con-
flicts®. They could also work to improve their own
operational efficiency to absorb increasing costs.
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Or they could focus their efforts on their suppli-
ers by enacting factory level standards, enhanc-
ing working conditions, reducing staff turnover
and improving employee health and motivation.
This would increase productivity and quality. They
could also focus on increasing consumer aware-
ness and preparing consumers to pay more for
clothes. Finally, they could invest in R&D to re-
place costly and unsustainable elements of their
supply chains and deliver products more efficient-
ly to their markets™.

New York University's Stern Center for Business and Human Rights, Made in Ethiopia: Challenges in the Garment Industry's New Frontier (2019)

Eg. Levi Strauss (2018) ‘Project F.L.X. Redefines the Future of How Jeans Are Designed, Made and Sold


https://issuu.com/nyusterncenterforbusinessandhumanri/docs/nyu_ethiopia_final_online?e=31640827/69644612
https://actonlivingwages.com/new-background-brief-on-collective-bargaining-at-industry-level/

Conclusion

What do we expect from
sustainable brands?

There is a business case for apparel companies
to address the increasingly material ESG risk of
lower than living wages. Our perspective is that
companies should address the risk by joining in-
dustry initiatives such as ACT and adjust purchas-
ing practices to allow payment of living wages
by their suppliers. We also believe it would ben-
efit them to engage with suppliers on improving
productivity and quality, especially in countries
where factories struggle with providing value
added products. It would be in the company'’s in-
terest to do this and provide a high level of trans-
parency on the related strategy and progress.

Overall, responding to the challenge around low-
er than living wages in a sustainable way could
help to improve the efficiency of their own oper-
ations as well as that of the supplier. These mea-
sures would increase product/service transpar-
ency towards their clients. As consumer demand
for more sustainable apparel choices grows, ef-
forts made to address the living wage question
will not go unnoticed and could expedite compa-
nies’ process of adjusting their brand value prop-
osition toward sustainability.



Nordea Asset Management is the functional name of the asset management business conducted by the legal entities Nordea Investment Funds S.A.
and Nordea Investment Management AB (“the Legal Entities”) and their branches, subsidiaries and representative offices. This document is intended
to provide the reader with information on Nordea's specific capabilities. This document (or any views or opinions expressed in this document)
does not amount to an investment advice nor does it constitute a recommendation to invest in any financial product, investment structure or
instrument, to enter into or unwind any transaction or to participate in any particular trading strategy. This document is not an offer to buy or sell,
or a solicitation of an offer to buy or sell any security or instruments or to participate to any such trading strategy. Any such offering may be made
only by an Offering Memorandum, or any similar contractual arrangement. Consequently, the information contained herein will be superseded in
its entirety by such Offering Memorandum or contractual arrangement in its final form. Any investment decision should therefore only be based on
the final legal documentation, without limitation and if applicable, Offering Memorandum, contractual arrangement, any relevant prospectus and
the latest key investor information document (where applicable) relating to the investment. The appropriateness of an investment or strategy will
depend on an investor’s full circumstances and objectives. Nordea Investment Management recommends that investors independently evaluate
particular investments and strategies as well as encourages investors to seek the advice of independent financial advisors when deemed relevant
by the investor. Any products, securities, instruments or strategies discussed in this document may not be suitable for all investors. This document
contains information which has been taken from a number of sources. While the information herein is considered to be correct, no representation or
warranty can be given on the ultimate accuracy or completeness of such information and investors may use further sources to form a well-informed
investment decision. Prospective investors or counterparties should discuss with their professional tax, legal, accounting and other adviser(s)
with regards to the potential effect of any investment that they may enter into, including the possible risks and benefits of such investment.
Prospective investors or counterparties should also fully understand the potential investment and ascertain that they have made an independent
assessment of the appropriateness of such potential investment, based solely on their own intentions and ambitions. Investments in derivative
and foreign exchange related transactions may be subject to significant fluctuations which may affect the value of an investment. Investments in
Emerging Markets involve a higher element of risk. The value of the investment can greatly fluctuate and cannot be ensured. Investments
in equity and debt instruments issued by banks could bear the risk of being subject to the bail-in mechanism (meaning that equity and
debt instruments could be written down in order to ensure that most unsecured creditors of an institution bear appropriate losses) as
foreseen in EU Directive 2014/59/EU. Nordea Asset Management has decided to bear the cost for research, i.e. such cost is covered by existing fee
arrangements (Management-/Administration-Fee). Published and created by the Legal Entities adherent to Nordea Asset Management. The Legal
Entities are licensed and supervised by the Financial Supervisory Authority in Sweden and Luxembourg respectively. The Legal Entities’ branches,
subsidiaries and representative offices are licensed as well as regulated by their local financial supervisory authority in their respective country of
domiciliation. Source (unless otherwise stated): Nordea Investment Funds, S.A. Unless otherwise stated, all views expressed are those of the Legal
Entities adherent to Nordea Asset Management and any of the Legal Entities’ branches, subsidiaries and representative offices. This document may
not be reproduced or circulated without prior permission. Reference to companies or other investments mentioned within this document should not
be construed as a recommendation to the investor to buy or sell the same but is included for the purpose of illustration. The level of tax benefits
and liabilities will depend on individual circumstances and may be subject to change in the future. © The Legal Entities adherent to Nordea Asset
Management and any of the Legal Entities’ branches, subsidiaries and/or representative offices.

10



