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A Message from the Editor

This is the fourth in what has become an
annual series of JACF issues devoted to
what might be called the corporate “sustainability” question—that is, how can
companies respond to the growing popular
demand to play a larger role in addressing
environmental and other social problems
while still earning high enough rates of
return to keep attracting the private capital
necessary to sustain themselves?
The most promising approach to this
question, at least for this writer, was provided by Michael Jensen in an article we
published over ten years ago called “Value
Maximization, Stakeholder Theory, and
the Corporate Objective Function.”
In place of the economist’s traditional
prescription to maximize shareholder
value, Jensen introduced a concept he
called “enlightened value maximization”
that urges top management to invest
in relationships with all non-investor
“stakeholder” groups that can significantly affect the efficiency and value of
the firm. Besides a company’s employees and suppliers, such stakeholders also
include advocates for the environment
and local communities as well as legislators, regulators, tax collectors, and other
representatives of the “public interest.”
Jensen’s basic message is that, for public
companies to maximize their own longrun value, management must win the tacit
support, if not the emotional allegiance,
of all these groups while still providing
competitive returns to their investors.
With this expanded mission statement
in mind, we devoted most of our first
sustainability issue to corporate initiatives and investments designed to protect
the environment while at the same time
preserving—and, in some cases, even
increasing—value for shareholders. We
2

looked at exceptionally successful cases
like Dow Chemical, which has found new
markets and profitable growth in producing environmentally friendly products
like solar shingles and advanced battery
technologies. But we also looked at more
“representative” cases like that of American
Electric Power, the largest emitter of CO2
among U.S. electric utilities. Along with
its efforts to sequester carbon and shift its
fuel sources toward natural gas and renewables, AEP has developed a successful
“stakeholder engagement” program that
has been praised not only by the regulators and consumers directly engaged by
it, but also by equity analysts and institutional shareholders. Such a case is more
representative in the sense that, although it
involves considerable corporate investment,
the payoffs do not show up immediately
on the P&L. Instead, the returns come
in the form of more favorable treatment
by regulators, politicians, and NGOs
representing civil society—and in some
cases more engaged employees and more
loyal customers—whose ultimate effects
on corporate revenue and value may not
materialize for years.
But, of course, for corporate managements to have the confidence to make
such investments in the corporate future,
the markets must provide some kind of
encouragement or payoff well before that.
With that in mind, the main focus of the
second of our sustainability series was
large influential investors and the growing
role of “ESG” (environmental, social, and
governance) criteria and information in
their decision-making. One of the main
messages of that issue is the potential for
public companies to find long-term “partners” among a small but distinguished
group of “value-based” investors who have
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made ESG analysis a critical part of their
stock valuation process.
As presented in both of these issues,
then, sustainable financial management
means making significant investments
of corporate thought and energy and, in
many cases, investor capital with expected
payoffs that are often neither immediate
nor well-defined. For corporate managements, committing to such investments
can be a challenge since many of them
require difficult trade-offs between shareholders and stakeholders—and what
appear to be sacrifices of value, at least in
the near term. Having made investments
that are likely to reduce their reported
earnings, at least for a while, CEOs and
boards must work hard to explain those
decisions to the markets. In cases like this,
management must succeed in gaining the
confidence and commitment of a group of
investors who are not only responsive to
the ideals that inform these decisions, but
also sophisticated and far-sighted enough
to see the possibility of combining social
and economic goals in this way.
Which brings us to the main question
posed by our third sustainability issue:
How do companies find such investors, and
persuade them to buy their shares? Most
of the suggestions offered by our contributors centered on the promise of “integrated
reporting,” a relatively new form of investor communication whose emergence and
recent growth have led some to call it a
“movement.” (And the fact that just a few
months ago so widely admired a company
as GE issued its first integrated report—
prefaced by what Forbes described as “an
unusually long and informative Chairman’s
letter” by Jeff Immelt—suggests that the IR
movement may indeed be getting close to
a tipping point.)
Spring 2016

But what do we mean by “integrated
reporting,” and in what sense is it new?
Since the late 1990s, most large global companies have been producing “sustainability
reports” that discuss all their environmental and social activities, with little attempt
to distinguish their relative importance
or expected effects on corporate profits
and market values. The goal of integrated
reporting is for companies to provide, as
part of their financial statements, detailed
accounts of just their “material” environmental and social risks—those capable of
having significant effects on profitability
and value—along with management’s
plans and efforts to manage such risks,
and estimates of the effects of such risks
and responses on long-run value.
In other words, the goal of integrated
reporting is to establish the link between
ESG exposures and shareholder value. And
that brings us to the focus of this issue: the
critical importance of identifying material
ESG exposures—along with any significant
opportunities created by them—and communicating to the capital markets both the
plan to manage such exposures and their
expected effects on strategy and value.
In our lead article, Harvard Business
School’s George Serafeim joins Chris
Pinney, President of the High Meadows Institute, in dispelling a number of
“myths” about ESG investing. The most
prevalent, and misleading, of these myths
is that practitioners of ESG investing are
forced to settle for below-market returns.
The reality described by the authors is that
investors who have incorporated “material” ESG risks and opportunities into
their decision-making have earned average returns that are if anything higher than
those earned by conventional portfolios,
while exhibiting lower risk.

How have such investors managed to
produce higher returns, while taking less
risk? One key to the answer was provided
by a study that was published in the past
year by Serafeim himself, and that was
made possible by the work of the Sustainability Accounting Standards Board
(SASB) in identifying “material” ESG
factors for 79 different industries. Looking at over 2,000 U.S. companies during
the period 1993-2013, Serafeim used the
SASB’s materiality classifications along
with various sustainability rankings and
indicators to assess corporate performance
in terms of both their material and “immaterial” ESG issues. What the study finds
is that companies achieving high scores
on their material issues experienced both
higher growth in profit margins and larger
risk-adjusted stock returns than otherwise
comparable firms. By contrast, those
companies that scored well on ESG issues
deemed immaterial by the SASB were associated with just average or, in some cases,
below-market returns.
The message of our lead article, then,
is the importance of distinguishing corporate initiatives designed to manage
material, business-related ESG exposures
from efforts to deal with relatively unimportant, though perhaps socially popular,
ESG issues. And in the article that follows, Willem Schramade, a finance Ph.D.
who works for the highly regarded Swissbased asset management firm RobecoSAM,
presents the outline of a promising “valuedriver adjustment” (VDA) approach that
investors and companies can use when
estimating the effects on values of material ESG exposures and corporate efforts
to manage them. The approach begins by
identifying a company’s material issues,
then analyzes how such issues are expected
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to affect the company’s business model and
competitive position, and finally attempts
to quantify the effects of such strategic
changes on value drivers that include sales,
profit margins, and the amount and cost of
the capital required to operate the business.
For companies—or their investors—
seeking help in distinguishing material
from less important exposures, the SASB,
as mentioned, has identified material
issues for 79 industries, and now provides
“provisional, industry-specific” guidelines
for reporting on those issues. As CEO
Jean Rogers and director Bob Herz (also
the former head of the FASB) point out
in their article discussing the SASB’s aims
and accomplishments, “Just as an industry approach is critical in financial analysis,
it’s also critical in helping investors evaluate sustainability performance…because
of differences [among industries] in how
companies use natural and other social
resources… and how they impact society
and the environment in the process.”
But if some investors are willing to
entrust their decisions about materiality to
the SASB, Bob Eccles and Tim Youmans of
HBS argue in the article that follows that,
in the case of companies, such “exercises of
judgment” should be made and revisited
each year by their boards of directors. What’s
more, having made such determinations,
the boards should issue an annual, onepage “Statement of Significant Audiences
and Materiality” that lays out the thinking
behind them.
When we start on our fifth sustainability issue next spring, it will be interesting
to see how many boards have chosen
to take this step. Even if the answer is
none or few, the corporate share of mind
for “ESG materiality” should be up a lot.
—DHC
Spring 2016
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Executive Summaries

ESG Integration in Investment
Management: Myths and Realities

Sakis Kotsantonis, Chris Pinney, and
George Serafeim
The number of public companies reporting ESG information grew from fewer
than 20 in the early 1990s to 8,500 by
2014. Moreover, by the end of 2014,
over 1,400 institutional investors that
manage some $60 trillion in assets had
signed the UN Principles for Responsible Investment (UNPRI). Nevertheless,
companies with high ESG “scores” have
continued to be viewed by mainstream
investors as unlikely to produce competitive shareholder returns, in part because
of the findings of older studies showing
low returns from the social responsibility investing of the 1990s. But studies of
more recent periods suggest that companies with significant ESG programs have
actually outperformed their competitors
in a number of important ways.
The authors’ aim in this article is to
set the record straight on the financial
performance of sustainable investing
while also correcting a number of other
widespread misconceptions about this
rapidly growing set of principles and
methods:
Myth Number 1: ESG programs
reduce returns on capital and long-run
shareholder value.
Reality: Companies committed to
ESG are finding competitive advantages
in product, labor, and capital markets;
and portfolios that have integrated
“material” ESG metrics have provided
average returns to their investors that are
superior to those of conventional portfolios, while exhibiting lower risk.
Myth Number 2: ESG is already well
4

integrated into mainstream investment
management.
Reality: The UNPRI signatories have
committed themselves only to adhering to a set of principles for responsible
investment, a standard that falls well
short of integrating ESG considerations
into their investment decisions.
Myth Number 3: Companies cannot
influence the kind of shareholders who
buy their shares, and corporate managers
must often sacrifice sustainability goals
to meet the quarterly earnings targets
of increasingly short-term-oriented
investors.
Reality: Companies that pursue major
sustainability initiatives, and publicize
them in integrated reports and other
communications with investors, have
also generally succeeded in attracting
disproportionate numbers of longer-term
shareholders.
Myth Number 4: ESG data for fundamental analysis is scarce and unreliable.
Reality: Thanks to the efforts of
reporting and investor organizations
such as SASB and Ceres, and of CDP
data providers like Bloomberg and
MSCI, much more “value-relevant” ESG
data on companies has become available
in the past ten years.
Myth Number 5: ESG adds value
almost entirely by limiting risks.
Reality: Along with lower risk and
a lower cost of capital, companies with
high ESG scores have also experienced
increases in operating efficiency and
expansions into new markets.
Myth Number 6: Consideration of
ESG factors might create a conflict with
fiduciary duty for some investors.
Reality: Many ESG factors have been
shown to have positive correlations

Journal of Applied Corporate Finance • Volume 28 Number 2

with corporate financial performance
and value, prompting ERISA in 2015
to reverse its earlier instructions to
pension funds about the legitimacy of
taking account of “non-financial” considerations when investing in companies.
Bridging Sustainability and Finance:
The Value Driver Adjustment Approach

Willem Schramade
Even though most large corporations
view sustainability considerations and
concerns as having the potential to affect
their revenue and profits, and studies have
shown that sustainability can affect stock
returns, investors and corporate managers
continue to struggle to incorporate such
concerns into their financial decisionmaking. As a consequence, the valuation
effects of sustainability issues are not fully
reflected in either the valuation of companies by investors or in capital investment
decisions by corporate managers.
The author argues that sustainability
can be integrated into both of these kinds
of financial decision-making by linking it
to business models, competitive positions,
and value drivers using what the author
calls a “value-driver adjustment” (VDA)
approach. The basic idea is simple: material sustainability issues affect business
models and competitive positions, which
in turn affect the company’s value drivers—notably, sales, margins, and capital.
The VDA approach explicitly considers
these linkages by taking three steps: (1)
identifying a company’s material sustainability issues; (2) analyzing how these
issues are expected to affect the company’s business model and competitive
position; and (3) quantifying the effects
Spring 2016

of such changes in business model and
competitive position on the company’s
value drivers, including its cost of capital.
In the first part of the article, the
author provides an investor perspective
that shows how sustainability can be
integrated into investment decisions by
asset managers. There he explains how
and why ESG integration has so far
failed to become mainstream, and what
needs to be done to make it successful.
The second part of this article takes the
corporate perspective and shows how
sustainability can be linked to value
drivers using much the same ingredients as in asset management, but slightly
different tools that can help corporate
managers incorporate sustainability
concerns into strategy and operations,
including the finance function. And in
closing, the author brings together corporate and investor perspectives while
showing how sustainability programs
can be used to make the relationship
between companies and their shareholders both stronger and longer-lasting.
Governance and Climate Change:
A Success Story in Mobilizing Investor
Support for Corporate Responses to
Climate Change

Mats Andersson, Patrick Bolton, and
Frédéric Samama
Until fairly recently, the main approach
to getting business to respond to climate
change has been top-down efforts to regulate emissions and enact various forms of
“carbon pricing.” The aim of such efforts
has been to make businesses “internalize” the costs associated with greenhouse
gas (GHG) emissions. Governments

are expected to set the environmental
protection rules for companies in their
respective countries, and markets are
expected to adjust to the new regulations
and carbon prices.
But this classical approach to economic policy does not work when applied
to a global “public goods” challenge like
trying to limit the extent and effects of
climate change. Instead of a top-down
approach, in which economic actors are
forced to respond to regulations imposed
on them, the Paris climate agreement of
2015 was reached using a bottom-up
approach centered on the concept of
Intended Nationally Determined Contributions (INDCs)—along with a process
that ended up encouraging the participation of all economic actors, not just
governments.
The authors provide an account of how
the Paris agreement was reached, and why
the “Portfolio Decarbonization Coalition” under the auspices of the United
Nations is the most important of several
private-sector initiatives that are changing the way corporations operate. Thanks
in large part to the PDC, investors can
now undertake meaningful corporate
governance action on climate change.
With GHG emissions from a particular
companies’ operations now much easier
to measure, objective performance metrics on GHG emissions can now be set
by boards and verified by shareholders.
And current decarbonized indexes can be
used as performance benchmarks for asset
managers’ compensation, which can be
tied to return outperformance relative to
a “decarbonized” index.
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Measuring What Matters:
Industry Specificity Helps Companies
and Investors Gain Traction on
Sustainability

Bob Herz and Jean Rogers
Financial analysts interpret the performance of companies and their securities
through an industry lens. Just as an industry approach is critical in financial analysis,
it’s also critical in helping investors evaluate
sustainability performance, since sustainability issues differ from one industry to
the next—in large because of differences in
how companies use natural and other social
resources when bringing their goods and
services to market, and how they impact
society and the environment in the process.
The Sustainability Accounting Standards Board (SASB) was created in 2012
to deliver a full set of sustainability
accounting standards that can be used to
guide industry-specific corporate sustainability disclosure to the capital markets.
SASB has now issued provisional standards for 79 industries, thereby enabling
companies and investors for the first time
to identify patterns of sustainability risks
and opportunities both across and within
industries. Although high-level issues
such as climate change, product safety,
and resource intensity and scarcity have
material impacts across a variety of sectors, those impacts often vary greatly from
one industry to the next. Thus, although
the risk may be ubiquitous, it is also differentiated to the point that each industry
has its own distinct sustainability profile.
Understanding these unique profiles can
help companies better manage the issues
that are most likely to present material
risks to their industries.
Spring 2016
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Executive Summaries
Continued

Materiality in Corporate Governance:
The Statement of Significant Audiences
and Materiality

Robert G. Eccles and Tim Youmans
Materiality is an elusive, but funda menta lly importa nt concept in
corporate reporting of all kinds—not only
in traditional financial reporting, but in
sustainability and integrated reporting as
well. In the end, materiality is entity-specific and based on judgment. Moreover,
it is a judgment that should ultimately be
made by a company’s board of directors,
which makes materiality as much a governance as a reporting issue.
Whether a given ESG issue is material
is in large part a function of the corporate stakeholders, or “audiences,” that the
company’s board of directors deems to be
“significant”—that is, important to the
company’s ability to create value over the
short, medium, and long term. The identification of such audiences—together
with the time frames the board uses to
evaluate the impact of the company’s
decisions on these audiences—provides
the basis for determining the sustainability issues that corporate management
must focus on for performance and
reporting purposes.
To help ensure that decisions about
materiality receive the attention they
deserve, the authors propose that corporate boards articulate their views in an
annual “Statement of Significant Audiences and Materiality.” Contrary to the
prevailing belief that the fiduciary duty of
the board is to place shareholders’ interests first, nothing precludes corporate
boards from issuing such a statement.
Recent research, including the compilation of legal memos on fiduciary duty
6

and nonfinancial reporting for all G20
countries, makes it clear that the board’s
fiduciary duty is to “the corporation
itself.” In exercising this duty, directors
have full discretion, under the business
judgment rule and other authorities,
to decide which audiences, along with
the company’s shareholders, should be
deemed significant.
ESG for All? The Impact of
ESG Screening on Return, Risk, and
Diversification

Tim Verheyden, Robert G. Eccles,
and Andreas Feiner
A large body of research has documented
a positive relationship between different measures of sustainability—such as
indicators of employee satisfaction and
effective corporate governance—and
corporate financial performance. Nevertheless, many investors still struggle to
quantify the value of ESG to investment
performance.
To address this issue, the authors
tested the effects of using different ESG
filters on an investable universe that
serves as the starting point for a fund
manager. In this way, they attempted
to determine the extent to which ESG
data can add value to any investment
approach, regardless of preferences
towards sustainable investing.
The authors report “an unequivocally
positive” contribution to risk-adjusted
returns when using a 10% best-in-class
ESG screening approach (one that effectively removes companies with the lowest
10% of ESG rankings), both on a global
and a developed markets universe. More
specifically, as a result of such screening,
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both the global and developed markets
portfolios show higher returns, lower
(tail) risk, and no significant reduction
of diversification potential despite the
reduction in the number of companies.
Use of a 25% screening filter was also
found to add value, especially by reducing tail risks, but with a larger deviation
from the unscreened universe.
Overall, then, the authors’ finding is that the incorporation of ESG
information contributes to better
decision-making in every investment
approach, with the optimal configuration
depending on a fund manager’s preferences and willingness to deviate from an
unscreened benchmark.
Integrating Systemic Risk into
Modern Portfolio Theory and Practice

Steve Lydenberg
Conventional wisdom holds that the
performance of investment managers
should be measured against some broad
market index such as the S&P 500. The
broad market averages provide a useful
benchmark because they are assumed to
be beyond the influence of investment
managers and provide a way of capturing
what financial economists call “systematic risk,” which is the part of total risk
that cannot be avoided through portfolio
diversification. But one clear limitation of
such an approach to performance evaluation is that by focusing on risks and
rewards at the portfolio level only, it fails
to consider risks and rewards at a systemic
level, where the performance of all portfolios is increasingly likely to be affected.
The author begins by making the
case that the performance evaluation
Spring 2016

and collective decision-making of investment managers could have the effect of
increasing the level of systematic risk in
both the markets and the real economy.
Then, after suggesting that the strength
or weakness of environmental, social,
and governance (ESG) frameworks can
have substantial effects on overall market
returns, he discusses a number of efforts
currently underway to integrate ESG factors into portfolio-level decision-making.
The author closes by urging asset owners to take the following three steps to
help bridge the gap between investment
decision-making and ESG consequences:
(1) acknowledge the connection between
investment decision-making and systemslevel risks and rewards; (2) determine
which systemic frameworks are most
appropriate and useful for their purposes;
and (3) implement investment practices
that allow them to manage systemic-level
risks and rewards while simultaneously
achieving competitive financial returns
in their portfolios. With the help of new
measurement and management tools, asset
owners can strengthen systemic frameworks, communicate the importance of
ESG performance to their investees and
investors, and align their efforts with those
of governmental and non-governmental
organizations to limit systemic risk.
Morgan Stanley Perspectives on
Sustainable Investing: Acceleration
and Integration

Audrey Choi
The CEO of Morgan Stanley’s Institute for Sustainable Investing discusses
recent developments in the field since
the founding of the Institute three years

ago. The position of the Institute, which
works across Morgan Stanley businesses
as well as with external partners, provides
a unique vantage point for assessing both
the company’s and the financial industry’s progress in advancing the goals of
sustainability.
Since its inception, the Institute has
focused on measuring investor interest
and highlighting the performance realities
of sustainable investing strategies, with
the ultimate goal of helping to increase
the adoption of such strategies by not only
Morgan Stanley’s clients, but throughout
the industry. Drawing on its own survey
data and on the research and views of the
Institute’s internal and external collaborators, the author describes not only the
acceleration of investor interest and the
emergence of new players, but also the
progressive integration of sustainability
with more traditional methods as ESG
issues move from being peripheral to
“material” and “strategic” considerations.
Such integration is helping to ensure that
sustainability concerns—and corporate
efforts to deal with them—will prove
more than just a temporary trend and
assume a prominent, and permanent,
position in the dialogue between companies and investors.
Delaware Public Benefit Corporations:
Widening the Fiduciary Aperture to
Broaden the Corporate Mission

Frederick Alexander

the author nevertheless also believes
that the stockholder primacy model
that currently animates corporate fiduciary principles is too narrow. In the
excerpts from his new book that make
up this article, the author describes the
“benefit corporation,” which introduces
a corporate governance model based
on stakeholder principles. This model
encompasses a more complete recognition of the complex interdependencies
between all aspects of a global society,
and of the responsibility of corporations to reflect those interdependencies
in their decision-making. Although initially a skeptic, the author now believes
that benefit corporation law offers an
important opportunity for companies
to align the interests of their investors
with those of their stakeholders in a
potentially value-increasing way that is
discouraged by traditional corporate law.
State legislatures began authorizing
benefit corporations in 2010, and they
are now available in 32 U.S. jurisdictions. Over 3,000 benefit corporations
have been formed. What’s more, they are
raising capital from traditional funders,
including venture capitalists, and at least
one benefit corporation has already gone
public. As the author says in closing, “the
stakeholder governance model facilitated
by benefit corporations provides a clear
path to a future of shared value creation,
and some investors and corporations
have started down that path.”

As a past practitioner of corporate law
in Delaware for 26 years who remains
convinced that the for-profit corporation remains the best vehicle for
raising and allocating private capital,
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Executive Summaries
Continued

The Evolution of Integrating
ESG Analysis into Wealth Management
Decisions

Peter Roselle
Retail investors rely heavily on the advice
of their financial advisors. But relatively
few of those advisors have begun to
incorporate investment strategies based
on environmental, social and governance
(ESG) factors for their client’s portfolios.
The author attributes this lack of interest to the disappointing returns of the
“first generation” of ESG retail investment products, which approached the
topic through a “socially responsible
investing” (SRI) lens with mandates to
exclude companies and industries viewed
as having negative impact on society.
These early “negative screening” directives had the effect of reducing the size of
the manager’s investable universe, which
effectively ensured that SRI portfolio
would underperform the overall market.
The author, who is himself a practicing
financial advisor, proposes that an innovative evolutionary process is underway
in which investment managers are shifting away from a penchant for “negative
screening” to a more inclusive approach
he refers to as “best-in-class ESG Factor Integration.” And he identifies three
main catalysts for this evolution: (1)
greater disclosure of ESG data by public
companies; (2) the growing accuracy and
accessibility of ESG research, from commercial as well as academic sources; and
(3) the inclusion of ESG factors with the
traditional value drivers emphasized by
the fundamental and quantitative methods used by portfolio managers.
Although such integration is yet in
its early stages, the author is optimistic
8

that this growing trend will become an
important part of an overall sustainable
investing movement. No longer confined
to large institutional investors, ESG factor integration is now available through a
growing number of products and investment platforms.
Corporate Philanthropy and
Innovation: The Case of the
Pharmaceutical Industry

Fred Bereskin and Po-Hsuan Hsu
For decades now, pha rmaceutica l
companies have engaged in corporate
social responsibility (CSR) initiatives
to strengthen their reputations, brand
names, marketing, and public relations.
But evidence from the authors’ recent
study suggests that one particularly effective form of corporate philanthropy has
been direct contributions to universities
and other non-profit research organizations, many of which have led to
relationships that have developed into
highly productive research partnerships. Such direct industry support for
academic institutions and other research
partners has ranged from unrestricted
gifts to fee-for-service, and has taken the
form of joint ventures and new research
institutions as well as research contests
and other types of collaborations.
Moreover, such corporate giving
should be viewed as an important, and
highly productive, part of these companies’ innovation strategies. In support
of this argument, the authors report
that direct contributions by big pharma
result in a greater quantity and quality of
innovations—as measured by new patents—than the research that results from
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other forms of corporate philanthropy,
notably grants made to and administered
by the companies’ own foundations.
Such direct contributions are also associated with patents that are more likely
to broaden the corporate scope beyond
the firms’ traditional areas of expertise,
and that tend to have greater success in
obtaining FDA drug approvals, than the
patents resulting from R&D conducted
by corporate-sponsored foundations.
Managing the “S” in ESG:
The Case of Indigenous Peoples
and Extractive Industries

Nick Pelosi and Rebecca Adamson
Although a company’s “social license to
operate” is critical to its long-run viability and success, the “social” component
of corporate environmental, social, and
governance (ESG) problems appears to
be taking the longest to be integrated
into the corporate business model. The
authors make the case that corporate
boards must assume a more direct and
proactive role in identifying, measuring,
and mitigating social risk.
Board involvement in the management of social issues, although not a silver
bullet by itself, is an important step that
can help catalyze the changes needed
within upper, middle, and lower management. The absence of board oversight of
social performance means that the reporting chain is not reaching the highest level
of management. And this in turn creates
a lack of attention and accountability to
social performance that is likely to permeate the rest of the company.
Along with board oversight, companies need more and better information
Spring 2016

to understand the value that good social
performance creates for business, and to
equip them for building and maintaining
positive relationships with communities. At the individual company level,
this means more comprehensive and
granular analysis of social risk, the full
range of costs of conflicts with local communities, the benefits of having a social
license, and quality baseline data for
community engagement. At the macro
level, these data points must be aggregated to understand their implications
across industries.

Finally, given the early-stage nature of
many of these markets and the sometimes
uneven understanding of sustainability
issues at a company level, the authors
argue that active ownership can be an
important driver of alpha generation by
fund managers. Engaging constructively
with board members and management teams to improve a company’s
ESG profile can help drive operational
improvements, strengthen the risk management function, and upgrade investors’
perception of the quality of the management team.

ESG Investing in Emerging and
Frontier Markets

Jamieson Odell and Usman Ali
The authors discuss the benefits of considering material environmental, social,
and governance (ESG) factors when
investing in emerging and frontier markets. Companies that operate in these
markets face a myriad of operating challenges, and management teams that
respond to such challenges effectively can
achieve superior financial performance
over time. They are able to grow faster,
achieve higher profitability, reduce their
cost of capital, and manage exogenous
risks better than their peers.
For investment managers, integrating
sustainability into the analysis process
provides a differentiated lens to identify
companies that possess strong competitive advantages that can drive value
creation over time. At the same time,
it can help investment managers avoid
companies that have embedded risks in
their business model or operations that
may not be entirely visible to the market.
Journal of Applied Corporate Finance • Volume 28 Number 2
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ESG Integration in Investment Management:
Myths and Realities
by Sakis Kotsantonis, KKS Advisors, Chris Pinney, High Meadows Institute, and
George Serafeim, Harvard Business School

ustainability in business refers to the integration
of social and environmental considerations, such
as climate change and income inequality, into
business strategy and practices. Defined in this
way, sustainability is a subject of growing interest to investors and companies alike, who are asking themselves: Is this
business approach finance-worthy—that is, capable of earning high enough rates of return to continue to attract capital
from private investors? And if so, how can investors (and
the companies themselves) evaluate corporate sustainability
programs and investments?
To help provide answers to such questions, investors are
increasingly turning to a myriad of environmental, social,
and governance (ESG) data that have recently become available. This profusion of new data has been facilitated by the
dramatic growth in the number of public companies reporting ESG information, from fewer than 20 in the early 1990s
to 8,500 by 2014.1 Moreover, by the beginning of 2016,
over 1,400 institutional investors with some $60 trillion in
assets under management had signed the UN Principles for
Responsible Investment (PRI), a document that—at least
in theory—commits its signers to consider corporate ESG
performance and data when allocating capital.
Until very recently, however, there has been considerable
doubt, especially among mainstream investors, that companies with high ESG “scores” could succeed in producing
competitive returns for their shareholders. Studies of the last
three decades of the 20th century have reported that what was
then known as Socially Responsible Investing (or SRI)—an
investment approach that worked mainly by screening out
the companies with the lowest ESG scores or entire industries
such as tobacco and alcohol—produced shareholder returns
that were often below market averages. And this finding has
in turn contributed to the widespread perception that corporate efforts to address environmental and social issues end up
reducing shareholder value.
But according to the findings of a large and growing body
of studies conducted in the past ten years, companies with
above-average ESG scores have actually outperformed their
competitors, both in terms of standard measures of operating performance and stock market returns. Of course, high

S

ESG scores are not always associated with high returns, and
many studies have shown that the superior performance of
ESG-conscious companies tends to be concentrated in certain
industries with certain kinds of customers and employees.
Moreover, such studies always come with a warning to
readers against confusing association with a causal relationship between high ESG scores and above-market shareholder
returns.
But even so, a large and growing number of studies—
some of which we discuss below—have developed and tested
research designs that limit the possibility that their findings
are driven by correlated (or “omitted”) variables, or by “reverse
causality.” In the pages that follow, we attempt to dispel,
along with five other common myths about ESG investing, the widespread misconception that corporate efforts to
address environmental and social issues always require shareholders to settle for lower long-run profitability and value. At
the same time, we consider the major challenges that remain
in strengthening ESG integration in mainstream investment
management and suggest ways of responding to them.
Myth Number 1: The net financial effect of corporate efforts to
address environmental and social issues is the reduction of corporate returns on operating capital and, along with them, long-run
shareholder value; and so, although ESG makes investors feel
good, it effectively asks them to accept lower returns on investment.
Reality: One of the most common misconceptions about
corporate efforts to address environmental and social issues
is that they constitute mainly a cost to the business—a cost
that, while meeting the demands of certain corporate stakeholders, effectively ends up reducing shareholder value. To be
sure, addressing social or environmental issues could prove
very costly for some companies. For example, companies that
attempt to address social inequality by dramatically raising
wages for low-skilled workers could quickly find themselves
unable to compete, and even go out of business. But the possibility now being explored by a growing number of companies
is whether such wage increases can prove to be a cost-effective
way of improving employee morale and productivity—and,
more generally, whether all kinds of corporate investments in
relationships with non-investor stakeholders such as suppliers

1. Serafeim, George, and Jody Grewal. “ESG Metrics: Reshaping Capitalism?” Harvard Business School Technical Note 116-037, March 2016.
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and governments as well as employees can succeed in leveraging capabilities and creating win-win situations. Though even
while acknowledging the possibility of such positive-NPV
investments in their stakeholders, corporate managers must
also know when to stop investing in such efforts, in order to
be able to produce economically attractive returns.
With the aim of providing answers to such questions, a
significant amount of research has been carried out in recent
years to better understand the economic effects of integrating
ESG issues into corporate financial decision-making, both
from a company and an investor perspective. The general
thrust of this research is that, at least for some kinds of
companies in some industries, such stakeholder investment
can prove to be a source of competitive advantage and value
that is increasingly being recognized by investors.
In one notable example of such research, a recent report
by Calvert Investments (written with one of the authors of
this article) provides a framework to help companies and their
investors understand the ways in which corporate social and
environmental activities can and have led to value creation.2
For example, companies often cite the cost savings achieved
by reducing waste and improving energy efficiency as benefits
of environmental initiatives. And to the extent that investors
view a company’s efficient use of natural capital resources as
a reliable proxy for management’s efficiency in using other
resources, particularly investor capital, such savings can translate into a significant increase in corporate values. Another
frequently mentioned benefit of sustainable business practices
is more effective risk management, which in turn can help
protect a company’s reputation and brand value. When investors are impressed by such practices, they are likely to require
lower returns on capital (which has the effect of reducing the
company’s “cost of capital”) and assign higher P/E multiples
to the firm’s current earnings or cash flow. Through their
effects on corporate reputation and brand values, sustainability practices can also increase companies’ long-run values by
helping them attract a more talented and engaged workforce,
as well as more satisfied and loyal customers. Finally, another
goal of some corporate sustainability programs are increases
in revenue from satisfying new customer needs and serving
previously underserved parts of the population. And as the
Calvert report notes, recent academic studies have provided
supporting evidence for each of these different ways that
sustainability initiatives can increase corporate cash flow or
shareholder value.
Along with this evidence of the effects of sustainability
on corporate operating performance, the report also presents
new research findings that attest to the market’s recognition

of the value of such programs. More specifically, the valuations of companies with above-average ESG performance are
shown to reflect higher expected growth and a lower cost of
capital. 3 In addition, such companies tend to trade at higher
valuation multiples in equity markets and to have lower credit
default swap spreads.
But if the research and evidence suggest significant
benefits from ESG integration, why does the myth of sustainability as a cost or low-return investment persist? Part of the
answer has to do with the fact that many mainstream investors and SRI funds still continue to employ exclusionary
screens as their ESG integration tool. This set of investment
practices is unable to capture the value added by sustainability
initiatives in certain companies, and as a result these funds
have not yet produced the returns one would expect. But
even more important in explaining the popular perception
of sustainability as a negative-NPV project is the clear reality
that, as demonstrated by recent research, only a relatively
small subset of the ESG data is what might be described as
“material” and hence “value-relevant” for each industry. And
this subset differs from industry to industry.
This reality is the main premise underlying the efforts of
the Sustainability Accounting Standards Board to identify
“material” ESG issues for nearly 80 different industries and
propose reporting standards for each.4 For example, according to the SASB, managing environmental impact is a very
important element of business strategy for companies in
the fossil fuel and transportation industries. But managing
environmental impact is relatively unimportant (or “immaterial”) for financial institutions and healthcare companies,
where other ESG concerns, such as fair marketing and advertising of products, tend to be very important.
In a study published in the past year, the authors (including one of the present writers) began by accepting, for each
industry,5 the SASB’s distinction between “material” and, by
implication, “immaterial” ESG issues. Then, for a sample of
more than 2,000 U.S. companies between 1993 and 2013,
the authors assessed the levels of corporate performance with
regard to each of their corresponding material and immaterial
ESG issues. And by quantifying corporate efforts to manage
both their material and immaterial exposures, the authors
were able to construct two sets of rankings: one index that
ranked companies based on their investments in addressing
material issues and a second that ranked companies based on
their investments in issues deemed to be immaterial.
What the authors found was that companies making
major investments in material ESG issues experienced both
higher growth in profit margins and higher risk-adjusted

2. Calvert Investments, 2016, “The Role of the Corporation in Society: Implications
for Investors,” http://www.calvert.com/perspective/research/calvert-serafeim-series-report
3. Calvert Investments. 2016. The Role of the Corporation in Society: Implications for
Investors. http://www.calvert.com/perspective/research/calvert-serafeim-series-report.

4. For a discussion in this issue of the goals and standards of the SASB by its CEO
and a prominent board member, see Bob Herz and Jean Rogers, “Measuring What Matters: Industry Specificity Helps Companies and Investors Gain Traction on Sustainability
Materiality,” Journal of Applied Corporate Finance,” Vol. 28 Number 2 (Spring 2016).
5. Khan, Mozaffar, George Serafeim, and Aaron Yoon. “Corporate Sustainability: First
Evidence on Materiality.” Accounting Review (forthcoming).
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stock returns than otherwise comparable companies. At
the same time, and in pointed contrast, those companies
that made significant investments in ESG issues the SASB
deemed to be immaterial were associated with average or, in
some cases, even inferior performance.
The message here, then, is the importance of distinguishing corporate initiatives and investments designed to
manage material, business-related ESG exposures—those
with large potential effects on the long-run value of the
firm—from efforts to deal with relatively unimportant,
though perhaps socially popular, ESG issues. The research
we have suggests that there is a significant payoff to the
first, in terms of increases in profits as well as stock returns,
while the expected returns for investing in concerns that
are largely peripheral to the business are neutral to negative.
Myth Number 2: ESG is well on its way to being integrated
into mainstream investment management and capital markets
with over $60 trillion in assets now subscribed to the Principles
for Responsible Investment established by the UN (UNPRI).
Reality: While the growing number of signatories to the
UNPRI is an encouraging step forward, it is a misleading
indicator of the actual level of ESG integration in capital
markets. The reality is that PRI signatories commit only to
behaving in accordance with a set of principles for responsible
investment, a commitment that falls well short of integrating
ESG considerations into all their investment decisions.
A more accurate picture of what is happening with ESG
integration can be found in the annual report provided by
the Global Sustainable Investment Alliance. According to
the GSIA report, the estimated size of the global sustainable investment market at the start of 2014 was around
$21.4 trillion, and thus only about a third of the $60 trillion
managed by UNPRI signatories.6 The difference between
the Assets Under Management (AUM) of UNPRI signatories and the actual sustainable investment market can be
accounted for by the facts that (1) not all signatories either
comply fully with the principles or are at the same stage of
development of their ESG integration process, and (2) signatories are not obliged to apply ESG integration practices to
their total AUM.
When we drill down further, we discover that of all the
different sustainable investing strategies, by far the most
common globally is the practice of “negative screening.”
Negative screening involves eliminating from the investment universe companies or countries that do not comply
with certain standards or international treaties, such as
the Fundamental Conventions of the International Labor
Organization (ILO). Sector-based screening consists of
eliminating from the investment universe sectors such as
6. Global Sustainable Investment Alliance. 2014. http://www.gsi-alliance.org/wpcontent/uploads/2015/02/GSIA_Review_download.pdf.
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tobacco, alcohol, and weapons that are viewed by many as
having destructive social consequences. But such a practice,
which accounts for an estimated $14.4 trillion of AUM,
represents a relatively minimal level of integration of ESG
factors into investment decision-making.
The second most common sustainable investing strategy involves a combination of ESG integration—which is
estimated to account for some $12.9 trillion of AUM—
and corporate engagement, or shareholder action, with an
estimated $7 trillion devoted to it. But the lion’s share of
such investing today is taking place in Europe rather than
the U.S. According to the U.S. Forum for Sustainable and
Responsible Investment, the total assets in the U.S. that
are managed with ESG factors explicitly incorporated into
investment analysis and decision-making are valued at $6.2
trillion, which represents only 16% of total AUM in the
U.S.7 Most of those AUM are still managed using negative
screening.
To better understand the challenges involved in deepening ESG integration, a 2015 report by the High Meadows
Institute examined the ESG incorporation practices of the
largest (in terms of AUM)7 25 global asset owners and asset
managers against the practices of major global companies.
The research showed that there is a wide range of ESG
metrics used, and most of those surveyed do not appear
to have the necessary governance and incentive systems to
ensure meaningful integration of ESG factors in investment
strategy and valuation models across asset classes.
Thus, while there is growing interest in ESG by investors
and expanding niche markets for “sustainable” investment
products, we are still a long way from seeing ESG integrated
into the models that drive most mainstream investment
decision-making.
Myth Number 3: Companies have little if any ability to influence the kinds of investors who buy their company’s shares. And
because the main focus of the vast majority of investors is nearterm reported earnings, with holding periods—and presumed
time horizons—ranging from three months to a year, corporate managers are often forced by market pressures to sacrifice
sustainability goals to meet quarterly earnings targets.
Reality: Capital markets are made up of an extraordinary variety of investors; and although most have a clear
preference for companies that aim to maximize value—at
least over the longer run—such investors exhibit a wide
range of holding periods and time horizons. What’s more,
as has been demonstrated by a growing body of research,
different management practices tend to attract different
types of investors, which in turn suggests that corporate
managers have some ability to shape their investor base
7. Global Sustainable Investment Alliance. 2014. http://www.gsi-alliance.org/wpcontent/uploads/2015/02/GSIA_Review_download.pdf.
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in ways that are consistent with the strategy of the organization.
Much of this research uses a method of classifying U.S.
institutional investors into one of three categories that was
developed by Wharton accounting Professor Brian Bushee.
The three categories are as follows: (1) “transients”—those
investors who hold lots of stocks with high turnover and
short holding periods; (2) “quasi-indexers”—those holding
lots of stocks with little turnover and long holding periods;
and (3) “dedicated holders”—those holding relatively few
stocks for long periods of time.9 In a study published a
year ago in this journal, one of us examined the effect of
U.S. companies’ use of integrated reporting on their shareholder base.10 The findings of the study showed not only
that companies that adopt more integrated reporting see
increases in their ratios of dedicated holders to transients,
but also that investor activism on sustainability issues and
the presence of a sustainability crisis have led companies to
practice more integrated reporting, thereby helping them
attract more long-term investors.
To see these findings in action, consider the case of the
biotech firm called Shire. Shire managed to change its investor
base over time by using top leadership commitment to make
sustainability issues a major strategic focus of the organization,
and to use integrated reporting as a way to communicate these
efforts. The change in Shire’s shareholder base was detected by
comparing the change in the ratio of the company’s dedicated
holders to its transient investors during the five-year period
from 2006 through 2011. In 2006, Shire’s dedicated holders
were outnumbered almost four to one by transients. By the
end of 2011, and some four years after Shire had begun to
implement its sustainability-centered strategy, the company’s
dedicated holders actually outnumbered its transients, which
is highly unusual for a public company.11 By 2011, investment
managers such as Domini Social Investments, Norges Bank
Investment Management, Scottish Widows, and Aviva Investors—all well known for incorporating ESG considerations
into their decision-making—were all holding significant
positions in Shire’s stock, which most of them hold to this
day. In sharp contrast, the institutional shareholders of Shire’s
competitors, while less dominated by short-term momentum
types than Shire’s investors in 2006, actually became more
short-term oriented over this same five-year period.
In sum, the success of companies that practice integrated
reporting in attracting longer-term shareholders suggests that

there is a clear potential to change a company’s shareholder
base in ways that end up contributing to increases in long-run
profitability and value. By giving management the confidence
to resist excessive pressure for short-term performance, the
presence of supportive long-term holders can encourage
top management both to make commitments to long-run
sustainability goals, and, even if it means missing a quarterly
earnings target, to make good on those commitments. One
example of such encouragement from markets came on the
day (April 13, 2015) Dow Chemical CEO Andrew Liveris
announced the company’s commitment to the “third generation” of its 10-year sustainability goals, a day when Dow’s
stock price outperformed its competitors’ by some 3.5%, an
unambiguous sign of some investors’ enthusiasm about the
firm’s long-run prospects.

8. High Meadows Institute, 2015. Sustainability in Capital Markets: A survey of
current progress and practices
9. See Brian J. Bushee and Christopher F. Noe, “Corporate Disclosure Practices, Institutional Investors, and Stock Return Volatility,” Journal of Accounting Research (2000):
171-202, and Bushee’s personal website for institutional investor classification data,
http://acct.wharton.upenn.edu/faculty/bushee/IIclass.html.
10. George Serafeim, “Integrated Reporting and Investor Clientele,” Journal of Applied Corporate Finance 27, no. 2 (Spring 2015): 34–51. Integrated reporting is a
process founded on integrated thinking that results in a periodic integrated report by an
organization about value creation over time and related communications regarding

aspects of value creation. An integrated report is a concise communication about how an
organization’s strategy, governance, performance and prospects, in the context of its
external environment, lead to the creation of value in the short, medium and long-term.
11. Andrew Knauer and George Serafeim, “Attracting Long-Term Investors Through
Integrated Thinking and Reporting: A Clinical Study of a Biopharmaceutical Company,” Journal of Applied Corporate Finance 26, no. 2 (Spring 2014): 57–64.
12. Robert G. Eccles, George Serafeim, and Michael P. Krzus, “Market Interest in
Nonfinancial Information,” Journal of Applied Corporate Finance, Vol. 23, Issue 4 (Fall
2011), pp. 113-127.
13. See http://www.sseinitiative.org/engagement/esg-guidance/.
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Myth Number 4: It is nearly impossible to do good fundamental
analysis taking into account ESG data because the data infrastructure is really lacking.
Reality: Although the argument that ESG data is still not
at the same level as financial data holds true, there has been
tremendous progress during the last few years in increasing
the availability and quality of data.
Companies are increasingly reporting ESG data. While
there were fewer than 20 companies producing reports
with ESG information in the early 1990s, there has been
an exponential increase to nearly 8,400 companies in 2014.
Investor interest in ESG data has also been growing at a fast
pace. Between November 2010 and April 2011, capital market
participants have tried to access ESG metrics 44 million times
using their Bloomberg terminals.12
Other capital market players have also played important
roles in the move toward better ESG reporting. The sustainable stock exchanges initiative was created to facilitate the
dialogue among stock exchanges, investors, regulators, and
companies and, in so doing, to increase corporate transparency. Stock exchanges are in a unique position to help
improve ESG data availability and quality by including listing
requirements related to ESG reporting and providing appropriate guidance and training. As of 2016, 15 stock exchanges
had produced ESG reporting guidance for listed companies,
and 23 had committed to producing guidance—while 41
had yet to do either.13
Several organizations have been instrumental in increasing the availability of ESG data. For example, the Global
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Reporting Initiative (GRI), which was the first organization
to provide guidance on disclosure of ESG metrics, has now
seen over 7,000 organizations voluntarily adopt those guidelines. As mentioned earlier, the Sustainability Accounting
Board has been developing and disseminating industryspecific sustainability accounting standards that are designed
to help publicly listed corporations disclose material factors
in compliance with Securities and Exchange Commission (SEC) requirements. Although SASB has a particular
focus on the U.S. market, the topics for which the SASB
sets standards are industry-specific, not region-specific, and
therefore apply to most companies and investors in global
markets. And the Carbon Disclosure Project (CDP) has
encouraged, and achieved considerable success in persuading, companies and cities across the world’s largest economies
to measure and disclose environmental information.
At the same time, the number of mainstream and
specialized data providers that have seized the opportunity
provided by a growing ESG market and ESG corporate
reporting has also increased rapidly. One survey has reported
finding that more than 80 ESG rankings and ratings have
been developed in the last decade alone.14 Bloomberg
collects ESG data from published company material and
integrates the data into the Equities and Bloomberg Intelligence platforms. Currently Bloomberg covers more than
11,300 companies with ESG data in 69 countries. The
number of customers using ESG data on Bloomberg terminals has increased from 1,545 in 2009 to over 12,000 in
2015.15 Thomson Reuters, through its ESG research platform,
provides a database containing information on over 5,000
global companies and over 400 metrics.
Many major data providers are also involved in disseminating ESG information. For example, in 2015 MSCI
provided coverage on 6,000 companies on the equities
side and 9,000 issuers and 350,000 securities on the fixed
income side. Their dataset includes 1,000 data points
on ESG policies, programs, and performance, 65,000
individual director profiles and 13 years of shareholder
meeting results.
Regulators have also been exerting pressure for better
ESG disclosure. In one of the most recent major developments, the European Union in 2014 adopted a directive on
non-financial reporting. The directive requires large publicinterest entities with more than 500 employees to disclose
in their management report information about company
policies, risks, and outcomes regarding environmental
matters, social and employee aspects, respect for human
rights, anticorruption and bribery issues, and diversity in
their board of directors.

While there has been a considerable increase in the
volume of ESG data, the challenge for investors remains
to identify those ESG factors that are material to financial
performance and a framework for corporate reporting and
communication with investors around these factors. As
reported in the 2015 HMI study cited earlier, asset owners,
asset managers and companies all tend to use different
framework and metrics, which further complicates the task
of ESG integration. Initiatives like SASB are important steps
forward in identifying which ESG factors are material by
industry. We are also seeing industry-driven initiatives, such
as Project Delphi and HMI’s ESG Path to Value Industry
Forum, that are designed to create practical approaches to
help mainstream investment analysts and portfolio managers
across asset classes identify material ESG factors and translate them into data that can be used in their valuation models
and investment strategies.
In sum, both the availability and quality of data are
increasing at a fast pace. And although ESG data are still
not as rigorous as financial data, one needs to remember the
time and effort it took for financial data to reach its current
level. The profession of accounting was recognized in 1896,
when the title of “certified public accountant” was first used,
and it took several decades for financial data to reach the
current level of rigor.

14. SustainAbility 2010. Rate the Raters Phase Two. Tanking Inventory of the Ratings
Universe. http://www.sustainability.com/library/rate-the-raters-phase-two.
15. See https://www.bloomberg.com/bcause/customers-using-esg-data.

16. Robert G. Eccles and George Serafeim, “The Performance Frontier,” Harvard
Business Review, 2013.
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Myth Number 5: ESG is only about managing risk and reducing costs.
Reality: Many consider ESG integration as a tool to
protect reputation, manage risk, and maybe decrease costs
by introducing efficiencies. The truth is that if companies
approach ESG integration only from a risk management
perspective, they may well find themselves underperforming their peers.
As discussed in an article called “The Performance
Frontier,” in the absence of major innovation, the financial
performance of companies may well decline even as their
ESG performance improves.16 ESG integration can be a
way to achieve growth in revenue while both managing risk
and improving operational efficiency. Take the case of Dow
Chemical, which has shifted from a risk management stance
on sustainability to leveraging technology and innovation
to provide new products and solutions. Dow’s management
identified opportunity areas that relate to the company’s key
capabilities that have resulted in potential markets whose
worth is estimated at some $320 billion. Several of the
company’s recent innovations were the output of sustainability-driven strategic planning. For example, Dow’s membrane
technologies are now positioned to reduce the cost of water
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Table 1

Myth

Reality

1. The net financial effect of corporate efforts to address environmental
and social issues is to reduce corporate returns on operating capital and,
along with them, long-run shareholder value

•O
 nly a relatively small subset of ESG issues is what might be described
as “material” and hence “value-relevant” for each industry
• I nitiatives and investments designed to manage material ESG issues
will produce results, in terms of increases in profits as well as stock
returns

2. ESG is well on its way to being integrated into mainstream investment
management and capital markets with over $60 trillion in assets now
subscribed to the Principles for Responsible Investment established by
the UN (UNPRI)

•O
 nly a small percentage of those assets are taking into account ESG
data in a systematic way.

3. Companies have little if any ability to influence the kinds of investors
who buy their company’s shares

•C
 ompanies can and have influenced their investor base. A real example
is the case of Shire, which managed to significantly change their shareholder base within 5 years by using sustainability strategy and integrated reporting to resist excessive pressure for short-term performance

4. It is nearly impossible to do good fundamental analysis taking into
account ESG data because the data infrastructure is really lacking

•P
 rogress on data availability and quality has been made over the last
few years. Companies, investors, stock exchanges, data providers and
NGOs have all played a key role in advancing ESG data infrastructure

5. ESG is only about managing risk

•T
 here are numerous examples of companies that have used ESG
integration as an enabler to achieve long term value and grow their top
line: Dow Chemical, General Electric, Unilever

6. Consideration of ESG factors in investment portfolio construction is
contrary to fiduciary duty

•P
 olicy makers and multi-stakeholder initiatives are now working to promote reforms in the legal interpretation of fiduciary duty. Changes are
already happening (Department of Labor, October 2015 new statement
to acknowledge the relevance of ESG issues on economic value)

desalination and reuse in the transportation and infrastructure industries by as much as 35%.
Another example of how sustainability has created
market opportunities is GE’s Ecomagination initiative.
During the last decade, GE’s R&D investment of some
$17 billion has generated some $232 billion of revenue,
while resulting in a 12% reduction in the company’s own
GHG emissions and a 17% reduction in its use of freshwater. In yet another case, Unilever implemented an analytics
platform that enables line-of-business managers to track all
the complex elements related to supply chain efficiency and
environmental impact and to take corrective actions. By
aggregating the data and making it easier to analyze, Unilever has reduced the time devoted to tracking raw materials
by 80%.
Myth Number 6: Consideration of ESG factors in investment
portfolio construction is contrary to fiduciary duty.
Reality: A common concern expressed by investment
managers, particularly in the U.S., is the possibility that
integrating ESG factors into their valuation models could
be seen as a failure to uphold their fiduciary duty and the
“prudent investor” rule. Their reasoning is that fiduciaries,
under their duty of loyalty to protect the financial interest of
their beneficiaries, must consider only traditional economic
factors in their valuation models and therefore must exclude
Journal of Applied Corporate Finance • Volume 28 Number 2

• The overwhelming percentage is just using ESG screens

ESG factors commonly viewed as “non-economic.” Another,
related concern is that consideration of these factors could
have the effect of limiting the pool of investments that
must be used to “diversify risk,” as specified by the prudent
investor rule. Giving particular weight to this view in the
U.S., a 2008 Employee Retirement Income Security Act
(ERISA) bulletin by the U.S. department of labor stated
that fiduciaries should not make investment decisions that
take into account “any factor outside the economic interest
of the plan.”
Over the last 15 years, however, research has shown that
many ESG factors like environmental practices can have a
direct or indirect material impact on the financial performance of companies and should be considered by investment
managers. These factors can no longer be dismissed as simply
social or ethical issues. The challenge for investment managers is to identify and take account of the relevant ESG factors
for the industries and companies they are investing in. While
this may be complicated by the lack of industry standards
to guide ESG reporting and the increasingly “noisy” ESG
reporting environment, this is a task they must now take on
if they are truly to act in the fiduciary interest of the beneficiaries they serve.
The importance of developing such standards has also
been increasingly recognized by policymakers and multistakeholder initiatives, which are now working to promote
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reforms in the legal interpretation of fiduciary duty. In
October 2015, the Department of Labor issued a new
interpretation, noting that its 2008 bulletin had “unduly
discouraged fiduciaries from considering ETIs and ESG
factors.” In this more recent statement, the Department of
Labor also acknowledged that ESG issues might have a direct
bearing on the economic value of a plan’s investments, and
that such issues are accordingly not only a legitimate, but—at
least in some cases—even a necessary focus of the fiduciary’s
primary analysis of the economic merits of competing investment choices.
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Bridging Sustainability and Finance:
The Value Driver Adjustment Approach
by Willem Schramade, Robeco Asset Management*

ost large corporations, according to a recent
survey conducted by MIT,1 view sustainability
as having the potential for significant effects on
their revenue and profits. And consistent with
this view, studies have shown that sustainability concerns and
corporate programs to deal with them can end up affecting
stock returns.2 Nevertheless, investors and corporate managers continue to struggle to incorporate sustainability in their
financial decision making. And as a result, sustainability
issues are unlikely to be fully reflected in either the valuation
of companies or corporate investment decisions.
However, as I will argue here, sustainability can and
should be integrated into both of these kinds of financial
decision-making. Both corporations and asset managers
can accomplish this integration by linking sustainability to
business models, competitive positions, and value drivers—
and they can accomplish this by taking what I like to call
the “value-driver adjustment” (or “VDA”) approach. The
VDA approach starts with the recognition that the pursuit of
sustainability in business can not only help address social and
environmental problems, but also be an important business
driver—indeed, a source of strategic or competitive advantage. And effective economic analysis of the most material
sustainability issues should result in better decision-making.
In the first part of this article, I provide an investor
perspective that outlines how sustainability can be integrated
into investment decisions by asset managers. There I will
explain how and why ESG integration has so far failed to
become mainstream; what needs to be done to make ESG
integration successful; how we do it at Robeco; and what
challenges we still face.
The second part of this article considers the corporate
perspective. I will argue that there, too, sustainability can
and should be linked to value drivers—using much the

same ingredients as in asset management, but slightly different tools. There are simple things CFOs can do to bridge
the worlds of finance and sustainability. Finally, I will bring
the corporate and investor perspectives back together and
consider how the relationship between companies and their
shareholders can be made stronger and longer lasting.

* This paper draws heavily on a previous paper by the author: “Integrating ESG into
Valuation Models and Investment Decisions: The Value Driver Adjustment Approach,”
Journal of Sustainable Finance & Investment, Vol. 6, Issue 2, 2016. I wish to thank the
editor and Christopher Greenwald for valuable suggestions to improve the paper. Of
course, all errors remain mine.
1. “Joining Forces: Collaboration and Leadership for Sustainability—the Growing Importance of Corporate Collaboration and Boards of Directors to Sustainable Business,”
MIT Sloan Management Review, 2015.
2. See for example, Mozaffar Khan, George Serafeim, and Aaron Yoon (2016), “Corporate Sustainability: First Evidence on Materiality,” The Accounting Review In-Press;
and Derwall, Jeroen, Kees Koedijk, and Jenke Ter Horst, “A Tale of Values-driven and

Profit-seeking Social Investors,” Journal of Banking & Finance 35.8 (2011): 21372147.
3. Europe seems to be ahead of the U.S. and the rest of the world in terms of ESG
integration. A survey by Kirstein, a consultancy, reports an “Atlantic Gap” in its June
2016 Asset Manager Report. It finds European institutional investors to have a preference for European asset managers when it comes to ESG, as they regard U.S. managers
as being behind the curve on ESG. One investor is quoted saying: “The U.S.-based asset
managers have no clue what is going on in terms of ESG. I think many U.S. asset managers only use ESG as a marketing tool.”
4. Principles for Responsible Investment, 2015, Report on progress.
5. Derwall et al. (2011), as cited in note 2.
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Part 1: An Investor Perspective
SRI: marketing success, impact failure

At first glance, the success of SRI looks quite impressive given
the growth in assets under management that are labeled
as such. According to the Global Sustainable Investment
Alliance (GSIA), SRI assets made up 17.9% of total professionally managed assets in the U.S. in 2014, up from 11.2%
in 2012. In the case of Europe, those numbers are considerably higher, at 58.8% and 49.0%.3 But it’s questionable what
these numbers really mean, since very few implementations
of sustainability by asset managers appear to go much below
the surface.4
The problem is twofold. First, it is typically not very
clear what’s under the SRI label. SRI includes both ESG
integration and ethical investing, which are two very different approaches that need to be clearly distinguished. ESG
integration is about taking ESG issues into account in
investment decisions, with investment performance as the
main goal. In contrast, performance is a secondary concern
in ethical investing. And this difference in philosophy and
methods shows up clearly in the results. One recent study
provides persuasive evidence that profit-oriented SRI strategies (i.e., ESG integration) actually outperform mainstream
strategies, whereas values-oriented SRI strategies (i.e., ethical
investing) underperform on average.5 And the problem here
is that the outperformance of ESG integration strategies is
typically obscured by being lumped together with ethical
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Figure 1 How sustainability matters for shareholder value
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strategies under the broad SRI label, which in turn raises
unnecessary concerns about fiduciary duty.
The second problem is that many ESG integration
approaches are actually quite superficial. Like SRI, the
narrower concept of ESG integration too is typically defined
so widely as to lose much of its meaning. An increasing
number of asset managers have indicated that they integrate
ESG into their investment processes. The more advanced
among such managers tend to have the following elements:
signatory to UNPRI and similar initiatives; voting and
engagement activities; screening and exclusion; dedicated
ESG staff. But if these are all very useful and part of our
toolbox at Robeco, true ESG integration goes much further.
The European Sustainable Investment Forum (Eurosif),
the leading pan-European organization dedicated to promoting sustainability in financial markets, has defined ESG
integration as involving
...explicit consideration of ESG factors alongside financial
factors in the mainstream analysis of investments. The integration process focuses on the potential impact of ESG issues on
company financials (positive and negative), which in turn may
affect the investment decision.6
Such a process clearly goes well beyond screening and
engagement, and implies the use of ESG information in all
stages of the investment process, including the investment
case and the valuation models used in investment decisions.
But, of course, very few of today’s asset managers are actually
doing this. So, while SRI may be a massive marketing success,
it’s also proven so far to be a practical failure in terms of its
limited effects on models and prices. Most SRI approaches
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simply do not go beyond screening. And because they have
failed to get ESG factors into valuation models, they have also
failed to demonstrate their relevance to mainstream analysts
and portfolio managers.
What Is Sustainability and Why Does It Matter?
The simplest definition of a company’s sustainability is its
capacity to endure for many years to come. Helping to save
the planet may not be part of a company’s mission statement. Nevertheless, in most cases, corporate success in
creating shareholder value also involves an increase in social
wealth—wealth that in turn can be used to help save the
planet. Companies are typically able to make money only by
offering products and services that are valuable to people. And
in this sense, the line of causality to shareholder value starts
from a company’s social purpose of providing valuable products at prices people are able and willing to pay—and ends
up being a reflection, or outcome, of its success in satisfying
not only its customers, but all its other important stakeholders, such as regulators and spokesmen for the environment
and local communities.
Of course, for such value to be realized, companies
need to manage effectively, and in some cases management
may—and indeed should—decide that the financial returns
no longer justify continuing the activity. But the social justification for private-sector activity and profit-seeking starts
from the value the company creates for society, and how it is
able to do so—that is, what are the efficiencies that enable it
to accomplish that value? It is the pursuit of efficiencies and
long-run value that determines what ESG issues are material
for that particular company, and what those issues mean for
its competitive position and value drivers.

6. Eurosif, European SRI Study 2012.
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Succeeding at ESG integration

In my view, there are three things that are key to success:
• management commitment;
• a focus on materiality; and
• solid ESG integration frameworks.
Management commitment
The role of management cannot be stressed enough. And,
yes, the tone from the top is important. But management
commitment to ESG integration goes well beyond communication. It means that management puts its money where
its mouth is by directing resources to ESG integration, and
putting effective incentives in place. In 2009, when our then
new CEO told us we had to do ESG integration, we didn’t
have a clue how to do it. But it helped to have sustainability resources in house, and it also helped when sustainability
became part of our personnel evaluations. Through trial and
error, we also discovered the importance of frameworks based
on materiality. With hindsight, there are several things we
would have done differently; but given the challenges in terms
of data and behavior, it was always going to be a multi-year
change process.
Focus on materiality: ESG issues as
indirect financial items
An issue or concern that is “material” from an investment
perspective means that the issue can change an investor’s
investment decision, since it has a decent probability of seriously affecting the company’s value drivers and valuation.
This is different from, although related to, the concept of
materiality when viewed from a social perspective in the sense
that the largest externalities also tend to be the ones that are
most likely to be “internalized”—possibly through new regulation—in the future, usually at a significant cost to some
companies and to the benefit of others. Think, for example,
of the drive to reduce GHG emissions, which hurts polluters and benefits producers of solutions like catalysts, battery
materials, and wind turbines. Although such material issues
are often labelled “nonfinancial,” the label is misleading: they
might not be directly financial in nature, but they can have
a significant financial impact. Hence my preference for calling them “indirect” financial items.
One could potentially assess a company’s sustainability
across hundreds of criteria, and indeed many factors will need
to be scanned to avoid red flags. But only a few are important
enough to be considered a likely determinant of a company’s
future business model and hence its stock performance. Such
highly material issues vary not only among industries, but
even among companies within the same industry.
One study published in the past year has provided striking evidence that the stock market returns of companies that
7. See Khan, Serafeim, and Yoon (2016), as cited in note 2.
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perform well on their material ESG issues have also tended to
exceed the returns of otherwise comparable companies whose
performance on such issues is below average. Conversely, the
study also finds that companies that score well on immaterial
issues actually underperform the market averages.7 (What’s
more, the study identifies a few dozen material issues per
industry, and I suspect their results would have been even
stronger if they had identified fewer issues.)
In sum, materiality is critical to establishing the link
between sustainability and valuation—and, indeed, I would
argue that the failure to appreciate the distinction between
material and immaterial ESG concerns is the main source of
misunderstanding between investment analysts and sustainability analysts. Too often, sustainability analysts bombard
their equity and fixed income counterparts with issues that
may be interesting in their own right, but of little relevance to
the investment case. Typically, 30 or so issues are considered
superficially, when the reality is that an in-depth analysis of the
three or so most material items would have been more productive.8 And even if there is focus, it could be on the wrong
items. For example, when we were analyzing the mining
company Rio Tinto as an equity investment, our sustainability counterpart devoted most of his attention to Rio’s copper
business, which he found deplorable in many respects. But
since copper was just a few percent of Rio’s overall business,
we considered his efforts a waste of time. We would have
preferred that he spend more time on Rio’s iron ore business,
which accounted for almost 90% of company value.
Solid ESG integration frameworks
To ensure that material issues are systematically considered, one needs a thorough framework. Such a framework
can take several forms, and can be quite simple, as long as
it ensures the right questions are asked and the framework
is tailored to the team’s investment approach. For example,
in an investment approach (like ours) in which valuation is
very important, the material ESG issues need to be linked
to value drivers. To be sure, such a step would probably
be unnecessary in a thematic investing approach where
valuation tends to be a secondary concern. In such an investment approach, the ESG framework can be as simple as a
matrix that outlines top-down ESG quality (by asking questions such as, how sustainable are the industry’s products?)
versus bottom-up ESG quality (how well does the company
manage its firm-specific sustainability issues?)—provided, of
course, that the most material issues have already been identified by ESG analysts. But even so, we have a preference for
frameworks with value driver adjustments, since they make
trade-offs more explicit and easier to quantify. At any rate,
an active investment approach should go beyond simply
screening ESG scores, since those typically lack depth of
8. Hence the complaints of companies that they are asked to report so much.
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Figure 2 The three step approach to making value driver adjustments
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information, fail to account for top-down ESG quality,9
and place too little weight on material issues.
Methods: the Value Driver Adjustment approach
Our Value Driver Adjustment (VDA) approach ties into
traditional valuation approaches by linking ESG factors
to value drivers through their expected effects on business
models and competitive positions. The starting point of this
linking process is a clear understanding of the nature of the
business and its most important stakeholders, which in turn
should allow the analyst to identify the most material issues.
Having identified such issues, the analyst then assesses how
the company performs on these issues relative to its peers
based on indicators, policies, strategy, and other considerations. He or she then determines if the company derives (or
will derive) a competitive advantage (or disadvantage) from
its most material issues, and how that advantage affects its
value drivers, both current and forecast.
To be sure, the links between ESG factors and value are
hard to prove statistically or capture in an algorithm.10 But
the supporting intuition is compelling and straightforward:
if a company derives a competitive advantage from its ability
to manage an ESG issue, that advantage should become
visible in its value drivers. That is, the company should in
the end have higher sales growth, higher margins, more
efficient use of capital, or lower risk. These value drivers in
turn drive the ROIC (return on invested capital) and valuation of the firm.11
Since the beginning of 2014, our analysts have been
required to quantify explicitly the expected impacts of
material ESG issues on the value drivers in their discounted
cash flow (DCF) analysis. And this in turn has enabled us
to estimate the average impact of ESG analysis on the target
prices. It also helps us identify which ESG issues are material.

9. For example, large tobacco companies typically have high ESG scores based on
how they are run (bottom-up ESG), but their top-down ESG quality is questionable at the
very least, given the high death toll, addictiveness, and health costs associated with their
products.
10. Why is it so hard to quantify? One important reason is that performance is always
relative. Suppose a cement maker reduces its energy costs by 5%. That sounds good, but
it’s bad if the competition saves 10% because it will make the cement maker go up the
cost curve and see a weakening of its competitive position.
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Better
informed
decisions

A typical investment case
For every investment considered by our global equity team,
an analyst produces an in-depth investment “case” for the
company, which states his or her view of the industry, the
company’s strategy, the product portfolio, and competitiveness of the franchise. To quantify the potential for the stock,
the analyst examines each of four possible value drivers: revenue growth, margin development, invested capital needed,
and risk (as defined by a discount factor). To assess the fair
value of a stock, these four factors are combined in a DCF
model that explicitly takes invested capital into account. For
example, our analyst expects Nestlé to grow its sales by an
average of 5% over the next ten years (with the region of
Asia and the company’s nutrition groups delivering the largest contributions), while its operating margin is projected
to increase from 16% to 19%. She also forecasts that the
growth of invested capital will be slower than revenue growth
as Nestlé gets a grip on working capital outlay—and such efficiency in using capital has the effect of increasing value. The
resulting cash flows are discounted at a 7% weighted average
cost of capital (WACC).
What’s more, the impact of material ESG factors on
the business model and value drivers is explicitly considered
in our investment case and DCF model. And as discussed
below, there are three steps to quantifying the impact of
ESG issues on companies’ valuations in our VDA approach.
The first step is to identify the material issues—those
with the potential for substantial effects, either positive
or negative, on the company’s business model and value
drivers. The second step is to analyze the expected impact of
these material factors on the individual company. The third
step is to translate the associated competitive advantages and
disadvantages into adjustments to value driver assumptions
in valuation models.

11. For useful accounts of valuation and value creation, see Alfred Rappaport, Creating Shareholder Value: The New Standard for Business Performance (Free Press,
1986); and Tim Koller, Marc Goedhart, and David Wessels, Valuation: Measuring and
Managing the Value of Companies (John Wiley and Sons, 2010).
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Step 1 in the VDA approach: Identify and focus on the
most material issues

Since material ESG factors, by definition, can have a substantial impact on business models and value drivers, they should
be taken into account by an analyst’s model. But because
they often aren’t, one needs a disciplined approach to identifying them in the first place. At Robeco we have a dedicated
Sustainability Analysis (SI) team whose job is to conduct
materiality analyses for all major industries, plotting the likelihood of impact of an ESG issue against its likely size.
The value of such specialization is that it allows the SI
analysts to narrow their focus to just a handful of the most
relevant issues in their company analyses. Consider, for
example, the food and agricultural sector, where our SI analyst
has identified the management of “health and food safety”
and the reliability and quality of “supply chain management” as the two most important ESG issues. Although these
choices reflect global concerns about labeling, water use, and
labor practices in general, the search for solutions has become
especially urgent in the case of emerging markets. Think
about the case of recent food safety issues in the Chinese food
sector, which can have a detrimental effect on a company’s
brand image and on share price performance. Other examples
of material issues are innovation and human capital management, which have become a source of competitive advantage
at companies such as Roche and Novozymes. And management of local stakeholders has become a key strength—and,
we would argue, a source of value—at Randgold Resources
while at the same time becoming a distraction for firms like
Barrick Gold and Anglo American.
Step 2 in the VDA approach: Analyze the impact of these
material factors on the individual company

Having established which ESG factors are material, the SI
analysts then draw up company profiles in which they assess
the company’s performance on these factors. Such analysis
is done not only on an absolute basis, but relative to peers,
which is critical when establishing whether a company enjoys
a competitive advantage in managing a given ESG factor.
These company-specific ESG analyses are included and,
in many cases, play important roles in the investment cases
of our equity analysts. For example, for utility companies,
climate strategy, releases into the environment, and ecological
footprint are all material issues. And in our cases involving
German utility companies, we apply a penalty to coal and
lignite fired-power plants in the mix of power generation,
while effectively assigning higher expectations (and values)
for renewables.
Step 3 in the VDA approach: Quantify competitive advantages
(and disadvantages) to adjust value driver assumptions

In the next step, the equity analyst makes deliberate, and
often significant, changes to value driver assumptions (that
Journal of Applied Corporate Finance • Volume 28 Number 2

is, VDAs) that are based on the ESG-driven competitive
advantages or disadvantages. And these changes in value
driver assumptions result in changes to the target price and
recommendation. To give a sense of the magnitudes, if the
analyst raises profit margins from 20% to 23% (that is, a
15% increase) to reflect the firm’s proficiency in managing
an ESG issue, the target price will likely also go up by 15%,
which may be the difference between a HOLD and a BUY
recommendation.
Unfortunately, few equity analysts at other asset managers take this step. Analysts tend to be hesitant to attempt
to quantify the value these ESG advantages on the grounds
that such estimates are too subjective. We disagree: with the
combined knowledge and insights of SI analysts and equity
analysts, we think we are making better informed decisions.
Moreover, it’s important to keep in mind that all model
assumptions are just that—namely assumptions by the equity
analyst—and, as such, they are inevitably subjective. And
there is nothing wrong with that: there is a clear basis in
competitive analysis, which has the virtue of forcing our
analysts to express their convictions in their model assumptions. It also makes the equity analyst take another perspective
and think carefully about the question: how would this
company perform without this competitive edge or disadvantage? Quantifying the impact of ESG factors can be done,
and it is a valuable exercise if only because it ensures in-depth
thought and analysis that go beyond consensus views. This
is likely to be important in part because consensus forecasts
typically go out at most three years, essentially giving up on
analysis of the future beyond that horizon.
Admittedly, there are serious data challenges, given that
corporate disclosure on ESG issues is still limited and mainly
unaudited—and these limitations are even more serious in
emerging markets. And most management teams are not used
to talking about sustainability in terms of strategy. Nevertheless,
analysts can typically make significant progress in understanding the value effects of corporate sustainability simply by asking
management specific questions about their view on the most
material issues and their competitive position—which in turn
could prompt management to report more. Moreover, in large
part because of the lack of reporting standards, most of these
data are not covered by quant models and provide all the more
opportunities for alpha generation by fundamental analysts.
Some Sample Output When Using the VDA
Approach:
To illustrate the approach and some representative findings,
take the case of Roche, the pharmaceutical company.
• Step 1 in the VDA approach is to identify and focus
on the most material issues. For the pharma industry, our
analysts identified the following material issues: innovation
management; product quality and safety; business ethics; and
human capital management.
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Figure 3 The VDA in the KUKA example
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• Step 2 is to analyze the impact of these material factors
on the individual company. For Roche, the outcome of the
analysis was very positive, with our analysts citing innovation
management as a competitive advantage, as reflected in the
company’s consistent focus on key markets and the productivity of its R&D efforts.
• Step 3 is to quantify the competitive advantages or
disadvantages that are used to adjust the value driver assumptions. Our equity analyst estimated Roche’s revenue growth
advantage from innovation management at 3% and its
margin advantage at 4%, resulting in a target price impact
of +11%.
For KUKA, a robotics maker, the three steps were as
follows:
• Step 1: For the industry, our analysts identified the
following issues as material: innovation management; product
stewardship; high-growth market strategy; cash & capital
management; human capital management.
• Step 2: For KUKA, the analyst assesses innovation
management, human capital, and capital management as
clear strengths, while the other material issues are too close
to call.
• Step 3: When quantifying competitive (dis)advantages
as a basis for adjusting value driver assumptions, our equity
analyst estimated KUKA’s growth advantage from innovation

management at 2% and its margin advantage at 1%, while
also benefiting from a 1% reduction in its WACC. The net
result of these effects as reflected in a target price impact of
+48%.
To be sure, one could argue that some of these issues
aren’t sustainability issues in the traditional CSR sense. But
they are all material sustainability issues in the sense that
management’s success in dealing with them will likely affect
the company’s capacity to endure. And although the effects of
such success, or lack thereof, in managing ESG issues aren’t
directly visible in P&Ls or balance sheets, they are powerful
indirect financial items that will ultimately show up in those
accounts and drive company value.
How Sustainability & the VDAs
Affect our Valuation Models
During 2014 and the first two months of 2015, our Global
Equity team produced 127 investment cases in the VDA
framework.12 In 52% of those cases, a net VDA was made,
which means there was also an adjustment of the target
price. Three quarters of those adjustments were positive,
and the other quarter were negative. The changes in target
price ranged from -23% for a mining company with weaknesses in environmental management and the management
of local stakeholders to +71% for a company whose competi-

12. Our approach focuses on valuation impact since we are shareholders, and hence
residual claimholders: most extra costs and benefits to the firm hit shareholders. The
main exceptions are externalities, but they are increasingly internalized (see for example
True Price, 2014). We therefore keep a close eye on the outcomes of true price analyses,
as they identify key areas of concern.
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The Case of Anglo American (May 2014): Competitive disadvantage from ESG keeps us away
• ESG issue and explanation:
Mining company Anglo American has a high score with
ESG rating agencies and does indeed score well on many
dimensions. However, upon closer inspection it scores
rather poorly on highly material issues such as Management of Local Stakeholders, Country Exposures, and
Occupational Health and Safety.
• ESG segment view:
Metals lose out to chemicals. Within metals, extra
tive advantage in innovation management enabled it to grow
much faster and with much higher margins than its more
traditional peers.
The average valuation change for our entire sample of
companies was 5% of the target price. In other words, ESG
accounts for on average 5% of the target price an analyst
arrives at. (So, for example, if a stock has a $200 target price,
a 5% impact means that $10 is driven by ESG.) Moreover,
when we consider only those cases in which adjustments were
made (52%), the average change in valuation turns out to
be twice as high, at 10%. This is quite a significant impact,
especially when compared with the typical undervaluation
of the target price.
But the fact that we have a positive valuation change on
average should not come as a surprise, since we manage longonly funds that are actively looking for companies that derive
an advantage from ESG factors. It should also be emphasized
that the VDA and resulting change in the target price represent a relative call within a sector. They do not necessarily
reflect the difference between valuation with and without
explicit ESG analysis, since the latter often includes some
implicit, though typically incomplete, ESG analysis.
The most commonly adjusted value driver turned out
to be profit margins (which were adjusted in 46% of all
127 cases), followed by sales growth (35%), and the cost
of capital (13%). In 42, or roughly a third, of the cases,
adjustments were made to two or three value drivers. But
adjustments of capex and working capital were very rare,
with just a few cases to date. So, most value driver adjustments are to cash flow rather than to the use and cost of
capital. The vast majority of sales growth adjustments were
positive (five for every downward adjustment), whereas
positive and negative adjustments were quite balanced
in the cost of capital, with slightly more upward (higher
weighted average cost of capital, and so lower value) than
downward adjustments (higher value). This was different

caution is warranted on high-risk countries and laborintensive ores.
• Impact on investment decision or performance:
We think Anglo American suffers from a competitive disadvantage on the above-mentioned ESG factors,
which drove down our margin assumption and resulted
in a 19% negative target price impact, and insufficient
upside to warrant a BUY recommendation. The stock was
not bought.
from our experience in the past (2012-2013), when we made
only upward adjustments to the weighted average cost of
capital—all involving companies with well below-average
sustainability scores.
But as we have already noted, it is not the overall sustainability profile of a company that’s crucial to investment
performance and value drivers, but only the most material
factors.13 Our sustainability subsidiary RobecoSAM has
identified over 60 such potentially material factors, and 47
have been shown to play some role in at least one of the 127
investment cases. Half of those 47 factors were determined to
be important in less than 5% of the cases. This partly reflects
a large number of factors that are highly industry-specific.
The VDAs made by analysts also differed by industry, reflecting differences in both individual analyst behavior and
industry characteristics.
How Sustainability & the VDAs Affected our
Investment Decisions
Clients often ask us how ESG actually affects our decision-making. And they are right to ask, since it is easy to
claim ESG integration, but hard to prove it and show its
impact. While value driver adjustments are a critical part
of our investment process, they do not yet tell the whole
story of how ESG affects our decision making and portfolio changes. In fact, portfolio effects are even harder to
quantify than valuation effects, and for two reasons: First,
portfolio decisions are not driven by target prices alone.
Second, portfolio effects can happen at any of the several
stages of the decision-making process, from idea generation
to stock analysis/investment case to the actual construction
of the portfolio.
At the idea generation and screening stage, ESG can
affect the decision whether to look at the stock in the first
place and whether or not to explore the idea further. For
example, top-down screening on the ESG exposure of

13. Again, see Khan et al. (2015).
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The Case of Chr. Hansen (November 2014): ESG highlights competitive advantage
• ESG issue and explanation: Food ingredients manufacturer Chr. Hansen scores low with the ESG rating
agencies, but this is more a reflection of disclosure than
performance. In our view, Chr. Hansen is strong on ESG
both from a top-down (health & wellness theme) and a
bottom-up perspective (very strong innovation management and strong in health and food safety management
and supply chain management).
• ESG segment view: Food ingredients benefit from food
markets caused us to look into recycling exposures and car
emission reduction exposures in the Industrials, Materials,
IT, and Consumer Discretionary sectors. Bottom-up ESG
analysis, which is based on detailed examination of how
specific companies perform, can also trigger further interest
in them—especially if the performance is either positive or
at an inflection point. On the other hand, if our analysis
shows a company’s performance to be negative, it could lead
us to dismiss the company as a fundamentally unattractive
investment candidate.
In the second phase (stock analysis), equity analysts
make their investment case and recommendation. This
can have a decision impact without changing the portfolio. For example, there were several cases of increases in our
“conviction” about current holdings when they scored well
on the most material issues in their segment. In addition,
we found stocks that were not in the portfolio and initially
screened well, but turned out to have negative ESG value
driver impacts. Such analysis in turn resulted in unattractive
valuations (as in the Anglo American example below) and a
negative investment recommendation.
The third stage is portfolio construction. When analyzing our logbook, we found quite a number of portfolio
changes that were clearly affected by ESG considerations. In
9% of the cases, ESG was found to be decisive in changing
the decision. In 28% of our decisions, there was an important ESG angle, which is very similar to the 30% figure
reported by our Credits team. Of the decisions with an ESG
angle, one third related to top-down ESG issues (such as
trend exposures or segment views) and 71% to bottom-up
considerations (individual factors or management quality).
In three cases, both bottom-up and top-down ESG considerations proved to be important.
Moreover, ESG factors affected considerably more BUY
decisions than SELL decisions. This is contrary to what
many people seem to expect, and who see ESG mainly
as risk management tool. It also reflects a difference with
our Credits team, who also view ESG mainly as reduc24
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manufacturers’ needs to battle obesity and reduce their
fat, salt, and sugar content.
• Impact on investment decision or performance: We think
Chr. Hansen enjoys a competitive advantage from the
aforementioned ESG factors. This resulted in a positive
impact on our value driver assumptions (sales growth
and margins) and a 23% higher target price. We bought
the stock.

ing downside risk, whereas in equities we are interested in
upward potential as well.
Some stocks were bought because the positive value driver
impact made the valuation sufficiently attractive (as in the
Chr. Hansen example below). We also had a number of stocks
in the portfolio that were downgraded when ESG factors
had negative effects on value drivers (see, for example, the
Johnson & Johnson example below). Admittedly, one of those
stocks (a battery maker) would not have been bought in the
first place if it had been analyzed using the current framework. Moreover, ESG segment analysis had already resulted
in top-down overweighting of segments on favorable ESG
characteristics; for example, we favored Automation within
Machinery, Railroads over Trucking, Metals recycling over
Mining, and Food Ingredients over Food.
The big question is: does ESG analysis help performance?
It’s too early to tell and will be hard to show. Because ESG is
integrated with all other parts of our fundamental analysis,
we can no more isolate its contribution to performance than
we can identify the value of our strategy analysis or valuation
models. Having said that, we have found some clear signs
that ESG integration has improved our decision making.
First of all, it has improved our long-term focus. ESG
analysis has led to deeper discussions between analysts and
portfolio managers about long-term value creation potential, and a better picture of the kind of characteristics and
intangibles we are looking for. Second, ESG analysis has
provided us with valuable warning signals. In spite of their
often long-term character, ESG factors can sometimes pay
off surprisingly soon. For example, in the quarter after our
SI Healthcare analyst had flagged it as a company with
high Corporate Governance risk, a Japanese pharmaceutical company made an expensive acquisition. Similarly, a U.S.
company saw a sudden increase in expenses associated with
a risk that was highlighted by our SI Industrials analyst.
Challenges and the Way Forward
In sum, our investment cases have yielded us new insights,
Spring 2016

The Case of Johnson & Johnson (October 2014) – lowering our estimates
• ESG issue and explanation: Pharmaceutical and healthcare company Johnson & Johnson is a decent and
reputable company, but our ESG analysis revealed relative weaknesses versus peers on factors like Innovation
Management, Product Quality & Safety, and Human
Capital Management.

• ESG segment view: Neutral.
• Impact on investment decision or performance: The
ESG analysis lowered our conviction, our value driver
assumptions, and our target price, resulting in a downgrade from BUY to HOLD. We sold the stock.

including a better view of what is material for given industries, and a clearer picture of the potential impacts of such
factors. Moreover, our investment team has experienced a
payoff in the form of more in-depth analysis of companies,
a clearer view of risk, and better-informed decisions. Still,
this is work in progress, and the cases raised quite a few new
questions, especially on how exactly to link material issues
to value drivers.
How should an analyst take into account issues like
management quality, tail risks, and the timing of the impact?
That is, how long does it take specific sustainability factors
to have an impact on corporate financial performance? And
how long does that impact last? How does it differ per type
of ESG issues? One study of supply chain disruptions, for
example, reported that such disruptions were associated with
40% average reductions in the stock prices of the affected
companies during the three years surrounding the event.14
But what are the corresponding numbers for, say, human
capital or climate strategy?
Other challenges include getting better data from companies and sell side analysts; building a stronger link between
our analysis and our engagement activities; better measurement of our sustainability impact; a better understanding of
ESG in other parts of our value chain; and a clearer link to
higher aggregation levels, with the aim of providing an ESG
macro view and an ESG asset allocation view. Ultimately,
sustainability should hit economists’ models too.

yet become accustomed to hearing questions from analysts
and investors about sustainability in a strategic and value
driver oriented way. This partly explains why they are not very
advanced in thinking or reporting in this way either. A better
dialogue between companies and investors would therefore
be valuable, especially in reducing short-term biases in the
investment value chain.15 But even so, companies should be
able to do much of this work of coming to grips with sustainability on their own. To succeed first in identifying internally,
and then demonstrating to outsiders, that sustainability is an
important business driver, companies will need to make use of
the same ingredients as have been required for asset managers’ integration of ESG factors into their decision-making:
namely, management commitment; a focus on materiality;
and solid frameworks. The latter two seem particularly problematic and missing in most companies.
To be sure, the sheer complexity of a corporation makes
integration harder to achieve than in a single team at an asset
manager. But it can be done. The central idea of the VDA
approach is that material sustainability issues affect competitive positions and value drivers. And a successful application
of this concept to corporate management implies that consideration of ESG factors should be integrated into and made an
important component of each of the following: (1) strategy
and its operating functions; (2) investment decisions; and (3)
communications to shareholders about the firm’s long-term
value creation path.

Part 2: ESG From The Corporate Perspective
Lots of corporations claim that sustainability is important to
them, but only a few have proven capable of showing that it’s
an important business driver. And that’s not surprising, since
most investors, as we have already seen, are still beginning
to learn how to incorporate sustainability into their methods and decision-making. Moreover, companies have not

Sustainability as an important component of strategy
and “operationalized” in corporate functions
Many corporations have a highly motivated sustainability
team in place that works hard to improve and communicate
their firm’s sustainability profile. But sustainability isn’t an
extra something that you can delegate to a separate team.
Such a team can be very useful and effective, but only if

14. Hendricks, Kevin B., and Vinod R. Singhal, “An Empirical Analysis of the Effect of
Supply Chain Disruptions on Long-run Stock Price Performance and Equity Risk of the
Firm,” Production and Operations Management, Vol. 14, Issue 1, 2005, pp 35-52.

15. Examples include the McKinsey & Co initiative Focusing Capital on the Long Term
(FCLT), and Larry Fink’s open letter to CEOs. These initiatives have been lauded for their
goals, but criticized for putting too much of the onus on companies because they neglect
the perverse incentives at asset managers and asset owners (e.g., Kelly Tang and Christopher Greenwald, “Long-termism versus short-termism: time for the pendulum to
shift?,” S&P Dow Jones Indices, 2016.)
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the rest of the corporation is moving in the same direction. That requires top management’s commitment to real
change in middle management. This is a multi-year change
process that should eventually result in the internalization
of sustainability issues across corporate functions, which
means that people in finance, HR, IT, and other areas must
take sustainability issues into account in their day-to-day
decision making.
To get to this point, top management needs to
incorporate those sustainability issues into strategy and
operationalize the strategy. This goes well beyond being
vocal about how important sustainability is. It means that
management must have a thorough understanding of how
sustainability issues affect the corporation’s competitive
position and the ability to achieve its strategic objectives.
On a philosophical level, management should understand—
and be able to articulate—the firm’s purpose and role in
society. On a practical level, management should ensure
that the firm’s strategic objectives are consistently operationalized into targets, resources, and methods that middle
management can use across all functions. To the extent that
management succeeds in accomplishing this, it can achieve
sustainability leadership and could even end up reinventing
its business model.
Integrate sustainability into investment decisions
and the capital budgeting process
What does this all mean for CFOs and the finance function?
Potentially a lot, but I have yet to see a company in which
sustainability is fully integrated into investment decisions.
When I met a board member of a corporation known for its
advanced sustainability practices and asked him how they
integrate sustainability into their investment decisions, his
answer was sobering: they divide the list of proposals into
two categories: sustainability projects and all others. For the
former group, they are willing to take even projects with negative Net Present Values, when not doing them is considered
to be “not an option.” The problem with such an approach is
that it appears to give up entirely on the possibility of quantifying at least the costs associated with failing to pursue a
sustainability initiative or investment. For by attempting to
quantify such costs, one then can persuade one’s board, and
outside investors, that such projects are indeed positive NPV,
if only by reducing corporate risk and investors’ required rate
of return.
What is encouraging about such an approach, for all its
shortcomings, is that sustainability is at least prioritized. But
this isn’t integration, since one still has no idea how valuable
these sustainability efforts are and whether they really should
happen to this degree. This approach provides no way of
responding to the question: Why not spend less on such
initiatives? Or more?
26

Journal of Applied Corporate Finance • Volume 28 Number 2

Integration for better decision making and
capital budgeting
Properly integrating sustainability into finance would
improve decision-making and make for better allocation of
capital, both at the micro (or company) and the macro (social)
level. Our experience with the VDA approach has shown that
it can be done on a group level. And corporations should be
even better able to do it, since they have much better information about their investment opportunities and projects than
investors have. There are three keys to doing this:
1. apply traditional finance and valuation methods in a
more thoughtful way;
2. complement these traditional methods with some that
are focused on strategy and sustainability;
3. recognize that this is a change process and act accordingly.
Apply traditional finance and valuation methods in a more
thoughtful and forward-looking way.

Traditional finance is meant to be forward looking, but is
often applied in a mechanical and backward-looking way.
Some ways to make it more thoughtful and forward-looking are as follows:
• make greater use of ranges of outcomes instead of point
estimates;
• include scenarios that reflect the internalization by the
company—and the investment required to accomplish it—of
its externalities;
• estimate the opportunity cost of not taking the more
sustainable route;
• treat sustainability issues as indirect financials and
analyze their links to the value drivers.
Let me elaborate a bit on this. A Net Present Value (NPV)
analysis is by nature forward looking since it requires forecasting future cash flows. But how often are the inputs for a NPV
analysis really more than extrapolations of the past? Because
value drivers change over time, they deserve a thorough thinking through—not just to arrive at expected values, but to get
a well-informed sense of the ranges of possible outcomes.
The good news is that financially sophisticated corporations
now use scenario analysis to capture such possibilities. But
the potential for internalizing externalities, whether undertaken voluntarily or mandated by new regulation, seems to
receive very little attention. The only notable exception here
is the increasingly common practice by chemical and energy
companies of using shadow carbon prices when evaluating
new investments—a practice that companies in other industries might consider adopting.
In the example I cited earlier, the company used separate
lists for sustainability projects and all others. But instead of
treating sustainability as a different category, many corporations would be better served by valuing sustainability issues
in order to help them prioritize such projects. Such valuations
Spring 2016

could be attempted by taking steps like the following:
• assess the incremental cash flow from an investment
that ends up creating a competitive edge under certain
scenarios;
• calculate the opportunity cost of not doing the project
and compare it with the investment cost; this opportunity
cost could show up either in the form of an increase in the
company’s cost of capital, or as highly negative cash flows
under certain scenarios;
• if the opportunity cost is hard to estimate, you might
want to do it the other way around: start with the investment
cost and assess whether the opportunity cost of not doing it
is likely higher. When BHP Billiton built a $2 billion desalination plant for its Escondida copper mine, it was implicitly
saying that the likely loss of future value associated with not
building the plant was at least $2 billion.
What’s also often missed is that material sustainability issues can be very powerful underlying value drivers (or
indirect financials) that provide warning signals ahead of
the financials themselves, and offer clues for improvement.
The CFO of an aluminum company once told me that he
had found a high correlation between the safety levels of the
companies’ factories and their profit margins: the safer ones
tended to be the more profitable ones. This information was
a very useful starting point for the company, not only when
considering investments in safety in its other factories, but in
thinking about a whole range of sustainability initiatives and
investments to further improve its performance.
Complement traditional finance methods with strategy- and
sustainability-focused methods.

also lots of other tools for specific issues. For example, if
innovation is a source of intangible value for your company,
you’d better get a handle on things like how the project under
evaluation helps or depends upon innovation—and on what
the base rates are for getting from the idea stage to product
success, in terms of time, addressable market size, and chances
of success. If you claim, as many services company do, that
your people are your most important assets, you’d better be
on top of analyzing your human capital. A good start, then,
would be to do employee engagement surveys on a regular
basis, and act on their outcomes.
Recognize that this is a change process and act accordingly.

Getting new methods adopted takes time, effort, and
patience. And the importance of strong leadership means
that an old school bookkeeper or banker CFO is less likely
to succeed than a CFO who has a deep understanding of
the business and its most material issues. But even in such
cases, it is hard to change behavior and processes, especially
if things have been done in a certain way for a long time. But
that’s no reason to shy away from it. Just be sure to keep an
open mind when exploring the possibilities, and take pains to
educate and challenge each other (within management) and
all the important stakeholders about their expected contributions to and payoffs from their own participation. You’re
going to need their help.
Communicate the role of key intangibles and sustainability
issues in the company’s plan to create long-term value for
shareholders

Finance is all about assessing and trading off risk and
opportunity. Sustainability-focused methods such as the
“Stakeholder Impact Tool” or “True Price” can help with
that task. A method like True Price, for example, can provide
valuable insight into a company’s externalities, both positive
and negative.16
In an early example of such a True Price analysis, cement
maker Holcim had the operations of its Indian subsidiary
Ambuja analyzed. Perhaps not surprisingly, the main negative
externalities were on the environmental side and the positive
externalities were on the social side (employment in the local
community).
The analysis provided the company with estimates of
these externalities and the risks associated with them, which
in turn helped management to prioritize focus areas, quantify
the business case, and better navigate trade-offs. At the same
time, serious efforts to use the Stakeholder Impact Tool can
deepen companies’ understanding of their strategic position
and hence the sustainability of their value drivers. There are

Corporate sustainability reporting often amounts to telling the world the good things the company does for local
communities and society at large, in a way that is largely
separate from and unrelated to conventional financial reporting. This is old school CSR: too easy, no targets, and limited
accountability. It’s also a missed opportunity. Just as analysts
and portfolio managers aren’t interested in hearing about
immaterial issues from their sustainability counterparts, they
also aren’t interested in hearing about that from corporate
managements. Instead, they want to know how management
expects the company’s key intangibles and material sustainability issues to affect its long-term value.
The Integrated reporting movement provides some useful
guides,17 suggesting the companies provide at least the following:
• a clear and visual description of the business model,
outlining inputs, activities, outputs and outcomes, as well as
its competitive position;
• an overview of the key externalities and how they are
addressed;

16. True Price, Deloitte, EY, and pwc, The business case for true pricing, 2014.
KMPG has a similar approach, called True Value.

17. See the IIRC’s 2013 “International <IR> Framework” for a thorough outline of
the integrated reporting principles.
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• an overview of key stakeholders and the company’s
relations with them;
• a matrix or (brief ) list of the most material issues,
explaining the process by which they were determined, and
their relations to both stakeholders and value drivers;
• a discussion of how material sustainability issues are
integrated into strategy, for example in the strategy discussion
of its annual report;
• KPIs that show corporate progress on material issues,
grounded in sound historical data, that are ideally signed
off on by external auditors; as well as sufficiently ambitious
targets for those KPIs.
The typical pushback we get from management to these
suggestions is that “we cannot disclose such information
because it’s too competitively sensitive.” But what we find
most often is a wide margin between the little that’s currently
reported and what could safely be reported without alerting
the competition. You don’t need to show exactly what you
do, but you should show that you have carefully thought it
through and manage it well.
Another common objection by management is that
investors are not interested in sustainability, don’t ask about
it, and only want profits. But that view is out of date. An
MIT Sloan survey shows that U.S. corporate executives
underrate investor interest in sustainability: although 75%
of senior investment professionals believe that sustainability creates tangible value, only 60% of managers in publicly
traded companies believe that sustainability performance is
important to investors’ investment decisions.18 If particular
investors seem interested only in profits, this may just be a
matter of horizon. If not, you probably don’t want them as
shareholders. And yes, you do have some choice in the matter,
since research has shown that when long-term oriented firms
communicate accordingly, they tend to attract like-minded,
long-term oriented investors.19
Investors and Corporations:
Toward More Engaged Ownership
When laymen think of investing, they often associate it with
casino scenes or The Wolf of Wall Street. And admittedly, it
is often a very detached business, with huge companies being
reduced to a few financial metrics. A more engaged type of
ownership would be most welcome, both from a social point
of view and from an alpha generation stance.20 Therefore,
our main ESG integration improvement efforts are focused
on engagement.

18. MIT Sloan Management Review, Investing for a sustainable future, 2016.
19. See, for example, Francois Brochet, Maria Loumioti, and George Serafeim,
“Speaking of the short-term: disclosure horizon and managerial myopia,” Review of Accounting Studies Vol. 20, Issues 3, 2015, p. 1122-1163; and George Serafeim, “Integrated Reporting and Investor Clientele,” Journal of Applied Corporate Finance, Vol. 27,
Issue 2, 2015, p.34-51.
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More specifically, our goal is increasingly to progress from
ad-hoc to structural engagements that aim to accomplish the
following;
• focus on improving both ESG performance and value
drivers;
• move from mainly thematic to company-specific
engagement;
• build relationships with company managements that
are eager to improve;
• make a company’s engageability one of our main investment criteria.
As one example of such engagement, we are engaging
with a machinery company that is in many respects very well
run, but has overinvested in R&D without a clear understanding of its efficiency and effectiveness. The company
also has weaknesses in reporting and corporate governance,
but management is eager to improve and work with us on a
collaborative basis. Of course, in most respects they know
much better how to run their company than we do. But we
bring a fresh outsider perspective, a structured approach, and
the ability to benchmark against what we’ve seen elsewhere
that management appears to appreciate.
In sum, our investments will become more concentrated
and focused on those companies that can show they have
a sustainable business model, and that are eager to keep
on improving on both material sustainability issues and
the value drivers. We think this is part of a growing trend.
Moreover, as both investors and corporations become better
at integrating sustainability into their investment decisions,
their relationships are likely to strengthen. Average holding
periods will increase, short-term tendencies on both sides will
abate, relations will deepen, and commitment will increase.
The road is long, but the financial and corporate sectors can
become better at performing their key roles of allocating
capital to the most productive resources, including social
costs. And over time, we might actually get a more sustainable form of capitalism.
Willem Schramade is an equity analyst at Robeco Asset Management in the Netherlands. His focus is on ESG integration, after years of
covering the Industrials and Materials sectors. Before joining Robeco,
Willem worked in valuations at PWC and in financial planning at GE. He
holds a PhD in finance from Erasmus University, where he still teaches a
course in behavioral corporate finance.

20. For evidence of alpha generation through engagement, see Elroy Dimson, Oguzhan Karakas, and Xi Li, “Active Ownership,” Review of Financial Studies, Vol. 28, Issue
12, 2015, pp 3225-3268.
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Governance and Climate Change: A Success Story in Mobilizing
Investor Support for Corporate Responses to Climate Change
by Mats Andersson, AP4, Patrick Bolton, Columbia University, and
Frédéric Samama, Amundi and SWF RI

ffective action in limiting the extent and effects
of climate change will have to include changes in
business and massive investment by the private
sector in making the energy transition from fossil
fuels to clean energy and the development of a low-carbon
economy.1 Until fairly recently, the main approach to getting
business to respond to climate change has been through topdown efforts to regulate emissions and enact various forms of
“carbon pricing.” The advantage of this approach is conceptual clarity and sound economic logic. The basic idea is that,
by reaching an international agreement on emissions quotas
and carbon pricing that aims to make businesses “internalize”
the costs associated with greenhouse gas (GHG) emissions,
and fairly allocate GHG abatement costs across countries,
governments will set the environmental protection rules for
companies in their respective countries, and markets will
adjust to the new regulations and carbon prices. And this,
of course, is the approach to economic policy in general: the
political process and government administration set the rules,
and businesses respond by managing their operations as best
they can under the rules imposed on them by government.
Nevertheless, as the intergovernmental agreement process
following the signing of the Kyoto Protocol in 1997 has amply
demonstrated, this classical approach to economic policy does
not work when applied to a global “public goods” problem like
climate change mitigation. Given the notorious difficulty of
reaching international trade agreements even among a small
subset of countries, it should not have been too surprising that
there would be little progress toward a global climate change
agreement among 196 countries. Indeed, by the time the
negotiations around the Paris climate agreement of 2015 were
starting, the coalition of willing nations had shrunk to a few
dozen countries, mostly in Europe. Given this context, it is
remarkable that COP21 in Paris managed to bring essentially
all nations back into the climate change mitigation process.

This achievement can be attributed to a complete change
of tack in bringing about a climate change agreement. Instead
of a top-down approach, in which most economic actors
passively respond to regulations imposed on them, the Paris
agreement is built on a bottom-up approach centered around
Intended Nationally Determined Contributions (INDCs),
and a process that includes all economic actors, not just
governments. This new approach was nicely summed up in
the following comment by David Pitt-Watson in his introduction to a conference at Columbia University in March 2015:2
“When it comes to climate change we are all players, we are
not spectators.”
The new bottom-up approach is inevitably less coherent,
but it is certainly more broad-based. And it is far more realistic, taking better account of the limits of government action
in an increasingly complex world. It invites complementary
action and leadership from civil society and the business
community. Indeed, it may well prove to be a “game changer,”
with potentially far-reaching implications for corporate governance that we explore in this article. Today’s proponents of
the integration of ESG factors into financial analysis, by
raising investor awareness about the financial risks associated with climate change, promoting the use of appropriate
risk management tools to hedge climate-related risks, and
coordinating investor engagement with companies, can play
an important role in encouraging climate change mitigation
action and so help overcome some of the limits of government leadership.
Admittedly, this could all be mere wishful thinking. We
attempt to dispel this impression by providing in this article an
account of concrete, though as yet modest, successes already
achieved around one private sector climate change mitigation
initiative—an initiative that has led to the founding of the
“Portfolio Decarbonization Coalition” under the auspices of
the United Nations.3 The PDC, as the coalition has become

* We are grateful to Don Chew for his comments and detailed suggestions on the
paper. We also thank Pascal Blanqué, Jean Boissinot, Paul Dickinson, Robert Eccles,
Delphine Eyraud, Laurent Fabius, Christina Figueres, Remco Fischer, Peter Goldmark,
Haizhou Huang, Farrukh Kahn, Robert Litterman, Olivier Rousseau, Nicholas Stern, and
Laurence Tubiana for helpful comments. We are grateful to Timothée Jaulin for excellent
research assistance. The views expressed in this paper are those of the authors and do
not necessarily reflect the position of the Crédit Agricole Group, and AP4.
1. In Secretary of State John Kerry’s more eloquent words about climate change
mitigation: “The governments aren’t going to do it—we’re providing the invitation, and

the structure, but it’s the private sector that’s going to lead the way.” (See Secretary of
State John Kerry bounces around the U.N. and signs the Paris Climate Agreement by
Andrew Marantz, The New Yorker Magazine, May 9, 2016 issue).
2. David Pitt-Watson is the Chair of the United Nations Environmental Program Finance Initiative (UNEP-FI).
3. http://unepfi.org/pdc/.
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known, is in some ways the most important of several private
sector initiatives that are changing the ecosystem in which
corporations operate and that may have important corporate governance implications. We see in the success of this
initiative an illustration of the potential strength of creative
collaborations among non-government actors to bring about
change. During the Paris Climate Conference, the PDC
announced it had secured $600 billion of commitments for
decarbonized investments—and thus nearly 20% of a total
of some $3.2 trillion of global assets under management by
coalition members.
Raising Investor Awareness
One immediate challenge in persuading investors to engage
with corporations on climate change is to raise investors’
awareness of the risks they are exposed to with respect to
climate change and carbon pricing.4 Despite the wide media
coverage of climate change, such risks are seen as mostly
distant concerns, nothing to worry about for the next decades.
It thus naturally follows that the one class of investors likely
to be most responsive to climate change risk is long-term
investors, asset owners who are committed to holding long
positions in the stock market for decades to come. With
this observation in mind, at a conference convening a large
group of sovereign wealth and pension managers at Columbia University in 2010, we proposed the idea that such funds
undertake deliberate and systematic efforts to account for
climate and carbon risk in their portfolio management.5 And
in one more specific, and seemingly obvious, suggestion, we
encouraged the reserve funds of oil and gas exporting countries to consider underweighting energy stocks as a hedge
against carbon risk.
As you will have guessed, this pitch to manage portfolios
with an eye to carbon risk was greeted with mainly skepticism. At the time, even the suggestion that sovereign wealth
funds could make a positive contribution to society by anticipating and managing climate-related risks was viewed with
suspicion. Such funds tended to be seen instead as tools of
foreign policy for their governments, if not cookie jars for
corrupt leaders. Indeed, many observers dismissed them as
potentially disruptive investment vehicles that should be
prevented from freely investing in publicly traded companies
around the world. But times have changed, and the idea that
long-term investors need to be aware of carbon risk is now
almost mainstream.
To be sure, some long-term investors at that 2010 Columbia conference were receptive to these ideas. In fact, there
were enough of them that, with the support of the Rocke4. See Carney (2015) for a widely quoted speech on climate-related risks, which include “transition risks” or “carbon risks,” “liability risks,” and “physical risks.” Mainstream investors are generally concerned only with transition risks, referring to the “financial risks which could result from the process of adjustment towards a lower-carbon
economy.”
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feller Foundation, we were able to continue the discussion at
a high-level meeting in Bellagio in the spring of 2011. A key
challenge from the start was: How do you make carbon risk
a material concern for investors at the level of an individual
company? This risk is obviously related to the company’s GHG
emissions, both direct and indirect, but how can investors
find out whether a company they have, or are considering, an
investment in has a material carbon risk related to its GHG
emissions?
Part of the answer is the data on publicly traded companies’ GHG emissions that are disclosed by companies and
provided by a number of organizations such as CDP, 6
Trucost, the South Pole Group, and MSCI ESG Research.
But access to this data is only the beginning, for to be able
to make portfolio allocation decisions based on this data a
substantial amount of further financial analysis and engineering is required, perhaps too much to be worthwhile for an
individual investor. This is why additional tools, or “apps,”
are wanted to guide investors aware of climate change-related
risks toward concrete investment solutions.
Tools for Investors
At the Bellagio meeting in 2011, the idea of stock indexes
designed to have low exposure to carbon risk was proposed
for the first time as a tool for long-term, passive, institutional
investors without the in-house capabilities to sift through the
carbon exposures of each individual stock in their investment opportunity set. If an index provider could find a way
to construct it, a decarbonized index with lower exposure
to carbon risk would provide a useful hedging tool for longterm passive investors.
Following this meeting, AP4, the fourth largest Swedish
National Pension Fund, decided to explore this lead
further and discovered that Standard and Poor’s together
with Trucost, a leading data provider on corporate carbon
emissions, had developed a U.S. Carbon Efficient Index based
on the S&P 500. AP4 quickly decided to shift all its U.S.
equity holdings to this S&P U.S. Carbon efficient Index and,
in so doing, it became the first institutional investor to invest
on a significant scale in a decarbonized index. At the same
time, AP4 and Amundi began a collaboration with MSCI
to develop decarbonized indexes based on the main market
indexes offered by MSCI.
The availability of decarbonized indexes provides investors aware of “transition risks” with an important tool to get
to first base in implementing a hedging strategy. Indeed, the
decarbonized indexes offered by S&P and MSCI have some
very attractive features: First of all, they reduce the carbon
5. See Bolton, Samama, and Stiglitz (2011).
6. Formerly called the Carbon Disclosure Project.
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exposure of the reference index by over 50%; but at the same
time, they maintain the sectoral balance of the reference
index to the point that the tracking error with the reference
index never exceeds 0.7%. In effect, they offer investors what
might be described as a “free option on carbon.” As long as
carbon emissions are not “priced”—that is, reflected in stock
prices in such a way as to provide investors higher returns
as compensation for higher risks—the decarbonized index
is designed to produce the same returns as the benchmark
index. But if and when carbon begins to be priced—and the
relative stock prices of large carbon emitters falls to reflect
such risks—the decarbonized index is expected to outperform
the reference index.7
But the reality, of course, is that simply launching a
family of decarbonized indexes is no guarantee that long-term
passive investors will invest in them. In fact, the major three
index providers offer thousands of different indexes, with the
vast majority of them essentially largely ignored by the investor community. To raise investor awareness about carbon risk,
it would also be necessary to raise awareness of the existence
of decarbonized indexes and their attractive features.
This is where the leadership of AP4 and Amundi played
a critical role. AP4 was the first major pension fund to invest
on a significant scale in decarbonized indexes. Amundi, the
largest European asset management firm, was the first major
asset manager to recognize how effective these solutions could
be, and to develop marketing material underscoring that the
main obstacles holding back hedging of carbon risk would
be overcome by these decarbonized indexes. First, because of
their low tracking error, decarbonized indexes would protect
investors against the time horizon risk—namely, the possibility that the market performance of carbon emitters as a class
would continue for long periods of time—with respect to
the introduction of climate change mitigation policies. This
feature of the indexes is critically important, given that such
time horizon uncertainty was one of the main obstacles investors were facing. Second, because they were passive, liquid,
investment solutions, investment in such indexes offered a
scalable vehicle that could provide significant portfolio reallocation away from high-carbon stocks. Third, institutional
investors could resort to decarbonized indexes to invest in a
climate-responsible way that would be consistent with their
fiduciary duties towards their clients, since the rationale for
the portfolio tilting would only be based on the increasing probability of future recognition by market investors of
carbon risks they had previously largely overlooked.
Another important break for decarbonized indexes was
offered by FRR, the largest French pension fund, which
charged Amundi with transforming the decarbonized index
prototypes it had designed and turning them into mass
market products, with a commitment to invest a significant
7. These are discussed in detail in Andersson, Bolton and Samama (2016).
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fraction of its assets in these indexes. This led to an innovative collaboration between an asset owner (FRR), an asset
manager (Amundi), and an index provider (MSCI), which
together—and in record time—refined the design of a family
of decarbonized indexes around the concept of a free option
on carbon and a focus on a low tracking error.
As Gillian Tett describes the general process of financial
innovation in Fool’s Gold (2010), it is a long and tortuous road
from the creation of a new financial product or idea—in her
case, credit default swaps—to its adoption by investors and
to the creation of a market for the product. Beyond the financial innovation itself, it also requires the emergence of a new
ecosystem involving many different actors who develop expertise and familiarity with the new financial concept. In the case
of decarbonized indexes and reallocation of capital motivated
by carbon risk analysis, the first such products were met with
indifference, and analysis of the materiality of carbon risk had
little resonance. It took not only an innovative collaboration
among different actors to promote decarbonized indexes and
the integration of carbon risk analysis to reallocate capital, but
also the backing of the official sector through the creation in
September 2014 of the Portfolio Decarbonization Coalition,
which came about under the leadership of the UNEP-FI. The
mission of the PDC was to promote awareness of carbon risk
among investors and the comparison of best practices.
An Eco-system Approach
A key opportunity to leverage the collaboration between AP4,
FRR, Amundi, and MSCI into a larger association presented
itself when the UN, under the impetus of Secretary General
Ban Ki-moon, initiated a call for one financial sector initiative on climate change mitigation to be showcased at the
UN Climate Summit in New York in September 2014. A
proposal backed in particular by the governments of France
and China—two countries whose support was critical for
the success of the forthcoming climate agreement in Paris—
was submitted by AP4, Amundi, and CDP in the summer of
2014. That proposal was selected by the UN, and led eventually to the creation of the PDC under the governance of
UNEP-FI. Upon its launch at the UN climate summit in
New York, the PDC immediately set for itself the ambitious
goal of allocating at least $100 billion of assets under management to decarbonized portfolios by the COP21 in November
2015—this at a time when it had only around $20 billion of
assets in such portfolios. At the same time, the PDC committed to disclose the carbon footprint of at least $500 billion of
the AUM of its coalition members.8
As had been anticipated, the platform provided by
UNEP-FI and the creation of the PDC substantially raised
the profile of a number of financial sector initiatives on
climate change mitigation and contributed to deepening
8. See http://unepfi.org/pdc/.
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the eco-system around portfolio decarbonization. Building
on this momentum, we put together three major meetings
with asset owners and leading negotiators of the coming
Paris COP21 climate accord in the spring and fall of 2015.9
By fostering a dialogue among institutional investors, academics, and policy makers, each of these meetings furthered the
emergence of an ecosystem that was essential to the development of a corporate governance dialogue on climate change
and carbon risk.10 These initiatives also brought the recognition of the socially responsible investor community.11
The well-known proverb “what gets measured gets
managed” is a natural rallying cry of the PDC. The measurement of GHG emissions for which companies are responsible
is a prerequisite for any investor actions on carbon risk. And,
the measurement of changes in a company’s GHG carbon
impact is necessary for any meaningful engagement actions
by investors. The fact that accurate measurements of GHG
emissions of a larger and larger fraction of publicly traded
companies are now available also increasingly allows investors
to make relative comparisons and gauge where their companies rank in terms of their carbon intensity relative to peers.
But producing these carbon-emissions data and related
carbon risk analysis does not come without investment
and costs. The leading data providers, such as CDP and
Trucost, started on a shoe-string, and to become sustainable high-quality data providers they eventually need to
have a sufficiently large demand base for their data and other
services. Here again, the creation of an eco-system that relies
on these data and pays to generate it is essential.
As a founding member of the Portfolio Decarbonization
Coalition, CDP, of course, played a key role in expanding
this eco-system. By the time of COP21 in December 2015,
it had reached a critical mass by all objective measures. Not
only did the number of institutional investors that are signatory members of CDP grow from 35 to 822 since its creation
15 years ago, but the PDC also recently announced that its
membership, which now includes mainstream names such as
ABP, Allianz, CDC, ERAFP, Environment Agency Pension
Fund, FRR, KLP, and Storebrand,12 had grown within a year

to represent over $3.2 trillion in assets under management
and had already committed $600 billion of align with a low
carbon economy.13
The PDC got a further boost from the new French law
that requires all French asset managers and pension funds
to disclose the exposure to climate-related risks of the assets
in their portfolios.14 Such reporting may well become a duty
for all asset managers, as carbon risk increasingly comes to
be seen as a material financial risk for investors. Similarly,
better reporting on climate change risks is likely to become
a new battleground for corporate governance, as the recent
investigation of Exxon-Mobil by the Attorney General of
New York has signaled.15
All in all, most of the pieces have now fallen in place
to allow investors to undertake meaningful corporate governance actions on climate change. Awareness of carbon risk
exposure of individual companies is greater than ever, since it
has become easier and easier to measure GHG emissions tied
with a company’s operations. Objective performance metrics
on GHG emissions can now be set by boards and verified by
shareholders.16 Equally important, the decarbonized indexes
that now exist can be used as performance benchmarks for
compensation. Asset managers’ compensation can now be
tied to return outperformance relative to a decarbonized
index, just as CEO compensation can be tied to performance
relative to a decarbonized market index. Finally, engagement
can now be tied more easily to incentives—for example, an
asset manager might be rewarded on the basis of whether
engagement results in the inclusion (or non-exclusion) of a
stock in a decarbonized index.

9. One meeting co-organized with UNEP-FI at Columbia University on March 9,
2015, a workshop in Bellagio with the Rockefeller Foundation in April 2015, and a
meeting at the Medici Villa in Rome in May 2015.
10. At the same time we completed our research paper, “Hedging Climate Risk” now
forthcoming in Financial Analysts Journal.
11. Mats Andersson was awarded the 2014 Personality of the Year distinction of
Environmental Finance, and the 2014 Outstanding Industry Contributor prize of Investment & Pensions Europe Magazine.
12. The list is available at http://unepfi.org/pdc/members/.
13. PDC represented the financial sector at the Action Day. See http://newsroom.unfccc.int/lpaa/lpaa/massive-mobilization-by-non-state-stakeholders-summarized-atcop21/.
The PDC ambassador’s speech is available at http://unfccc6.meta-fusion.com/cop21/
events/2015-12-05-15-00-action-day-transform-transforming-our-production-systems/
keynote-mats-andersson-ceo-ap4.

14. Article 173 of Projet de loi relative à la transition énergétique pour la croissance
verte: “The information relative to the consideration of environmental objectives includes: the exposure to climate-related risks, including the GHG emissions associated
with assets owned, and the contribution to the international goal of limiting global warming and to the achievement of the objectives of the energy and ecological transition.”
15. “Exxon Mobil Investigated for Possible Climate Change Lies by New York Attorney
General,” Justin Gillis and Clifford Kraussnov, New York Times, November 5, 2015.
16. Who are increasingly engaging with companies on climate change, as illustrated
by the ‘Aiming for A’ coalition representing institutional investors that engage carbon intensive companies to “measure and manage their carbon emissions and move to a low
carbon economy.”
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Measuring What Matters: Industry Specificity Helps Companies
and Investors Gain Traction on Sustainability
by Bob Herz and Jean Rogers, Sustainability Accounting Standards Board

magine you’re an investor looking at a pair of
stocks. Company A has a P/E ratio of 5, while
Company B’s P/E is 20. Which one is the better
buy?
The answer is obvious: It depends.
Although these numbers may eventually prove useful, they
can be reasonably assessed only when placed in context. As an
investor, you’re likely to fire off a litany of questions, but the
first one is simple: In which industries do these firms operate?
After all, financial analysts interpret the performance of
companies and their securities through an industry lens. An
analyst doesn’t compare an automotive company to a grocer,
but rather to its industry peers. She knows the typical range of
P/E ratios for this industry and others, and can therefore easily
spot outliers. She also knows how to interpret macroeconomic
factors through this lens—for example, she can identify when a
company’s P/E fluctuation is due to low interest rates, a market
bubble, or simply a typical industry cycle. In growth industries
where market share is more important than earnings, she might
even throw out P/E altogether and focus on a company’s priceto-sales ratio. To develop a meaningful analysis, investors must
compare industry peers, and examine corporate performance
in the context of an industry benchmark.
Now imagine this scenario: Company A produces 10
million metric tons of CO2e per year, while Company B’s
Scope 1 emissions were less than a million metric tons. Which
one is more exposed to carbon risk?
Again, it depends. Just as an industry approach is critical
in financial analysis, it also helps investors interpret sustainability performance. In fact, an industry lens is arguably more
important for sustainability than for financial analysis because
the key environmental, social, and governance issues differ
from one industry to the next—based on how companies use
resources to bring goods and services to market, and in so
doing, how they impact society and the environment.
We’ve seen industry approaches to standards setting
throughout our markets’ history. In 1994, the American
Institute of Certified Public Accountants (AICPA) issued a
report called “Improving Business Reporting—A Customer
Focus; Meeting the Information Needs of Investors and Creditors.” Also known as the “Jenkins Report,” it summarized the
findings of a comprehensive study by the Jenkins Committee
to determine the information needs of users. More specifi-
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cally, it aimed to identify the types of data most useful in
predicting earnings and cash flows for the purpose of valuing
equity securities and assessing the prospect of repayment of
debt securities or loans. One of the main findings of the report
was that “industry segment information most frequently
provides the greatest insight into the opportunities and risks
a company faces.”
Then, in 2001, the FASB issued “Improving Business
Reporting: Insights into Enhancing Voluntary Disclosures,”
which studied voluntary disclosures of business information in
eight industries. Today, SEC rules and regulations and FASB
standards contain numerous industry-specific disclosure
requirements. SEC industry guides include those covering
oil and gas operations and bank holding companies.
In the world of sustainability, industry specificity also
matters. A 2010 Harvard white paper entitled “From Transparency to Performance: Industry-Based Sustainability
Reporting on Key Issue” presented a framework for developing industry-based Key Performance Indicators (KPIs), and
presented KPIs for six industries. According to the paper,
these KPIs would help accomplish the following: (1) identify
those sustainability aspects of sector-specific performance that
impact society either negatively or positively; (2) define the
most relevant information that can be reasonably collected
and reported; and (3) present in a usable, standardized format
data that allows comparison of relative corporate sustainability
performance.
In response to this research, the Sustainability Accounting Standards Board (SASB) was created in 2012 to deliver a
full set of sustainability accounting standards to the market.
SASB has now issued provisional standards for 79 industries,
and for the first time we can identify patterns of sustainability
risks and opportunities both across and within an industry.
When it comes to performance, industry matters.
Quality, Not Quantity
As investors increasingly recognize the material risks and
opportunities associated with certain sustainability issues—
such as climate change, resource scarcity, and product safety—they
are asking companies to disclose performance data to help
investors understand their risk exposures. The Securities and
Exchange Commission’s 2010 guidance on climate-related
disclosures has made it clear that such risks, when material to
Spring 2016

a firm’s financial condition or operating performance, must
be disclosed to investors under existing Regulation S-K.1 And
the Commission’s 2015 guidance on cybersecurity disclosures
underscored that the same basic principle applies to other
sustainability issues as well.2
Unfortunately, however, the general SEC guidance that
reminds companies to consider material risks without associated
standards for disclosure has resulted in a proliferation of boilerplate disclosures about climate. And in so doing, such guidance
has effectively added to the volume of immaterial information
that investors are asked to sift through. The missing link is
industry-based accounting standards: by providing companies
with guidance on what is likely to be material for their industry,
and standards for disclosing that information in a manner that
can be compared and benchmarked, companies will be able to
manage and report on material risks. This reduces the burden
of disclosure for companies overall and increases the quality of
information available to investors.
The Industry-Specific Nature of Sustainability Issues
Material sustainability issues arise from the nature of the
business itself, and from the fact that companies within an
industry produce similar goods and services. Hence, companies within an industry use—and compete for—similar forms
of capital (financial, environmental, and human), and they
affect the economy, society, and the environment in similar
ways as they go to market. Business models, while not always
similar from company to company within an industry, are
affected by industry-related opportunities and constraints such
as industry regulation and oversight, financing models, societal norms, pricing constraints, consumer protections, and
resource availability. Companies within an industry often face
similar environmental, social, and governance challenges, such
as safety of clinical trials in the biotech and pharma industries, privacy issues in tech and communications, energy
efficiency in real estate, investor loss of confidence in coal, and
concerns about fracking in oil and gas. When industry issues
are material, they are often structural and intractable—exactly
the kinds of issues that warrant disclosure on how well an
company is positioned to manage the risk, as well as the headwinds or opportunities that may be facing an entire industry.
SASB’s Industry Approach
The Sustainability Accounting Standards Board (SASB) is
an independent 501(c)(3) nonprofit organization that issues
sustainability accounting standards to help public corporations
disclose material, decision-useful information to investors. The
standards are developed for industry use in a market-based
process. SASB’s standards cover 79 industries across the economy—the full spectrum of equities as an asset class.
1. SEC, “Commission Guidance Regarding Disclosure Related to Climate Change,”
February, 2010.
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SASB standards enable companies to disclose sustainability
information alongside the financial and strategic information
they are required to provide in their Form 20-F and Form 10-K
annual reports. Despite existing frameworks on sustainability
disclosure in today’s markets, nothing provides investors with
the means to compare performance among industries and
between the companies in them. For capital markets decision
makers to use sustainability information, they must be able to
compare performance. For this reason, we have broken down
the data industry by industry to be more specific and more
relevant for companies, investors, and the markets.
Most major industry classification systems use revenue as
their basis for classifying companies into sectors and industries.
However, a company’s market value is determined by more
than its financial performance; in many industries as much
as 80% of market capitalization is made up of intangibles
such as human capital, intellectual property, and brand. Given
this new reality, SASB developed the Sustainable Industry
Classification System™ (SICS™), which categorizes industries
in such a way as to acknowledge their resource intensity as well
as their sustainability innovation potential. SICS assists with
sector allocation decision-making by organizing industries
according to their sustainability impacts and opportunities.
This approach underpins our industry-based approach, as each
sector and industry have a unique risk and return profile.
SASB develops its standards through a rigorous process
that includes evidence-based research and broad, balanced
stakeholder participation. Because this approach is bottom-up
rather than top-down, it identifies the sustainability issues that
are most critical to each industry—those that are reasonably
likely to have material impacts on the financial condition or
operating performance of its companies.
As of this writing (March 2016), and after nearly four
years of work, SASB had issued a complete set of provisional
sustainability accounting standards for 10 sectors comprising
79 industries. In the process, it has constructed a new view of
sustainability from the ground up. A number of key themes—
including climate change, product alignment and safety, and
water—cut across wide swaths of the economy.
How an Industry Approach Benefits Issuers
and Investors
SASB’s creation and approach are a market-driven response,
with the goal of addressing the needs of all market participants.
Currently, investors face an overload of immaterial and incomparable information. In a 2014 PwC study, 79% of the investors
surveyed were found to be dissatisfied with comparability of
sustainability reporting between companies in the same industry. And according to SASB research, as much as 80% of what
companies report today is immaterial in any given industry.
2. CF Disclosure Guidance: Topic No. 2 Division of Corporation Finance guidance
regarding disclosure obligations relating to cybersecurity risks and cyber incidents (October 2011).
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At its core, SASB is a disclosure-effectiveness initiative.
Unlike other sustainability efforts, SASB believes less can be
more. It seeks to improve the quality of existing disclosures
(74% of SASB topics are already being addressed in SEC
filings)—rather than introducing new ones—and to help ease
the burden of disclosure overload for both issuers and investors
by focusing on material, industry-specific sustainability issues
and related metrics and disclosures. Today’s investors routinely
construct portfolios with an industry and sector-based lens
to manage exposure risk and return. An ESG overlay is
completely consistent with and enhances this approach.
Effective management of these risks and opportunities can protect and create value for an organization and its
shareholders. While many companies currently address these
issues in their annual reports, there’s a need to improve the
usefulness of this disclosure. As we just mentioned, SASB
research shows that nearly three-quarters (74% percent) of its
disclosure topics have already been addressed in SEC filings,
but more than 40% of those disclosures consist of boilerplate
language, while only 15% use metrics. (And even those use
non-standardized metrics, so they’re not comparable.)
Although the standards are designed for reporting by
issuers in statutory filings such as the Form 10-K, they also
have benefits for internal corporate users. First, they narrow
the focus from sustainability as a broad concept to the small
handful of material impacts specific to companies in a given
industry. Second, they provide mostly quantitative accounting metrics that serve as key performance indicators for each
issue. For example, while a technology company may struggle
to understand how it is managing climate change—or, indeed,
how it could possibly manage such an unwieldy thing—it can
easily address, not to mention measure, the energy efficiency
of its processors or the water- and energy-intensity of its data
centers. It can also clearly see the value in doing so—not just
for society, but for the company and its shareholders.
Same Issues, Different Industry Impacts
Although such high-level issues as climate change, product safety, and resource intensity and scarcity have material
impacts across a variety of sectors, it’s important to note that
those impacts often vary greatly from one industry to the
next. The risk may be ubiquitous, but it is also differentiated.
As a result, each industry has its own distinct sustainability
profile. Understanding these unique profiles can help companies better manage the issues most likely to present a material
risk to their industry.
Climate Risk – Ubiquitous but differentiated. According to SASB research, climate change impacts 72 of 79
industries, representing 93% of the total U.S. equity market
capitalization (of $27.5 trillion). Although climate risk affects
most industries in the economy, it manifests differently from

one industry to the next. These industry-specific impacts can
be grouped into three primary types of risk to a company
and its investors: physical effects (which impact 61% of the
market); transition to a low-carbon economy (89% of the
market); and climate regulation (21% of the market).
Carbon in the atmosphere is now above 400 parts per
million for the first time in recorded history, the result of an
unprecedented 25% increase since 1958. Meanwhile, 2015
was the hottest year since tracking began in 1880, and 14
out of the 15 warmest years on record have occurred since
2000. Because of these and other trends, companies and their
investors are already exposed to a variety of significant risks
from climate-related impacts, from its physical effects to the
shifting regulatory landscape to the challenge of navigating
the transition to a resilient, low-carbon economy.
To avoid a rise in global average temperature of more
than 2°C above pre-industrial levels, it is estimated that
60-80% of the coal, oil, and gas reserves of listed firms are
unburnable. To reflect the possibility of climate regulation,
analysts have suggested that equity valuations be reduced by
as much as 40-60%, resulting in higher costs of capital, ratings
downgrades to existing bonds, and difficulties repaying or
refinancing existing debt.3 But, while oil and gas companies consider how the transition to a low-carbon economy
affects the value of their reserves, companies in the health
care delivery sector have a very different concern: ensuring
their readiness to meet the expected surge in demand, and the
resulting need for infrastructure, created by climate-related
weather events. As just one example, Hurricane Sandy cost
NYU’s Langone Medical Center in New York City $1.2
billion in damages and lost revenue in 2012.4
Investors need specific information to fully understand their
exposure to climate risk, and how well companies are positioned
to manage each of the three different types of this risk. It’s not as
simple as all companies disclosing their carbon footprint or data
on greenhouse gas (GHG) emissions. In fact, GHG emissions
are likely to be a material disclosure for only 23 of 79 industries.
To evaluate risk, analysts and investors need industry-specific
disclosure. What they want to know about climate risk looks
very different depending on the industry:
• For apparel companies, analysts want to know the ability
to source cotton, a crop that is vulnerable to shifting weather
patterns.
• For health care companies, analysts want to understand
how extreme weather events affect both business continuity
and demand for health care services. They also want to see how
companies are preparing for new disease migration patterns
that shift demand and require specific expertise.
• For commercial banks, analysts want to know about
financed emissions—loans to oil and gas companies, and to
industrials and utilities.

3. Carbon Tracker, Unburnable Carbon 2013: Wasted capital and stranded assets
(2013).

4. Kaiser Health News, Post-Sandy, NYU Langone Has Reopened, But Can It Regain
Market Share? (February 2013).
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• For software and IT companies, analysts want to know
the energy-intensity of data centers, which carries regulatory
and reputational risks along with innovation opportunities.
• For automobile companies, analysts want to evaluate progress on developing alternative-fuel vehicles to curb
use-phase emissions and capitalize on changing consumer
preferences.
• For real estate companies, analysts want to know about
the energy efficiency of buildings and the vulnerability of
building stock due to geographic location.
So, again, although climate risk is differentiated, it is also
ubiquitous, in the sense that investors can’t eliminate its effects
by diversifying their portfolios away from it. Instead, they
must manage the risk by understanding their exposure and
managing it through activities such as portfolio construction
(for example, balancing exposures with a sector allocation
strategy), stock selection (for example, focusing exposures on
best-in-class securities), and active engagement with portfolio
companies, with the aim of encouraging better climate-related
performance.
Product Alignment and Safety
According to SASB research, the issue of product alignment
and safety is likely to be material in 58 of 79 industries, or
80% by market cap. In the pharmaceutical industry, responsible product stewardship means strategically addressing a $431
billion counterfeit drug market, where mitigation strategies
in an increasingly complex, global supply chain could stem
or reverse the loss of consumer confidence and company revenues, and—more importantly—prevent up to 100,000 deaths
each year.5, 6 But it also has to do with responsible drinking
and marketing in the alcoholic beverages industry. A 2014
study published in the Journal of Studies on Alcohol and Drugs
found that people between the ages of 18 and 20 were the
most exposed to alcohol advertising in magazine ads.7 Alcoholic beverage companies continue to face scrutiny due to the
impact their products can have on the health of consumers,
particularly young ones. As companies have already recognized in their SEC filings, shifting industry perceptions and
brand reputation affect societal acceptance of alcoholic beverages and pose a material risk to sales.8
For companies in the meat, poultry, and dairy industry,
managing this issue means addressing the use of antibiotics in
animal production. As the policy landscape shifts along with
consumer demand, non-therapeutic antibiotic use in animal
production presents reputational and regulatory risks, both
of which can affect long-term profitability through impacts
on demand and market share. The use of antibiotics to boost
5. Bloomberg Business, Stopping Fake Drugs From Pakistan Is Too Late for Victims
(May 2012).
6. Forbes, Fake And Flawed Medicines Threaten Us All (July 2012).
7. Medical News Today, Underage Drinkers Are ‘Targeted’ By Alcohol Ads In Magazines ( July 2014).
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the growth of livestock and improve the output of animal
production has become an increasing social concern for a
variety of reasons. The practice generates “externalities” that
impact human health and well-being both directly, by giving
rise to resistant strains of bacteria, and indirectly, through
negative impacts on the quality of our soil and water. It is also
widespread; in fact, it is estimated that 70% of all antibiotics
used in the U.S. are given to farm animals, much of them for
non-therapeutic purposes.9
Again, what analysts and investors want to know about
product alignment and safety varies by industry:
• In the case of biotech and pharma companies, analysts
want a description of methods and technologies used to
maintain the traceability of products throughout the supply
chain and prevent counterfeiting.
• For automobile companies, analysts want to know the
number of recalls due to safety violations.
• For meat, poultry, and dairy companies, analysts want
to know the percentage of animals receiving sub-therapeutic
doses of antibiotics.
• For restaurants, analysts want to know food safety
inspection trends, the frequency and magnitude of contamination events, and the extent and severity of the impact.
• For oil and gas exploration and production companies,
analysts want to know total injury and fatality rates, as well as
discussion of management systems used to integrate a culture
of safety and preparedness for emergencies.
Resource Intensity and Scarcity
SASB research shows that resource intensity and scarcity—
including water—is likely to have material impacts on 60 of
79 industries, representing 75% of total market cap. The issue
of resource intensity and scarcity manifests itself in the fuel
efficiency of transportation and logistics companies; in health
care facilities and data centers that operate 24/7; in the apparel
industry’s reliance on natural fibers; and in the water consumption of agriculture, oil and gas, and beverage companies.
Water is becoming a scarce resource around the world
due to population growth, urbanization, climate change,
and pollution in emerging markets. As a result, operations
located in water-scarce and water-stressed regions could face
significant disruptions, causing them to curb or even cease
production—with obvious impacts on market share and
revenue growth.
Companies that address water conservation challenges
head on can reduce their water use to improve operational
efficiency and potentially achieve a competitive advantage.
For example, a new cleaning process at a Colgate-Palmolive
8. Ambev, FY2013, Form 20-F for the Period Ending December 13, 2013 (filed
March 24, 2014), p.13 ; Brown-Forman Corporation FY 2013 Form 10-K for the Period
Ending April 30, 2013 (filed June 27, 2013 ), p.14.
9. Pew Commission on Industrial Farm Animal Production, “Putting Meat on the Table: Industrial Farm Animal Production in America” (April 2008).
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manufacturing plant in South Africa has saved the company
over 100,000 gallons of water annually while increasing product output by two tons daily through reduced
downtime.10 This case demonstrates how higher initial capital
expenditures on such initiatives could allow for lower marginal
costs of producing goods in the future as well as less output
volatility. By so doing, such investment provides a good
example of how companies can use innovation to overcome
the financial trade-offs traditionally associated with sustainability initiatives.
What analysts and investors want to know about water
looks very different depending on the context:
• In technology and communications industries, analysts
want to understand how much cooling water is used for data
centers, and whether it is coming from a potable supply.
• In food and beverage, they want to understand how
much is being withdrawn and consumed from water-stressed
regions.
• In manufacturing, they want to know how close companies are to a closed-loop system—the amount of process water
that is treated on-site and recycled.
• In oil and gas extraction, they want to know what is
the volume of water used per well, and what is the impact on
groundwater quality.
• In agriculture, they want to know how innovation in
crop science is helping to reduce water use as a function of
crop yield.
Ahead of the Curve
Given the significantly different impacts that a single sustainability issue can have from one industry to the next, a
one-size-fits-all approach to measuring and reporting information on these topics is clearly not sufficient to provide investors
with the information they need to accurately assess and price
sustainability risk and opportunity. Evaluating performance
on material sustainability factors requires specialized information that captures the industry-specific challenges and
opportunities faced by companies.
Improving sustainability disclosure has been challenging
for companies. Until now, there haven’t been standardized
accounting metrics to help them measure and manage performance. In the absence of such standards, the costs of providing
sustainability disclosure have been unnecessarily high, as the
emphasis has been on disclosing a broad swath of information
instead of limiting their focus to just the issues most important
to a company and its business model.
This is the beauty of an industry-specific, materialitydriven approach to sustainability. It helps companies narrow
the focus of their efforts to the subset of sustainability issues
that are closely related to business operations and most likely
to have material financial impacts. And it minimizes the

number of sustainability issues they must measure, manage,
and report on, thereby providing a cost-effective solution to
a looming problem.
After all, our markets are already changing. A 2014 directive from the EU requires about 6,000 large companies to
provide disclosure on environmental and social matters by
2017. A growing number of international securities exchanges
are requiring disclosures or providing guidance on environmental, social, and governance issues, with more joining the
movement each year. Meanwhile, the G20’s Financial Stability Board has established a task force to develop disclosure
guidance on climate-related financial risk.
As investors continue to express their interest in these
issues—through engagement, shareholder resolutions,
questionnaires, and divestment—officers, directors, and
investor relations professionals will need to better understand sustainability impacts. They need to have an informed
understanding of the sustainability issues that matter, an
improved awareness of the issues that don’t, and an expert
ability to explain the difference. Meanwhile, by delivering
relevant, comparable, and reliable data to the capital markets,
sustainability accounting standards could empower a new
era of analytics and insight that would inform and enhance
traditional financial analysis, providing investors with a more
complete picture of performance.
But it’s not just about meeting the demands of the investor base. Forward-thinking companies will find opportunities
to move the needle with meaningful risk management and
unexplored paths to competitive advantage. A limited set of
sustainability accounting metrics that are tied to fundamental,
industry-specific value drivers can be integrated into a firm’s
core strategy. They can be incorporated into management’s
performance evaluation systems to promote goal congruence
and coordination, to communicate expectations, to motivate
unit managers, to provide feedback to top-level decisionmakers, and to make possible and guide benchmarking efforts.
By putting a finer point on sustainability and its impacts, such
metrics can help management focus on what matters.
And by focusing only on what matters, companies can
close the gap between sustainable intentions and investable
initiatives, spark collaboration between sustainability and
finance teams, and move the conversation from transparency
to performance.
Bob Herz is the former Chairman of the Financial Accounting Standards
Board (FASB) and a Board Member of the Sustainability Accounting Standards Board (SASB).
Dr. Jean Rogers is the CEO and Founder of the Sustainability Accounting Standards Board (SASB).

10. Carbon Disclosure Project, CDP Water Disclosure Global Report (2011).
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Materiality in Corporate Governance:
The Statement of Significant Audiences and Materiality
by Robert G. Eccles and Tim Youmans, Harvard Business School*

any if not most directors view their primary fiduciary duty as serving the interest of shareholders,
a view that is widely believed to be required by
law. Given the prevalence of this “shareholder
primacy” doctrine, directors often find it difficult to propose
or support significant investment of corporate capital or other
resources in their non-investor stakeholders, such as their
employees, their local communities, or “the planet.” As we will
argue in this paper, law does not prevent the directors of valuemaximizing companies from recognizing the significance of
stakeholders beyond shareholders and their contributions to
long-run corporate competitiveness and value.
Corporate stakeholder initiatives and investments are
an important focus of a growing set of corporate disclosure
practices known as “integrated reporting.” In the recent book,
The Integrated Reporting Movement: Meaning Momentum Motives
and Materiality, we define an integrated report as one that
combines information from traditional, financially-oriented
annual reports with the “material” parts of the corporate
sustainability reports that the largest companies in most developed nations have been producing for at least the past decade.
By “material,” we mean information about those stakeholder
issues that, when managed effectively, represent a significant
contribution to company value or that, if mismanaged, could
lead to a significant loss of value and opportunities to create
or preserve future value. Given the potential effects of such
stakeholder considerations on value, we believe strongly that the
arguments about materiality and significant audiences presented
in this paper are as relevant for “Form 10-K” and “Form 20-F”1
reporting as for integrated reporting.
This paper’s main points about director fiduciary duty and
materiality in corporate governance apply to all forms of corporate reporting, traditional as well as integrated, in all countries.2
However, for many boards, this is likely a new way of thinking.
With the aim of helping boards in this new realm of account-

ing for the value created (or lost) through the consideration of
stakeholder issues, we have structured this paper in four parts.
We begin by reviewing the concept of director fiduciary duty,
as it is understood not only in the U.S. but in a global context.
In the second part, we review the relevance of materiality in
corporate governance. In the third section, we present our
“audience-focused” approach for determining the materiality
of issues relevant to the company’s many different stakeholders.
In part four, we propose the new idea of an annual “Statement of Significant Audiences and Materiality” to be issued by
corporate boards. As we envision it, such a statement would
provide a clear identification of the investor and non-investor
audiences whose issues will affect the ability of the company to
create value and the time frames the board uses to evaluate the
impact of its decisions on these audiences. We believe that this
can be done in a single page.

* Much of the material presented in this paper has been adapted and updated from
Chapter 5 of Robert Eccles’ recent book, The Integrated Reporting Movement: Meaning
Momentum Motives and Materiality. Tim Youmans, the co-author of this paper, was a
significant contributor to Chapters 5 and 6, as well as other chapters.
1. By U.S. Securities and Exchange Commission Rules, U.S. listed domestic companies must submit annual reports on Form 10-K, and foreign companies listed on U.S.
exchanges must submit annual reports on Form 20-F.
2. It is this general sense that describes the difference between Chapter 5 of The Integrated Reporting Movement: Meaning Momentum Motives and Materiality and this
paper. While Chapter 5 looked at materiality and governance in the context of integrated
reporting, this paper is focused on materiality in the context of corporate governance,

with common import for traditional, integrated, and sustainability reporting.
3. “The Misleading Metaphor of Shareholder ‘Ownership’ … describes shareholders
as “owners” of corporations. As a legal matter, the claim that shareholders “own” the
corporation is obviously incorrect. Corporations are independent legal entities that own
themselves; shareholders only own a security, called “stock,” with very limited legal
rights. See Footnote on p. 804: “This metaphor may have roots in the nineteenth century, when most corporations were closely held firms with only a single shareholder or a
very small number of shareholders. In such firms, shareholders exercise far more control,
and it may make more sense to think of them as “owners.” From Lynn A. Stout, “The
Mythical Benefits of Shareholder Control,” Virginia Law Review, Vol. 93, No. 3, May,
2007, p. 804, http://www.jstor.org/stable/25050361.
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Director Fiduciary Duty
The objective of the “going concern” corporation, as a separate
and potentially immortal legal entity, is simply to survive and,
if possible, to thrive.
A prevailing ideology across the globe is that the fiduciary
duty of directors requires that they place primacy on shareholders’ interests. But what about the law? What obligations and
constraints does it put on corporate managers and boards to
put shareholders first?
The answer, it turns out, is almost none. According to the
law of virtually all nations with publicly listed corporations that
have been examined to date, shareholders are construed as the
owners not of companies nor of corporate assets, but rather of
a set of freely tradable rights—rights that entitle them to vote,
to receive dividends or other distributions, and to claim the
“residual value” of corporate assets. And this means, contrary to
the popular view, that shareholders are not in fact “the owners”
of public companies.3 The responsibility of ownership—that is,
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overseeing and ensuring the efficient management of the corporation’s assets—is entrusted to the board of directors, a trust
that is commonly referred to as “fiduciary duty.” Shareholder
value is in large part the outcome of directors’ decision-making
and the execution of their commitment to making investments
in developing and maintaining all of their corporation’s critical capabilities (which are often referred to as “capitals”)4 and
investments in the corporate stakeholders who are essential to
enabling companies to make commercial use of those capitals.5
In sum, shareholders and other providers of financial
capital are but one important audience among several that
companies need to invest in and engage with. As the corporation mobilizes financial, manufactured, intellectual, human,
social and relationship, and natural capital, each form of
capital has one or more audience.
Moreover, the potential immortality of the corporation
implies, both in a legal and an economic sense, that future
generations are also stakeholders. Considering all possible
combinations of issues and stakeholders, in terms of both
nonfinancial (e.g., environmental, social, and governance, or
“ESG”) and financial performance over the future as well
as near-term time frames, would appear to make directors’
fiduciary task nearly impossible, given limited corporate
resources and competencies. Recognizing these limitations, directors must make choices about which audiences
are significant, and which are not. This choice of “significant audiences,” which will in turn determine which issues
are “material,” is critical to the ability of the corporation to
sustain itself over a self-defined period of time.
With the aim of building resistance to the natural
tendency toward excessive focus on short-term financial
performance, we suggest that directors, when determining
which of their audiences are significant (and whose concerns
are therefore “material”), devote more of their time to prioritizing the companies’ relationships with their most important
stakeholders—with the implication that a broader range of
issues will be considered over a longer time horizon. To the
extent that a commitment to shareholder primacy has been
widely perceived as a legal requirement, directors have by and
large failed to give adequate consideration to the full array of
potentially significant audiences in their oversight of strategy,
investments, and reporting.

Research is now being conducted with the goal of
establishing a composite global legal framework that allows
directors to consider the universe of stakeholders in their
materiality determination process. Over the past 21 months,
we have gathered legal memos provided by leading law firms
in 32 countries, including all of the G20 countries, about
the fiduciary duty of board directors in their respective jurisdictions. The template for these memos was developed in
collaboration with Linklaters, a renowned global law firm.
(See Appendix I for more detail on this research.)
The main finding of this research to date is that, in every
jurisdiction across the world without exception, the board
of director’s primary duty is to the corporation itself as a
separate legal entity. The concept of “corporate personhood,”6
separate and apart from shareholders as well as other providers
of capital and other stakeholders, appears to be universal and
underlies both the limited liability of shareholders of public
corporations and the liquidity of freely tradable shareholder
rights (i.e., “shares”). In some jurisdictions, most notably
the United States, there is “dual primacy” in the sense that
directors’ duty to the separate corporate entity has equal
co-primary legal standing with directors’ duty to shareholders. In no jurisdiction, however, is a director’s duty to
shareholders construed as a higher duty than the duty to
the corporate entity. What’s more, in some jurisdictions such
as Brazil, the current legal duty of directors to the corporate entity requires consideration of a full range of potential
stakeholders, including employees, customers, and NGOs
representing various interests of civil society.7

4. “The International IR Framework,” The International Integrated Reporting Council,
cites the six capitals of: financial, manufactured, intellectual, human, social and relationship, and natural capital in its business value creation process map. http://integratedreporting.org/resource/international-ir-framework/.
5. “In other words, once again beyond legal requirements, the interests of others, including human rights, derive from those of the corporations’ shareholders. So the argument for shareholder value has been profoundly influential in shaping the laws and
conventions that govern the conduct of our corporations. So elegant is the argument that
I will employ it in coming to the exact opposite conclusion (pp. 31-32)… Shareholder
value is an outcome not an objective. It should not drive corporate policy but be treated
as a product of it. (p.261)” See Colin Mayer, “Firm Commitment: Why the Corporation
is Failing Us and How to Restore Trust in It,” 2013. See also Lynn Stout, “The Shareholder Value Myth: How Putting Shareholders First Harms Investors, Corporations, and
the Public,” 2012.

6. See note 13.
7. “The Brazilian Corporate Law also provides for a requirement to satisfy the “public
at large” and the “social role” of the company. Our view is that such concepts could be
construed as to encompass not only a duty to the company itself (and its shareholders)
but also to non-shareholders that could be impacted by the company’s activities, such
as, for example, the company’s employees, third parties with business relationship with
the company, the community in which the company’s activities are carried out, the environment and the society in general. See Mattos Filho Advogados, “Legal Perspective on
an Annual Board ‘Statement of Significant Audiences and Materiality,’” October 2014,
p.2, on the American Bar Association Sustainable Development Task Force: Duty of
Board Directors web site, http://www.americanbar.org/content/dam/aba/administrative/
environment_energy_resources/resources/brazil_legal_memo.authcheckdam.pdf.
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The Relevance of Materiality in Corporate Governance
Materiality, in its essence, is entity-specific. Whether the
interests and issues of a certain stakeholder audience are
material will vary from company to company, depending on
sector, strategy, business model, and the time frame under
consideration. As a consequence, materiality determination
must ultimately reflect the judgment of the board of directors. The board’s guiding principle in determining whether a
given stakeholder group is “significant” should be economy of
director focus and information. Boards that have the courage
to, for example, limit reporting to only material information
are sending their investors and other key stakeholders the
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message that the board has the ability to exercise this judgment—in other words, to govern.
Indeed, determining materiality could well be described
as the essence of directors’ fiduciary duty as overseers of the
management of the corporation. A recent statement by the
International Integrated Reporting Council (IIRC) makes
this point when it says that the act of defining materiality
“emphasizes the involvement of senior management and those
charged with governance in the materiality determination
process in order for the organization to determine how best
to disclose its unique value creation story in a meaningful
and transparent way.”8 We go farther than the IIRC and
argue that the responsibility for making this determination
ultimately lies with the board and that, in order to fulfil its
primary fiduciary responsibility to the sustainability of the
corporation, it must make this determination. But before
prescribing a more specific role for the board and proposing
new board tasks in the annual reporting cycle, we think it’s
useful to recall the basic role of boards as actors in the social
construction of materiality.
In one of the most important business books of all time,9
The Modern Corporation and Private Property,10 Adolf Berle
and Gardiner Means identified three broad privileges granted
to corporations by the State:

1. The ability to limit liability, or socialize losses,11 while
privatizing profits, thus attracting risk capital.12
2. The ability of corporations to own other corporations,
allowing for concentration of control that is disproportionate
to share of risk capital.13
3. The separation of ownership rights from control rights,
enabling freely tradable shares.14
Berle and Means went on to say that “The property owner
who invests in a modern corporation so far surrenders his wealth
to those in control of the corporation that he has exchanged the
position of independent owner for one in which he may become
merely [a] recipient of the wages of capital... [Such owners] have
surrendered the right that the corporation should be operated
in their sole interest.”15 Because society has granted corporations these special privileges, corporations can and should be
thought of as having a civic, if not a moral, duty to think not
only of profits, but also of the good of society.16 This underpins
the duty of corporations not only to “perform,” but also to
“report” to society, including reporting on all short-, medium-,
and long-term value creation initiatives related to their significant non-investor stakeholders.
The duty of a corporation to take society’s interest into
account in exchange for these special privileges is held in trust
by the board of directors. Through a privilege granted by

8. International Integrated Reporting Council. “Materiality background paper for IR,”
p.1, http://www.theiirc.org/wp-content/uploads/2013/03/IRBackground-Paper-Materiality.pdf.
9. In an extraordinarily positive 1933 review in the New York Herald Tribune, Charles
Beard had this to say: “‘In the time to come this volume may be proclaimed as the most
important work bearing on American statecraft … and will mark a sharp turning point in
fundamental, deep-thrusting thinking about the American State and American civilization.’ See Charles Beard, ‘Who Owns—and Runs—the Corporations,’ February 19,
1933, book review section, New York Herald Tribune. And it enjoyed similar praise in a
1932 issue of the Yale Law Review: “This book will perhaps rank with Adam Smith’s
Wealth of Nations as the first detailed description in admirably clear terms of a new
economics epoch.”’ See Frank and Meyers, Yale Law Review, 42, 989-1000, 1933. See
Colin Mayer, Firm Commitment: Why the Corporation is Failing Us and How to Restore
Trust in It, Oxford University Press, 2013.
10. Adolf Augustus Berle and Gardiner Coit Means, The Modern Corporation and
Private Property, Transaction Publishers, 1991 (10th version, originally published in
1933).
11. The ability to limit liability, through bankruptcy protection, is common to sole
proprietors, closely held companies and individuals, as well as corporations. A key difference is that the corporation’s control group (officers and directors) are able to socialize
the losses on others’ capital investment, not their own capital investment.
12. From American and English law, “the very existence of the corporation was conditioned on a grant from the state. This grant created the corporation and set it up as a
separate legal person independent of any associates [investors and managers],” [also
contemporarily termed “corporate personhood.”] From this state granted personhood
“privilege … flowed a limited liability of associates … a stockholder was not liable for any
of the debts of the enterprise and he could thus embark a particular amount of capital in
the corporate affairs without becoming responsible, beyond this amount, for the corporate debts.” Berle and Means, The Modern Corporation, p. 120-121. Regarding the role
of limited liability in attracting risk capital in Easterbrook, Frank H., and Daniel R.
Fischel. “Limited liability and the corporation.” U. Chi. L. Rev. 52 (1985): 89.p. 636,
“Third, limited liability enables the transfer of securities on a trading market, ensuring
liquidity. Absent limited liability, shares would be difficult to value because they would
carry the potential of excess liabilities.” The role of limited liability in attracting risk
capital has also been shown mathematically in Robert C. Merton, “An Intertemporal
Capital Asset Pricing Model,” Econometrica, Vol. 41, No. 5 , September, 1973. That
paper concludes on page 885 that “An intertemporal model of the capital market has
been developed which is consistent with both the expected utility maxim and the limited
liability of assets [equities].”
13. Also derivative of corporate personhood, corporations can exert “Control Through
a Legal Device. In the effort to maintain control of a corporation without ownership of a

majority of its stock, various legal devices have been developed. Of these, the most important among the very large companies is the device of “pyramiding.” This involves the
owning of a majority of the stock of one corporation which in turn holds a majority of the
stock of another—a process which can be repeated a number of times. An interest equal
to slightly more than a quarter or an eighth or a sixteenth or an even smaller proportion
of the ultimate property to be controlled is by this method legally entrenched.” Berle and
Means, The Modern Corporation, p. 69.
14. “The separation of ownership from management and control in the corporate
system has performed this essential step in securing liquidity. It is the management and
“control” which is now wedded to the physical property. The owner has no direct personal relation to it and no responsibility toward it. The management is more or less
permanent, directing the physical property which remains intact while the participation
privileges of ownership are split into innumerable parts—‘ shares of stock’—which glide
from hand to hand [as a “token”], irresponsible and impersonal… Most striking of all, a
liquid token acquires a value purely and simply because of its liquidity.” Berle and
Means, The Modern Corporation, pp. 250-251. As cited above, the separation of ownership from control combined with personhood-derived limited liability enables the free
trading of shares and a liquid market for these shares.
15. Berle and Means, The Modern Corporation, p. 5
16. Lynn Stout (The Shareholder Value Myth, 2012) describes that the foundation of
the “profit maximizing,” thus stakeholder minimizing, corporate governance is the selfdisproving view of social interaction symbolized by “Homo economicus”: “Let us see how
our friend Homo economicus stacks up against the list [of clinical sociopathic behaviors].
Lack of remorse (item 7)? Obviously; why would Homo economicus feel bad just because
he hurt or misled another, if he advanced his own material welfare? Irresponsibility and
reckless disregard for the safety of others (items 5 and 6)? Homo economicus feels responsible for, and cares about, no one but himself. Deceitfulness (item 2)? Homo economicus is happy to lie any time it serves his interests. Failure to conform to social norms
with respect to lawful behaviors (item 1)? Whenever and wherever the police aren’t
around describes Homo economicus. Although Homo economicus is neither cranky nor
impulsive—items 3 and 4—he has five of the seven characteristics on the list. Unburdened by pity or remorse, he will lie, cheat, steal, neglect duties, break promises—even
murder—if a cold calculation of the likely consequences leads him to conclude that he
will be better off. Like any sociopath, Homo economicus lacks a conscience.” It is clear
that most modern corporate board members are not Homo economicus, and it is within
the norms of the modern corporate social construct to reciprocate back to society, beyond
pure profit making. See Lynn A. Stout, “Taking conscience seriously.” Moral Markets:
The Critical Role of Values in the Economy, Princeton University Press, Princeton, 2007:
157-172.

Journal of Applied Corporate Finance • Volume 28 Number 2

Spring 2016

41

society, a corporation arrives at its own legal identity separate
from its shareholders, directors, managers, employees, and
other stakeholders. Along with this legal standing, to the
extent that it succeeds in satisfying the legal “claims” of all
these stakeholders, public corporations have the capacity to
survive many generations.
In his book Firm Commitment, Professor Colin Mayer
of Oxford University notes that the corporation’s current
decisions could have an impact long after the tenure of
its current management has expired and that, as a consequence, the board is the appropriate trustee of the firm’s
intergenerational commitment.17 This implies that director
judgment must be informed by a keen sense of the social
context within which the corporation is operating, further
informing the board’s oversight of the management team’s
formulation and implementation of the company’s strategy.
It also implies that the board is responsible for taking a longterm view and for ensuring that management reflects that
view in its decision-making.
As part of executing board approved strategy, management may undertake an involved stakeholder engagement
process that attempts to strengthen its ties to all corporate
constituencies. However, it is the board’s responsibility—and
indeed an important part of carrying out its fiduciary duty—
to make the ultimate decision about what issues are material
to corporate strategy.
Audience-Focused Materiality Determination
Although materiality forms the conceptual bedrock of corporate reporting, there is no authoritative definition of it. In

“Securities Regulation,”18 Louis Loss points out that the legal
field offers no specific definition of the word. Court opinions
on materiality have done little more than sketch its conceptual contours. As in cases involving fraud, for all U.S. legal
cases in which the concept of materiality has played a relevant
role, the courts have opined that materiality must be decided
on a case-by-case basis.19 The U.S. Supreme Court has also
asserted that this determination must be based on both qualitative and quantitative factors based on the “total mix” of
information made available.20 Further complicating the “total
mix” standard set by the Supreme Court for evaluating potentially material omissions or misstatements, the Court has left
open the issue of “circularity” in its definition of materiality.21 Finally, adding to the difficulty of the work of corporate
decision makers, the courts have also made clear that materiality must be determined with complete clarity. That is to
say, these opinions do not allow for “degrees” of materiality.
A fact is either material, in which case it must be reported, or
is not material, in which case it need not be reported.
Such materiality assessments must be made by the board
and senior management of the corporation itself. Since investors have no voice in a company’s materiality determination
process other than through lawsuits (the rulings of which
produce only more “guidance” instead of specific thresholds),
it is management’s, and ultimately the board’s, responsibility
to ascertain what information “reasonable investors”22 would
want to know. In the end, materiality is determined by the
corporation, and it is entity-specific.23
Since there is no easy rule to follow in determining
materiality, companies making the ultimate decision on

17. Specifically, Mayer advocates a two-tier form of board governance called a “trust
firm,” somewhat similar to the German board model (Mayer & Franks, “Ownership and
control of German corporations,” 2001). Given that the trust firm is not (yet) the standard in the U.S. and other corporate domiciles, we feel that Mayer’s “trust theory of the
stratified Board” applies to today’s current directors: “…the corporation is a rent extraction vehicle for the shortest term shareholders. The power of owners [controllers] with
the shortest time horizon not only concentrates control and wealth amongst them and
their agents, but also is the source of failure to account for the interest of any generation
but their own. Competition may confer some benefits on their customers, but by focusing
the horizon of the firm so closely on the near term, the wellbeing of all but the most immediate generation is disregarded. We should not therefore rely on competition to be the
guardian of our offspring … [The corporation will have to turn to trustees who are the
custodians of the firm’s values] to restrain it from defaulting on the future. Their presence
changes the nature of the corporation from being a pure agency one, in which the directors act as agents of the shareholders, to a mixed trust arrangement in which the [Board]
acts in behalf of the designated stakeholders of the corporation.” It is our belief that these
stakeholders are material and significant audiences that the firm defines and in its corporate reporting process. Mayer, Firm Commitment, pp. 240, 244-245.
18. Louis Loss, Joel Seligman, and Troy Paredes. Securities Regulation. New York:
Little, Brown and Company, 1961. p.1436.
19. “It is said that a fraudulent representation must be material to have that effect.
But how are we to decide whether it is material or not? It must be by an appeal to ordinary experience to decide whether a belief that the fact was as represented would naturally have led to, or a contrary belief would naturally have prevented, the making of the
contract.” (Holmes, Oliver Wendell. “The common law.” (1881) in Gutenberg Project
version: [308] LECTURE IX. CONTRACT.- III. VOID AND VOIDABLE.). This is one of the
first commercial law references to materiality. Later cases such as Basic Inc. v. Levinson,
485 U.S. 224, 108 S. Ct. 978, 99 L. Ed. 2d 194 (1988) and TSC Industries, Inc. v.
Northway, Inc., 426 U.S. 438, 96 S. Ct. 2126, 48 L. Ed. 2d 757 (1976), as well as
post-Securities Act regulations, arguably, stand on the shoulders of Holmes’ legal construction of commercial materiality.
20. [...A] showing of a substantial likelihood that, under all the circumstances, the
omitted fact would have assumed actual significance in the deliberations of the reason-

able shareholder. Put another way, there must be a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the ‘total mix’ of the information made available.” TSC
Industries, Inc. v. Northway, Inc., 426 U.S. 438, 96 S. Ct. 2126, 48 L. Ed. 2d 757,
1976, at page 449.
21. The circularity of this [TSC v. Northway] definition leaves the question of what
determines the “total mix” of information unanswered. Does it refer to all other material information except for the piece in question? If so, upon what basis was all this information judged to be material in the first place, since the “total mix” of information
must be constructed one piece at a time. Was the first piece of information deemed
material because it was important to a reasonable investor, and then all other information is judged in the context of increasing amounts of information? Conceivably, whether a piece of information is material or not would be a function of how much other information is available. When little information is available, the relevance of an
additional bit of information can be high. When a substantial amount of information is
available, an additional piece may be less relevant. If the total mix of information also
includes immaterial information, then the question arises regarding the basis on which
the total mix is built.
22. See note 20, TSC v. Northway.
23. The phrase “entity-specific” is used in the Financial Accounting Standards Board
definition of materiality. “Information is material if omitting it or misstating it could influence decisions that users make on the basis of the financial information of a specific
reporting entity. In other words, materiality is an entity-specific aspect of relevance
based on the nature or magnitude or both of the items to which the information relates
in the context of an individual entity’s financial report. Consequently, the Board cannot
specify a uniform quantitative threshold for materiality or predetermine what could be
material in a particular situation.” See Financial Accounting Standards Board, “Statement of Financial Accounting Concepts,” No. 8, p. 17, http://www.fasb.org/cs/BlobSer
ver?blobkey=id&blobnocache=true&blobwhere=1175822892635&blobheader=appli
cation%2Fpdf&blobheadername2=Content-Length&blobheadername1=Content-Disp
osition&blobheadervalue2=210323&blobheadervalue1=filename%3DConcepts_
Statement_No_8.pdf&blobcol=urldata&blobtable=MungoBlobs, accessed May 2014.
>>
For another discussion on materiality for nonfinancial information see Rob-
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which issues are material for reporting purposes should use
a clearly defined process with solid lines of responsibility.
Because materiality is a firm-specific social construct, it poses
certain challenges for corporate reporting. As every board and
management team protects a unique brand, what the corporation symbolizes for society is unique to each company. This
means that each firm can define its own materiality threshold
within the boundaries of accepted and evolving standards.
In “Westphalian”24 terms, materiality for the firm becomes
materiality for its significant audiences.
The role of non-investor stakeholder “audiences” in longrun corporate value creation begs the question: To whom is the
firm reporting? And in the context of materiality for corporate reporting, one must ask, “Who does the board address
when it determines which issues are material, and which issues
are not?” Although providers of financial capital are clearly
a significant audience, other audiences also exert influence
on the firm’s identification of material issues. Various stakeholders wield varying degrees of influence on the providers
of capital and the firm itself, and the implications of that
influence are often too great to ignore. Consequently, when
the firm decides what information is material, it must, for its
own good, take into account the perspectives of stakeholders
beyond those who provide financial capital.
The Integrated Reporting (<IR>) Framework presents in
its section on “Materiality” the following four-step process
for determining what information is material:
1. “Identifying relevant matters based on their ability to
affect value creation;
2. Evaluating the importance of relevant matters in terms
of their known or potential effect on value creation;
3. Prioritizing the matters based on their relative importance;
4. Determining the information to disclose about
material matters.”25
We suggest a modification of the above process that
includes the following preliminary step: “Identify audiences
relevant to the corporation, their interests (including where
they conflict), and the relative weight attached to each.” Our
recommended preliminary step is rarely carried out with any
degree of rigor for two reasons. The first is the prevailing
ideology that the fiduciary duty of directors requires them
to place primacy on shareholders’ interests. Second, many

companies address broad stakeholder interests through
general statements like “We are committed to delivering
excellent returns for our shareholders and we firmly believe
that addressing stakeholders’ interests further enables us to
do so.” If this sounds “nice” or is consistent with emerging
rhetoric in support of the “business case for sustainability
reporting,”26 it also ignores the difficult trade-offs that must
often be made between shareholders and other stakeholders,
particularly in the short term.27 Moreover, there are not only
trade-offs—and thus potential conflicts—between providers
of financial capital and other audiences, but also conflicts
between the providers of different kinds of capital (debt vs.
equity), and even between different sustainability advocates
(for example, those focused on environmental protection vs.
those focused on a social issue like income inequality).

ert G. Eccles, Michael P. Krzus, and George Serafeim. “A Note on Materiality for Nonfinancial Information,” Harvard Business School Note N9-314-033, November 2013.
24. In academic circles, the phrase “Westphalian Sovereignty” is sometimes summarized as “The religion of the prince is the religion of the place.” Arguably, the source
of the concept of “sovereignty,” the Peace of Westphalia of 1648 was: “The end of the
Thirty Years War brought with it the final end of the medieval Holy Roman Empire. Authority for choosing the religion of the political unit was given to the prince of that unit
and not to the Hapsburg Emperor or the Pope. No longer could one pretend there was
religious or political unity in Europe. Authority was dispersed to the various kings and
princes, and the basis for the sovereign state was established.” Bruce Russett, Harvey
Starr, and David Kinsella, World Politics: The Menu for Choice, Cengage Learning,
2005.
25. “The International IR Framework”, The International Integrated Reporting Council, “Guiding Principles 3.18”, p. 18.

26. “...[T]he current state of sustainability reporting is in some ways ‘contra-materiality’ when the proper meaning of the term ‘materiality’ is understood. In this post we will
illustrate this point using the examples of GE and of the Dow Jones Sustainability Index
(DJSI).” Robert G. Eccles and Tim Youmans, “In this corner, DJSI; and in this corner,
materiality. Ding!”, Materilaitytracker, User Views, July 2015, http://www.materialitytracker.net/user-views/current/.
27. Robert G. Eccles and George Serafeim, “The performance frontier,” Harvard Business Review 91, no. 5, 2013.
28. Sarbanes-Oxley Act of 2002, PL 107-204, 116 Stat 745, Section 301, Paragraph 2: “RESPONSIBILITIES RELATING TO REGISTERED PUBLIC ACCOUNTING
FIRMS. —The audit committee of each issuer, in its capacity as a committee of the board
of directors, shall be directly responsible for the appointment, compensation, and oversight of the work of any registered public accounting firm employed by that issuer (in-
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The Statement of Significant Audiences and Materiality
Determining the relative importance of different providers of
financial capital and of other audiences is ultimately a responsibility of the board. What does this mean in practice?
We have proposed that the board issue each year a one-page
forward-looking “Statement of Significant Audiences and
Materiality (The Statement).” Such a statement would aim to
inform management, providers of financial capital, and all other
stakeholders the board believes to be critical to the long-run
profitability and survival of the corporation. More specifically,
such a statement would communicate the board’s intent to
invest resources and management attention in all significant
audiences along with the time frames over which they are
expected to materialize. In so doing, the board is communicating both its view of the role of that corporation in society, and
the financial and nonfinancial (e.g., environmental, social, and
governance) foundation for the company’s corporate reporting.
Although management can play a significant role in
preparing The Statement, it is ultimately a statement by the
board, much like the annual financial audit. While management is deeply involved in the audit—in U.S. companies,
for example, the CEO and CFO must personally sign off on
the adequacy of a company’s internal control systems—it is
the Audit Committee of the board that chooses and engages
the audit firm and signs off on the scope of the audit. The
Statement, like the audited financial statement, is ultimately
a responsibility of the board—not management.28

>>
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When issuing The Statement, the board must make
judgments—tough judgments, since it cannot claim that
all audiences are significant. Just saying “We will create
value for our shareholders by meeting the needs of all of
our stakeholders” is not a credible statement; it is puffery29
and greenwashing. A corporation, no matter how large, has
limited resources and has to set priorities in terms of how
resources are allocated. Take, for example, a company that
chooses to cut its R&D expenses just to meet its quarterly
earnings target. In making such a decision, management
could implicitly be making one of its stakeholders—likely
short-term shareholders—a more significant audience than
either employees or long-term shareholders, who may well
benefit from this research. Or the same company might
take a very different approach, such as cutting dividends to
avoid shortsighted R&D cutbacks or “downsizing.” Shortterm shareholders may not like this decision, but long-term
investors (such as pension funds or bondholders) might
applaud it.
The Statement should also be clear about the time frames
in which the corporation evaluates the impact of its decisions
on its significant audiences. This could be as specific as saying
that The Statement covers a three-year time horizon. Or it
can be as general as the board simply stating that they are
focused on the long term.
In its March 2015 Annual Report, the Swedish industrial
products company Atlas Copco published the first “Statement
of Materiality and Significant Audiences” issued by a board
of directors. Atlas Copco’s Statement30 begins by noting that
it is governed by the Swedish Companies Act (2005:551). The
Statement then goes on to say,
...Atlas Copco recognizes going beyond this, extending it to integrating sustainability into its business, creates long-term value for
all stakeholders, which is ultimately in the best in the best interest of the company, the shareholders and society. The significant
stakeholder audience, as outlined in the Atlas Copco Business
Code of Practice, includes representatives of society, employees,
customers, business partners, and shareholders.31
The positive effects of increases in employee morale and
efficiency might take as long as five years to show up in financial statements. And a five-year horizon is, of course, very
different than a one-year horizon. Again, the board, entrusted
with the interest of the corporate entity, has the right—and
cluding resolution of disagreements between management and the auditor regarding financial reporting) for the purpose of preparing or issuing an audit report or related work,
and each such registered public accounting firm shall report directly to the audit committee.” RESPONSIBILITIES RELATING TO REGISTERED PUBLIC ACCOUNTING FIRMS.—
The audit committee of each issuer, in its capacity as a committee of the board of directors, shall be directly responsible for the appointment, compensation, and oversight of
the work of any registered public accounting firm employed by that issuer (including
resolution of disagreements between management and the auditor regarding financial
reporting) for the purpose of preparing or issuing an audit report or related work, and
each such registered public accounting firm shall report directly to the audit committee.
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indeed the responsibility—to determine this time horizon.
It also needs to be clear with the investment community—
and with all its other significant audiences—about the time
frames that are relevant for such stakeholder investments.
In sum, it is the right of the corporation to make these
judgments and it is the responsibility of the board to do so.
The Statement is the basis for an open and honest conversation between the corporation and all of its stakeholders.
What is important is that The Statement clearly communicates the board’s view of the company’s priorities by
identifying the limited number audiences which it regards
as significant and, by implication, those which are not. This
way, the company’s shareholders (of all kinds and classes),
bondholders, and its many other audiences can make their
own resource allocation decisions in terms of the extent to
which they will commit themselves to contributing to the
success of the corporation.
Exercising the judgment needed to make such a determination requires board discipline, a willingness to be transparent,
and an acceptance of the fact that audiences not deemed
significant are likely to object. They will want to challenge
the corporation on this judgment, and the corporation has an
obligation to respond to such challenges by making clear the
limits of its support for such “important but not significant”
audiences, and the reason for such limits. But the board doesn’t
have an obligation to change its mind in response to challenges
from “important but not significant” audiences. Clearly there
are other audiences that are important to varying degrees, and
the issues they care about, however socially significant, may not
be material to the company.32 The company should continue
to report on these issues in its sustainability report. But the
material issues based on the chosen significant audiences and
timeframes belong in the annual financial, or integrated, report.
Conclusion
Recent research provides persuasive evidence of a latent investor appetite for the reporting of material ESG information
that goes beyond conventional financial statements. The
Statement of Significant Audiences and Materiality proposed
in this paper can serve as a means for meeting the demand
by this audience for value-relevant, nonfinancial information.
According to a 2014 survey by EY titled “Tomorrow’s Investment Rules,” institutional investors want a clearer view of
what is material, and they want it directly from the company.
“Materiality,” as the survey’s authors conclude:
29. For an analysis of “puffery” in the context of corporate governance, see: Robert G.
Eccles and Tim Youmans, “Implied Materiality and Material Disclosures of Credit Ratings,” Harvard Business School Working Paper 15-079, April 9, 2015.
30. http://www.atlascopcogroup.com/content/dam/atlas-copco/documents/Corporate/
investors/financial-publications/english/20160310. Annual report incl. sustainability report and corporate governance report 2015.pdf.
31. Ibid.
32. For information on a new tool that corporations may use to help the evaluation of
audience significance, see Chapter 6, “The Sustainable Value Matrix” in: Eccles, et al.
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[...]is a key concept that emerged from this survey. Investors were
more likely to value information which came directly from the
company itself rather than from third-party sources. In addition,
among those [investors] that never consider ESG information in
their decision-making process, the main reason for rejecting it
was that they felt it was not material.33
Moreover, as noted earlier, corporate boards can use The
Statement as an opportunity and a platform for articulating
their view of the social benefits provided by their companies,
one that details all the important stakeholder groups that
support and in turn are supported by the operations of the
company. This multi-stakeholder view of corporate governance is enabled by companies taking a long-term view of
performance. In April 2015, BlackRock CEO Larry Fink,
in his now-annual letter to the CEOs of portfolio companies, said that investors “also have an important role to play,
which is why we engage actively with companies on the key
governance factors that in our experience support long-term,
sustainable, financial performance. Chief among these is
board leadership—in our view, the board is management’s
first line of defense against short-term pressures.”34 We believe
The Statement can be a concrete way boards can establish
this line of defense.
In a world increasingly sensitive to income inequality
and suspicious of the corporate quest for profit, promoting

The Integrated Reporting Movement: Meaning, Momentum, Motives and Materiality.
33. E&Y. “Tomorrow’s investment rules: a global survey.” p. 2, http://www.ey.com/
Publication/vwLUAssets/EY-Institutional-Investor-Survey/$FILE/EY-Institutional-InvestorSurvey.pdf, accessed May 2014.
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a broader understanding of the role of the corporation in
society is one of the most pressing issues facing the sustainable
development movement. It will become even more important
now that the Sustainable Development Goals (SDGs) were
ratified by all United Nations’ Member States in September
of 2015.35 As social expectations continue to rise about how
corporations, especially the world’s largest corporations, can
contribute to a more sustainable society, companies have
no choice but to respond. Ultimately, the company’s license
to operate comes from civil society. However, the company
needs to be clear on which issues are a priority, as determined
by its chosen significant audiences, and which are not. The
Statement of Significant Audiences and Materiality offers
the board has a unique and unprecedented opportunity to
present a clear and credible view of their company’s role in
society—one that can guide management’s decision-making
and its interactions with its significant audiences and other
stakeholders.
Robert G. Eccles is a Professor of Management Practice at Harvard
Business School and non-executive Chairman of Arabesque Partners and
Tim Youmans is a Researcher at Harvard Business School and Research
Director for the Strategic Investor Initiative at CECP. They are research
collaborators and global experts in materiality. They can be reached at
tyoumans@hbs.edu and reccles@hbs.edu.

34. http://www.businessinsider.com/larry-fink-letter-to-ceos-2015-4.
35. http://www.un.org/sustainabledevelopment/sustainable-development-goals/.
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Appendix I – Global Legal Research:
The Duty of Board Directors
We have argued that the board’s primary duty is to the interests of the corporation as a separate legal entity, rather than
maximizing shareholder value, as is widely believed. While
the board can choose to deem shareholders as the only significant audience, it does not have to do so. The board must
simply decide which audiences are most significant for the
ability of the corporation to create value over the short,
medium, and long term. Once the board has done so, it has
laid the foundation of the materiality determination process
for corporate reporting.
Unlike most academic papers, this one doesn’t simply end
in a call for further research, although we certainly plan to do
that. Rather, this paper is one element of an action-initiative
called “The Statement of Significant Audiences and Materiality Campaign (The Statement Campaign)” whose aim is to
ensure that the ideas in this paper get translated into practice.
The Statement Campaign is articulated in a post titled in the
“Big Ideas: Sustainability” section of the MIT Sloan Management Review website. After conducting considerable research
into the concept of director fiduciary duty with respect to
significant audiences… our preliminary findings are “without
exception, that the board directors’ primary duty is to the
corporation itself as a separate legal person.”36
We are conducting this ongoing research project jointly
with The American Bar Association’s Sustainable Development Task Force (Task Force) and with support from and in
coordination with the UN Global Compact. Other steps in
this campaign include mobilizing investors to ask company
boards to issue The Statement and finding companies who
will lead in doing so.

36. Robert G. Eccles and Tim Youmans, “Why boards must look beyond shareholders,” MIT Sloan Management Review / Big Ideas: Sustainability, September 2015,
http://sloanreview.mit.edu/article/why-boards-must-look-beyond-shareholders/.
37.http://www.americanbar.org/groups/leadership/office_of_the_president/sustainable_development_task_force.html.
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This research has produced database of legal memos from
32 countries on director fiduciary duty, which are freely available to all on the Task Force web site,37 which will also contain
new country memos as they are added, as well as updates of
existing memos will continue to be updated as more country
memos are added and existing ones updated. It is our hope
that this global collection of legal memos on director fiduciary
duty will become a resource for other researchers, advisors,
investors, board members, executives, regulators, and other
stakeholders, sparking a global discourse on the role of the
corporation in society.
These legal memos lend themselves to much deeper analysis and we welcome others to do so. Among many areas for
research that may arise from The Statement Campaign we
see immediate research opportunities in four specific areas:
1. Variations in the extent to which country laws require
directors take account of other stakeholders’ interests,
2. Differences in civil vs. common law jurisdictions,
3. Differences in developed vs. developing countries, and
4. Digging deeper into “dual primacy.”
The goal of the Statement Campaign, further propelled
by complementary and, frankly, by opposing, research, is that
by 2025 the board of directors of every listed company will
be issuing an annual Statement of Significant Audiences and
Materiality. Given the growing demand for improved corporate accountability to audiences other than shareholders,38
the Statement is the starting point for a company to do so.

38. “Actions taken by banks to prevent future litigation issues included everything
from changing remuneration policies to a greater focus on ‘non-financial metrics’, …”,
Laura Noonan, “Bank litigation costs hit $260bn — with $65bn more to come,” Financial Times, August 23, 2015.
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ESG for All? The Impact of ESG Screening on
Return, Risk, and Diversification
by Tim Verheyden, Robert G. Eccles, and Andreas Feiner, Arabesque Partners*

ne of the most important trends in portfolio management over the past decade has been
the incorporation of environmental, social, and
governance (ESG) data. According to the Global
Sustainable Investment Alliance (2015), $21.4 trillion was being
managed through some form of socially responsible investing
(SRI) at the start of 2014, representing about 30% of total global
assets under management. From 2012 to 2014, SRI assets under
management (AUM) increased by over 60%, as compared to
15% for conventional strategies. Total investments in SRI are
the largest in Europe ($13.61 trillion), with the U.S. now experiencing the most rapid growth (76% from 2012 to 2014, as
compared to a global average of about 50%). Most SRI investments continue to be made by institutional investors, but retail
investors are swiftly moving forward (as reflected in the 97%
growth in their SRI assets between 2012 and 2014).
Historically, portfolio management has relied on two sets
of information to build investment strategies. Fundamental
information, which relies heavily on a company’s financial statements, provides insights into the intrinsic value of a company
and its growth prospects. Technical information, which can be
derived from a company’s past performance in the stock market,
provides indicators of the current momentum or movement
in stock prices and the extent to which the trend is likely to
extend into the future. While these two sets of information have
helped investors make sound investment decisions for decades,
the widespread availability of such data and the technology to
process it has made it increasingly challenging to create superior
performance in the form of above-market returns.
In addition to fundamental and technical information,
which mostly represent the past performance of a company,
ESG information presents itself as an extra set of intelligence
that can also provide insight into future performance. Think
about the importance of managing carbon emissions in response

to the growing regulatory and social pressure arising from the
threat of climate change. Another prominent issue concerns
corporate efforts to strengthen relationships with employees
with the aim of maintaining high levels of customer service.
And on the governance front, a well-structured and independent
board of directors, and well-designed incentive pay plans, could
help management maintain its focus on and commitment to
carrying out the company’s long-run strategy for creating value.
While ESG has been under a certain level of scrutiny with
regard to its links with performance,1,2 an increasing number of
studies find a positive relationship between ESG (sometimes
referred to as “nonfinancial”) performance and financial performance. In a recent study, Ioannis Ioannou, George Serafeim, and
one of the present writers3 reported finding that “High” sustainability companies outperform “Low” sustainability companies
in terms of stock market and accounting performance. And in
a forthcoming study, Mozaffar Khan, George Serafeim, and
Aaron Yoon4 present the first evidence that attempts to distinguish “material”5 from less important ESG factors. In so doing,
they find a significant positive correlation between performance
on material ESG factors and financial performance.
What’s more, the findings of these two recent studies are
largely consistent with the fairly large body of research that
has accumulated over the past decade. For example, one recent
review by Arabesque and Oxford University of over 200
studies6 reports that 90% of those studies found a positive link
between ESG and the cost of capital—and that 88% of the
studies showed a positive correlation between various indicators of a company’s social responsibility, like workforce diversity
and board independence, and various measures of its operating
performance (such as return on assets and operating income).
Finally, 80% of the studies reviewed provide evidence of a
positive association of various ESG measures with stock price
performance. 7

* Tim Verheyden, Vrije Universiteit Brussel, Faculty of Economic and Social Sciences
& Solvay Business School, and Robert G. Eccles, Harvard University, Harvard Business
School
1. Friedman M., “The social responsibility of a business is to increase its profits,” New
York Times Magazine, 1970, p. 32-33.
2. Rudd A., “Social responsibility and portfolio performance,” California Management
Review, Vol. 23, No. 4, 1981, p. 55-61.
3. Eccles R., Ioannou I. and Serafeim G., “The impact of corporate sustainability on
organizational processes and performance,” Management Science, Vol. 60, No. 11,
2014, p. 2835-2857.
4. Khan M., Serafeim G. and Yoon A, “Corporate sustainability: First evidence on
materiality,” Accounting Review, 2016, forthcoming.

5. According to the U.S. Supreme Court, information is material when there is a
substantial likelihood that a reasonable investor would consider the information to have
significantly altered the total mix of information made available. Note that other definitions exist as well.
6. Clark G., Feiner A. and Viehs M., “From the stockholder to the stakeholder: How
sustainability can drive financial outperformance,” March 2015, www.arabesque.com/
oxford, accessed February 2016.
7. In another review of over 2,000 studies, Gunnar Friede, Timo Busch and Alexander
Bassen report a non-negative relationship between corporate ESG and financial performance in roughly 90% of the research. Friede G., Busch T. and Bassen A., “ESG and financial performance: Aggregated evidence from more than 2,000 empirical studies,”
Journal of Sustainable Finance & Investment, Vol. 5, No. 4, 2015, p. 210-233
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As a result of growing attention in both the corporate
community and investment community to ESG factors, the
global asset management industry has witnessed the rise of
SRI as an alternative to conventional investing. And most
studies to date have reported no significant differences in the
performance of SRI or ESG-related funds and conventionally
managed funds. 8,9
Although such performance comparisons may be of interest in and of themselves, our aim in this article is to explore
the possibility that the incorporation of ESG information
presents opportunities for all investment approaches and
fund managers, even those with no interest in sustainability.
To that end, we have devised a series of tests to investigate
whether any fund manager would be at a disadvantage by
starting with an investment universe that has been screened
for some ESG criteria. Comparing the performance of a
global unscreened universe with that of a global portfolio
to which two different ESG screens have been applied, we
are able to draw some conclusions about the effects of such
screening on rates of return, downside risk, and portfolio
diversification. By so doing, we are able to determine whether,
and the extent to which, such screening involves a sacrifice of
risk-adjusted returns.10
In the pages that follow, we begin by describing the data and
applied methodology used in our study. Then, after presenting
our main findings, we discuss their implications for portfolio
management. Summarized as briefly as possible, our findings
provide almost no evidence that ESG screening reduces returns,
but considerable evidence of reductions in risk.
Data and Methodology
In conducting our analysis, we began by defining two different investment universes:
• “Global All,” which consists of large and mid-cap stocks
in 23 developed11 and 23 emerging countries12 and represents
roughly 85% of global investable equities.
• “Global Developed Markets (DM),” which consists of
large and mid-cap stocks in 23 developed countries13 and
represents roughly 85% of developed markets equities.
We rebalance the investment universes two times a year
(in May and November) and assume that they are the starting
8. Bauer R., Koedijk K. and Otten, R. “International evidence on ethical mutual fund
performance and investment style, Journal of Banking & Finance, Vol. 29, No. 7, 2005,
p. 1751-1767
9. Revelli C. and Viviani J., “Financial performance of socially responsible investing:
What have we learned? A meta-analysis,” Business Ethics: A European Review, Vol. 24,
No. 2, 2015, p.158-185
10. Our article adds to the findings of earlier studies (e.g. Zakri Bello, 2005), which
already compare performance characteristics and diversification benefits at the fund
level, and find no significant differences. Approaching portfolio diversification from a
theoretical perspective (Andreas Hoepner, 2010), it has been argued there is no loss of
diversification when incorporating ESG criteria. The current paper further adds to the
existing literature by performing empirical research that goes to the stock level to measure the impact of ESG screening on returns, downside risk, and portfolio diversification
in more detail.
11. Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Hong
Kong, Ireland, Israel, Italy, Japan, the Netherlands, New Zealand, Norway, Portugal, Singapore, Spain, Sweden, Switzerland, the United Kingdom and the United States of America.
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point for fund managers before performing further analysis
to do their stock selection.
To measure the effects of ESG screening on investors’
risks and returns, we look at the different measures or indicators of corporate performance against ESG criteria:
Best-in-class ESG score: Using data provided by Sustainalytics,14 we computed best-in-class ESG scores for all
companies that make up the respective investment universe
described above. After ranking the companies’ overall ESG
scores against the scores of their peers in the starting universe,
we then created two ESG-screened portfolios by excluding,
first, the companies in the bottom 10% of ESG rankings
(relative to their competitors) and then the bottom 25%.
United Nations Global Compact (Global Compact) compliance: We also checked15 whether a company is complying with
the 10 principles of responsible business, as defined by the
United Nations.16 The principles are based on human rights,
labor rights, environment, and anti-corruption. Companies
in violation of any of the 10 principles were excluded from
the screened universes.
ESG momentum: Companies putting in significant efforts
to improve their ESG performance, even if still among the
worst performers in their peer group, were also included in
screened universes in the third phase of testing. More specifically, companies excluded in the first phase that showed ESG
score improvements over both the last three and six months
are included again.
From the two defined investment universes, and using
these different ESG criteria, we constructed six portfolios:
1. Global All Investment Universe: an unscreened version
of the Global All investment universe.
2. Global All Screened Universe (with a 10% threshold): a
screened version of the Global All investment universe applying the three ESG criteria with a best-in-class threshold of
10% (i.e., the bottom 10% ESG performers per industry are
excluded).
3. Global All Screened Universe (with a 25% threshold): a
screened version of the Global All investment universe applying the three ESG criteria with a best-in-class threshold of
25% (i.e., the bottom 25% ESG performers per industry are
excluded).
12. Brazil, Chile, China, Colombia, Czech Republic, Egypt, Greece, Hungary, India,
Indonesia, Korea, Malaysia, Mexico, Peru, Philippines, Poland, Russia, Qatar, South Africa, Taiwan, Thailand, Turkey and the United Arab Emirates.
13. Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Hong
Kong, Ireland, Israel, Italy, Japan, the Netherlands, New Zealand, Norway, Portugal,
Singapore, Spain, Sweden, Switzerland, the United Kingdom and the United States of
America.
14. The authors would like to thank Sustainalytics for providing the data for this paper. Please note that Arabesque has its own proprietary ESG scores, which were not used
in this analysis.
15. Please note that we use the Sustainalytics Global Compact Compliance data here,
which is not to be confused with other proprietary Global Compact signals calculated by
Arabesque.
16. United Nations Global Compact, “The ten principles of the UN Global Compact,”
https://www.unglobalcompact.org/what-is-gc/mission/principles, accessed February
2016.
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Table 1

Summary statistics for the six portfolios (2010 – 2015)

Global All

Global All (10%)

Global All (25%)

Global DM

Global DM (10%)

Global DM (25%)

1,084

# of Stocks
Avg

2,267

1,644

1,388

1,542

1,279

Min

1,947

1,088

916

1,316

1,069

900

Max

2,512

1,983

1,661

1,725

1,424

1,202

% of market capitalization excluded vs. unscreened universe
Avg

18.7%

25.6%

12.7%

20.1%

Min

10.7%

19.3%

10.0%

18.1%

Max

32.8%

39.3%

15.9%

24.9%

Figure 1 Cumulative returns (2010-2015)
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4. Global DM Investment Universe: an unscreened version
of the Global DM investment universe.
5. Global DM Screened Universe (with a 10% threshold):
a screened version of the Global DM investment universe
applying the three ESG criteria with a best-in-class threshold
of 10%.
6. Global DM Screened Universe (with a 25% threshold):
a screened version of the Global DM investment universe
applying the three ESG steps with a best-in-class threshold
of 25%.
As a general rule, we also excluded all companies for
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which the necessary ESG information is not available. Before
2010, a large number of stocks (more than 20%) had to be
excluded from the investment universe because of a lack of
data. As a consequence, we decided to conduct our analysis on
the six years of available data between 2010 and 2015. Table
1 presents summary statistics for the six portfolios over the
six-year period.
As can be seen in Table 1, our 10% ESG screen ended up
excluding stocks that, on average, represented 19% (in terms
of market capitalization) of the Global All universe and 13%
of the Global DM universe. The 25% ESG screened portfolios
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Table 2

Portfolio level risk-return characteristics (2010-2015)

Global All

Global All (10%)

Global All (25%)

Absolute risk-return characteristics
% p.a.

7.7%

8.0%

7.9%

Vol p.a.

14.4%

14.3%

14.4%

Sharpe Ratio

0.52

0.54

0.53

Max Drawdown

-20.3%

-19.6%

-19.9%

95% CVaR

-7.8%

-7.7%

-7.8%

95% CDaR

-12.0%

-12.6%

-12.7%

Relative performance against the benchmark
Excess % p.a.

0.3%

0.2%

Tracking Error p.a.

0.8%

0.9%

Beta

0.98

0.99

Global DM (10%)

Global DM (25%)

Global DM

Absolute risk-return characteristics
% p.a.

8.8%

8.9%

8.7%

Vol p.a.

14.1%

14.1%

14.2%

Sharpe Ratio

0.60

0.61

0.60

Max Drawdown

-19.4%

-19.3%

-19.7%

95% CVaR

-7.6%

-7.6%

-7.6%

95% CDaR

-12.1%

-12.2%

-12.3%

Relative performance against the benchmark
Excess % p.a.

0.2%

0.0%

Tracking Error p.a.

0.4%

0.6%

Beta

1.00

1.00

eliminated 26% and 20% of stocks from the Global All and
Global DM universes, respectively.
To answer our central question about the effects on
investment performance of ESG screening, we conduct an
analysis on three levels.
Universe risk and return: For each of the six portfolios,
we summarize risk-adjusted performance over the six-year
period under investigation. We further decompose performance based on region and industry.
Stock level tail risk: We next measured the downside, or
tail risk of the underlying stocks in all portfolios over time to
detect any risk-reducing effects of ESG screening.
Portfolio diversification: Finally, we measured the impact
of ESG screening on portfolio diversification.
Findings
Universe risk and return

As can be seen in Figure 1, the most striking finding of our
examination of the six different portfolios is the remarkably
high correlation among their returns. For example, the correlation of monthly returns between the Global All universe
17. Standard deviation of monthly returns.
18. The maximum difference between a portfolio’s cumulative return at any day and
its previous maximum cumulative return.
19. The expected monthly return in the worst 5% of months.
20. The expected maximum monthly drawdown in the worst 5% of months.
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and the 10% and 25% screened ESG alternatives was 99.83%
and 99.80%, respectively. For Global DM, the correlations
were even higher, at 99.96% and 99.92%, respectively.
What’s more, as reported in Table 2, the 10% and 25%
Global All ESG screened universes actually outperformed their
unscreened counterparts, by 0.30% and 0.21%, respectively on
an annualized basis. For the Global DM, the 10% ESG universe
outperformed by 0.15% annually—but in the case of the 25%
variant, there was an underperformance of 0.01% per annum.
What’s more, the risks of the screened and unscreened
portfolios, whether measured by volatility of returns,17
maximum drawdowns,18 95% CVaR,19 or 95% CDaR,20 also
turned out to be very close to one another. As a result, when
evaluated on a risk-adjusted basis (using the Sharpe ratio),21
three out of four of the screened universes outperformed the
unscreened starting universes. The sole exception was the Global
DM 25% screened universe, which, because of its 0.01% per
annum underperformance, had a Sharpe ratio that is 0.005
lower than the Global DM universe. Annualized tracking
errors22 with the unscreened universe fell within 0.4% and
0.9%. And the betas23 of the four screened portfolios all came in
21. The excess annualized return of the portfolio over the risk-free annualized return,
divided by the annualized volatility of portfolio returns.
22. Standard deviation of the monthly excess returns over the underlying unscreened
universe.
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between 0.98 and 1, further confirming that the ESG screening
has only slight effects on performance, and mostly for the better.
When looking further into the breakdown of returns, we
found that the outperformance of the Global All (both 10%
and 25%) and the Global DM 10% screened portfolios can
be attributed to the stocks of companies based in Europe and
North America—the two regions for which the most ESG
data is available. For companies in other parts of the world,
which typically have more limited ESG data coverage, ESG
screening appears to have no detectable effects on financial
performance. The 0.1% per annum underperformance for the
Global DM 25% ESG screened universe can be partly explained
by a poorer performance in North America, suggesting that a
more strict way of performing ESG screening does not always
improve returns. On an industry level, the ESG screening seems
to have the most positive effects in the case of the consumer
non-durables and health technology industries. By contrast,
when applied to the energy minerals industry, the ESG screening has consistently underperformed. In the case of the financial
services industry, a 10% screening leads to uniformly positive
results—whereas excluding the bottom 25% of financial service
firms has resulted in underperformance for both the Global All
and Global DM universe.
After the ESG screening, fewest companies get excluded
from the Pacific Rim region (which consists of just Australia
and New Zealand), followed by Europe and North America.
The exclusions in these regions are also relatively stable over
the six years under study. For Africa, Asia, the Middle East,
and South America, the median exclusion rate is remarkably
higher, and also more dispersed over the years. A straightforward explanation here is the relatively modest availability of
ESG data for emerging market regions. Following the ESG
screening, the communications industry has the fewest exclusions (market capitalization weighted), while the energy and
non-energy minerals industries have the most. The explanation
for the wide differences between industries, despite the bestin-class approach whereby companies get compared with their
industry peers, can be found in differences in Global Compact
compliance, ESG momentum, and ESG data availability.
The findings of our portfolio level risk-return analysis
summarized earlier showed that the ESG screening has very
little impact on the original universe, with returns being slightly
higher but strongly correlated, while risk is slightly lower. But
when we break down the results further, we find that ESG
screening has larger positive effects on the portfolios for the
European and North American regions, where ESG data coverage and quality is the highest—and such positive effects are

also larger in the case of consumer non-durables and health
technology industries. In terms of relative changes in region and
industry allocation, ESG screening has the biggest impact on
emerging markets and the (non-)energy minerals industry. The
difference of such effects between a 10% and a 25% threshold
is also modest, with the latter naturally excluding more stocks,
leading to a slightly worse overall risk-adjusted performance.

23. Throughout the paper, we obtain beta (β) and alpha (α) from the following fourfactor model estimation: rp,t– rf,t=α+β(rM,t–rf,t )+βHMLHML t+βSMBSMBt+βUMDUMDt+εt;
with rp,t the portfolio return, rf,t the risk-free return, rM,t the return of the respective unscreened universe, HML t the value factor portfolio return, SMBt the size factor portfolio
return, UMDt the momentum factor portfolio return. t represents the month in which the
return is observed. Factor portfolio data (global developed markets) is obtained from the
Kenneth French data library. We use a heteroscedasticity and autocorrelation consistent

estimation approach to allow for robust statistical inference. More details can be found
in Carhart (1997).
24. The subset of daily returns that are more than three standard deviations away
from the mean.
25. Markowitz, H., “Portfolio selection,” Journal of Finance, Vol. 7, No. 1, 1952, p.
77-91
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Stock-level Tail Risk
In addition to portfolio-level results, we also looked at the daily
returns of all underlying stocks in the portfolios over time. By
aggregating all of these daily returns, we were able to draw the
overall return distribution and compare it with a widely used
measure of downside risk that is known as the “3 sigma tail.”24
As summarized in Table 3, our findings show that both
the average and standard deviation of the full daily return
distribution of returns was practically identical between
ESG-screened and unscreened universes. Nevertheless, the 25%
ESG-screened universes, for both Global All and Global DM,
had the effect of excluding the worst daily performing stock
over the six-year period between 2010 and 2015, in comparison to the unscreened and 10% ESG-screened universes. The
ESG-screened universes show more of their distribution leaning
toward the positive return side, which reflects the fact that
stocks in the unscreened universes are more likely to experience
negative daily returns. The tests using the 95% CVaR showed
that downside risk was also slightly higher for the unscreened
universes.
Moreover, our findings with respect to the 3 sigma tail
of daily returns corroborate our findings about reduced daily
return risk in the ESG-screened universes. Whereas the average
returns for the screened universes were slightly higher, standard
deviations were slightly lower for the daily returns in the tails of
the screened versus the unscreened alternatives. More of the tail
of the unscreened universes was tilted towards more negative
returns, and the mass of the negative tail was also larger relative
to the ESG-screened universes.
In sum, all the parts of our analysis of stock-level tail risk
suggests that ESG screening reduces the downside risk of stock
portfolios.
Portfolio Diversification
Finally, we take a look at the impact of ESG screening on
portfolio diversification. According to modern portfolio
theory,25 it is impossible for an ESG-screened universe to
be more diversified than a conventional universe, since the
former is a subset of the latter. And this raises the possibility
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Table 3

Stock level daily return statistics (2010-2015)
Global All

Global All (10%)

Global All (25%)

Full Return Distribution
#

3,541,490

2,554,986

2,157,748

Average

0.0%

0.0%

0.0%

Standard Deviation

2.0%

1.9%

1.9%

Minimum

-67.4%

-67.4%

-65.3%

Skewness

0.21

0.15

0.09

Kurtosis

17.00

19.27

15.49

95% CVaR

-4.7%

-4.4%

-4.4%

3σ Tail of Return Distribution
#

25,213

17,816

% of Full

0.7%

0.7%

15,068
0.7%

Average

-8.3%

-8.0%

-7.8%

Standard Deviation

3.0%

3.0%

2.9%

Minimum

-67.4%

-67.4%

-65.3%

Skewness

-4.66

-4.90

-4.91

Kurtosis

43.07

48.90

48.30

Global DM (10%)

Global DM (25%)

Global DM

Full Return Distribution
#

2,404,292

1,992,816

1,690,751

Average

0.0%

0.0%

0.0%

Standard Deviation

1.9%

1.9%

1.8%

Minimum

-67.4%

-67.4%

-65.3%

Skewness

0.14

0.00

0.01

Kurtosis

19.18

15.92

15.72

95% CVaR

-4.3%

-4.2%

-4.2%

3σ Tail of Return Distribution
#

17,073

14,262

% of Full

0.7%

0.7%

12,083
0.7%

Average

-7.8%

-7.6%

-7.5%

Standard Deviation

3.0%

2.9%

2.8%

Minimum

-67.4%

-67.4%

-65.3%

Skewness

-5.13

-5.44

-5.36

Kurtosis

52.85

61.77

58.05

that ESG screening could entail an increase in risk through
a loss of diversification.
Finance scholars such as Andreas Hoepner26 have responded
to this argument by breaking portfolio diversification into three
components: number of selected stocks, correlation between
selected stocks, and average specific risk of selected stocks. ESG
screening naturally decreases the number of available stocks
and hence reduces diversification; also, fewer stocks with
higher ESG ratings tend to be more heavily correlated than
unscreened stocks and thus further decrease diversification.
However, Hoepner points to evidence that stocks with higher
ESG scores also tend to exhibit significantly lower specific risk27

(third component), suggesting that the overall effect of ESG
screening on portfolio diversification might not be negative
after all.
To investigate the diversification argument more closely,
we conduct both a portfolio and stock-level comparison of the
returns of the ESG-screened universes versus the unscreened
universes. As reported in Table 4, we found that the main part
of the risk in the ESG-screened portfolios is coming from their
strong correlation with the unscreened underlying universe, but
that the specific risks of such stocks and portfolios are relatively
small in comparison. What’s more, by further decomposing risk
we calculate the return required to justify any specific risk taken.

26. Hoepner A., “Portfolio diversification and environmental, social or governance
criteria: Must responsible investments really be poorly diversified?,” March 2010, http://
papers.ssrn.com/sol3/papers.cfm?abstract_id=1599334, accessed February 2016.

27. Bauer R., Derwall, J. and Hann, D., “Employee relations and credit risk,” October
2009, http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1483112, accessed February 2016.
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Table 4

Portfolio-level diversification statistics

Global All (10%)

Global All (25%)

Global DM (10%)

Global DM (25%)

Risk Decomposition29
Specific Risk

2.0%

2.1%

1.1%

1.6%

Systematic Risk

14.1%

14.2%

14.1%

14.2%

Total Risk

14.3%

14.4%

14.1%

14.2%

Fama (1972) Decomposition

Table 5

30

Beta

0.98

0.99

1.00

1.00

Alpha

0.5%

0.4%

0.1%

0.0%

Diversification31

0.1%

0.1%

0.0%

0.1%

Net Selectivity

0.4%

0.3%

0.1%

-0.1%

Summary finding
Global All
10%

Global All
25%

Global DM
10%

Global DM
25%

Return

+

+

+

-

Risk

+

+

+

=

Diversification

+

+

+

-

This required return enabled us to calculate a measure of
“net selectivity,” which was computed as the difference between
alpha—the risk-adjusted return28—and the required return to
justify specific risk. In cases where net selectivity is positive,
any loss of diversification by taking on specific risk is offset by
a sufficient amount of alpha. If net selectivity is negative, the
loss of diversification is not sufficiently justified by an excess
risk-adjusted return over the benchmark.
As also reported in Table 4, when we compare our
ESG-screened universes with the unscreened alternatives, we
found that net selectivity is positive in three out of four cases.
In only the case of the Global DM 25% ESG-screened portfolio
did we find net selectivity to be negative (-0.1%). Hence, in
three out of four cases, we conclude that ESG screening has
a net positive impact on portfolio diversification, in the sense
that the amount of specific risk taken was justified by a more
than large enough alpha.
In addition to the portfolio level analysis of diversification,
through decompositions of risk and return, we also examine
28. Please refer to the details described in footnote 23.
29. We decompose the risk of ESG screened universes versus the unscreened
2 +σ2, with σ2
alternatives: Total Risk2 = Specific Risk2 + Systematic Risk2 or σrp2 =β2σrm
e
rp
the variance of ESG screened portfolio returns, β the beta between the ESG screened
portfolio excess return (above the risk-free rate) and the respective unscreened universe
2 is the variance of the unscreened universe
excess return (above the risk-free rate). σrm
returns and σ2ε is the variance of the residuals when regressing the excess ESG
screened portfolio returns on the respective excess unscreened universe returns. Please
refer to footnote 23 for more detail on the estimation.
30. Fama E., “Components of investment performance,” Journal of Finance, Vol. 27,
No. 3, 1972, p. 551-567
σr p
– β * r m – rf
31. Diversification (d) =
σr m
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the decomposed risks and returns of the individual stocks in
the different portfolios through time. From modern portfolio theory,32 we know that a portfolio’s total return variance
is equal to the weighted sum of the underlying stock return
variances plus the diversification effect.33 Whenever there is a
perfect correlation between all of the underlying assets, portfolio variance will simply equal the weighted sum of individual
variances. When underlying stocks are not perfectly correlated, a diversification effect occurs and portfolio variance will
be lower than the weighted sum of underlying stock return
variances. From this principle, Choueifaty and Coignard34
proposed a diversification ratio to gauge the extent to which
a portfolio is benefiting from imperfect return correlations
to drive down total risk.35 Theoretically, the ESG screened
universes can never have a higher diversification ratio than
the unscreened universes, as they simply consist of a subset of
stocks. However, to further our understanding of the impact
of ESG screening on portfolio diversification, we compute
one-year rolling monthly diversification ratios for the six
portfolios (Figure 2).
As anticipated (and can be seen in Figure 2), the unscreened
universes consistently show a higher diversification ratio. But
as is also clear from the figure, the difference with the ESG
screened universes seems very small, and is not subject to great
variability over time.36 Together with the results from computing net selectivity, we find that ESG screening, on average, does
not lead to large diversification losses.
32. Markowitz, H., “Portfolio selection,”Journal of Finance, Vol. 7, No. 1, 1952, p.
77-91.
33. σ2rp=∑iw2i σ2ri +∑i∑(j≠i)wiwjσiσjρij, with wi the average weight of stock i, σ2ri the
variance of stock i’s returns and ρij the correlation between returns of stock i and j.
34. Chouefaty, Y. and Coignard, Y., “Toward maximum diversification,” Journal of
Portfolio Management, Vol. 35, No. 1, 2008, p. 40-51
35. Diversification Ratio (DR)= ∑iw2i σ2ri
σ2rp
36. Note that the spike in DR around May of 2013 is coming from a significant drop
in σ2rp. The pushing out of the May 2012 return, which was strongly more negative than
the subsequent months, in the one-year rolling window leads to a reduction of annualized volatility for the window by 50%. Over the next couple of months, the DR moves
back closer to previously established levels.

Spring 2016

53

Figure 2 One-year rolling diversification ratios (2010-2015)
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Discussion and Conclusion
Having presented our findings, we now return to our original research question. As reported in Table 5, we find that
for three out of the four universes we have created, ESG
screening not only does not hurt performance, but actually improves risk-adjusted returns. There is a positive effect
originating from ESG screening, rather than any negative
effect. On the return side, ESG screening adds about 0.16%
in annual performance, on average. From a risk perspective, we find volatility, drawdowns, and CVaR to be lower
than for the unscreened universe. Looking into the individual daily return distributions, we find that ESG screening
reduces tail risks, lowering the likelihood of a severely negative daily return. Finally, for three out of four universes,
we are able to challenge the classical argument that ESG
screening sacrifices portfolio diversification. Rather, we find
that the amount of specific risk introduced by ESG screening is more than offset by the excess risk-adjusted returns it
provides relative to the unscreened universe. Nevertheless,
we do find that the 25% Global DM screened universe is
associated with a lower annualized return—of -0.01%.—
with roughly the same overall risk and specific risk that is
not entirely offset by alpha.

Jan-14

Jan-15
Global DM (10%)

In this paper, we have focused on the process that
precedes the actual picking of individual stocks that is
typically carried out by fund managers—namely, the
establishment of the universe of stocks from which the
selections are made. The findings of our study suggest that
a preliminary ESG screening can make sense for any investment strategy, even when there is no specific goal to address
sustainability. That is to say, instead of starting with an
unscreened universe, an ESG filter can effectively create a
universe of stocks with improved risk-return characteristics and diversification. When the fund manager is entirely
uninterested in sustainability by itself, a low-threshold ESG
filter like our 10% configuration is most recommended, as
it seems most robust in improving an investment universe’s
quality without negatively impacting diversification potential. More stringent ESG configurations might still work,37
although they increase the likelihood of significantly
altering the universe and hence impacting the subsequent
investment decision-making process.
Besides improving the risk-return tradeoff of stock
portfolios through exclusions (which has been the traditional approach of SRI), ESG information can also be used
in a more integrated and active way to help fund managers

37. For example, the 25% filters managed to exclude the biggest individual daily
underperformer in the unscreened universe.
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create risk-adjusted outperformance. One such integrated
approach, which is sometimes referred to as “ESG Quant,”
considers a multitude of nonfinancial factors with the aim of
more actively transforming the investment universe towards
companies that are better positioned for long-term outperformance.38
Robert G. Eccles is the world’s foremost expert on integrated reporting and one of the world’s leaders on how companies and investors can
create sustainable strategies. He is the Founding Chairman of the Sustainability Accounting Standards Board (SASB) and one of the founders of
the International Integrated Reporting Council (IIRC). Bob is Chairman
of Arabesque Partners, the first ESG Quant Fund. Bob received an S.B.
in Mathematics and an S.B. in Humanities and Science from the Massachusetts Institute of Technology and an A.M. and Ph.D. in Sociology from
Harvard University.

Tim Verheyden is an ESG Quant researcher at Arabesque where he
is working on the technology behind the Arabesque Sustainability Process
and the Arabesque Investment Universe. Tim holds a MSc in Business
Engineering and a PhD in Finance from KU Leuven.

Andreas Feiner is a founding Partner of Arabesque. He is responsible for Arabesque’s Sustainability Process, which is the basis for all
of Arabesque’s flagship products, and Bespoke Solutions, which offers
tailor-made products based on investors’ individual preferences. Prior
to founding Arabesque he was Head of Distribution for Barclays Saudi
Arabia. Previous positions include Structured Product Sales for Germany,
Austria, and Switzerland at Barclays, as well as Equity Research and later
Portfolio Management at Metzler Asset Management. Andreas holds a
BS in Business Administration from the Frankfurt School of Business and
Finance (Germany).

38. A further definition of ESG quant can be found at https://en.wikipedia.org/wiki/
ESG_Quant.
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Integrating Systemic Risk into Modern Portfolio
Theory and Practice
by Steve Lydenberg*

We need to recognize the tension between pure free market capitalism,
which reinforces the primacy of the individual at the expense of the system,
and social capital, which requires from individuals a broader sense of responsibility
for the system. A sense of self must be accompanied by a sense of the systemic.1
—Mark Carney, Governor of the Bank of England
est practice in investment today focuses on
risks and rewards at the portfolio level but does
not give equal weight to risks and rewards at a
systemic level, where the performance of all portfolios is increasingly likely to be affected.
In the eighteenth, nineteenth and early twentieth centuries, best practice in investment consisted of careful analysis
of individual securities, with the primary aim of avoiding
those that were excessively risky. This general approach arose
in part as a response to two spectacular stock market crashes
in 1720—that of the Mississippi Company in France and the
South Sea Bubble in Britain—which brought their respective national financial systems to their knees. To avoid such
disasters, both Britain and the United States began to require
legislative approval for the issuance of publicly traded stock,
a requirement that remained in effect until the late 19th
century. In addition, financial fiduciaries were restricted to
“legal lists” of high quality bonds—and the occasional bluechip stock—until well into the 20th century. 2
This conservative, security-specific approach to investment worked well while investment opportunities were
relatively limited, assets under management relatively small,
and most investors relatively unsophisticated. By the mid-20th
century, however, assets under management had exploded.
And with that explosion came new and diverse investment
opportunities, relatively reliable financial information and
powerful information technology, with sophisticated institutional investors emerging as the dominant players in the

financial markets. As a consequence, the simply assessment of
single-security risks and rewards was no longer an investment
approach adequate to the times.
Modern Portfolio Theory (MPT), with its understanding of the risks and rewards of entire portfolios, became the
next natural step in the evolution of finance. And MPT was
a true revolution in finance. The underlying theory evolved
in the academic literature between 1953 and 1972, and
emerged in practice in the late 1970s. It provided a sophisticated framework for managing portfolios of stocks and bonds
based on assumptions about the benefits of diversification, the
efficiency of markets, and the correlation between risks taken
and rewards received.
MPT also assumed that systemic risks—that is, those
risks inherent in the market or in an asset class as a whole—
are beyond the ability of investment professionals to influence
or control. Consequently, asset managers should not be penalized, or given credit, for portfolio losses or gains attributable
to the “systematic” rewards or risks of the market as a whole,
but only for their own “idiosyncratic” contributions to their
portfolios’ performance, positive or negative, relative to
that of the market. But while the assumption that portfolio decision-making could be treated as independent and
disconnected from the markets that these decisions take place
within—and by implication, from the world at large—may
have been appropriate during the early stages of MPT, it now
appears increasingly reasonable to raise questions about the
system-wide impacts of these decisions.

* An earlier version of this article appears on The Investment Integration Project website.
1. Mark Carney, “Inclusive Capitalism: Creating a Sense of the Systemic” Speech,
Conference on Inclusive Capitalism (London) May 27, 2014: 5.
2. For accounts of these crashes and their repercussions see, among others, Charles

P. Kindleberg, Manias, Panics, and Crashes: A History of Financial Crises, Fourth Edition (New York: John Wiley & Sons, Inc.) 2000; James Buchan, Frozen Desire: The
Meaning of Money (New York: Farrar, Straus & Giroux) 1997; John Micklethwait and
Adrian Wooldridge, The Company: A Short History of a Revolutionary Idea (New York:
The Modern Library) 2003.
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Limitations of Modern Portfolio Theory
Modern Portfolio Theory has demonstrated that portfolio
returns can be increased to some extent through diversification without increasing overall portfolio risk, and it defined
a key component of an individual security’s risk as the correlation of its price changes with changes in the overall market
(i.e. “beta”). Given a specified level of risk, portfolio managers should reasonably expect a corresponding level of returns.
It developed derivative securities such as options, futures, and
swaps that can be fairly priced and may be used to reduce
portfolio transaction costs. And the new theory also acknowledged the possibility, in markets that were otherwise generally
“efficient,” of temporary mispricing of securities, which in
turn meant that superior data collection and analysis could
provide high risk-adjusted returns.
Nevertheless, academics and practitioners recognize that
MPT has some important limitations. MPT assumes, for
example, that markets operate without transaction costs, have
unconstrained liquidity, have a risk-free investment option
always available, and are composed of rational actors who
consistently act in their own best interest. Over the years,
academics have proposed incremental modifications of MPT
with more realistic assumptions that include the Arbitrage
Pricing Theory, the Adaptive Market Hypothesis, and the
discipline of behavioral economics, with its observation that
financial market participants do not always act in their own
best interests.
It is important to recognize, however, that none of these
modifications called into question the basic advances of MPT.
As Peter Bernstein put it in 2007:
[T]he revolution in theory from 1952 to 1973 transformed the
entire practice of investing so profoundly that the world can never
go back to where it was before this revolution took place. Every
new theoretical notion takes these basic ideas [of MPT] as its
starting point.3
Nevertheless, the global financial crisis of 2008 shook
that faith. How could highly sophisticated, highly compensated, highly educated investors running the largest financial
institutions in the world create a situation that resulted in the
collapse of Lehman Brothers, the rescue of Merrill Lynch
from bankruptcy, and U.S. government takeover of General
Motors, American International Group, Fannie Mae and
Freddie Mac? How could such disastrous mistakes have been
made? In a spirited debate that followed, pundits identified
various factors that had contributed to this systemic crisis: the
3. Peter L. Bernstein, Capital Ideas Evolving (Hoboken, New Jersey: John Wiley &
Sons) 2007: xix. See also Peter L. Bernstein, Capital Ideas: The Improbable Origins of
Modern Wall Street (Hoboken, New Jersey: John Wiley & Sons) 2005 for an overview of
the evolution of the main components of Modern Portfolio Theory.
4. Joe Nocera, “Risk Management,” New York Times January 2, 2009.
5. Amar Bhidé, A Call for Judgment: Sensible Finance for a Dynamic Economy (Ox-
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availability of inexpensive credit; the excessive use of debt;
poor risk assessment; and the use of overly complex financial
products and investment techniques.
To ensure that such disruptive crises do not recur, numerous regulations and reforms have recently been proposed.
In addition one relatively straightforward line of thinking
holds that we simply need to restore judgment to the investment process. MPT’s reliance on sophisticated mathematical
models had substituted statistics for judgment to a large
extent. As New York Times columnist Joe Nocera observed
in a 2009 article, “The problem on Wall Street at the end of
the housing bubble is that all judgment was cast aside. The
math alone was never going to be enough.”4 And Amar Bhidé
argued in his history of banking regulation and reform in the
United States that from the 1970s on, banks blindly pursued
efficiencies that eliminated those personal judgments that
were the historical basis for sound finance.5
The assumptions behind mathematical modeling such
as reversion to the mean and the lack of correlation among
the default risks of large pools of assets that had been seen
as MPT’s greatest strengths were now held up as its greatest weaknesses. By eliminating individual, case-by-case
judgment, MPT took the human element out of finance and
left managers open to poor data inputs (such as incompetent
credit rating analyses), cons and fraud (Bernard Madoff ),
and imprudent lending practices (“robosigning” of mortgage
documents). In addition, when institutional investors all used
similar mathematical modeling techniques, they made similar
investment decisions that created “herding” effects in the
marketplace.6
But as appealing as such simple solutions might be, one
cannot simply return to a by-gone era. While the current
reliance on MPT remains uncomfortable, coherent alternatives appear hard to find. “There are competing ideas [to
MPT],” Laurence Siegel observed in an article in the CFA
Magazine in late 2014, “but none of them hangs together
as an integrated body of theory... Theoreticians should keep
working on alternatives to MPT.” To find such alternatives in
the complicated world of the 21st century, the search must be
extended beyond risks and rewards at the individual security
level or at the portfolio level to the larger systemic levels
within which investments take place.
The Financial System and Systemic Impacts
In moving to consideration of systemic issues, an initial
foundational question that needs to be addressed in our
contemporary context is whether investors collectively have
substantial impacts, either positive or negative, on the finanford: Oxford University Press, 2010).
6. Mehdi Meyhaghi and James P. Hawley, “Modern Portfolio Theory and Risk Management: Assumptions and Unintended Consequences,” Journal of Sustainable Finance
and Investment 2013 Vol 3, No. 1. 2013: 17-37.
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cial, environmental, and societal systems within which they
operate.
It is a commonplace observation that the financial sector
has grown in size and influence relative to the overall economy
and governments. Financial services companies as a percentage of the Standard & Poor’s 500 stock index increased from
less than 1% in 1957 to over 20% in 2003.7 After the 2008
financial crisis, this figure dropped below 9%, but by 2013 it
had rebounded to 16%.8 During this same period, estimates
of the absolute amount of assets controlled by the financial
services industry had also grown to almost $300 trillion by
the end of 2014.9
This growth is hardly surprising. Finance in North
America and Europe continues to thrive, having rebounded
from the effects of the 2008 global crisis. At the same time,
the communist states of China and Russia have continued
their move toward becoming mixed economies. And the wave
of privatization that swept through the social democratic
countries of Europe and Latin America in the 1990s has not
yet abated.
This increase in the absolute and relative roles of finance
in the economy has given the investment community
enormous potential impact. Indeed, it is not an exaggeration
to say that today the fate of the Earth’s atmosphere, oceans,
and arable soil now depends in large part on actions taken by
industry and its financial backers.
With the memory of the systemic 2008 financial crisis
still fresh and the prospects of profound systemic changes
from global warming looming on the horizon, many believe
that government should directly monitor and maintain
systemic frameworks. Rob Lake, an advisor to institutional
investors on sustainable investment, believes that institutional
investors “have a financial interest in sustainability and other
issues that affect broad economic and market performance.”10
As Lake goes on to say,

is needed both in the real economy and within the financial
system.11
Having cut back on direct ownership and control,
however, governments are now looking to increase indirect
control through public policy initiatives that encourage a
sense of public responsibility on the part of the financial and
corporate communities and that help ensure the stability of
social and environmental systems.

Policy reform is critical for aligning institutional investors with sustainable development. Relying on voluntary action
and enlightened self-interest by investors will not be sufficient
to achieve sustainability goals. Proactive policy intervention

Measuring Portfolio and Systems-Level Impacts
To preserve the stability and resilience of the systems that
investments depend upon, an effective combination of
government and voluntary action by the financial and
corporate communities is needed. A set of metrics for both
portfolios and at the broader systemic levels will be crucial in
this effort. While metrics for each level continue to improve,
additional work is needed in order to understand the interrelationship between the two.
Portfolio-level Environmental, Social, and Governance
(ESG) Measurement. Improved tools that help incorporate
ESG factors into portfolio-level management include the
following:
• Measurement of the ESG performance of companies
relative to their peers. The Dow Jones family of sustainability indexes, for example, includes the top 10 or 20% of
companies in each industry by ESG score for its major world
indexes.12
• Measurements of the ESG performance of companies
relative to absolute standards or scores. The FTSE4Good
indexes of socially and environmentally responsible companies exclude those that do not meet certain absolute,
industry-specific ESG scoring criteria.13
• Measurement of progress toward specific ESG goals.
The Global Reporting Initiative and the Sustainability
Accounting Standards Board have developed processes and
criteria for identifying key ESG factors for industries and
companies that are intended to guide corporate reporting.14
• Measurement of outcomes in solving specific problems.
This approach is often employed by micro lenders and

7. Jeremy J. Siegel and Jeremy D. Schwartz “Long-term Returns on the Original S&P
500 Companies” Financial Analysts Journal January/February 2006. Vol.26 No.1: 1631.
8. Bespoke Investment Group, “Historical S&P 500 Sector Weightings” March 11,
2013. Available at http://bespokeinvest.com/thinkbig/2013/3/11/historical-sp-500-sector-weightings.html Last visited May 31, 2015. What’s more, the “costs” associated
with such financial intermediation are estimated to have grown from about 4-5% during
the period 1950 to 1980 to “almost 9%” in 2010. See Thomas Philippon, “Finance v.
Wal-Mart: Why Are Financial Services So Expensive?” Chapter Nine in Alan S. Blinder,
Andrew W. Lo, Robert M. Solow (eds.) Rethinking the Financial Crisis (New York: Russell Sage Foundation) 2013: 235-246.
9. See Wallace Witkowski, “Global Stock Market Cap Has Doubled Since QE’s Start”
Market Watch February 12, 2015 Available at http://www.marketwatch.com/story/
global-stock-market-cap-has-doubled-since-qes-start-2015-02-12 Last visited November 13, 2015.
10. Rob Lake, “Financial Reform, Institutional Investors and Sustainable Development: A Review of Current Initiatives and Proposals for Further Progress” Inquiry into the

Design of s Sustainable Financial System/CalPERS, Working Paper. 2015: 18. (Forthcoming).
11. Ibid. 5.
12. See “Dow Jones Sustainability Indices” October 2015. Available at http://eu.
spindices.com/indices/equity/dow-jones-sustainability-world-index Last visited November 13, 2015.
13. See “Index Inclusion Rules for the FTSE4Good Index Series” Version 1.6, June
2015. Available at http://www.ftse.com/products/downloads/F4G-Index-InclusionRules.pdf Also “FTSE ESG Ratings: Integrating ESG into Investments and Stewardship”
Available at http://www.ftse.com/products/downloads/FTSE-ESG-Methodology-and-Usage-Summary-Short.pdf?253 Last visited November 13, 2015.
14. For an account of the accomplishments and aspirations of the SASB, see the article in this issue by Bob Herz and Jean Rogers. For the processes of these two organizations, see Sustainability Accounting Standards Board, “Our Process” at http://www.sasb.
org/approach/our-process/ and Global Reporting Initiative “GRI’s Sustainability Reporting
Standards” Available at https://www.globalreporting.org/information/sustainability-reporting/Pages/gri-standards.aspx Last visited November 13, 2015.
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Figure 1 Reporting on Portfolio and System-level Impacts
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foundations seeking to quantify the effectiveness of their
investments and grants. Economists Esther Duflo and Abhijit
Banerjee have conducted randomized controlled trials to
assess ESG-related outcomes of micro-lending programs.15
Similarly, the Global Impact Investment Rating System
measures the impacts demonstrably achieved by portfolios
against their stated social and environment goals.16
These measurements (or scores) of the ESG characteristics
of individual portfolio investments can in turn be rolled up to
provide overall portfolio scores. In early 2016, Morningstar
initiated a sustainability scoring system for mutual funds to
be provided along with its scores of the financial performance
of these funds.17
Systemic Framework-level Measurement. At the same
time an analogous set of system-level measurement systems
is being developed that could prove useful in the integration
of systemic considerations into the investment processes.
• Measurement of national progress in other than
economic terms. The 2014 Stiglitz-Sen-Fitoussi Commission
on the Measurement of Economic Performance and Social

Progress established a multi-year research program with four
themes, one of which was sustainability. The sustainability
metric aims to measure human capital, natural capital and
social capital.18
• Measurement of progress in societal development
and poverty alleviation. The United Nations Development
Program has developed measures of social and economic
factors under the rubric of the Human Development Index.19
Similarly the World Bank publishes its World Development
Indicators.20 21
• Measurement of the stability of the financial system.
Since the 2008 financial crisis, stress tests for large financial institutions have become the watchword of government
regulators. In the United States, the Dodd-Frank Act requires
large and mid-size banks to undergo such tests, while the
European Banking Authority has similarly stepped up its
stress-testing requirements. A notably large body of studies
has appeared on this topic.22
The measurement of progress and stability of these macrosystems levels is of concern to—and clearly related to—the

15. See Esther Duflo and Abhijit Banerjee, A Radical Rethinking of the Way to Fight
Global Poverty (New York: Public Affairs) 2011.
16. See the GIIRS Fund Rating Methodology. Available at http://b-analytics.net/products/giirs-ratings/fund-ratings-methodology Last visited November 13, 2015.
17. Jeff Benjamin, “Morningstar Shines an ESG Light on All Mutual Funds and ETFs”
Investor News August 14, 2015. Available at http://www.investmentnews.com/article/20150814/FREE/150819944/morningstar-shines-an-esg-light-on-all-mutual-fundsand-etfs Last visited September 17, 2015.
18. See Joseph E. Stiglitz, Amartya Sen and Jean-Paul Fitoussi. Report by the Commission on the Measurement of Economic Performance and Social Progress Available
at http://www.insee.fr/fr/publications-et-services/dossiers_web/stiglitz/doc-commission/
RAPPORT_anglais.pdf Last visited November 13, 2015.
19. For details on the Human Development Index see the United Nations Development Program’s website at http://hdr.undp.org/en/content/human-development-indexhdi.

20. See the World Bank’s website at http://data.worldbank.org/data-catalog/worlddevelopment-indicators for more details on their World Development Indicators and at
http://data.worldbank.org/mdgs.
21. In September 2015, the United Nations adopted 17 Sustainable Development
Goals with 169 specific targets seeking to “balance the three dimensions of sustainable
development: the economic, social and environmental” and provide a roadmap for
achieving global progress in these three areas over the next 15 years. Resolution adopted
by the United Nations General Assembly, September 25, 2015. “Transforming Our
World: The 2030 Agenda for Sustainable Development.” Available at http://www.un.org/
ga/search/view_doc.asp?symbol=A/RES/70/1&Lang=E Last visited November 10,
2015.
22. See for example Jérôme Henry and Cristoffer Kok, “A Macro Stress Testing Framework for Assessing Systemic Risk in the Banking Sector,” European Central Bank, Occasional Paper Series No. 152, October 2013.
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measurement of environmental and social impact at portfolio
levels, but what the feedback or transmission mechanisms are
between the two is not entirely clear.
Portfolio and Systemic Framework Integration
A number of recent studies have started to bridge the gap
between specific portfolio decision-making and larger
systems. Among these are studies of the potential impact
of climate change under different scenarios on portfolios of
various sorts by the University of Cambridge’s Institute for
Sustainability Leadership and by the organization Preventable Surprises.23 In addition, the Financial Stability Board’s
Task Force on Climate-Related Financial Disclosures has
undertaken a study of the link between climate change, and
indicators of stability in the financial system.24 Similarly, in
2014 the Cambridge Centre for Risk Studies reported that
social unrest—which it sees as increasingly likely in the 21st
century—can be expected to have significant effects on
investment performance.25
Other broad issues of systemic importance should also
be of concern to asset owners. Edward Waitzer and Douglas
Sarro argue that in a society in which one must rely increasingly on service providers with superior technical knowledge
to act in one’s best interests—from auto mechanics to
doctors—the legitimacy of the fiduciary is of great societal
value and should not be undercut. Trust in financial fiduciaries falls into this category.26 For this reason. Waitzer and
Sarro argue that financial fiduciaries have an overriding
responsibility to preserve trust not only with regard to their
management of individual portfolios but to the institution
of the fiduciary itself, a trust that is difficult to preserve if
portfolio gains are made only at a cost to society as a whole.
One implication of this line of thinking is that reporting by asset owners and managers on their performance will
need to be done, in effect, at two different levels—that of the
portfolio and that of the system—and almost certainly using
two different vocabularies and formats.
As Figure 1 illustrates, an individual diversified portfolio
of assets can be thought of as facing in two directions. In one
direction its decision-making participates in the daily markets
where price is the measurement of success or failure. In
another direction decisions relating to portfolio maintenance
and the context in which it is set have impacts at systemic
levels. We have finely honed the language of price, bench-

marks, and risk/reward ratios. We have begun to develop
a language for the measurement of the social and environmental impacts of individual portfolios—jobs created, energy
saved, health outcomes achieved. But we still have few tools
in hand to assess, measure, and report on the impacts that
radiate outward from portfolios and the beliefs, policies, and
practices that surround them to the broader world at hand.
What is evolving, however, is a clearer understanding of
how asset owners and managers might take concrete steps to
bridge the gap between impacts at portfolio levels and those
with implications for larger systems. The steps that should be
considered are these:
First, asset owners should acknowledge the connection
between investment decision-making and risks and rewards
at the systemic level.
Second, asset owners and managers should determine the
particular systemic frameworks they want to focus on, and
how and why they have chosen to focus on these particular
frameworks.
Third, asset owners should determine the systemic frameworks of primary focus to an asset manager, and whether they
coincide with the systemic frameworks of primary concern
to themselves.
Fourth, asset owners should determine how effective
specific asset managers are in their management of systemiclevel risks and rewards.
To illustrate fully the variety of ways in which asset
owners might in practice approach enhancing systemiclevel frameworks is beyond the scope of this paper. But a
hypothetical example can serve to provide a general sense of
potential approaches.
Consider the case of asset owners that manage funds
related to the endowments of hospitals or healthcare-related
foundations—or funds dedicated to providing medical
benefits to retirees, or public and private pension funds
that provide benefits to the retired employees of healthcare
organizations. These asset owners might adopt as guiding
principles the policies of a globally respected healthcare
organization—for example, the World Health Organization—to assure themselves and outside supporters that
the framework they adopt is based upon widely accepted
principles, and not so narrowly defined as to promote the
personal interests or particular political positions of the asset
owners themselves.

23. See Institute for Sustainability Leadership Unhedgable Risks : How Climate
Change Sentiment Impacts Investment. Available at http://www.cisl.cam.ac.uk/
publications/publication-pdfs/unhedgeable-risk.pdf . Also Howard Covington and Raj
Thamotheram “Institutional Investors and Climate-Related Systemic Risk” October
2015. Available at https://preventablesurprises.com/wp-content/uploads/2011/03/
Preventable-Surprises-October-2015-report_FINAL.pdf Last visited November 10,
2015.
24. See the Taskforce’s initial report at http://www.cisl.cam.ac.uk/publications/publication-pdfs/unhedgeable-risk.pdf Last visited June 7, 2016.
25. It projected the effects of social unrest on investment performance by asset class
and in different geographic regions over a four-year period under three different scenari-

os. For equity portfolios in the United States it estimated hits of negative 1.76 percent
under the least severe of the three scenarios and of negative 22.69 percent under the
most severe. “What is different and new about the episodes of civil disorder in the early
21st century,” the report stated, “is their systemic nature: multiple countries simultaneously expressing dissatisfaction and seeking change” [emphasis added]. See Bowman,
G.; Caccioli, F.; Coburn, A.W.; Hartley, R.; Kelly, S.; Ralph, D.; Ruffle, S.J.; and Wallace,
J. Stress Test Scenario: Millennial Uprising Social Unrest Scenario, Cambridge Risk
Framework series; University of Cambridge: Centre for Risk Studies. 2014.
26. Waitzer, Edward and Douglas Sarro (2012), “The Public Fiduciary: Emerging
Themes for Canadian Fiduciary Law for Pension Trustees,” The Canadian Bar Review
Vol.91: 163-209.
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With such an overall framework in mind, the asset
owners would then identify asset managers whose policies and
practices at a minimum do not destabilize or undermine that
systemic framework and ideally succeed in stabilizing and
enhancing it. Asset owners might also look to asset managers
who communicate with their peers in the investment community on how best to strengthen overall healthcare systemic
frameworks. Research has shown that, in the management
of common-pool resources, good communications can help
preserve the value of these assets.27
A number of forward-looking asset owners are beginning
to adopt investment policies and practices with an eye toward
systemic perspectives. As one example, the Dutch pensionfund manager PGGM has announced its commitment to
using its investment to promote “a stable financial system
that serves the real economy.”28 And the investment policy of
the California Public Employees’ Retirement System includes
the statement, “Long-term value creation requires effective
management of three forms of capital: financial, physical and
human.” Such a capitals-focused approach implies management and measurement at a systemic level.29
A focus on systemic frameworks implies that asset owners
and managers will manage their investments along two parallel, but separate, tracks—with different metrics for evaluating
performance. The measurement of portfolio returns will
remain much as it is today—that is, in relation to market
price. But at the systemic framework level, different measures
will be used. It will not be price-based, but rather directional
and qualitative—that is, it will consist of qualitative assessments of the positive or negative impacts on the sustainability
and enhancement of specific systemic frameworks.
Second, asset owners will assess not just the ESG characteristics of a single portfolio offered by a manager, but the
firm-wide capabilities and impacts of their managers at a
systems level.

Third, a wide spectrum of asset owners will exist with
differing concerns that will require that there be an equally
wide spectrum of managers thinking and acting at systems
levels.

27. See Elinor Ostrom, “Beyond Markets and States: Polycentric Governance of Complex Economic Systems,” Nobel Memorial Prize in Economic Sciences lecture, December
8, 2009.
28. PGGM Annual Responsible Investment Report 2014: 31-34. Available at https://
www.pggm.nl/english/what-we-do/Documents/Responsible-Investment-Annual-Report_2014.pdf Last visited September 17, 2015.

29. CalPERS “Total Fund Investment Policy” July 1, 2015: 37. Available at https://
www.calpers.ca.gov/docs/total-fund-investment-policy.pdf Last visited September 17,
2015.
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Conclusion
The world of the 21st century will be substantially more
wealthy, energy-rich, populous, and technologically sophisticated than the world of the 20th. It will seek to raise billions
of people from poverty and maintain high standards of living
for billions of others. In so doing, it will be powered by an
ever more efficient financial system—one that is inextricably bound up with the basic systemic frameworks of society
and the environment that underpin a sustainable and resilient economy.
Until now, the prevailing assumption has been that investors do not need to consider anything other than their own
self-interest when evaluating potential investments, and that
this pursuit of self-interest leads to optimally efficient capital
allocation. But as the financial crisis of 2008 and the emerging global climate change have shown, financial tools are so
pervasive and powerful that the pursuit of self-interest alone
can just as easily undermine as strengthen the stability of our
environmental, social, and financial systems. The complexities of the 21st century require that investment managers
consider risks and rewards at a systemic as well as a portfolio
level. Without an awareness of the potential impacts of investment decision-making on these systems, we run the danger
of undermining our prospects for prosperity.
Steve Lydenberg is the Founder and CEO of The Investment Integration Project. He has published widely on the topic of responsible
investment and holds a Certified Financial Analyst charter designation.
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Morgan Stanley Perspectives on
Sustainable Investing: Acceleration and Integration
by Audrey Choi, Morgan Stanley

n 2013, we at Morgan Stanley founded the Institute for Sustainable Investing (“the Institute”) to
help traditional finance recognize the imperative
and opportunity presented by global sustainability challenges, such as a rapidly growing population,
expanding natural resource use, and climate change impacts.
We positioned the Institute to work across Morgan Stanley’s
businesses to strengthen the array of financial products and
strategies seeking to offer competitive financial returns while
addressing these challenges—all with the ultimate aim of
helping investors, and the companies in which they invest,
leave a positive legacy to future generations. Through its
thought leadership and capacity-building efforts, such as the
Sustainable Investing Challenge, our goal has been to build a
foundation of current and future investors, as well as corporate leaders, with the insight and skill to generate competitive
financial returns while having a positive social impact.
Where are we three years later? We see clear signs of the
“acceleration” of sustainable investing in the growth of client
demand, new market entrants, and the number and kinds of
sustainable investing strategies. At the same time—and more
importantly—we see growing “integration” as the concerns
and methods of sustainable investing are increasingly incorporated as material, performance-impacting factors into
corporate financial management as well as traditional investing. Such integration is helping ensure that sustainability
concerns will prove more than just a temporary trend and
assume a prominent, and permanent, position in the dialogue
between companies and investors.
The Institute’s survey work over the course of the last
18 months has provided striking evidence of the strength
and steady growth of investor interest in sustainability. The
portion of the world’s capital base that we have access to and
work with at Morgan Stanley has expressed its intent to do
good while continuing to do well. And this attitude applies to
individual investors and large-scale asset owners alike.
When the Institute surveyed 1,000 active individual
investors at the end of 2014, over 70% of the investors who
responded expressed interest in sustainable investing—and
65% of the respondents said they believed that sustainable

investing would become even stronger during the next five
years. Providing support for that belief, the strongest expressions of interest came from younger investors, suggesting a
long-term growth trajectory for sustainable investing. With
professions of interest by 84% of their members, Millennials
led the way for sustainability in expressing a range of their
preferences, and as consumers as well as investors—everything
from voicing greater support for environmentally friendly
packing to a significantly greater willingness to exit investment positions because of objectionable corporate activity.1
Millennials also expressed their willingness to devote
larger percentages of their portfolio holdings to companies
or funds with policies aimed at achieving a positive social or
environmental impact. When averaged across all the investors
who responded to our survey, the average holdings targeted
for such socially or environmentally beneficial investments
was 46%. For women investors alone, however, that percentage was 50%. And in the case of Millennials, the targeted
allocation for sustainable investments was 52%.2 As this
younger generation creates its own stock of wealth—while
making use of the $30 trillion or so it expects to inherit
from baby boomer parents and grandparents—over the next
several decades, sustainable investing may be expected to
grow proportionally.3
To explore the extent to which these views of individual
investors were shared by large-scale asset owners, we took
the pulse of such owners in a survey conducted jointly with
Bloomberg Sustainable Finance in the summer and fall of
2015. After surveying more than 200 global pension funds,
endowments, and insurance companies, we found that asset
owners have a strong positive attitude toward, and an increasing level of engagement with, sustainable investing strategies.
Ninety-six percent of the responding asset owners reported
that they practice sustainable investing at least some of the
time, and almost a third of those owners claimed “always”
to be guided by such principles and practices. What’s more,
over half of these asset owners reported feeling a “duty” to
address sustainability issues in investments, with family
offices playing an especially prominent role in this group.
But at the same time, there was also a clear consensus that

1. Institute for Sustainable Investing, Sustainable Signals, Morgan Stanley 2015.
2. Institute for Sustainable Investing, Sustainable Signals, Morgan Stanley 2015.

3. The “Greater” wealth transfer: Capitalizing on the intergenerational shift in wealth,”
Accenture, https://www.accenture.com/us-en/insight-capitalizing-intergenerational-shiftwealth-capital-markets-summary.
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the pursuit of such duty need not involve any sacrifice of
financial returns. Indeed, 86% of the responding asset owners
professed to believe that sustainable investing strategies offer
competitive risk-adjusted returns—and fully a third of the
respondents said they saw the potential for sustainable investing to outperform markets on a risk-adjusted basis.4
Moreover, the growth of interest by investors on our own
platforms at Morgan Stanley appears completely consistent
with trends in the growth of overall market interest, both
in the U.S. and abroad. According to the U.S. Forum for
Sustainable and Responsible Investment (USSIF), during
the two-year period from 2012-2014, U.S. funds invested
with a sustainable investing mandate increased by 76% to
a total of $6.57 trillion dollars—and accounted for one of
every six dollars invested, up from one in nine dollars at the
end of 2012.5 In the meantime, our Investing with Impact
platform now offers Morgan Stanley’s Wealth Management
clients more than 130 investment strategies they can use to
align their investments with their values. Since the launch of
the platform in April of 2012, not only has the number of
strategies offered increased significantly, but we are now more
than half way to reaching our goal of managing $10 billion of
client assets through the platform. Assisted by resources that
inform our Financial Advisors on specific areas of impact,
such as our Catholic Values and Fossil Fuel Aware toolkits,
we’ve seen a dramatic increase during the past year in the rate
of asset inflows to the platform and into the firm’s discretionary Investing with Impact model portfolios.
But for all the expressions of interest and growth in
investment dollars, there are a number of factors that could
slow the momentum that we’ve seen to date. Chief among
such potentially limiting factors is the widespread perception
that the pursuit of sustainable investment strategies inevitably
involves some sacrifice of returns. In our survey of individual
investors, for example, 54% of respondents said they believed
that sustainable investing requires some trade-off between
the pursuit of social goals and returns on investment. And
even though asset owners such as pensions, endowments, and
foundations responded with a high level of engagement (with
96% of all responding owners reporting that they practice
some form of sustainability), less than half of those owners
said that they include sustainability-specific language when
articulating their strategies or in the request for proposals
(RFPs) they require from the asset managers they are thinking about hiring.6
To address this widespread misconception that the
pursuit of social goals in sustainable investing requires
accepting below-market returns, we have shifted a key focus

of the Institute to documenting and communicating the
performance realities of sustainable strategies. Working with
partners across Morgan Stanley, we have explored the different ways that sustainability factors can impact value. One
result of this effort was a report we issued in spring of 2015
called “Sustainable Reality,” in which we summarized the
findings of our study of the performance of 10,000 U.S. based
mutual funds and nearly 3,000 Separately Managed Accounts
(SMAs) during the seven-year period 2008-2014. The main
finding of this analysis was the consistency with which
sustainable investing mutual funds, representing a variety of
different asset classes, at least equaled—and often exceeded—
the performance of comparable traditional investments, when
evaluated on an absolute as well as a risk-adjusted basis. For
example, we found that sustainable equity mutual funds had
equal or higher median returns, and equal or lower volatility,
than traditional funds during 64% of the periods examined.7
Working together with the Morgan Stanley Real Estate
Investment team, we also recently conducted a study that
examined the effects of specific sustainability issues and
concerns on value drivers in real estate. In the published
report that summarizes our findings, we began by developing
and presenting a framework that projects the expected effects
of three different sustainability drivers on ten factors that
could affect real estate values. After applying this framework
to hypothetical office buildings in the ten largest U.S. real
estate markets, we concluded that incorporating sustainable
practices could help reduce building expenses by estimates
that ranged from 3% to 30% for those ten different markets,
thereby potentially creating from $3.5 billion to as much as
$35 billion of asset value.8
Also worth noting here is the work of the S+R (which
stands for “Sustainable and Responsible”) Investment Research
team within Morgan Stanley & Co. LLC’s Equity Research
division. Since its first report release in 2013, the team,
independent of the Institute, has been providing a sustainability focused perspective to Morgan Stanley Equity Research
investment insights and recommendations. In one of its most
recent reports, “Putting Gender Diversity to Work: Better
Fundamentals, Less Volatility,” released in May of 2016, the
research analysts, examining data from 2006 forward, found
that companies with greater gender diversity—a composite
measure of the gender composition of employees, managers
and directors and policies that support diversity and work/life
balance—provided average shareholder returns that were at
least as high, but considerably less volatile, than the returns of
companies with less gender diversity. What’s more, such “high
gender diversity” companies have—on top of the benefit of

4. Is Sustainable Investing Becoming a New Normal? Bloomberg Sustainable Finance, 2016.
5. 2014 Report on US Sustainable, Responsible and Impact Investing Trends, US
Sustainable Investing Forum, 2014.
6. Is Sustainable Investing Becoming a New Normal? Bloomberg Sustainable Finance, 2016.

7. Institute for Sustainable Investing, Sustainable Reality, Morgan Stanley, 2015.
8. Institute for Sustainable Investing, Bricks, Mortar and Carbon, Morgan Stanley,
2016.
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lower volatility—moderately outperformed their comparable
peers on average in the past five years. And the top fifth of U.S.
companies in terms of consistent ranking of gender diversity
among their priorities has outperformed its peers based on
both volatility and risk factors.9
Along with the suggestion of such research and its
compelling evidence that sustainability considerations can
be financially material, these kinds of intangible factors are
increasingly being integrated into standard due diligence
models, as opposed to being treated as collateral, “non-financial” add-ons to traditional analysis. More generally, Morgan
Stanley’s S+R Equity Research team has played a key role
in expanding the firm’s research framework to consider
sustainability factors as part of its practice. In 2015, the
group developed a global framework to give fund managers
the tools to integrate environmental, social and governance
considerations into research on 29 (now 30) different equity
market sectors.10 The framework, reported in “Embedding
Sustainability into Valuation 2.0,” identifies the sustainability
risks and opportunities that could put significant positive or
negative pressure on a company’s earnings or cash flow. It
then shows where to incorporate those factors in a typical
stock valuation model, such as discounted cash flow. For
example, carbon output, water, and food scarcity are examples
of concerns that affect natural capital, while supply chain
controls intended to limit reputational damage fall into the
social capital category.11
And our own efforts to integrate sustainability at the firm
level are, of course, part of a much larger effort, one that
recently received a boost from two important U.S. regulators. Both the Department of Labor’s recent revision of its
ERISA guidance recognizing that ESG factors can have a
direct relationship on the economic value of an investment,12
and the Security and Exchange Commission’s recent concept

release exploring formalizing sustainability disclosures as part
of modernizing business and financial disclosure requirements
in Regulation S-K, provide evidence of a responsive regulatory
environment.13 And NGOs are also playing important roles
in accelerating the sustainable investing movement. To cite
two examples, the Sustainable Accounting Standards Board
(SASB) now provides the tools for companies to disclose
material environmental, social, and governance (ESG) factors
to investors,14 and the Financial Stability Board’s Task Force
of on Climate-related Financial Disclosures has succeeded
in making the reporting of climate risk part of mainstream
corporate discussion.15
As sustainable investing as a field continues to grow, and
companies disclose more data on how they impact the world
outside their narrow spheres of business, it becomes clear that
pursuing sustainability strategies cannot mean the old SRI16
practice of screening out objectionable companies and so
limiting the investable universe. Sustainable investing incorporates a wider view for a bigger, more inclusive picture of
investing and the risks and opportunities involved. When we
add information about environmental and social factors to a
decision, we help inform the choices that we as both investors
and citizens need to make. Recognizing what is material and
relevant to those choices is the filter that can provide a clearer
picture of the risks and opportunities going forward.
And as we move forward, the Institute will continue its
focus on accelerating the adoption of sustainable investing
by helping to provide that filter, assisting investors and firms
in seeking out and deploying strategies for real progress in
achieving both impact and financial goals.

9. “Why It Pays to Invest in Gender Diversity” Morgan Stanley, May 11, 2016 http://
www.morganstanley.com/ideas/gender-diversity-investment-framework.
10. Embedding Sustainability into Valuation 2.0, Morgan Stanley Equity Research,
March 30, 2016.
11. How Futureproof Are My Stocks, July 15, 2015 http://www.morganstanley.com/
ideas/how-futureproof-are-my-stocks.
12. Economically Targeted Investments (ETIs) and Investment Strategies that Consider Environmental, Social and Governance (ESG) Factor, October 22, 2015, https://
www.dol.gov/ebsa/newsroom/fsetis.html.

13. Business and Financial Disclosure Required by Regulation S-K, April 13, 2016,
Release Nos.: 34-77599. File No.: S7-06-16 https://www.sec.gov/rules/concept/2016/33-10064.pdf.
14. “Using SASB” http://using.sasb.org/.
15. Michael Bloomberg Pushes Companies to Reveal Climate Risk, Institutional Investors, June 1, 2016 http://www.institutionalinvestor.com/article/3558720/investorsendowments-and-foundations/michael-bloomberg-pushes-companies-to-reveal-climaterisk.html#/.V2rQhfkwhpg.
16. Socially responsible investing.
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All material prepared by Morgan Stanley Smith Barney LLC
and/or Morgan Stanley & Co. LLC, Members SIPC (collectively “Morgan Stanley”) has been prepared for informational
purposes only and is not a solicitation of any offer to buy or
sell any security or other financial instrument or to participate in any trading strategy. Unless otherwise stated, the
material was not prepared by the Morgan Stanley’s Research
Departments and is not a Research Report as defined under
FINRA regulations. The material does not provide individually tailored investment advice. It has been prepared without
regard to the individual financial circumstances and objectives of persons who read it. Readers should determine, in
consultation with their own investment, legal, tax, regulatory
and accounting advisors, the economic risks and merits, as
well as the legal, tax, regulatory and accounting characteristics
and consequences, of any transaction or strategy referenced
in any materials. The appropriateness of a particular investment or strategy will depend on an investor’s individual
circumstances and objectives. Morgan Stanley, its affiliates
and Morgan Stanley Financial Advisors do not provide tax,
accounting or legal advice. Individuals should consult their
tax advisor for matters involving taxation and tax planning
and their attorney for matters involving legal matters. The
material may contain forward looking statements and there
can be no guarantee that they will come to pass.
Information contained in the material is based on data from
multiple sources and Morgan Stanley makes no representation as to the accuracy or completeness of data from sources
outside of Morgan Stanley. References to third parties
contained herein should not be considered a solicitation on
behalf of or an endorsement of those entities by Morgan
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Stanley. Morgan Stanley is not responsible for the information contained on the third party web site or your use of or
inability to use such site, nor do we guarantee its accuracy or
completeness. The terms, conditions, and privacy policy of
any third party web site may be different from those applicable to your use of any Morgan Stanley web site. The opinions
expressed by the author of an article written by a third party
are solely his/her own and do not necessarily reflect those of
Morgan Stanley. Professional designations mentioned in the
articles may or may not be approved for use at Morgan Stanley. The information and data provided by the third party web
site or publication is as of the date of the article when it was
written and is subject to change without notice.
Past performance is not a guarantee of future results.
Impact aware investing is subject to certain risks such as
market and investment style risk. Because impact aware criteria exclude some investments, investors may not be able to
take advantage of the same opportunities or market trends
as investors that do not use such criteria.
Investors should carefully consider the investment objectives and risks as well as charges and expenses of a mutual
fund/ETF before investing. To obtain a prospectus, contact
your Financial Advisor or visit the fund company’s website.
The prospectus contains this and other information about
the mutual fund/ETF. Read the prospectus carefully before
investing.
Morgan Stanley & Co. LLC and Morgan Stanley Smith Barney LLC.
Members SIPC. CRC1530375 06/16
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Delaware Public Benefit Corporations: Widening the Fiduciary
Aperture to Broaden the Corporate Mission
by Frederick Alexander, B Lab

eginning in 2010, state legislatures began to
adopt legislation authorizing a new form of
corporation called the “benefit corporation.” At
the time, I was a practicing lawyer at a firm operating at the center of U.S. corporate Law: Delaware. Initially
a skeptic, I now believe that benefit corporation law offers an
important opportunity for a company to align the interests
of its investors with those of its stakeholders in a way that
is discouraged by traditional corporate law. Today I serve
as Head of Legal Policy at a non-profit organization whose
aim is to build an infrastructure for capitalism that incorporates stakeholder values. In a book published this past year,1
I describe the theory and practice of Delaware’s version of the
benefit corporation, as well as my own journey from skeptic
to evangelist. This article is excerpted from that book (with
minor revisions).
As I say in the book, I remain convinced that the for-profit
corporation remains the best vehicle for raising and allocating
capital (other than for investments in certain public goods
that remain the responsibility of government and NGOs).
But given the challenges now facing our society and indeed
our planet, I also believe we must find ways to allow that
vehicle to operate with a more complete recognition of the
complex interdependencies between our private enterprise
system and the welfare of all aspects of a global society, and
of the responsibility of corporations to reflect those interdependencies in their decision-making. The benefit corporation
provides such a path.

B

Introduction
Many readers of this book will be familiar with traditional
corporations and the law that governs them, and may wonder
why Delaware, the center of U.S. corporate law for the last
century, would introduce a new corporate governance model.
They may be reading this book to discover the “why” of Delaware public benefit corporation law as much as the “how.”
In light of that, I thought it might be helpful to relate a bit
of my own history and involvement with the changes to the
Delaware statute.

Before becoming Head of Legal Policy at the B Lab in
2015, I spent 26 years in private practice, advising clients on
Delaware corporate law issues. As a partner in the transaction group of a leading Delaware law firm, I have worked on
preferred stock financings, IPOs, mergers, hostile takeovers,
proxy contests, corporate governance and fiduciary issues.
My practice addressed anything in the lifecycle of a corporation that involved the relationship between stockholders,
directors, officers and corporations. There was a great deal
of complexity, but that complexity arose for the most part
not from a profusion of laws and regulation, but rather from
the wide variety of situations in which some fairly simple
rules and principles were to be applied. The essence of such
rules and principles can be summarized as follows: Corporate directors are elected by stockholders and, once elected,
have the full authority to oversee the management of the
corporation. That authority is subject to the board’s fiduciary
duties of care and loyalty: the directors must prudently and
disinterestedly manage the corporation to create a financial
return for stockholders.
Of course, there are a few other rules (how the director
elections work, and what charters and bylaws can include,
etc.), but that basic structure—in which stockholder-elected
directors manage the corporation, but must do so carefully
and loyally for the financial benefit of the stockholders–underlies
nearly every question that comes up in corporate law disputes.
This paradigm is often called the “stockholder primacy”
model, and it drove much of the advice I gave.
Thus, in my practice it was critical to help directors
understand the primacy of stockholder value, particularly in
M&A situations. While corporations could certainly be good
employers and valuable resources to the community, that was
not their raison d’etre—corporate law was about creating
value for the stockholders, who owned the corporation, and
who elected its managers to oversee their investment.
For corporate lawyers, these were simple, non-ideological
facts. The corporate form was a brilliant legal technology that
allowed entities to raise large sums of money from disaggregated investors, who could diversify their investments across

1. Frederick Alexander, The Public Benefit Corporation Guidebook (2016). ePub version
available at http://news.mnat.com/s/316f6e8d37d9718cc8e16713c0fa069f65b8497a.
This excerpt is published with the permission of Frederick Alexander and Morris Nichols
Arsht & Tunnell.

66

Journal of Applied Corporate Finance • Volume 28 Number 2

Spring 2016

many such entities while limiting their own liability. And
this technology in turn enabled many corporations to raise
relatively low-cost capital that would be used to take risks
and create value. The underlying ethos was that investors
were willing to risk their capital with these complete strangers
because they knew that there was a system in place to protect
them—a system grounded in elected directors obligated to
be loyal to stockholders.
The Emergence of Benefit Corporations
A few years ago, when I was chairing the bar committee
(the “Council”) that recommends changes to the Delaware General Corporation Law (the “DGCL”), we were
approached by B Lab, a non-profit organization whose aim
is to expand the remit of corporations in such a way that
their purpose is to create value for all of their stakeholders, not just stockholders. B Lab certifies that companies
are good corporate citizens in much the same way as a Fair
Trade mark certifies that specific corporate products meet
standards for social performance. B Lab’s requirements for
certification are as follows: first, the company must meet a
strict standard of social and environmental performance;
second, the company must have a corporate governance
model that mandates good corporate citizenship. For corporations, however, this second aspect has at least the potential
to conflict with the stockholder primacy model central to
traditional corporate law. B Lab has urged state legislatures
to adopt a statute they had drafted called the Model Benefit
Corporation Law (the “MBCL”), which contains a number
of provisions that require corporations to follow a broader
fiduciary model. When a state adopts the MBCL or similar
statutory provisions, corporations created under that state’s
general corporation law have the legal right to opt into the
new provisions and so become “benefit corporations.”
In Delaware, however, the Council’s immediate reaction
to the B Lab proposals was far from positive. The corporate
bar was very comfortable with the way that corporate law
worked, and recognized the tremendous value the corporate form had produced over time. Even corporate lawyers
who had significant concerns about corporate behavior
with respect to social and environmental issues, and who
believed that the profit motive could encourage behavior
that damaged the public interest, generally did not think
those issues should be addressed by changing corporate
law. Instead, there was consensus that those issues could be
better addressed with laws and regulations that protected
society and the environment. There was also a general sense
that trying to add those concepts into a corporate governance model would be untenable; it would enhance board
discretion too broadly, providing management with a tool
that could be abused in hostile takeover situations and be
2. Lynn Stout, The Shareholder Value Myth: How Putting Shareholders First Harms
Investors, Corporations, and the Public (1st ed. 2012).
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used more generally to weaken accountability to investors.
Nevertheless, the Council was encouraged by the
Governor and the Secretary of State to undertake a review
of the concept, particularly in light of Delaware’s national
leadership in corporate law, and the growing interest in the
benefit corporation movement. With the encouragement
and assistance of B Lab, members of the Council met with
entrepreneurs and investors who championed the concept.
As a result of this process and after considerable deliberation, the Council eventually determined that Delaware
ought to offer the option of what is sometimes called
“mission-aligned governance” to corporations, and in 2013,
Delaware adopted a statute that allows corporations to opt
into a structure where the duties of directors extend beyond
stockholders to include all stakeholders.
As discussed below, however, Delaware’s statute has some
significant differences from the MBCL, and also uses slightly
different terminology, so that corporations using the Delaware
version are called “public benefit corporations,” and sometimes
referred to as “PBCs.” In what follows, I will use the term
“PBC” when referring specifically to Delaware entities, and
“benefit corporations” when referring to the general concept.
As of this writing, a total of 32 jurisdictions in the United
States jurisdictions—as well as the nation of Italy—had passed
some form of benefit corporation legislation.
Why Is a New Corporate Form Necessary?
One important motive for writing the book was my suspicion that many corporate lawyers are still where the Council
was when first approached by B Lab—understandably hesitant to embrace a new idea they had not fully analyzed, and
likely thinking “if it ain’t broke...” I want to share some of
my thought process in moving from being first a strong skeptic, to one of the drafters of the PBC statute, and, finally, to
Head of Legal Policy at B Lab.
First, I re-examined corporate theory as we studied B
Lab’s proposal. One idea that struck me came from Lynn
Stout, a law professor at Cornell, who wrote an important
book called The Shareholder Value Myth.2 In that work, she
notes that human beings are not expected to operate under
the rule of always maximizing value for oneself, no matter
what the cost would be to others. The question she then poses
is whether we want corporations to operate on this principle: do we really want the directors to be required by their
fiduciary duties to take any legal actions that will increase
stockholder value, even if such actions have a negative effect
on our collective well-being? For most of us, the question
answers itself.
Another work I found significant was the book Firm
Commitment,3 written by Colin Mayer, a finance professor at Oxford. Mayer provides a convincing demonstration
3. Colin Mayer, Firm Commitment: Why the corporation is failing us and how to restore trust in it (1st ed. 2013).
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of how and why the destruction of trust created by the
value maximization principle has the paradoxical effect of
destroying the long-run efficiency and value of the putatively
value-maximizing entity. His argument rests on the premise
that when third parties such as employees, customers,
and local communities have dealings with a corporation
bound by traditional fiduciary principles, such parties will
recognize that any commitment the corporation makes is
contingent on either legal compulsion (a contract right) or
the commitment continuing to create value for stockholders. As a result, the third parties know that the commitment
will be subject to revision or renegotiation if circumstances
change. This contingency and uncertainty creates the potential for antagonism and overly legalistic relationships that
can interfere with the creation of durable, mutually beneficial relationships with trusted partners.
A third concept that was important to my positive
response to the benefit corporation was the idea of the
universal owner. Large institutional owners, like pension
funds and mutual funds, end up owning most of the market
in order to be sufficiently diversified. Small asset owners
(like my 401(k)) would be wise to have the same diversification. The returns of such universal owners are hurt by a
corporate law regime that actively encourages the managers
of a huge portion of our economy to load negative externalities onto the system if it “creates value” for their individual
stockholders.
Hermes Investment Management, the well-known U.K.
pension advisor, articulates this idea when including the
following in its statement of its ownership principles:
Most investors are widely diversified; therefore it makes
little sense for them to support activity by one company which is
damaging to overall economic activity. . . . It makes little sense
for pension funds to support commercial activity which creates
an equal or greater cost to society by robbing Peter to pay Paul.
4. Taken from Benefit Corporation Guidebook, CHAPTER ONE: Fiduciary Duties for
Traditional Delaware Corporations: Enforcing Stockholder Primacy.
5. Adolph A. Berle and Merrick Dodd debated the merits of each conception, with
Berle arguing for shareholder primacy and the ownership model of the firm and Dodd
arguing for consideration of other constituencies and the enterprise model of the firm.
See infra notes 4 & 5. William T. Allen, Our Schizophrenic Conception of the Business
Corporation, 14 Cardozo L. Rev. 261, 264 (1992) (“I suggest that at least over the
course of this century there have been, in our public life and in our law, two quite different and inconsistent ways to conceptualize the public corporation and legitimate its
power. I will call them the property conception and the social entity conception.”).
6. This conception was touted by Berle, who asserted that “all powers granted to a
corporation or to the management of a corporation, or to any group within the corporation, whether derived from statute or charter or both, are necessarily and at all times
exercisable only for the ratable benefit of all the shareholders as their interest appears.”
A. A. Berle, Jr., Corporate Powers as Powers in Trust, 44 Harv. L. Rev. 1049, 1049
(1931); see also Leo E. Strine, Jr., The Dangers of Denial: The Need for a Clear–Eyed
Understanding of the Power and Accountability Structure Established by the Delaware
General Corporation Law, Wake Forest L. Rev., at *10 (2015) [hereinafter The Dangers
of Denial] (“Despite attempts to muddy the doctrinal waters, a clear-eyed look at the law
of corporations in Delaware reveals that, within the limits of their discretion, directors
must make stockholder welfare their sole end, and that other interests may be taken into
consideration only as a means of promoting stockholder welfare.”).
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The problem, however, is that traditional corporate law
effectively requires corporations owned by Peter to rob Paul.
All of this led me to believe that there is good reason
to provide an option where corporations can be managed
with the good of all stakeholders in mind, rather than
simply focusing on financial returns to stockholders. My
expectation is that, by making room for such corporations,
Delaware’s statute can create opportunities for entrepreneurs and investors interested in developing corporations
that operate in a responsible and sustainable manner, thus
creating market pressure for more businesses to do the same.
Stockholder Primacy under Delaware Law4
The most important distinction between traditional corporate governance and benefit corporation governance is
corporate purpose. Should directors manage the corporation solely for the benefit of stockholders, or must they
consider other stakeholders as well? This question has been
the subject of academic debate for many years, with the two
main contenders often described as the “ownership” and
“enterprise” models of the firm.5
Under the ownership model, the stockholders are
considered the owners of the corporation and look to the
directors to manage their assets.6 This ownership concept
leads to the stockholder primacy governance model. In
contrast, the enterprise model of the firm views the corporation as an institution that is committed to serving multiple
constituencies.7 The underlying premise of the enterprise
model posits that because the corporation is created by the
state, corporations should aim more directly to advance
the public welfare by treating corporate contributions to
all corporate stakeholders as having equal priority and
importance.8 The attributes granted the corporation by the
state—such as the ability to enter into contracts, to limit the
liability of investors, and to have unlimited duration—are
extremely advantageous to the corporation, which accordingly should be used to serve the interests of the state.9
7. Dodd argued for “a view of the business corporation as an economic institution
which has a social service as well as a profit-making function.” E. Merrick Dodd, Jr., For
Whom are Corporate Managers Trustees?, 45 Harv. L. Rev. 1145, 1148 (1932); see
also Allen, supra note 3, at 265 (describing the “social entity” conception of the corporation as encompassing the idea that “corporate purpose can be seen as including the
advancement of the general welfare. The board of directors’ duties extend beyond assuring investors a fair return, to include a duty of loyalty, in some sense, to all those interested in or affected by the corporation.”).
8. Allen, supra note 3, at 265 (“The corporation comes into being and continues as a
legal entity only with governmental concurrence. The legal institutions of government
grant a corporation its juridical personality, its characteristic limited liability, and its
perpetual life. This conception sees this public facilitation as justified by the state’s interest in promoting the general welfare. Thus, corporate purpose can be seen as including
the advancement of the general welfare.”).
9. Hale v. Henkel, 201 U.S. 43, 74 (1906) (“[T]he corporation is a creature of the
state. It is presumed to be incorporated for the benefit of the public. It receives certain
special privileges and franchises, and holds them subject to the laws of the state and the
limitations of its charter. Its powers are limited by law.”).
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Delaware case law has established that corporations
exist primarily to generate long-term stockholder value,10
even though Delaware’s corporate purpose statute broadly
states that a corporation may undertake “any lawful business
or purpose.”11 Accordingly, corporate law in Delaware has
focused on the maximization of stockholder wealth as the
primary indicator of whether directors are complying with
their fiduciary duties.12 When there is no “long run” for a
corporation—as in the context of a sale—Delaware courts
will tend to view immediate stockholder wealth maximization as the sole objective for directors.3
In his academic writings, the Chief Justice of the
Delaware Supreme Court has adopted a reading of the
Delaware case law that is consistent with the stockholder
primacy model—a reading that he has summarized in the
following proposition:
[T]he object of the corporation is to produce profits for the stockholders and . . . the social beliefs of the manager, no more than
their own financial interests, cannot be their end in managing
the corporation.14
The Benefit Corporation Movement15
A growing number of investors and entrepreneurs have
become dissatisfied with the stockholder primacy model. One
response by state legislators to this dissatisfaction was to adopt
“constituency statutes,” which allow, but do not require,
directors to consider the interests of stakeholders. Constituency statutes, however, do not fully address the concerns
created by stockholder primacy. Benefit corporation legislation is designed to address those concerns more directly and
completely by requiring a change in corporate purpose and
increased accountability and transparency with respect to
stakeholder concerns.

10. See Katz v. Oak Indus. Inc., 508 A.2d 873, 879 (Del. Ch. 1986) (“It is the obligation of directors to attempt, within the law, to maximize the long-run interests of the
corporation’s stockholders; that they may sometimes do so ‘at the expense’ of others
[e.g., debtholders] . . . does not . . . constitute a breach of duty.”); Leo E. Strine, Jr., The
Social Responsibility of Boards of Directors and Stockholders in Change of Control
Transactions: Is There Any “There” There?, 75 S. Cal. L. Rev. 1169, 1170 (2002)
[hereinafter The Social Responsibility of Boards] (“The predominant academic answer is
that corporations exist primarily to generate stockholder wealth, and that the interests of
other constituencies are incidental and subordinate to that primary concern.”).
11. 8 Del. C. § 101(b); 8 Del. C. § 102(a)(3) (“It shall be sufficient to state . . . that
the purpose of the corporation is to engage in any lawful act or activity.”).
12. eBay Domestic Holdings, Inc. v. Newmark, 16 A.3d 1, 33 (Del. Ch. 2010)
(“Promoting, protecting, or pursuing non-stockholder considerations must lead at some
point to value for stockholders. When director decisions are reviewed under the business
judgment rule, this Court will not question rational judgments about how promoting nonstockholder interests . . . ultimately promotes stockholder value.”).
13. Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173 (Del. 1986)
(holding that when a corporation is to be sold in a cash-out merger, directors’ duty is to
maximize the short-term value to stockholders, regardless of the interests of other constituencies).
14. See Leo E. Strine, Jr., Our Continuing Struggle with the Idea that For-Profit
Corporations Seek Profit, 47 Wake Forest L. Rev. 135, 151 (2012).
15. Taken from The Benefit Corporation Guidebook, CHAPTER TWO: The PBC Statute.
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Beginning in 2010, a number of U.S. states began to
adopt legislation implementing the benefit corporation.
As discussed earlier, this legislation generally followed the
MBCL.16 Like constituency statutes, the MBCL allowed
directors to consider the interests of all stakeholders, with
several important differences. Unlike most constituency
statutes, benefit corporation legislation is “opt-in,” so that a
corporation must voluntarily elect to take on the form.17 Once
a corporation elects to be a benefit corporation, however,
consideration of non-stockholder interests is mandatory.18
This mandatory structure provides a clear and durable governance scheme that addresses the concerns of all stakeholders.19
Importantly, because benefit corporation statutes are
“opt-in,” and require supermajority votes for conversions, the
new regime is not forced upon all stockholders in a state—it
is a voluntary regime.20 In sum, the MBCL creates accountability for stakeholder interests: non-stockholder interests
are always to be considered in director decision-making.21
This will prevent directors from relying on consideration
of the interests of stakeholders only when such interests are
consistent with management’s interests, such as potential
acquisitions where management jobs are at risk (as is possible
under constituency statutes). In addition, benefit corporation statutes have requirements for transparency,22 which are
meant to ensure that stockholders are aware of whether a
corporation is consistently addressing stakeholder issues.
The Delaware PBC Statute
On August 1, 2013, Delaware passed a new statute (the
“PBCS”) authorizing the creation of Public Benefit Corporations. The PBCS is intended to address the same issues as
the MBCL, and is similar in fundamental ways (although,
as discussed below, and in more detail in Appendix 2, there
are some notable differences).

16. See B Lab, https://www.bcorporation.net/ (last visited Feb. 18, 2016).
17. See William H. Clark, Jr. & Elizabeth K. Babson, How Benefit Corporations Are
Redefining the Purpose of Business Corporations, 38 Wm. Mitchell L. Rev. 817, 841
(2012) (explaining benefit corporation legislation creates a “voluntary new corporate
form”) (emphasis added).
18. See Clark & Babson, supra note 103, at 840 (“[U]nder ‘constituency’ statutes,
the consideration of non-shareholder interests is permissive, while under the benefit
corporation statutes, it is mandatory.”); see also Leo E. Strine, Jr., Making it Easier for
Directors to “Do the Right Thing”, 4 Harv. Bus. L. Rev. 235, 246 (noting that in a sale
situation, a benefit corporation statute “imposes upon [directors] the binding obligation
to consider how all corporate constituencies and society generally will be regarded by the
various bidders”).
19. See Clark & Babson, supra note 103, at 840 (the mandatory scheme “provide[s]
a framework for corporate responsibility that is both clear and lasting”).
20. See Anthony Bisconti, The Double Bottom Line: Can Constituency Statutes Protect Socially Responsible Corporations Stuck in Revlon Land?, 42 Loy. L.A. L. Rev. 765,
797 (2009) (“Requiring corporations to elect coverage ensures that investors will be on
notice of the fact that the investors’ preferences, at least in terms of strict wealth maximization, will not necessarily have priority over the interests of other constituencies.”);
Benefit Corporation White Paper, supra note 71, at 1093 (suggesting high vote for
opt-in).
21. See Clark & Babson, supra note 103, at 840 (“That the listed considerations are
required helps to ensure that the general public benefit is being pursued and created,
thus tying back to the purpose of the corporation.”).
22. See 8 Del. C. § 366. See generally infra Chapter Two, Section II, Part E.
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Responsible and Sustainable Management:
The Balancing Obligation
The statute begins by establishing that the purpose of the
legislation is to create responsible corporate governance: a
PBC is “intended to operate in a responsible and sustainable manner.”23 While this provision is couched in precatory
language, the statute goes on to mandate how the company
is to be managed in a manner that addresses the concerns of
a broad range of stakeholders. Specifically, the company must
balance three considerations: (1) the stockholders’ pecuniary interests; (2) the best interests of all other groups who are
materially affected by the corporation’s conduct; and (3) the
specific public benefit or benefits identified in its certificate
of incorporation.24
This mandate expressly rejects the stockholder primacy
model by elevating stakeholder interests to a level of
importance equal to that of stockholders. The statute then
specifically imposes on directors the obligation to conduct
a “balancing” of the three interests in the management of
the corporation.25 While directors of a traditional Delaware
corporation must act for the purpose of maximizing the
economic wealth of stockholders, and may consider socially
beneficial actions only to further that end,26 directors of a
public benefit corporation must balance the interests of stakeholders other than stockholders as ends in themselves.27

within the broad parameters of the statute.30 However, the
Delaware statute does require the directors to balance the
pecuniary interests of the stockholders, the specific public
benefit or benefits identified in the certificate of incorporation, and the best interests of those materially affected by the
corporation’s conduct. This third requirement incorporates a
concept that is equivalent to the “general public benefit” that
must be pursued under the MBCL.31

Requiring a Specific Public Benefit
Each Delaware PBC must also choose one or more specific
public benefits.28 A public benefit is defined as “a positive
effect (or reduction of negative effects) on one or more categories of persons, entities, communities or interests” other
than the interests of the stockholders.29 A PBC may choose
to promote any public benefit, so long as that benefit fits

Duties of Directors: Interest Balancing
As in a traditional Delaware corporation, the board of directors of a PBC is responsible for directing its business and
affairs.32 However, unlike directors of traditional Delaware
corporations, directors of PBCs are also required to balance
the interests of stockholders with the best interests of stakeholders materially affected by the corporation, and the
corporation’s identified public benefit or benefits.33 Therefore, the directors of a PBC have a statutory duty to consider
interests other than maximizing economic value for the stockholders of the corporation, and the directors must manage the
corporation in a way that balances all of the relevant interests.34 This is an enormous advantage for a company wishing
to promote publicly beneficial objectives while remaining a
for-profit entity. Prior to the enactment of the PBCS, directors
were provided some leeway as to social responsibility under
the business judgment rule, but were required to act for the
ultimate purpose of maximizing the value of the enterprise.
Moreover, in corporate sale situations, they were required to
act for the sole purpose of maximizing stockholder value in
the short term.35 Under the PBC model, directors not only
may, but must balance the interests of stakeholders other than
stockholders in both sale and non-sale situations.36
For Delaware companies that choose to become PBCs,

23. 8 Del. C. § 362(a).
24. Id.
25. 8 Del. C. § 365(a).
26. See supra Section I, Part D.
27. While the PBCS allows entities to form as or become public benefit corporations
by following the statutory provisions, the statute expressly states that it has no effect on
other corporations. See 8 Del. C. § 368 (“This subchapter shall not affect a statute or
rule of law that is applicable to a corporation that is not a public benefit corporation,
except [for the voting and appraisal requirements of a non-public benefit entity becoming
a public benefit corporation].”). Accordingly, although the public benefit corporation subchapter provides beneficially-oriented entities a legal regime from which to achieve their
beneficial business goals, the statute does not disturb Delaware’s well-established governing law for traditional corporations.
28. See 8 Del. C. § 362(a)(1) (the PBC must “[i]dentify within its statement of business or purpose [in its certificate of incorporation] one or more specific public benefits to
be promoted by the corporation. . . .”); see also John Montgomery, Delaware Proposes
Historic Benefit Corporation Legislation, Great From the Start: How Conscious Corporations Attract Success (March 27, 2013), http://www.greatfromthestart.com/delawareproposes-historic-benefit-corporation-legislation/ (quoting B Lab as explaining that, “[i]n
other words, Delaware goes a step further than the Model Benefit Corporation Legislation
by requiring a declaration of a specific public benefit or benefits in addition to the general public benefit corporation of all stakeholders”).
29. 8 Del. C. § 362(b) (“’Public benefit’ means a positive effect (or reduction of negative effects) on one or more categories of persons, entities, communities or interests
(other than stockholders in their capacities as stockholders) including, but not limited to,
effects of an artistic, cultural, economic, educational, environmental, literary, medical,
religious, scientific or technological nature.”).
30. For examples of specific public benefits, see Appendix 9.

31. See 8 Del. C. § 365(a); see also Model Benefit Corporation Legislation § 102
cmt. (2013) (“By requiring that the impact of a business on society and the environment
be looked at ‘as a whole,’ the concept of general public benefit requires consideration of
all of the effects of the business on society and the environment.”). Under the MBCL, the
broad concept of a general public benefit, defined as “[a] material positive impact on
society and the environment takes as a whole . . . ,” MBCL § 102, which is mirrored in
the “interests of those materially affected by the corporation’s conduct” language of the
Delaware statute; the MBCL specifically tasks directors with considering other stakeholder interests including: (i) the stockholders; (ii) the employees and work force of the
corporation, its subsidiaries, and its suppliers; (iii) the customers; (iv) the community
and society in which the business interacts and is located, (v) the local and global environment; (vi) both short and long term interests of the corporation, including the possibility that the corporation may better serve those interests by remaining independent; (vii)
the ability of the corporation to accomplish its specific benefit purpose; and (viii) other
factors or interests associated with the corporation and its stated public benefit. See
Model Benefit Corporation Legislation § 301 (2013).
32. See 8 Del. C. § 365(a) (PBCs); accord 8 Del. C. § 141(a) (traditional Delaware
corporations).
33. See 8 Del. C. § 365(a).
34. Commercial promotion of such interests has been referred to as managing toward
the “triple bottom line” of people, profit, and planet. See generally Shruti Rana, Philanthropic Innovation and Creative Capitalism: A Historical and Comparative Perspective
on Social Entrepreneurship and Corporate Social Responsibility, 64 Ala. L. Rev. 1121
(2013).
35. See supra n.13.
36. See 8 Del. C. § 365(a). Additionally, the public benefit corporate form may expand the corporation’s ability to deal with takeover threats because a threat to other
constituency interests could represent a threat to corporate policy and effective>
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the PBC framework can be seen as imposing a mandate that
directors balance the goals of (1) providing a competitive
return to stockholders; (2) having a net positive impact on
society and the environment; and (3) creating a net positive
impact with respect to the benefits specified in the corporate
charter. While some success in meeting the first two goals
might theoretically address policy concerns animating the
adoption of the PBCS, the drafters appear to have believed
that the second of the three goals listed above was so broad
as to limit accountability. In contrast, it will be more difficult
for directors to avoid addressing benefits specified within the
corporate charter so that the third goal becomes an important
way of ensuring that the PBCS achieves its purpose of creating responsible corporations.
Moreover, the PBCS expressly provides that the business
judgment rule applies to all disinterested balancing decisions.
Thus, for example, if a stockholder initiates a derivative suit
against the directors for failing to balance the three categories
of interests recognized in the PBCS, the directors will be
presumed to have satisfied their fiduciary duties if they are
informed and disinterested, and if the balancing decision has
a rational purpose.37
PBC Reporting Requirements
PBCs must provide stockholders a report assessing the corporation’s promotion of its stated public benefit or benefits.38
The PBCS requires that the corporation provide such a report
every other year.39 The report must describe the board’s goals
and standards with respect to stakeholders. More specifically,
the report must include the following:
(1) the objectives the board has established to promote
the best interests of stakeholders and the public benefit or
benefits outlined in the certificate of incorporation;
(2) the standards the board has adopted to measure
the corporation’s progress in promoting those interests and
benefits;
ness under the Unocal analysis that is performed by courts determining whether a response is reasonable in relation to the threat perceived. See Frederick H. Alexander,
Amendments to the DGCL Remove Obstacles to Adoption of Public Benefit Status, 13
Corp. Law and [Accountability] Rep. (BNA) (Apr. 2, 2015) [hereinafter Amendments to
the DGCL Remove Obstacles to Adoption of Public Benefit Status].
37. See 8 Del. C. § 365(b). The protection afforded to a disinterested director acting
on an informed basis and for a rational purpose is in addition to the protection afforded
to a director of a traditional Delaware corporation acting in reliance upon the records of
the corporation, upon employees and officers, or upon statements by persons the director
“reasonably believes are within such…person’s professional or expert competence” that
was selected for guidance on the subject in question. See 8 Del. C. § 141(e) (stating that
traditional corporation directors “shall…be fully protected in relying in good faith upon
the records of the corporation and upon such information, opinions, reports or statements presented to the corporation by any of the corporation’s officers or employees, or
committees of the board of directors, or by any other person as to matters the member
reasonably believes are within such other person’s professional or expert competence
and who has been selected with reasonable care by or on behalf of the corporation”).
38. See 8 Del. C. § 366.
39. Compare 8 Del. C. § 366 (2015), with Model Benefit Corporation Legislation §
401 (2013).
40. See 8 Del. C. § 366(b).
41. See 8 Del. C. § 365(b) (“A director of a public benefit corporation shall not, by
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(3) objective factual information based on the standards
the board has chosen regarding the corporation’s success in
meeting those objectives; and
(4) an assessment of the corporation’s success in meeting
the objectives and in promoting those interests and the public
benefit or benefits the corporation seeks to achieve.40
Accountability: Derivative Suits
The PBCS is carefully drafted to make it clear that the obligation of balancing does not create new types of interests.
Thus, the statute provides that the directors of a PBC do
not owe a statutory duty to “any person” on account of that
person’s interest in a public benefit identified in the company’s
certificate of incorporation.41 However, in order to maintain
accountability for PBCs, stockholders are permitted to bring
claims that directors failed to balance stockholder and public
benefit interests correctly.42 Such a lawsuit is the sole mechanism for enforcement of the balancing requirement.43
There is, however, a minimum requirement for stockholders wishing to sue for violation of the directors’ balancing
duties.44 In order to bring such a derivative suit, plaintiff
stockholders must own, individually or collectively, at least
2% of the corporation’s outstanding shares or, if the corporation’s shares are publicly traded on a national securities
exchange such as the New York Stock Exchange or NASDAQ,
shares equaling at least $2,000,000 in market value.45
Director Liability
The risk of personal liability for PBC directors in lawsuits
challenging board balancing decisions is mitigated by Section
365(c), which allows PBCs to eliminate monetary liability for
certain breaches of fiduciary duty.46 Section 102(b)(7) permits
any corporation to eliminate liability of directors for breaching their duty of care.47 The PBCS extends the authority for
exculpation to include disinterested directors making balancing decisions under Section 365(c). This extension can be
virtue of the public benefit provisions or § 362(a) of this title, have any duty to any person on account of any interest of such person in the [corporation’s specific] public benefit . . . or on account of any interest materially affected by the corporation’s conduct . .
. .”)
42. See 8 Del. C. § 367.
43. Specifically, Section 362 mandates the PBC be managed in a balanced fashion,
and Section 365 imposes the obligation to so manage the corporation on the board. 8
Del. C. §§ 362(a) and 365(a). Section 365 then provides that such obligation runs only
to stockholders. 8 Del. C. § 365(b). Similarly, because the statutory statement that PBCs
are “intended . . . to operate in a responsible and sustainable manner” is only precatory,
and supportive of the balancing requirement, such a derivative suit is also the only
mechanism to address that concept in a lawsuit, as well.
44. See 8 Del. C. § 367.
45. See id.
46. See 8 Del. C. § 365(c).
49. 8 Del. C. § 102(b)(7); see 1 David A. Drexler et al., Delaware Corporation Law
and Practice, § 6.02[7] (Matthew Bender, 2015). Specifically, § 102(b)(7) allows “[a]
provision eliminating or limiting the personal liability of a director to the corporation or
its stockholders for monetary damages for breach of fiduciary duty as a director.” However, the express language of the statute does not allow exculpation of a director’s actions
or omissions that (i) “breach “...” the director’s duty of loyalty to the corporation or its
stockholders,” (ii) are “not in good faith or which involve intentional
>
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accomplished through a charter provision that provides that
balancing decisions are neither breaches of loyalty nor considered “not in good faith.”
Thus, unless they are receiving a personal benefit, directors protected by exculpation provisions will be liable for
balancing decisions only if they are deemed to be “interested.”
Under traditional Delaware law, a director is “interested” if
“there are factors weighing upon his exercise of judgment
with respect to that decision which conflict or are inconsistent with the concept of a single, uncompromised loyalty to
the corporate interest.”48 Self-dealing transactions where the
director has a personal financial stake in the outcome fall
within the ambit of interested transactions.49 A director is
also interested if the director receives a special material benefit
from a transaction that is unavailable to other stockholders.50
Where Are We Now?
As I mentioned earlier, the benefit corporation model has
been adopted in 32 United States jurisdictions, including
Delaware. The new model is popular: over 3,600 benefit entities (some states authorize benefit LLCs as well as
corporations) have been formed to date, and the concept is
beginning to make inroads into the capital markets. Founders Fund, Benchmark Capital, Andreesen Horowitz, Union
Square Ventures, and other venture funds have invested in
benefit corporations. Laureate Education, a company with
$4 billion in revenue sponsored by KKR, filed its S-1 with
the SEC in anticipation of going public. Natura, a publicly
traded corporation based in Brazil, adopted charter provisions that created a stakeholder governance model last year.

misconduct or a knowing violation of the law,” (iii) include the declaration of an unlawful
dividend or stock repurchase or redemption, or (iv) result in a transaction from which the
director receives an improper personal benefit.
50. 1 David A. Drexler et al., Delaware Corporation Law and Practice, § 15.05[1]
(Matthew Bender, 2015).
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Etsy, an online market place for handmade and vintage items,
is a publicly traded “Certified B Corp,” which means that it
satisfied a stakeholder performance standard established by
B Lab. To keep this certification, Etsy will have to become a
benefit corporation by August of 2017.
Public companies are also experimenting with stakeholder
governance in other ways. Plum Organics is a subsidiary of
Campbell’s Soup and Lung Bioscience is a subsidiary of United
Therapeutics; each subsidiary is a benefit corporation. In the
future, public companies may spin off or spin out subsidiaries,
creating new publicly traded benefit corporations.
Corporate managers, entrepreneurs, investors, workers,
and other stakeholders are all seeking tools to create more
durable long-term relationships and value with private capital.
Research demonstrates that sustainable practices that take
all stakeholders in account produce more value for stockholders. Customers, governments and other constituencies
are insisting on more and better disclosure regarding social
and environmental impacts. In this rapidly evolving environment, the old model of corporate governance, with its myopic
emphasis on a single value—stockholder return—is becoming an anachronism. The stakeholder governance model
facilitated by benefit corporations provides a clear path to
a future of shared value creation, and some investors and
corporations have already started down that path.
frederick Alexander is Head of Legal Policy at B Lab and Counsel at the firm of Morris Nichols Arsht & Tunnell, LLP.

51. See id.; see also Cinerama, Inc. v. Technicolor, Inc., 663 A.2d 1134, 1151-54
(Del. Ch. 1994) (analyzing the meaning of “interested” director).
52. See 1 David A. Drexler et al., Delaware Corporation Law and Practice, §
15.05[1], § 6.02[7] (Matthew Bender, 2015).
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Quick Guide to Becoming a PBC
This outline describes the major steps required for an existing
Delaware corporation to become a Delaware public benefit
corporation.
1. Summary. In order to become a public benefit corporation (a “PBC”), a traditional Delaware corporation must draft
an amendment to its certificate of incorporation (an “Amendment”). The Amendment must be approved by the board
of directors, and then by the stockholders. Once approved,
the Amendment must be filed with the Secretary of State
of Delaware. Under certain circumstances, the corporation
must provide its stockholders who do not approve the Amendment with the right to cash out their stock for fair value
(“appraisal rights”). Once the amendment is filed, the corporation should include a legend on its stock certificates, stating
that the corporation is a PBC. A newly forming corporation
may simply file its initial certificate of incorporation as a PBC.
2. Contents of Amendment. The following certificate
provisions are either required or should be considered:
2.1. The heading of the certificate must state that the
corporation is a public benefit corporation.
2.2. The name of the corporation may be changed to
include the words “public benefit corporation,” the abbreviation “P.B.C.,” or the designation “PBC.” If the name does
not include such indicators, then if the PBC is not publicly
traded, the PBC must notify anyone who purchases stock
that the corporation is a PBC.
2.3. The certificate must identify one or more specific
public benefits to be promoted by the corporation.
2.4. Delaware gives a PBC the option of committing in
the certificate of incorporation or bylaws to make its statement about its efforts to create public benefit: (1) available to
the public (as opposed to its stockholders only); (2) annually
(as opposed to biennially); or (3) in accordance with a third
party standard (as opposed to using its own methodology).
2.5. Delaware permits a PBC to include in its certificate
a provision that a disinterested failure by a director to satisfy
the requirements applicable to directors of a public benefit
corporation will not constitute an act or omission not in good
faith or a breach of the duty of loyalty. The purpose of such a
provision is to protect directors and should be considered by
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any corporation considering an election to be a public benefit
corporation.
Note: The Delaware statute will permit the provisions
described in 2.3 and 2.4 to be placed in the bylaws instead of
the certificate. Placing them in the certificate of incorporation
will make them more difficult to change.
3. Board approval. The board of directors must approve
the Amendment and recommend that the Amendment be
submitted to the stockholders for approval. The certificate of
incorporation and bylaws should be reviewed to determine
the vote required.
4. Stockholder approval. The stockholders must approve
the Amendment. The statute requires a 2/3’s affirmative vote
of the outstanding shares of the corporation. The certificate
of incorporation and bylaws should be reviewed to determine
whether any additional vote is required.
5. Appraisal rights. If the corporation is not publicly
traded, stockholders who did not vote for an amendment are
entitled to an appraisal by the Delaware Court of Chancery
of the fair market value of the stockholder’s share of stock.
The corporation is required to provide its stockholders with
notice of their right to an appraisal.
6. File Amendment. After the board and stockholders
approve the Amendment, the Amendment must be prepared
and filed with the Secretary of State.
7. Print and issue new stock certificates. The Delaware law
requires that a stock certificate issued by a PBC note conspicuously that the corporation is a PBC. It is unclear whether
that requirement applies to stock certificates issued before a
corporation becomes a PBC. To avoid a later challenge by
a person that acquires shares represented by a stock certificate without that notation, the corporation should consider
printing new stock certificates with the required notation and
issuing the new stock certificates to its existing stockholders.
8. Name change. If the PBC has adopted a new name, it
should make the necessary changes to reflect the new name.
The corporation should update, for example, bank accounts,
business cards, registrations, etc. There is no set timing for
completion of these changes; however, a corporation should
aim to complete them within a commercially reasonable time
following the PBC election.
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Appendix 2
Delaware Public Benefit Corporation Statute
Compared to Model Benefit Corporation Legislation*
Model Legislation

Corporate Purpose

Delaware
Corporation “intended to produce . . . public benefits and to operate
in a responsible and sustainable manner. To that end, a public
benefit corporation shall be managed in a manner that balances
the stockholders’ pecuniary interests, the best interests of those
materially affected by the corporation’s conduct, and the public
benefit or benefits identified in its certificate of incorporation.
Required to choose one or more specific public benefit purposes.

Required to balance the stockholders’ pecuniary interests, the best
interests of those materially affected by the corporation’s conduct,
and the public benefit or public benefits identified in its certificate of
incorporation.
Directors’ decisions protected by business judgment rule.

Enforcement proceeding may be brought to enforce failure to achieve or
pursue general or specific purpose.

Required to consider impact of decisions on all stakeholders.
Director decisions protected by business judgment rule.
Liability exculpation for disinterested decisions with respect to
stakeholder consideration if business judgment standard met,
including rationality.

Benefit
Director

Liability exculpation with respect to stakeholder balancing for all
disinterested decisions—no “bad faith” exception for irrational
choices.

Permitted to choose one or more specific benefit purposes.

Not required.

Required for public company and, in some jurisdictions, a private
company.

Public
Transparency

Director
Accountability

No specific enforcement of failure to achieve or pursue purpose.

Businesses required to create general public benefit defined as “a
material positive impact on society and the environment, taken as
a whole.”

Required to report to stockholders once every two years, with an
assessment of impact on the interests of those materially affected by
the corporation’s conduct and any named specific public benefit (no
third party standard requirement). Permitted to report publicly more
frequently using a third party standard and/or certification. No public
disclosure requirement.

Required to report publicly and annually an assessment of overall
impact on any named specific public benefit and all stakeholders as
assessed against a third party standard.

*
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Twenty-nine states and the District of Columbia have adopted some version of the MBCL to date.
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The Evolution of Integrating ESG Analysis into
Wealth Management Decisions
by Peter Roselle, CPM®, CFP®, Financial Advisor, Vice President, Morgan Stanley

s a financial advisor, I work with individuals and
institutional asset owners to develop sustainable investment portfolios. I became interested
in this emerging discipline because of what I
believe is the dramatic increase in the availability of highquality ESG research and the growing body of academic
studies showing correlations between strong investment
performance and ESG factor integration.1 I believe that we
now have abundant research documenting the effects on
corporate performance and values of non-financial factors,
such as gender diversity, which I think can no longer be
ignored in portfolio construction.
In his latest book Antifragile: Things That Gain from
Disorder, bestselling author Nasim Taleb praises systems and
institutions that have a quality that he calls “antifragility,”
which “is beyond resilience or robustness. The resilient resists
shocks and stays the same; the antifragile gets better.”2 In the
pages that follow, I will propose that ESG Factor integration enhances the antifragility of portfolios, moving beyond
“resists shocks” to “getting better” by providing glimpses
into important non-financial criteria that often evade the
scrutiny of traditional security analysis.3 I will also suggest
that corporations making long-term commitments to developing “sustainability cultures” increase their antifragility by
presenting a compelling vision to their non-investor stakeholders of their commitment to making good on two in some
ways competing agendas: the intense pressure to maintain
acceptable levels of near-term profitability while at the same
time communicating and carrying out long-term strategies
designed to increase enterprise value for the next several
decades and beyond.

B
A

to place restrictions on certain investments, directing the
manager screen out objectionable companies or industry
classes. The practice of restricting ownership of assets in a
given category is referred to as “negative screening.”
For early faith-based organizations such as the Quaker
Friends Fiduciary Corporation, these restrictions required the
avoidance of “sin-stocks,” a policy that reflected their decision
in 1898 to adopt a “no weapons, alcohol or tobacco” investment policy designed to align their investment funds with
their core values.5 As negative screening investment practices
were adopted by a wider class of mission-based investors such
as endowments and foundations, the nomenclature broadened into “socially responsible investing” (SRI).
Over time, what has emerged is a demand by classes of
asset owners for investment strategies designed to make their
holdings consistent with their values. Consider, for example,
the following quote from the investment policy statement of
The Gates Foundation:
When instructing the investment managers, Bill and
Melinda also consider other issues beyond corporate profits,
including the values that drive the foundation’s work. They have
defined areas in which the endowment will not invest, such as
companies whose profit model is centrally tied to corporate activity that they find egregious. This is why the endowment does not
invest in tobacco or Sudan-related stocks.6

Tracing the Rise of Sustainability
The majority of asset owners delegate investment management to portfolio managers with a mandate to maximize
risk-adjusted returns.4 In some cases the owners choose

The recent proliferation of ESG research has provided
the mission-based investment community with the means
to continue to strengthen the alignment of their values with
their portfolio holdings. And as a growing body of studies
have begun to suggest, this can be done–not only without
sacrificing their returns on investment–but while even
increasing those returns.7
Until fairly recently, the bulk of SRI investing has been
conducted by large institutional asset owners with the motive

1. “The Financial and Societal Benefits of ESG Integration: Focus on Materiality,”
Calvert Investments http://www.calvert.com/nrc/literature/documents/WP10013.pdf.
2. Nassim Nicholas Taleb (2012). Antifragile: Things That Gain from Disorder. Random House. p. 430. ISBN 9781400067824.
3. “The Relevance of ESG Integration in Fixed Income Investing,” Calvert Investments
-http://www.calvert.com/nrc/literature/documents/br10093.pdf.
4. “By the Numbers: The Quest for Performance,” State Street Center for Applied Research at The Fletcher School, Tufts University - http://www.statestreet.com/content/dam/

statestreet/documents/Articles/CAR/BytheNumbersQuestforPerformance_report.pdf.
5. Quakers Friends Fiduciary corporation investment policy.
http://www.morganstanleyfa.com/public/facilityfiles/mssb135092/dd4ada2a-07484c2a-9fa1-ff68819d921f.pdf.
6. “Gates Foundation Investment policy,” http://www.gatesfoundation.org/Who-WeAre/General-Information/Financials/Investment-Policy,
7. “The Financial and Societal Benefits of ESG Integration: Focus on Materiality,”
Calvert Investments http://www.calvert.com/nrc/literature/documents/WP10013.pdf,
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and means to access third-party analytics, perform their own
research, and build extensive ESG datasets. But as I discuss
in more detail in this article, the growing community of
sustainability-focused retail investors is now, for the first time,
being afforded similar access to a rich and growing database
of ESG metrics.
Three Requirements to Make ESG Factor Integration
Work for Retail Investors: Portfolio Managers,
ESG Data Providers, and ESG “Investments” and
Disclosure by Public Companies
For retail investors, the journey from “socially responsible” to
“sustainable investing strategies” has involved important contributions by three main sets of participants: portfolio managers,
ESG data providers, and publicly traded companies.
Portfolio Managers
In the past, SRI proponents have experienced resistance from
“mainstream” investment community peers because early
versions of the discipline appeared to underperform benchmarks and violate the basic tenets of a broadly-accepted
portfolio construction framework called Modern Portfolio
Theory (MPT).8
The core thesis of MPT, which was first introduced in
1952 by Nobel Prize winning economist Harry Markowitz, is
that investors can reduce portfolio risk just by holding combinations of instruments whose returns are not completely
correlated. In fact, MPT went so far as to claim—and those
claims have been largely vindicated by empirical research—
that the vast majority of risk adjusted returns generated by a
portfolio are attributable not to superior stock selection, but to
investors’ prior decisions to allocate their assets among different classes. And as a consequence of the general acceptance of
MPT, diversification across multiple asset classes and regions
has become the rule for portfolio managers.
Armed with these assumptions and insights, many
portfolio managers view the benefits of “socially responsible”
investing with understandable skepticism. A likely response
from one of these managers might go something like this:
Look, it’s all about the math. Though Bill Gates can afford to
“consider other issues beyond corporate profits,” we cannot. He
has enough money to sacrifice returns to advance his mission.
Our mission is to make money for our clients. Any strategy that
reduces our diversification by screening out sectors and regions
will increase risk and lower returns, relegating it to a position
forever on the fringes. Please leave the “ do-good social responsibility” to the philanthropic sector. We have to maximize returns
for our investors or we get fired.
8. “The Performance of Socially Responsible Mutual Funds,” by Luc Renneboog, QFinance - http://www.financepractitioner.com/asset-management-best-practice/the-performance-of-socially-responsible-mutual-funds?full#s1.

76

Journal of Applied Corporate Finance • Volume 28 Number 2

Portfolio managers fight for every basis point of riskadjusted return. Most asset managers are evaluated according
to their ability to produce “alpha,” which is typically defined
and measured as the excess returns of a fund relative to
the return of a benchmark index. Generating such alpha
is considered the Holy Grail on Wall Street, a quest that
is carried out in large part using quantitative methods and
analysis. And in the debate between SRI and MPT on Wall
Street that has been waged in the past, the math has favored
MPT, thus casting widespread doubt on the claims of the
SRI advocates that managers can “do well by doing good.”9
In sum, the MPT camp has, until very recently, remained
largely unconvinced that SRI could be made compatible with
maximizing risk-adjusted returns. What was needed to break
the stalemate was a broader, more nuanced strategy designed
to identify and choose the “best in class ESG” public companies representing all sectors so as to satisfy the diversification
requirements of MPT. Below is one sample outline of how a
portfolio manager might incorporate ESG factors and considerations into an MPT portfolio construction process.
Hypothetical “Best-in-class ESG Factor Integration” Portfolio
Strategy for Retail Investors
If we assume that a manager’s mandate is to invest in U.S.
Large-Cap stocks with the S&P 500® as the benchmark index,
a “best-in-class ESG” strategy will own all ten sectors of the
market. In addition to the fundamental and quantitative tools
the manager has at her disposal, her stock selection process
will now include an ESG “overlay” that allows a comparison of ESG factor ratings for companies within each sector.
To show how this process is likely to work, let’s go
through the progression of questions—and some possible
responses to them—from the top down:
Step one: Macroeconomic analysis
• “What is our portfolio sector weighting versus the S&P
500®?”
>	“Our macroeconomic data indicates that we should
overweight sectors A/B/C and underweight sector
D/E/F.”
>	“Within the ten sectors, which sub-sectors and industries do we prefer?”
Step two: How is the fundamental research guiding us for
stock selection?
• “Do we tilt more towards growth or value stocks?”
• “Do we tilt towards Mega-cap or Large-Cap?”
Step three: What is quantitative analysis telling us for each
sector and stock?
• “How close is the current price to the 50-day moving
average? 200-day moving average?”
9. Ibid,
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• “ How close is the stock to breaking through a resistance
level?”
Step four: What ESG factors will be included in the selection criteria?
Our manager wants a six percent (6%) allocation to the
utility sector. She has five stocks that have made her “finalist”
list based on her fundamental and quantitative analysis and
now wants to apply an ESG overlay to act as a tie-breaker for
a final decision on which three stocks to include. She begins
by insisting that each of the three companies meet all of the
following requirements:
• An overall ESG ranking in the top quartile of the sector.
• Positive momentum: Based on the findings of the latest
research on material ESG factors and stock returns
(which I discuss below),10 she decides to make ESG
momentum a factor in her stock-selection process
(based on her understanding that it can take companies several years to fully integrate a successful ESG
strategy). The critical questions here are whether ESG
rankings have been improving over time, and, if so, do
the improvements reflect a significant upward trend?
• Diversity: Persuaded by recent research indicating that
gender diversity on boards and top management teams
is a material ESG factor in all industries,11 she decides to
include only those finalists that have at least one woman
on the board of directors.
Of the five finalists, one did not have a woman on the
board and was eliminated. Another had a bottom quartile
ESG rating and negative momentum and was eliminated. The
remaining three stocks met the criteria and were included.
ESG Research and Data Providers
A second major contributor to the rapid growth of ESG
integration in portfolio construction is the improved quality
and quantity of academic and sell-side ESG research. Asset
managers and owners are now paying a premium for a new
kind of research that measures the value of both the tangible and intangible assets (and aspects) of public corporations.
Portfolio managers have determined that the current ESG
research offerings have reached a tipping point of efficacy
that justifies inclusion in their analysis.12
ESG research and data providers have played an important role in helping portfolio managers reach this tipping
point. This role was well described several years ago by
Bloomberg’s Curtis Ravenel and Andrew Park when empha10. George Serafeim, “Corporate Sustainability: First Evidence on Materiality,” http://
papers.ssrn.com/sol3/papers.cfm?abstract_id=2575912.
11. “Why it Pays to Invest in Gender Diversity” - http://www.morganstanley.com/
ideas/gender-diversity-investment-framework
12. For the MSCI Press release that includes this information, see https://www.msci.
com/documents/10199/b3d456db-353a-4eea-8f08-c12447427940.
13. “Integrating Sustainability Into Capital Markets: Bloomberg LP And ESG’s Quantitative Legitimacy,” by Andrew Park and Curtis Ravenel, Journal of Applied Corporate
Finance, Volume 25, Number 3, Summer 2013, pages 63-64.
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sizing the importance of accurate and relevant quantitative
data for financial analysts, and the perceived shortcomings
of ESG metrics at the time:
As far as mainstream analysts are concerned, until a concept
comes to them in quantitative form, it tends to lie on the margins
of their conceptual reality. If the idea fails to translate, the analyst
might decide not incorporate it into his or her analysis—and
thus it essentially fails to exist. The process of bringing ESG into
existence and overcoming its lack of financial legitimacy is, therefore, essentially a challenge of measurement—measuring to get
data, measuring to price more accurately, which in turn should
lead to more efficient allocation of capital… Therefore, as stated
earlier, ESG analytics must demonstrate itself to be fundamentally indistinguishable from mainstream financial analytics,
thereby sharing a common language with the financial industry
and, in time, establishing its own bona fides.13
Although it’s probably too soon to declare that ESG
“bona fides” have been established, one research provider
recently announced that 2015 was a “record year of growth”
for their ESG research product, with revenues growing 33%
over the previous year and clients for the product including
47 of the world’s largest 50 asset managers.14
Academic Research on ESG Materiality
I believe that after years of evolution, the “best-in-class”
approach shows promise in helping to resolve the tension
between the MPT and Sustainable camps, allowing them to
move forward together as allies instead of adversaries. This
delicate détente owes much to an important study conducted
by George Serafeim, Associate Professor at the Harvard Business School. Serafeim’s study, which was published in 2015
with the title “Corporate Sustainability: First Evidence on
Materiality,”15 has generated considerable optimism about
finding a way to use ESG factors that results in a successful
integration of sustainable investing principles with traditional
MPT frameworks.16
Summarized as briefly as possible, the main finding of
the study is that companies that do a good job of managing their most “material” ESG risks (and opportunities)—as
defined using criteria and guidelines provided by the Sustainable Accounting Standards Board (SASB)—outperform their
competitors by as much as 600 basis points per year.17 The
main takeaway from this research is that the effectiveness
14. For the MSCI Press release that includes this information, see https://www.msci.
com/documents/10199/b3d456db-353a-4eea-8f08-c12447427940
15. George Serafeim, “Corporate Sustainability: First Evidence on Materiality,” http://
papers.ssrn.com/sol3/papers.cfm?abstract_id=2575912.
16. “The Financial and Societal Benefits of ESG Integration: Focus on Materiality,”
Calvert Investments http://www.calvert.com/nrc/literature/documents/WP10013.pdf.
17. “Corporate Sustainability, Making Better Investment Decisions,” © George Serafeim, 2015.
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with which companies emphasize material sustainability
concerns—and engage with the stakeholders most affected
by those concerns—is a reliable indicator of management’s
ability to identify and then train a laser focus on those critical
ESG factors. By so doing, management increases the long-run
viability and value of the firm.18
Another way to think about materiality in the sustainability context is to view it as providing a guide to a company’s
understanding of its core “strategic priority areas.” Asset
owners and portfolio managers have always sought assurances that a firm’s leadership had a proper focus on strategic
priorities. The consideration of materiality adds the lens of
sustainability to that focus. While it may seem obvious that
a computer hardware manufacturer would have a very different materiality footprint than a financial services firm, the
analysis, compilation, and prioritization of the materiality
data takes considerable long-term commitment and vision
on the part of the firm.
Sustainability Disclosure by Public Companies
The third component that has been critical to attracting retail
investors to ESG investing strategies derives from the accuracy, transparency, and materiality of the ESG data that is
provided voluntarily by publicly traded companies.19
In certain instances, such as those involving the disclosure of CEO-to-median pay and other executive pay ratios,
the SEC has adopted rules aimed to satisfy Dodd-Frank
statutory requirements that are “designed to provide investors with information regarding the compensation of a
company’s CEO as compared to the median compensation of that company’s employees.”20 For the most part,
however, investors and portfolio managers must continue
to rely on voluntary company disclosure of ESG data and
related information.
Partly in response to greater investor and stakeholder
demand for ESG information companies have developed
“Corporate Social Responsibility” (CSR) departments that,
among their other responsibilities, are charged with providing voluntary disclosure of ESG data. From 2011 to 2013
the number of S&P 500 firms issuing CSR or Sustainability
reports increased from less than 100 to 360. According to a
study by the Governance and Accountability Institute,

clear indications over the past three years that senior corporate
management understands the importance of adopting and implementing strategies that reflect the rising interest of investors and
stakeholders in corporate sustainability.21
In the absence of new legislation and regulatory rules that
would mandate such reporting, investors must rely on companies to disclose ESG data voluntarily.
In a recent New York Times article, current Labor Secretary, Thomas Perez, was vocal about finding common ground
between the government and companies that he believes
“exemplify social and environmental responsibility.”
While companies cannot yet be forced into full disclosure, there does appear to be a “halo effect” that accompanies
effective integration of sustainability principles in corporate
culture. And as the article went on to say of Secretary Perez,
“He is singling out “high road” employers. He is promoting
B Corps, companies that adhere to lofty social and environmental standards. In doing so, he hopes he can persuade less
enlightened corporations to change.”22

Seventy-two percent (72%) of the companies included in
The S&P 500 Index® were found to have published a sustainability or corporate responsibility report [in 2013]. In 2011, just
under 20% of S&P 500 companies had reported… We are seeing

Moving Forward: The Response by Retail Investors
A recent survey of active individual investors by Morgan
Stanley finds “millennials and women at the front edge of
sustainable investing and sustainability. Millennial investors,
in particular, index the highest of any demographic on these
topics.” As the survey report also states,
• Millennials are the most receptive to the idea of sustainable investing (84%), more so than Gen X (79%) and Baby
Boomers (66%).
• Millennials are twice as likely both to invest in companies
or funds that target specific social/environmental outcomes and
to divest because of objectionable corporate activity.
• Women are also leading the way, with 76% of surveyed
investors showing interest in sustainable investing, as compared
to 62% of men.23
When I reflect on the rapid adoption of sustainability I’m
reminded of the early days of the personal computer revolution. As a grad student in the 1980s, I attended a presentation
in which Rod Canion, co-founder of Compaq Computer,
demonstrated the first portable computer. Notice I did not
say “laptop”; his invention was not something you would
want on your lap. It was a bulky box with a clunky removable
keyboard, tiny screen with orange letters (remember DOS?),
and no battery.
For all its shortcomings, Rod’s invention marked a
sustainable inflection point, the beginning of a new phase of

18. “The Role of the Corporation in Society: Implications for Investors,” Calvert Investors http://www.calvert.com/NRC/literature/documents/wp10012.pdf.
19. Ibid.
20. http://www.seyfarth.com/publications/MA082815-CORP.
21. Governance and Accountability Institute website http://www.ga-institute.com/nc/
issue-master-system/news-details/article/flash-report-seventy-five-percent-75-of-the-sp-

index-published-corporate-sustainability-rep.html
22. New York Times, May 14, 2016, “Thomas Perez, a Labor Watchdog Who’s Not
All Bite.”
http://www.nytimes.com/2016/05/15/business/thomas-perez-a-labor-watchdogwhos-not-all-bite.html?_r=0.
23. “Morgan Stanley Survey Finds Sustainable Investing Poised for Growth”- http://
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PC product development and innovation. We have all since
benefitted from a gusher of smaller, faster, and cheaper portable computers that now double as phones and wrist watches.
I doubt anyone in the room with me that day watching Rod
Canion’s demonstration grasped the full significance of the
event. We knew it was a milestone that would change how
we did business, but we could not have predicted the scope
of creative disruption it would unleash.
I am convinced that ESG Factor integration is at a
similar sustainable inflection point. After an event I helped
organize several years ago, one of the speakers pulled me
aside and said, “Sometimes after I’m finished speaking at
an event I have the sense I was “tolerated”; other times I
feel like I was ‘celebrated.’ Today I felt celebrated—thank
you!” Sustainable investing is on a similar path, moving
along the credibility spectrum from “barely tolerated” to
“highly celebrated.”
I am excited about the future of retail investing as
viewed through the sustainability lens. Bestselling author
Brene Brown is fond of quoting a proverb attributed to the
Asaro tribe of Papau New Guinea: “Knowledge is only
rumor until it is in the muscle.”24 Portfolio managers are
advancing the viability of ESG Factor Integration so that
the former “rumors” are becoming muscular knowledge.

www.morganstanley.com/press-releases/morgan-stanley-survey-finds-sustainable-investing-poised-for-growth_06490ef0-a8b2-4a68-8864-64261a4decd0.
24. Jimmy Nelson website, http://www.beforethey.com/journey/indonesia---papuanew-guinea.
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Corporate Philanthropy and Innovation:
The Case of the Pharmaceutical Industry
by Frederick L. Bereskin, University of Delaware and
Po-Hsuan Hsu, University of Hong Kong*

uring the past few decades, pharmaceutical companies have launched corporate social
responsibility (CSR) initiatives with the aim of
strengthening their reputations, brand names,
marketing, and public relations.1 And the corporate “investments” in such initiatives have been substantial. For example,
a recent survey of seven big pharma firms reported that their
median total giving in 2013 was $938 million.2 At the same
time, competition in the industry has intensified due to accelerated manufacturing processes and increasing research and
development (R&D) costs.3
A number of business scholars have proposed that such
CSR investments, besides burnishing corporate reputations,
can be used to make more direct contributions to corporate
competitiveness and value. In fact, in the Harvard Business
Review, Michael Porter and Mark Kramer have gone so far
as to suggest that “If… corporations were to analyze their
prospects for social responsibility using the same frameworks
that guide their core business choices, they would discover
that CSR… can be much more than a cost, a constraint, or a
charitable deed—it can be a source of opportunity, innovation, and competitive advantage.”
Take the case of Merck. In 2012, the company announced
its creation of the California Institute for Biomedical
Research—or “Calibr”—an independent non-profit organization whose mission is to “accelerate the translation of basic
biomedical research into innovative, new medicines to treat
disease.”4 Calibr’s scientists have been charged with turning
basic research into new medicines that can be further developed through commercial partnerships. Merck has committed
$90 million of funding to Calibr over a seven-year period,
while retaining an exclusive commercial license for certain
innovations. At the same time, Calibr—which is structured
to run independently of Merck, and with an independent
board of directors and scientific advisory board—has the right

to seek licensing arrangements or other sources of funding
for projects not licensed by Merck.
In addition to its ties to NGOs like Calibr, Merck also
has extensive alliances with universities. Greg Wiederrecht,
Merck’s head of external scientific affairs, noted that 35% of
its major licensing deals are with academic institutions, and
that the firm executes approximately 50 of those kinds of deals
each year. He also noted that in 2011 Merck implemented
277 unannounced research collaborations, and that Merck’s
annual interactions with academia number in the thousands.5
But if many of Merck’s R&D collaborations have
maintained a deliberately low profile, the company has
received extensive public recognition of its philanthropic
initiatives and investments. For example, in 2014, the
Committee Encouraging Corporate Philanthropy (CECP)
presented Merck CEO Ken Frazier with its annual Founders
Force for Good Award. And in the same year, the Chronicle
of Philanthropy ranked Merck third in its ranking of all U.S.
corporate donors—in fact, four of the top eight U.S. corporate
givers were pharma companies, with Pfizer second, Johnson
& Johnson sixth, and Eli Lilly eighth. In 2015, Corporate
Responsibility Magazine ranked Merck 27th in its list of the
100 best corporate citizens.
Other pharma companies have also developed collaborative relationships with academic and nonprofit institutions
involving a variety of control or licensing rights. Collaborations with research organizations such as universities and
hospitals are likely to be particularly important for pharmaceutical firms. According to a recent study in the New England
Journal of Medicine, during the period from 1990 to 2007,
public-sector research institutions played some role in the
discovery of as much as 20% of new-drug applications. What’s
more, the drugs in which these institutions have played a role
have tended to have greater efficacy.6
There are a number of different ways in which pharma

* This article draws on a paper by Frederick L. Bereskin, T.L. Campbell II, and P.H.
Hsu, 2016, “Corporate Philanthropy, Research Networks, and Collaborative Innovation,”
Financial Management 45 (1), 175-206. Po-Hsuan Hsu acknowledges the grants from
the General Research Fund (GRF) sponsored by the Research Grants Council in Hong
Kong (HKU 790913 and 17500015). The authors also thank the research assistance of
Yen-Yu Lin.
1. See Hayley Droppert and Sara Bennett, 2015, “Corporate Social Responsibility in
Global Health: An Exploratory Study of Multinational Pharmaceutical Firms,” Globalization and Health 11(15), 1-8.
2. See Committee Encouraging Corporate Philanthropy, 2014, “Giving in Numbers,”
Survey.

3. See Victor E. Schwartz and Sanjay Unni, 2015, “A Brief Response to ‘Drug Design
and Liability: Farewell to Comment k’: On the Intersection Between Patent Law and Tort
Liability,” Baylor Law Review 67, 559-566.
4. See Merck & Co., 2012, “Merck Partners with Academic Scientists and Biotechnology Entrepreneurs to Create the California Institute for Biomedical Research (Calibr),”
Press Release, March 15.
5. See Chris Cain, 2012, “Merck’s reCalibration,” SciBX 5(12), 299.
6. See A.J. Stevens, J.J. Jensen, K. Wyller, P.C. Kilgore, S. Chatterjee, and M.L.
Rohrbaugh, 2011, “The Role of Public-Sector Research in the Discovery of Drugs and
Vaccines,” New England Journal of Medicine 364(6), 535-541.
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companies have collaborated with academia.7 One common
model is the establishment of large research institutions or
commitment to fund current institutions. For example, in
2012, Novartis and University of Pennsylvania announced a
collaborative venture—the Center for Advanced Cellular Therapeutics (CACT)—funded in part by a $20 million grant from
Novartis, and where Novartis will be granted exclusive licensing rights and University of Pennsylvania will receive royalty
payments.8 Similarly, in 2011 Gilead Sciences pledged $100
million over the next ten years to the Yale School of Medicine,
thereby making the “largest corporate commitment to Yale
in the university’s history.”9 Gilead will have the first right to
license the collaboration’s intellectual property, and academics
will be allowed to publish the research done as part of the collaboration. In 2008, GlaxoSmithKline (GSK) and the Harvard
Stem Cell Institute (HSCI) announced a five-year, $25 million
agreement. As part of this agreement, GSK has been funding
research at HSCI and other hospitals affiliated with Harvard
Medical School, while also supporting research grants and staff
exchange programs. This joint venture is expected to create
property rights that will be shared by the two parties.10
A somewhat different way of collaborating with outside
talent is a so-called “contest” model, as exemplified by GlaxoSmithKline’s “Discovery Fast Track” competition. In this
program, which was started in 2013, the firm selects proposals
from academic researchers, in which the winning proposals receive funding and GSK receives licensing rights. The
2015 competition resulted in six winning proposals from 378
entries.11 Eli Lilly’s Open Innovation Drug Discovery program
is another example. That program allows scientists at different
research institutions to develop and evaluate drug candidates
with resources provided by Lilly. In exchange, the company has
first rights to a licensing or collaboration agreement.
In other cases, the relationship with academic scientists
is more explicit in its aim of providing commercially successful products for the supporting pharmaceutical firm. In one
such example, Sanofi and the University of California at San
Francisco (UCSF) are collaborating on diabetes research and
other areas.12 Similarly, Pfizer’s Centers for Therapeutic Innovation (CTI) have been established in a number of locations

(known as “bioclusters”) to capitalize on collaborations between
Pfizer scientists, academic institutions, and disease foundations.
Through its CTIs, Pfizer provides its expertise to validate potential drug candidates.13
The arrangements described above are presented as
examples of how pharmaceutical companies’ CSR initiatives
can become important aspects of their strategies for innovation. Industry contributions to academic institutions and other
research partners range from unrestricted gifts to fee-for-service,
while including joint ventures and other types of collaborations.
But for all their differences, each of these forms of philanthropy
can be seen as investments in the corporate future, part of the
quest for competitive advantage in innovation.

7. See Christopher-Paul Milne and Ashley Malins, 2012, “Academic-Industry Partnerships for Biopharmaceutical Research & Development: Advancing Medical Science in the
U.S.,” Working paper, Tufts University School of Medicine, for a discussion of different
models between academic medical colleges and industry.
8. See University of Pennsylvania, 2016, “Novartis-Penn Center for Advanced Cellular
Therapeutics Unveiled at Penn Medicine,” Press release, February 16.
9. See Yale School of Medicine, 2011, “A Major Boost for Cancer Drug Discovery,”
Press Release, May 13.
10. See Victor Alamo-Bethencourt, 2008, “GSK’s Harvard Cash Injection,” Nature
Biotechnology 26(9), 956.
11. See GlaxoSmithKline, 2016, “GSK Names Winners of 2015 Discovery Fast Track
Challenge,” Press release, March 4.
12. See University of California San Francisco, 2012, “UCSF, Sanofi Collaborate to
Find New Diabetes Cures,” Press Release, January 10.
13. See http://www.pfizer.com/research/rd_partnering/centers_for_therapeutic_innovation.
14. See Committee Encouraging Corporate Philanthropy, 2015, “Giving in Numbers,”
Survey.

15. See GivingUSA Foundation, 2015, “The Annual Report on Philanthropy for the
Year 2014,” Annual Report.
16. In a related paper that we wrote with another coauthor, we examine the effects of
corporate philanthropy on innovation, and show that the effect holds among a broader
collection of U.S. firms (see Fred L. Bereskin, T.L. Campbell II, and P.H. Hsu, 2016,
“Corporate Philanthropy, Research Networks, and Collaborative Innovation,” Financial
Management 45(1), 175-206.
17. See GivingUSA Foundation, 2015, “The Annual Report on Philanthropy for the
Year 2014,” Annual Report.
18. For example, when Senator Mike Oxley and Representative Paul Gillmor attempted to require mandatory disclosure of firms’ charitable giving in 1997, firms’ comment
letters were generally against the proposed legislation, often referring to the joint role of
philanthropy and corporate strategy. Adolph Coors Company’s comment letter, for example, suggested that the mandatory disclosure, “would have a devastating impact on
these marketing and sales strategies, and the very worthy charitable endeavors they
fund” (see http://www.sec.gov/rules/other/s72697/smith1.htm).
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Background on Corporate Philanthropy
As practiced by U.S. companies, corporate philanthropy is
generally done in one of two main ways: (1) direct contributions
to NGOs for activities or purposes that are typically specified
by the corporate donors; or (2) donations to corporate-sponsored foundations, which then oversee the funds. And corporate
philanthropy in the U.S. involves significant amounts. In
2014, for example, the median Fortune 100 company made
$54 million in charitable donations, representing 0.8% of pretax profit—and charitable giving by Fortune 100 health care
companies was even higher, at 1.2% of pre-tax profit.14
But despite the prominence of corporate charitable
foundations, most charitable giving in fact occurs through
direct contributions.15 And as discussed in the pages that
follow, the findings of our recent study of donations by 18
U.S. pharma companies show clear differences in the payoffs
to companies that choose direct contributions rather than
“delegated giving” through sponsored foundations.16
Charitable giving through corporate-sponsored
foundations requires public disclosure of the recipients and
the dollar amounts donated to each—amounts that are also
reported on IRS form PPF 990. Disclosure of direct contributions, however, is completely voluntary.17 What’s more,
companies have tended to resist mandatory disclosure of their
direct giving activities, which may seem surprising given the
positive news associated with most charitable giving.18 But
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given our finding that much of pharma companies’ direct
charitable contributions are driven by their innovation strategies, the companies’ reluctance to disclose can be attributed
to their desire to protect competitive secrets.19
Conducting and funding research-related activities in
the form of philanthropic programs has a number of advantages over conventional in-house R&D. First, from the
perspective of an NGO that may otherwise be reluctant to
develop a collaborative relationship with a for-profit firm, the
partnership can be more readily justified under the auspices
of philanthropic support.20 Second, the research orientation of the NGO, and the nature of its partnership with the
pharma firm, provides stronger assurance that such projects
won’t be shortchanged or shut down as a result of myopic
cutbacks to corporate R&D by the firm—a possibility that
seems especially large for low-return or “non-core” projects
because they are outside of the typical scope of conventional
R&D-related activities. Finally, since the expenditure is partly
justified as being associated with developing a relationship
with a research organization—and given the possibly longerterm research focus of the research organization—projects are
likely to experience fewer organizational hurdles.
In addition to the benefits of direct giving compared to
conventional in-house R&D, it is important to consider the
benefits of giving directly as opposed to through corporatesponsored foundations. First, as already noted, outlays from
foundations are publicly disclosed. Second, the fiduciary duty
of the foundations’ directors’ are to the foundation, even
though they are appointed by the sponsoring company. Third,
foundations have restrictions on the kinds of investments they
can pursue, including restrictions on venture capital.
As discussed below, our findings provide a new perspective
on the private value of philanthropy—one that provides more
support for the proposition that companies can “do good”
by and while “doing well” for their shareholders. Indeed, our
findings can be seen as persuasive evidence that many activities
that take the form of philanthropic giving are also designed to
increase corporate sustainability and long-run values through
effective collaboration with outside research organizations.

Our Study
Previous researchers have recognized that corporate giving
provides benefits for the firm’s investors, as well as its other
important stakeholders. For example, studies have provided
evidence that CSR increases the attractiveness of the firm to
current and prospective employees, which in turn is associated
with more innovative companies.21 Corporate philanthropy
also serves as a type of insurance against certain kinds of
shareholder activists—though typically those intent not on
maximizing overall value, but in strengthening the claims of
non-investor stakeholders.22 Finally, philanthropy has also
been shown to function as a kind of advertising and brand
building, one that is associated with higher product prices,
both of which are relevant to new innovations.23
For the purpose of our study, however, the limitation of
the existing research and explanations is that they all predict
uniformly positive effects on corporate innovation and values
by charitable contributions, regardless of whether they are
made directly to NGOs that conduct research or administered
through corporate-sponsored foundations. But, as previously
noted and discussed in more detail below, the main finding
of our recent study is the notable contrast between pharma
companies’ two different choices of funding (direct charitable
contributions versus their charitable foundations), and the
resulting quantity and quality of associated innovations.

19. For additional discussions of how philanthropic programs could be used to outsource R&D, see Usha Haley, 1991, “Corporate Contributions as Managerial Masques:
Reframing Corporate Contributions as Strategies to Influence Society,” Journal of Management Studies 28(5), 485-509; N.C. Smith, 1994, “The New Corporate Philanthropy,” Harvard Business Review 72, 105-116; F. Kahn, 1997, “Pandora’s Box: Managerial Discretion and the Problem of Corporate Philanthropy,” UCLA Law Review 44,
579-676; Baruch Lev, C. Petrovits, and S. Radhakrishnan, 2010, “Is Doing Good Good
for You? How Corporate Charitable Contributions Enhance Revenue Growth,” Strategic
Management Journal 31, 182-200.
20. See Michael Porter and M. Kramer, 2002, “The Competitive Advantage of Corporate Philanthropy. The Link Between Competitive Advantage and Corporate Social Responsibility,” Harvard Business Review December, 5-16.
21. See Daniel Turban and Daniel Greening, 1997, “Corporate Social Performance
and Organizational Attractiveness to Prospective Employees,” Academy of Management
Journal 40(3), 658-67; James Werbel and Max Wortman Jr., 2000, “Strategic Philanthropy: Responding to Negative Portrayals of Corporate Social Responsibility,” Corporate
Reputation Review 3(2), 124-136; and Dane Peterson, 2004, “The Relationship Between Perceptions of Corporate Citizenship and Organizational Commitment,” Business
& Society 43(3), 296-319.

22. See David Baron, 2001, “Private Politics, Corporate Social Responsibility, and
Integrated Strategy,” Journal of Economics & Management Strategy 10(1), 7-45; and
Giavanni Cespa and Giacinta Cestone, 2007, “Corporate Social Responsibility and Managerial Entrenchment,” Journal of Economics and Management Strategy 16(3), 741771.
23. See Robert Schwartz, 1968, “Corporate Philanthropic Contributions,” Journal of
Finance 23(3), 479-4976) for the advertising effects of philanthropy and Piet Eichholtz,
Nils Kok, and John Quigley, 2013, “The Economics of Green Building,” Review of Economics and Statistics, 95(1), 50-63, for studies linking CSR to higher product prices.
24. The Taft Group’s Corporate Giving Directory includes firms giving at least
$200,000 annually, either through direct charitable contributions or through charitable
foundations. The Foundation Center provided us with a list of corporate foundations that
were created in 1999 and later that were not in the sample from the Taft Group. The
National Center for Charitable Statistics (NCCS) provided us with an updated sample of
firms’ foundation outlays (collected from foundations’ 990-PF filings with the IRS). The
direct giving data is supplemented and updated with a sample from The Chronicle of
Philanthropy. Their data comes from annual surveys completed by the 300 largest firms
in the Fortune 500. In the Chronicle’s most recent survey provided to us, one hundred
>
seventeen of their sample firms completed their survey. We thank Christine
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Data
In conducting our study, we began by gathering data on
corporate philanthropy, patents, and drug approvals for a
large sample of U.S. pharma companies during the period
1989 through 2004. 24
The two main measures we used for corporate innovative
output are patent counts and patent citations. Patent count
is the number of successful patent applications filed by a
company in a sample year. Patent citation is the number of
forward citations received by the firm in the sample year from
all successful patent applications that occur in that year. Our
measure of patent citations excludes self-citations and also
controls for the “vintage bias” that results from older patents

Spring 2016

Table 1

Corporate Philanthropy and Innovation

This table examines the effects of corporate philanthropy (direct giving and foundation giving) on innovation. The dependent
variables are: Counts (the number of patent applications in the subsequent year that are eventually approved, scaled by
sales), Cites (the number of non-self forward patent citations in the following year for patents that are subsequently approved,
scaled by sales), Influence (the logged ratio of Cites to Counts), and Productivity (the logged ration of Counts to R&D
expense). The independent variables are: DirectGiving (the disclosed level of direct giving by the firm scaled by sales and
multiplied by 1,000), FoundationGiving (the level of giving by corporate sponsored foundations scaled by sales and multiplied
by 1,000), RD (Research & Development expenditure scaled by sales), Advertising (advertising expenditure scaled by sales),
MarketToBook (the market value of assets divided by the book value of assets), Leverage (using the market value of the firm),
LogRevenue (the log of sales), and InstiOwn (the percentage of institutional ownership). We include year fixed-effects. Panel
A presents the results with direct giving, and Panel B presents the results with corporate-sponsored foundations. T-statistics
based on robust firm-clustered standard errors are provided in parentheses below the coefficient value. *, **, and *** denote
significant differences from zero at the 10%, 5%, and 1% levels respectively.
Panel A: Direct giving
Direct Giving

Panel B: Foundation giving

Counts

Cites

Influence

Productivity

0.002***

0.031***

0.483***

0.079***

(3.168)

(5.542)

(3.663)

(3.999)

Foundation Giving
RD
Advertising
Market To Book
Leverage
Log Revenue
InstiOwn
Constant
Observations
R-squared

Counts

Cites

Influence

Productivity

-0.004

-0.010

0.007

-0.232

(-0.761)

(-0.149)

(0.031)

(-0.656)

0.129*

1.052*

-5.385

-1.477

0.142**

1.218*

0.484

-0.891

(2.010)

(1.751)

(-1.312)

(-0.978)

(2.357)

(2.026)

(0.543)

(-0.692)

0.025

-0.639

-15.024

1.965

0.011

-0.835

-1.149

1.386

(0.530)

(-1.527)

(-1.357)

(0.630)

(0.224)

(-1.490)

(-0.541)

(0.413)

0.000

-0.001

-0.327

0.144

0.001

0.002

-0.028

0.149

(0.323)

(-0.077)

(-0.862)

(1.071)

(0.385)

(0.167)

(-0.338)

(1.041)

0.047

0.652*

1.100

6.426***

0.061

0.889**

1.374

7.016***

(0.946)

(1.752)

(0.131)

(3.234)

(1.527)

(2.601)

(1.041)

(4.145)

-0.004

-0.002

0.087

-0.143

-0.002

0.030

0.216**

-0.062

(-1.587)

(-0.075)

(0.133)

(-1.214)

(-1.012)

(1.295)

(2.349)

(-0.524)

-0.019*

-0.041

4.048

-0.495

-0.015

0.003

0.869**

-0.288

(-1.821)

(-0.365)

(1.675)

(-0.900)

(-1.406)

(0.028)

(2.300)

(-0.538)

0.037

0.016

7.097

-2.028

0.021

-0.266

-0.818

-2.644*

(1.135)

(0.064)

(1.240)

(-1.553)

(0.847)

(-1.085)

(-0.967)

(-2.081)

163

163

163

163

163

163

163

163

48.8%

55.4%

58.1%

37.0%

46.7%

47.6%

68.0%

35.9%

tending to receive more citations than newer patents.
The patent data also enabled us to study the effectiveness
of what might be viewed as corporate investments in innovation. More specifically, we estimated variables intended to
reflect “patent influence” and “patent productivity.” Patent
influence was measured by the “log-linearized” citations per
patent, and patent productivity by the log-linearized patent
count in the following year divided by R&D spending. (Both
measures have been widely used in the innovation literature
for evaluating corporate R&D activities.25)

We used four variables to try to capture the scope of
companies’ innovations. The first was “patent originality,”
which reflects the breadth of knowledge used for firms’
patents. Patents that have cited a broad range of previous patents are regarded as more “original” since they
rely on relatively broad research. 26 Our second variable
was “patent generality,” which is a measure of the diversity of the technologies that cite that patent.27 Our third
and fourth variables were “explorative patent counts” and
the “exploration ratio.” Corporate patenting activity can

Petrovits for providing us with her sample, which she used in “Corporate-Sponsored
Foundations and Earnings Management,” Journal of Accounting and Economics 41,
335-362, 2006. Our patent data came from the NBER patent database that consists of
detailed information such as data on patent inventors, assignees (such as firms), technological categories, citations received by each patent from other filings, filing dates, and
issue dates. The original data set is discussed in Hall et al. (2005a) and is posted at
http://www.nber.org/patents/. Updated versions of the data set are provided at https://
sites.google.com/site/patentdataproject/Home/downloads.

25. See Jean Lanjouw and Mark Schankerman , 2004, “Patent Quality and Research
Productivity: Measuring Innovation with Multiple Indicators,” Economic Journal 114,
441-465.
26. Using the technology class of all patents cited by the focal patent, patent originality is calculated as one minus the Herfindahl index of those patents’ technology class.
27. Specifically, the measure is calculated as one minus the Herfindahl index based
on the technology class distribution of the patents that cite the focal patent.
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Table 2

Exploration-related Measures of Innovation

This table examines the effects of corporate philanthropy (direct giving) on innovation. The dependent variables are:
Originality, Generality, Exploration, and Exploration Rate. Originality is defined as one minus the Herfindahl index based
on the technology class of all patents that have been cited by the firm’s patents, Generality is defined as one minus the
Herfindahl index based on the technology class of all patents that cite the firm’s patents, Exploration is our measure of
explorative innovations based on the number of patents for which at least 60% of the citations are outside of the firm’s
existing knowledge base as defined in Benner and Tushman (2002), and Exploration Rate is the corresponding value based
on the ratio of explorative patents filed during the year. The independent variables are: DirectGiving (the disclosed level of
direct giving by the firm scaled by sales and multiplied by 1,000), RD (Research & Development expenditure scaled by
sales), Advertising (advertising expenditure scaled by sales), MarketToBook (the market value of assets divided by the book
value of assets), Leverage (using the market value of the firm), LogRevenue (the log of sales), and InstiOwn (the percentage
of institutional ownership). We include year fixed-effects. Panel A presents the results over a one-year period, and Panel B
presents the results over the cumulative three-year period. T-statistics based on robust firm-clustered standard errors are
provided in parentheses below the coefficient value. *, **, and *** denote significant differences from zero at the 10%,
5%, and 1% levels respectively.
Panel A: Innovation in following year
Originality
Direct Giving
RD
Advertising
Market To Book
Leverage
Log Revenue
InstiOwn
Constant
Observations
R-squared

Panel B: Cumulative innovation in following three-year period

Generality

Exploration

Exploration Rate

Originality

Generality

Exploration

0.001**

0.037

(2.802)

(1.723)

Exploration
Rate

0.005***

0.002

(4.485)

(1.726)

0.016***

0.006*

0.003**

0.134*

(4.042)

(1.747)

(2.696)

(2.031)

0.184*

0.281*

0.036**

0.551

0.675*

0.837*

0.114*

1.679

(1.989)

(1.816)

(2.122)

(0.958)

(2.045)

(1.809)

(2.102)

(0.964)

0.033

0.038

0.002

-0.037

0.083

0.073

-0.002

-1.364

(0.390)

(0.571)

(0.121)

(-0.029)

(0.291)

(0.344)

(-0.042)

(-0.396)

-0.001

-0.001

-0.000

-0.014

-0.003

-0.000

-0.001

-0.106

(-0.372)

(-0.309)

(-0.532)

(-0.499)

(-0.374)

(-0.010)

(-0.629)

(-1.440)

0.156

0.115

0.001

0.187

0.402

0.279

0.005

-0.786

(1.557)

(1.435)

(0.043)

(0.245)

(1.197)

(1.053)

(0.108)

(-0.319)

-0.012*

-0.003

-0.003**

-0.115**

-0.038**

-0.006

-0.007**

-0.288*

(-2.097)

(-0.596)

(-2.360)

(-2.244)

(-2.114)

(-0.443)

(-2.305)

(-1.792)

-0.029

-0.030

-0.005

-0.368*

-0.080

-0.075

-0.010

-1.115**

(-1.115)

(-1.441)

(-1.007)

(-1.972)

(-1.038)

(-1.228)

(-0.749)

(-2.172)

0.122*

0.018

0.026*

0.925*

0.366*

0.024

0.062*

2.830

(1.802)

(0.301)

(1.869)

(1.746)

(1.750)

(0.126)

(1.779)

(1.650)

163

163

163

163

163

163

163

163

39.9%

50.0%

54.5%

40.0%

49.9%

55.4%

57.6%

51.7%

provide a measure of the breadth of a company’s knowledge
base. Specifically, we defined a patent as “explorative” if
more than 60% of its citations are based on “new knowledge”—that is, on the set of patents cited by the firm over
the previous five years or patents owned by the firm. The
explorative patent ratio is the count of explorative patents
divided by the total patent count in the focal year.28
To control for corporate size, our patent measures were
scaled by the firm’s sales.29 Additionally, our patent measures

were constructed by application year for all patents that are
applied for that are subsequently approved. 30
Our fifth and final measure of innovation was the
number of drug approvals a company received from the FDA.
We retrieve all drug approval records from FDA online
database (Drugs@fda) for our sample period. We then
manually match the drug manufacturers to public firms listed
in the U.S. through their names, locations, and other web
sources.

28. For a more thorough discussion of originality and generality, see Manuel Trajtenberg, Rebecca Henderson, and Adam Jaffe, 1997, “University versus Corporate Patents:
A Window on the Basicness of Invention,” Economics of Innovation and New Technology
5(1), 19-50.
29. See Frederic M. Scherer, 1965, “Firm Size, Market Structure, Opportunity, and
the Output of Patented Inventions,” American Economic Review 55(5), 1097-1125;

and Baruch Lev and Theodore Sougiannis, 1996, “The Capitalization, Amortization, and
Value-Relevance of R&D,” Journal of Accounting and Economics 21, 107-138.
30. We drop the final two years of patent data from our sample (2005 and 2006) since
it typically takes an average of two to three years for a patent application to be subsequently approved. See Bronwyn Hall, Adam B. Jaffe, and Manuel Trajtenberg, 2005b,
“Market Value and Patent Citations,” RAND Journal of Economics 36(1), 16-38.
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Results
Our main finding is that direct giving is positively associated with patent output. More specifically, as reported in
Panel A of Table 1, for our sample of companies, each one
standard deviation increase in direct giving is associated
with a 28% increase in the number of patents and a 46%
increase in patent citations. We also find that the patent
influence (as measured by citations per patent) increases by
18% for a one standard deviation increase in direct giving,
and patent productivity (patent count divided by R&D
expenditure) is 9% higher. Moreover, the other explanatory
variables also have the expected effects; for example, R&D
spending is positively associated with subsequent counts and
citations, while advertising expense is positively, but insignificantly, associated with these values.31
In contrast to these findings, we also find, as reported
in Panel B, that corporate donations to (and giving by)
their own foundations are not significantly associated with
either their patent output (as measured, again, by Counts
and Cites) or the performance of their patent investments
(as measured by Influence and Productivity). Our evidence
in Panel B is particularly interesting when considering
the previous research that points to positive effects associated with charitable giving generally—that is, from direct
contributions as well as corporate-sponsored foundations.
Specifically, as we note earlier in our paper, foundation
giving provides benefits to the firm in more easily attracting
and retaining highly qualified employees and being more
protected from being targeted by outside (albeit not generally value-maximizing) activists. Additionally, the results
in Panel B are consistent with our results from Panel A
in not being driven by an omitted variable, since if both
innovation and corporate philanthropy are associated with
a factor such as better business opportunities or financial
resources, we would expect to see the relation for contributions regardless of whether they are made directly by the
firm or by its foundation.
In the second stage of our study, we examined the
“mechanism” by which corporate philanthropic contributions are associated with their innovative output.
Specifically, when we looked more carefully at measures
of patent breadth, we found that direct giving is associated
with obtaining patents that have the potential to expand the
companies’ expertise and range of investment opportunities.
What’s more, when we examined the increases in patent
breadth measures over two different time horizons—in the
following year’s breadth-increasing activities (as reported
in Panel A), and in the following three-year period (Panel
B)—the longer-term measures tended to have even greater
statistical significance, consistent with the benefits of a

broader base of knowledge manifesting over a somewhat
longer time-period.
As reflected in the estimates reported in Panel B, we find
that patent originality and generality increases by 34% and
20%, respectively, for each one standard deviation increase
in direct giving, demonstrating the considerable breadth and
broad application of these firms’ patents. Moreover, using
our two measures for explorative innovations (which reflect
the changes in the firms’ areas of expertise) we provide
additional evidence that direct giving is associated with an
expanded knowledge base. In particular, we show that the
number of explorative patents (that is, patents outside of the
firm’s existing knowledge base) increases by 46.0%, and that
the proportion of explorative patents increases by 38.5%.
Finally, we show that direct giving is positively associated with the number of FDA drug approvals. As reported
in Table 3, when we performed a Poisson regression of the
number of FDA drug approvals on the amount of direct
giving, we found that each one standard deviation increase
in direct giving was associated with a 19.6% increase in the
number of drug approvals in the following five-year period.
At the same time, we find that giving by the companies’
charitable foundations does not have a significant effect on
FDA drug approvals.
This difference further confirms our earlier findings
based on patent-based measures, and suggests that direct
giving leads to more new drugs that are critical performance
indicators for pharma firms. At the same time, we find no
evidence that the foundation-funded philanthropy that is
said to improve corporate reputation has any effect on the
regulatory process and the likelihood of FDA approval.
Conclusion
Our study shows that direct contributions by large pharmaceutical companies have been used with considerable
success to facilitate relationships with academia and
thereby increase their innovative capabilities and output.
By contrast, philanthropic donations by big pharma to the
companies’ sponsored foundations have had relatively little
to show for them.
More specifically, our findings show that direct giving
is associated with a greater quantity and quality of innovations, patents that are more influential, and R&D spending
that is more productive. What’s more, when we use the
patent data to show possible changes in the breadth of
corporate R&D, we provide evidence that direct giving is
associated with patents with potential to broaden the scope
of the firm beyond its traditional expertise and technological class. And as one final, and commercially important,
manifestation of this effect, we show that companies with

31. We control for advertising due to firms’ philanthropy partially being driven by
reputation and advertising motives.
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Table 3

Effect on Drug Approvals

This table provides Poisson results of the effects of corporate philanthropy on drug approvals. The dependent variable is
the number of drug approvals in the following five years. The independent variables are: DirectGiving (the disclosed level
of direct giving by the firm scaled by sales and multiplied by 1,000), FoundationGiving (the level of giving by corporate
sponsored foundations scaled by sales and multiplied by 1,000), RD (Research & Development expenditure scaled by
sales), Advertising (advertising expenditure scaled by sales), MarketToBook (the market value of assets divided by the book
value of assets), Leverage (using the market value of the firm), LogRevenue (the log of sales), and InstiOwn (the percentage
of institutional ownership). We include year fixed-effects. T-statistics based on robust firm-clustered standard errors are
provided in parentheses below the coefficient value. *, **, and *** denote significant differences from zero at the 10%,
5%, and 1% levels respectively.
DirectGiving

0.062**
(2.064)

FoundationGiving

0.245
(1.100)

RD

-0.054

0.281

(-0.025)

(0.112)

-2.962

-3.134

(-0.671)

(-0.799)

0.056

0.066

(0.630)

(0.761)

6.229*

7.065*

(1.688)

(1.793)

0.438

0.543*

(1.637)

(1.806)

0.329

0.384

(0.374)

(0.434)

-0.022

-1.337

(-0.008)

(-0.400)

Observations

163

163

Pseudo R-squared

27.0%

25.9%

Advertising

MarketToBook

Leverage

LogRevenue

InstiOwn

Constant

more direct giving have greater success in obtaining FDA
drug approvals.
All in all, then, our findings show that corporate giving
decisions by big pharma have played a significant role in
their strategy for innovation, and in the success of that
strategy. Our study also suggests that the effect is driven by
direct giving to institutions, and not by funding through
corporate-sponsored foundations.
Fred Bereskin is an assistant professor of finance at the University

Ph.D. degree in Finance from the Simon Business School at the University of Rochester. He can be reached at bereskin@udel.edu.

Po-Hsuan Hsu is an associate professor of finance at the Faculty of
Business and Economics in the University of Hong Kong. He received his
Ph.D. degree in finance from the Graduate School of Business, Columbia
University. He also holds a master degree in management of technology
from National Chiao-Tung University and a bachelor’s degree in international business from National Taiwan University. Prior to joining the
University of Hong Kong, he was an assistant professor of finance at the
School of Business, University of Connecticut.

of Delaware’s Lerner College of Business & Economics. He received his

86

Journal of Applied Corporate Finance • Volume 28 Number 2

Spring 2016

Managing the “S” in ESG: The Case of Indigenous Peoples
and Extractive Industries
by Nick Pelosi and Rebecca Adamson, First Peoples Worldwide

SG, which stands for “environment, social, and
governance,” is commonly used to describe the
three foundational pillars from which companies
design their strategies for identifying, measuring, and mitigating non-technical risk. While there is overlap
between the three pillars, there are also clear differences in
what each means, and how each is being addressed within
the sustainable financial management field.
This paper will focus on the social component of ESG.
There is mounting consensus that a company’s social license,
defined as “acceptance or approval by local communities
and stakeholders of companies and their operations,”1 is
paramount to its long-run viability and success. Yet “social”
seems to be integrating into the business model more slowly
than the other pillars. The limited attention to social, as
compared to environmental, concerns is evidenced by a
recent review of 52 oil, gas and mining companies’ boards.
Only four had oversight of social performance at the board
or executive level, while roughly half had oversight of
environmental performance. The environmental and social
aspects of CSR are inextricably linked, but they are not one
and the same. The social impacts of resource extraction and
other forms of large-scale development can inflict as much
damage as environmental impacts, and can give rise to the
same or higher levels of stakeholder resistance. They include:
• heightened economic insecurity caused by population
influxes;
• conflicts caused by demographic shifts and uneven
benefits distribution;
• rapid spikes in drugs, crime, human trafficking and
violence against women;
• the use of militarization and other repressive tactics to
quell community opposition.
To obtain and maintain a social license, companies must
prove communities are better off because of their presence in
an area. Doing so requires not only mitigation of environmental impacts, but also mitigation of social impacts,
effective and inclusive community engagement, integration
of international human rights laws and norms, and support
for sustainable community development.

B
E

In the pages that follow, we will discuss ways to address
the social component of ESG using the case of Indigenous
Peoples and extractives. We will start with an overview of
why Indigenous Peoples are one of the most pressing social
risks to extractives, drawing upon the findings of First
Peoples Worldwide’s Indigenous Rights Risk Report. The
second section will explore two major barriers that now
prevent companies from building and maintaining positive
relationships with Indigenous Peoples and reducing social
risk: lack of oversight and suboptimal data.
Although the focus is on Indigenous Peoples and extractives, the importance of a social license is universal, and
many of the points raised apply to relationships between all
communities and all industries. Bringing social up to speed
with environment and governance is especially critical as
economies transition to renewable energy sources such as
hydropower, palm oil and wind. These industries may burn
less carbon than oil and gas, but their effects on communities are just as significant, and many are running into the
same litany of social conflicts as their fossil fuel predecessors.
Why Indigenous Peoples Matter
The UN estimates that there are more than 370 million
Indigenous Peoples worldwide. There is no universal definition of Indigenous Peoples, and Indigenous Peoples have
expressed the view that a definition is not necessary or desirable, stressing “the importance of self-determination as an
essential component of any definition that might be elaborated by the UN system.”2 The UN has instead developed a
modern understanding of the term based on the following:
• Self-identification as Indigenous Peoples at the individual level and accepted by the community as their member
• Historical continuity with pre-colonial and/or
pre-settler societies
• Strong link to territories and surrounding natural
resources
• Distinct social, economic or political systems
• Distinct language, culture and beliefs
• Form non-dominant groups of society
• Resolve to maintain and reproduce their ances-

1. http://www.miningfacts.org/Communities/What-is-the-social-licence-to-operate/.
2. http://en.wikipedia.org/wiki/Indigenous_peoples.
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tral environments and systems as distinctive peoples and
communities.3
Although resources worth billions of dollars are extracted
from Indigenous territories every year, Indigenous Peoples
are “among the world’s most vulnerable, marginalized and
disadvantaged groups.”4 Additionally, “the impact of such
projects includes environmental damage to traditional lands
in addition to loss of culture, traditional knowledge and livelihoods, often resulting in conflict and forced displacement,
further marginalization, increased poverty and a decline in
health.”5 This has prompted Indigenous Peoples to assert their
right to self-determination, and pursue a variety of means to
combat unwanted development of their lands and resources.
John Ruggie, who led the development of the UN
Guiding Principles on Business and Human Rights, told
Business Ethics that “for a world-class mining operation…
there’s a cost somewhere between $20 million to $30 million
a week for operational disruptions by communities” and
that the time it takes to bring oil and gas projects online
has “doubled over the course of the previous decade, creating substantial cost inflation.”6 Additionally, a study by
Environmental Resources Management found that nearly
three quarters of delays associated with a sample of 190 of
the world’s largest oil and gas projects were attributable to
“above-ground” or non-technical risk, including stakeholder
resistance.7 In 2014, Ernst and Young elevated the “social
license to operate” to the third place on its list of the greatest
business risks to the mining industry.8 These numbers come
from studies of community opposition in general. However,
Indigenous community opposition is one of the most pressing
social risks to extractives for the following reasons:

on the Rights of Indigenous Peoples (UNDRIP) with widespread support from the UN General Assembly. UNDRIP
obligates states to obtain Free, Prior and Informed Consent
(FPIC) from Indigenous Peoples “prior to the approval of any
project affecting their lands or territories and other resources,
particularly in connection with the development, utilization or exploitation of mineral, water or other resources.”
References to FPIC can also be found in the UN Convention on the Elimination of Racial Discrimination, the UN
Convention on Biological Diversity, and other legally-binding
international instruments. This international legal framework
is being used by Indigenous Peoples to derive domestic laws
and court rulings, and strengthen their legal basis to delay or
stop unwanted development from moving forward.

Indigenous rights movement

Indigenous Rights Risk Report
Heightened awareness of social risk is driven by the rising
frequency and number of projects that have been delayed or
blocked by community opposition, but there is a shortage of
hard data demonstrating the full extent of the connection
between social and financial performance. To begin filling
this gap, First Peoples Worldwide published the Indigenous
Rights Risk Report in 2014. The report is a quantitative
assessment of the risk exposures facing 52 oil, gas and mining
companies for potential violations of the rights of Indigenous
Peoples. All 52 companies were publicly traded and based in
the U.S.
Because of the highly diverse contexts in which these
companies operate, the report assigned risk to 330 projects
rather than to companies as a whole.9 The report revealed
that:

During the past several decades, Indigenous Peoples around the
world have mobilized with the aim of amplifying their collective voice. A powerful Indigenous rights movement has emerged
with a presence on every continent, and with strong alliances
with environmental and human rights advocacy groups. The
movement is active at the grassroots, national and international
levels, and has strengthened rapidly in recent years thanks to
social media. As a result, Indigenous Peoples have an expansive
global network of allies they can turn to when their rights are
violated, which enlarges the financial and reputational hazards
to companies that perpetrate these violations.
International legal framework for FPIC

One of the landmark victories of the Indigenous rights movement has been the 2007 adoption of the UN Declaration
3. http://www.un.org/esa/socdev/unpfii/documents/5session_factsheet1.pdf.
4. http://www.ifad.org/pub/factsheet/ip/e.pdf.
5. http://www.un.org/en/events/indigenousday/pdf/Indigenous_Industry_Eng.pdf.
6. http://business-ethics.com/2011/10/30/8127-un-principles-on-business-andhuman-rights-interview-with-john-ruggie/.
7. http://www.bsr.org/reports/BSR_LocalContent_March2011.pdf.
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High and growing overlap between extractives and
Indigenous land

Indigenous Peoples comprise 5% of the world’s population,
but they are disproportionately affected by resource extraction
because of their large territorial bases and social, economic
and cultural ties to land. A recent review of 52 oil, gas and
mining companies found about 39% of production and 46%
of reserves on or near Indigenous land. These numbers are
rough approximations, but they show a clear trend of high
and growing overlap between extractives and Indigenous
land, and they are likely to rise in the future as conventional
resources become depleted and companies move further into
remote areas where Indigenous Peoples are more likely to live.
Therefore, companies that violate the rights of Indigenous
Peoples expose themselves to social risk at a large proportion
of their portfolios.

8. http://www.ey.com/GL/en/Industries/Mining---Metals/Business-risks-in-miningand-metals.
9. A database of “scorecards” for each of the 330 projects assessed can be
accessed at http://firstpeoples.org/indigenous-rights-risk-report. (See Appendix A:
Sample Scorecard).
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Table 1

Country Risk (20%)

Reputation Risk (20%)

Community Risk (25%)

Recognition (10%)

Presence of negative attention (30%)

Identification (10%)

Land rights (30%)

Scope of negative attention (30%)

Status and tenure (15%)

Consultation (30%)

Timeliness of negative attention (40%)

Self-governance (15%)

Civil liberties (30%)

Community development (15%)
External influence (15%)
Community opposition (30%)

Legal Risk (5%)

Risk Management (30%)

Presence of legal actions (50%)

Policy (20%)

Status of legal actions (50%)

Governance (20%)
Reporting (10%)
Consultation and agreement (20%)
Social investments (20%)
Social impact assessments (10%)

• Companies are not well positioned to build and
maintain positive relationships with Indigenous Peoples and
reduce social risk. 35% (115) of the 330 projects assessed were
judged to have high risk exposure to Indigenous community
opposition or violations of Indigenous Peoples’ rights, 54%
(177) had medium risk exposure, and 11% (38) had low risk
exposure.
• Preliminary back testing found that companies with
lower average project risk scores generated higher investment
returns than companies with higher average project risk
scores. Although there were some qualifiers to this statement,
which are mentioned below, this finding marks an important step towards further demonstrating a strong connection
between social and financial performance.
The methodology used to reach these conclusions was
designed over a period of two years using input from investment analysts and industry professionals, as well as Indigenous
Peoples. The starting point of the analysis was provided by the
annual reports of the 52 companies, which were analyzed to
determine which of their projects took place on or near the
lands of Indigenous Peoples. Such projects were then assessed
against five risk indicators (Country Risk, Reputation Risk,
Community Risk, Legal Risk and Risk Management), and
rated on a scale of 1 (low risk) to 5 (high risk) for each. The
weighted average of these ratings determined a project’s risk
score. The five risk indicators were further broken down into
weighted subindicators (as shown in Table 1).
After applying this methodology to 330 oil, gas and
mining projects that were determined to be on or near
Indigenous land, the results were back-tested to analyze
the relationship between project risk scores and investment
returns. The companies were ranked by their average project
Journal of Applied Corporate Finance • Volume 28 Number 2

risk scores, and divided into a group of “leaders” and a group
of “laggards.” The groups were adjusted to ensure, to the
extent possible, equal distribution of market cap and sub
sector, and each group’s annualized returns between December 31, 2010 and December 31, 2014 were calculated. The
leaders, as reported in Table 2, outperformed the laggards
by 4.21%.
Nevertheless, it should be noted that the leaders had
significantly higher average market cap than the laggards.
Given that the commodity price downturn during this
timeframe was especially hard on smaller sized companies,
it calls into question whether the results depict a relationship between project risk scores and investment returns, or
simply reflect the average market cap differences between
the two groups. To effectively control for this possible
market cap bias, there is a need to enlarge the sample size
to at least 100 companies. Nonetheless, these findings mark
an important step towards further demonstrating a strong
connection between social and financial performance, and
call for more research.
Lack of Oversight
As stated earlier, there are two main barriers preventing
companies from building and maintaining positive relationships with Indigenous Peoples and thereby reducing social
risk. The first has to do with inadequate governance and oversight by corporate boards.
With the aim of evaluating the effectiveness of companies
in identifying, measuring, and mitigating social risks at the
board or executive level, the “governance” sub indicator in
the Indigenous Rights Risk Report methodology assessed
companies’ capacity to identify, measure and mitigate social
Spring 2016
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Table 2

Annualized returns

Average market cap

Average project risk score

Leaders

-4.52

33,511.97

3.00

Laggards

-8.73

27,023.29

3.48

risk at the board or executive level using the following criteria:
• Does the company have a board committee with social
performance in its charter?
• Does the company have a board member or executive
whose biography indicates social performance expertise?
• Does the company have an active and independent
external body to advise and evaluate social performance?
Only four of the 52 companies—ConocoPhillips, ExxonMobil, Freeport-McMoRan and Newmont—could answer
yes to one or more of these questions. This finding offers
an explanation for the prevalence of risk in the sample: the
absence of board oversight of social performance means the
reporting chain is not reaching the highest level of management. This creates a lack of attention and accountability to
social performance that permeates the rest of the company. It
is important to recognize that since the term “social performance” here encompasses all issues related to community
engagement, human rights or social investment. Companies
are poorly positioned to build and maintain positive relationships with all communities, not just Indigenous Peoples.
Each of the four companies had a board committee
with social performance in its charter. Specific provisions
related to community engagement, human rights or social
investment were found in the mandates of ConocoPhillips’
Public Policy Committee, ExxonMobil’s Public Issues and
Contributions Committee, Freeport-McMoRan’s Corporate Responsibility Committee, and Newmont’s Safety and
Sustainability Committee. However, only one of the four
companies (Newmont) had a board member or executive
whose biography indicated social performance expertise,
and only two companies (ExxonMobil and FreeportMcMoRan) had an active and independent external body to
advise and evaluate social performance.
Of course, board oversight of social performance is no
guarantee of good practice on the ground. All four companies
had some high risk projects. Nevertheless, they comprised
four out of the five companies with the highest percentage
of low risk projects among the 52 companies. They were also
more likely than their peers to have policy commitments to
the rights of Indigenous Peoples, and to provide evidence
of community engagement and social investment at their
projects. Although they did not have a lower percentage

of high risk projects than their peers, they were among the
four largest companies in the sample, and therefore were a)
more frequently targeted by activist campaigns due to their
global profile, and b) more likely to have projects in emerging
markets. These two effects elevated their Reputation Risk
and Country Risk profiles, offsetting the effects of stronger
Risk Management.
The other 48 companies in our sample had no board
oversight of social performance. To examine the effects this
has on social risk management, we point to a 2014 study
by the Harvard Project on American Indian Economic
Development10 on improving tribal corporate relations
in the mining sector. The study established a continuum
for measuring companies’ capacity to achieve successful
partnerships with Indigenous Peoples. As shown and elaborated on in Figure 1, the continuum followed four tracks:
values, policies and systems, evaluation and accountability,
and technical capacity.
The following paragraphs explain how lack of oversight
positions companies at the low end of each track.
Values
The board plays a major role in defining a company’s core
values, which in turn serve as the guiding principles from
which all decisions are made. It can be assumed that matters
within the board’s purview are considered most important to
success, that matters excluded from the board’s purview have
lower priority, and that the distinction between the two shapes
the behaviors, beliefs and attitudes of the rest of the company.
The absence of board oversight of social performance gives
rise to a corporate culture that views communities as “not our
business” and accepts little or no duty to engage.
Of course, companies are not monolithic entities. There
are certainly people and departments within companies
whose values do not reflect these classifications, but without
buy-in from the top, such people and departments become
siloed and excluded from decision making. Table 3 shows
quotes from oil, gas and mining company employees depicting two value systems: the “old school,” which emphasizes
compliance and regulation; and the “new school,” which
emphasizes engagement and relationship building. Both
are found within most companies, often in conflict with

10. http://hpaied.org/sites/default/files/documents/miningrelations.pdf
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Figure 1
• “Not our business”
• Tribe = Obstacle
• No duty to engage
•
•
•
•
•

Values

Ad hoc, crisis driven
No consistency
No leadership
No implementation
No follow through

• No plan
• No boss
• No consequences

Policies & Systems

Evaluation & Accountability

• “Anyone will do”
• No Sr. Mgmt report =
no power
• Buried in HR
• No resources

Technical Capacity

each other. Without leadership to align companies with the
“new school,” these two values systems remain in perpetual
gridlock, with the “old school” usually having the upper
hand in decision-making.
Policies and systems
What is not valued by a company is unlikely to be supported
with sound policies and systems. Another key finding of the
Indigenous Rights Risk Report was that only 17 of the 52
companies had policy commitments to the rights of Indigenous Peoples. The majority of these policies were adopted
during the past five years, signaling a positive trend, but it is
still far from standard practice. Additionally, the prevalence
of risk in the sample indicates that these policies are not being
matched with effective and consistent implementation. Only
one company (ConocoPhillips) supplemented its policy with
publicly available implementation guidelines and metrics.11
Lack of oversight also elicits ad hoc, crises driven systems
for social risk management that are reactive rather than proactive in nature. Boards find themselves alerted to social risk
by bad press, lawsuits or protests rather than communication
through an internal chain of command. This “management
by headlines” approach to social performance inflicts simultaneous harm on companies and communities, and makes
remediation difficult because companies are not viewed as
responsive to local concerns until after they become local
grievances, financial and reputational damage has been
incurred, and resentment and distrust have been fostered.
11. http://www.conocophillips.com/sustainable-development/people-society/engaging-stakeholders/indigenous-peoples/Pages/management-systems.aspx.
12. http://gastoday.com.au/news/developing_domestic_gas_at_devil_creek/75497.
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• Can only be win-win
• Integral to business case
• It’s the right thing to do
•
•
•
•

Capture & share as IP
Mainstreaming in plans
Dedicated personnel
Explicit standards

• Financial & career
consequences
• Explicit & monitored
performance measures
•
•
•
•
•
•

Defined competencies
Sr. reporting lines
Able to merge local/global
Ongoing training
1st class resources
Not “ghettoized?

Evaluation and accountability
As mentioned earlier, the absence of board oversight of social
performance means the reporting chain is not reaching the
highest level of management. This creates a lack of attention and accountability to social performance that permeates
the rest of the company. It affects upper, middle, and lower
management, as well as staff, supply chain, and joint venture
partners. Employees are not given incentives or rewards for
success, nor are there consequences for mishaps or failure.
Like anything that inflicts financial and reputational harm
on a company, conflicts with communities should result in
corrective measures against those responsible for them. Without systems for evaluation and accountability, companies have
no way to assign responsibility, let alone implement corrective measures. In doing so, they sow the seeds for repeating
the same mistakes over and over again.
Lack of oversight also prevents companies from replicating successes. Relationships between Indigenous Peoples
and extractives are largely characterized by contention, but
there are isolated examples of working success. In Australia, successful Aboriginal partnerships involving cultural
heritage, employment, and community development funding
were identified at Apache’s Devil Creek Gas Plant12 and at
Newmont’s Boddington, Jundee, and Tanami mines.13
In the U.S., the Northern Ute and Southern Ute Tribes have
entered partnerships with numerous oil companies, including ConocoPhillips, QEP Resources, and Range Resources,
with little to no evidence of community opposition. Without
13.
php.

http://sustainabilityreport.newmont.com/2014/economic/economic-indigenous.
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Table 3

“Old school”

“New school”

“We follow government laws for “We align with ILO Convention
consultation. That is what it is

169. National laws vary so we

here, not any of those interna-

need to bring our policies up to

tional concepts.”

international standards.”

“We are not a training institu-

“Respect for local traditions is

tion. We are an oil and gas

key to our success.”

company.”
“We avoid being direct. It is our “We work within their culcorporate strategy to have op-

ture to support them. It is not

tions based on reactions. Com-

whether we can give, take or

munities get mixed messages.”

receive, but how we can learn
from Indigenous Peoples.”

evaluation and accountability, companies have no way to
capture the factors that lead to these successes and replicate
them elsewhere. Sure enough, many companies had low risk
scores at one or two projects, and medium or high risk scores
at the rest, indicating that whatever is going well at those one
or two projects is not being picked up and spread to the rest
of the company.
Technical capacity
Finally, lack of oversight has implications for the technical
capacity track. Without values, policies and systems, and evaluation and accountability, companies are likely to underinvest
in the human capital needed for good social performance.
This evokes an “anyone will do” approach to hiring and training social performance managers and staff, in which positions
are filled by individuals who do not have the skills or expertise to execute their roles. One company had projects on or
near Indigenous land in 20 countries, but its team of Indigenous Peoples “experts” consisted of five people based in one
country, none of whom had any experience living or working outside that country.
Additionally, some companies do not have social performance managers and staff at all, instead “farming out” the
entire community engagement process to consultants. Bringing in outside expertise certainly adds value in some cases, but
companies need an adequate balance between outside expertise
and building their own internal technical capacity. Too much
92
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reliance on consultants leads to relationships between communities and consultants, rather than communities and companies,
and fails to position the company for long-term engagement.
Suboptimal data
The effects of lack of oversight on social risk management
are compounded by a second major gap: suboptimal data.
Companies do not have the information they need to identify, measure and mitigate social risk, which creates another
set of problems for social performance managers and staff.
The next section elaborates on three areas in which companies are showing the effects of too little data:
• costs of not having a social license
• benefits of having a social license
• baseline data for community engagement
Costs of not having a social license
As mentioned earlier, heightened awareness of social risk
is driven by the rising frequency and number of projects
delayed or stopped by community opposition, but there is
a shortage of hard data demonstrating the full extent of
the connection between social and financial performance.
This is because companies lack accounting, budgeting and
financial planning systems that demonstrate the costs of not
having a social license.
Consistent with this observation, a 2014 study by the
CSR Initiative at Harvard Kennedy School found that
Spring 2016

“most extractive companies do not identify, understand and
aggregate the costs of conflict with local communities.” The
study established a typology of costs experienced by extractive companies arising from conflict with local communities
that “suggests that the range of costs experienced by companies may be significant in their scope and magnitude, and
that conflict is a means by which the social (and environmental) risks posed by projects can translate into serious
business risks.”14Without accounting, budgeting and financial
planning systems that factor these costs, companies cannot
understand their full impacts on their business, and social
performance managers and staff cannot fully articulate the
consequences of community opposition to their colleagues.
Consider, for example, the 2013 dispute between Southwestern Energy and the Elsipogtog First Nation in New
Brunswick, Canada. The company’s poor social performance
prompted a blockade that halted its exploration activities for
several weeks, and ended in violent confrontation with police
that made international headlines. An injunction filed by
Southwestern Energy to dismantle the blockade cited losses
of $60,000 a day.15 However, this number only reflected the
costs of rental equipment that was unusable during the blockade. It did not consider legal fees, lost productivity, staff and
executive leadership time, or the public relations expenditure needed in response to the surge in bad press. It did not
account for the fact that hydraulic fracturing was later banned
in New Brunswick, rendering its $37 million investment in
the province stranded until further notice. The province “will
require five conditions to be met before the moratorium is
lifted. These include beefed up environmental and health
regulations, a plan for waste water disposal, consultations
with Aboriginal groups, a royalty structure and the establishment of a social license.”16

or reducing malaria, but most could not point to a case that
proved communities are better off because of their presence in
an area. This is the fundamental question of a social license, and
companies do not have the information they need to answer it.
Additionally, most respondents could not point to a
system for exhibiting how these successes contribute to the
broader success of their company. At most, they could point
to the financial and reputational hazards of community
opposition and frame social investment as a preventative
measure. While articulating the costs or “risk” aspect of
social performance is a challenge, articulating the benefits
or “value creation” aspect is even more difficult. A 2011 study
on measuring returns on community investments in mining
revealed that:
...a lack of hard financial data for community investments
has made it difficult to assess their business benefits and hence
justify budgets that compete with other corporate priorities. The
inability to articulate the costs and benefits has traditionally left
community initiatives outside the core project planning process
impeding cross functional alignment, communications and strategy design.17

Benefits of having a social license
Accounting for the benefits of having a social license is as
important as accounting for the costs of poor social performance. Companies struggle with suboptimal data in this
area as well. Many devote significant resources towards local
procurement, charitable donations, and other forms of social
investment, but few have the information they need to prove
if and how these efforts yield tangible positive benefits—to
communities or themselves.
In 2015, First Peoples Worldwide interviewed 20 CSR
employees to assess the current landscape of social investment. When asked about their companies’ greatest successes
in contributing to community development, most respondents gave one-off examples, such as creating platforms for
participatory development, empowering female entrepreneurs

The “social investment” sub indicator in the Indigenous
Rights Risk Report methodology assessed the social investment strategies of the 330 projects by looking for:
• local control over design and implementation
• sustainability
The report found that companies are lagging severely in
this area. Almost all the companies had some sort of CSR
giving program, but because the report assigned risk to
projects, it counted only social investments with explicit ties
to the places where they do business. When using this criteria,
only 99 of the 330 projects had social investment strategies
to begin with. Only 39 of the 330 projects had social investment strategies with evidence of local control over design and
implementation. A non-participatory, top-down approach to
social investment results in projects that communities do not
necessarily need or want, while costing the company critical
opportunities to engage.
Finally, just five of the 330 projects had social investment strategies with evidence of sustainability. Without a
deliberate means of ensuring benefits accrue throughout
and beyond the project life cycle, social investment becomes
highly susceptible to market ups and downs, and disappears
when a company exits an area, leaving communities no better
or worse off than before. The few projects that had social
investment strategies with evidence of sustainability did so by
establishing or supporting community foundations: locally

14.
http://www.hks.harvard.edu/m-rcbg/CSRI/research/Costs%20of%20Conflict_
Davis%20%20Franks.pdf.
15. http://america.aljazeera.com/articles/2013/10/21/shale-gas-companylosesbidforinjunctiontohaltcanadaprotests.html.

16. http://ca.reuters.com/article/domesticNews/idCAKBN0MM2OZ20150326.
17. https://commdev.org/userfiles/SRMining%20Veronica%20Nyhan%20Jones,%20
Jelena%20Lukic,%20Arjun%20Bhalla,%20Dafna%20Tapiero%20-%20July%2015.
pdf.
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controlled grant-making institutions that raise funds from a
variety of sources, with the aim of building an endowment
as a permanent resource for a local community. First Peoples
Worldwide and Global Fund for Community Foundations
is currently working on a study to explore the effectiveness of
this practice and the feasibility of taking it to scale.
Baseline data for community engagement
Typically, companies acquire baseline data for community
engagement by conducting social and environmental impact
assessments (SEIAs). SEIAs are becoming an increasingly
standard component of projects, and a growing number of
jurisdictions now require them by law. However, in most
cases, they contain sub optimal data. Social performance
managers and staff need information not only about a
project’s expected impacts on a community, but about the
community itself. The latter is usually excluded from SEIAs,
or limited to boilerplate demographic statistics that lack key
data points about the following:
• Political landscape: companies need to know the various
groups and individuals within communities that represent
decision makers and influencers of public opinion. In Indigenous communities, these often include both formal and
informal or traditional authorities.
• Land tenure: companies need to know the full extent
of ownership and use of the land on or near their projects.
This also includes both a formal and informal component. A
recent report by the Rights and Resources Institute, Oxfam,
and the International Land Coalition found that 2.5 billion
people lack formal title to the land on which they live.18
• Development capacity: Effective social investment
requires companies need to know communities’ existing
capacity for social and economic development, as well as their
development needs and aspirations.
The efficacy of SEIAs is further reduced by an extremely
narrow definition of impact. Most assess only those impacts
that are directly traceable to the project, while ignoring the
cumulative impacts of multiple projects, companies and
industries in close geographic proximity. Cumulative impacts
do incur significant damage to communities, yet they are
usually excluded from SEIAs and therefore overlooked in
mitigation strategies.
One area where cumulative impacts have been particularly destructive is the Fort Berthold Reservation in North
Dakota, which lies at the center of the Bakken Formation,
one of the world’s largest and most intense concentrations of
oil and gas drilling. According to a 2016 paper by University
of Colorado Law School:
18. http://www.rightsandresources.org/en/news/many-indigenous-people-lack-titleto-land-where-they-live-research-shows/#.VuF8dMe8zzI.
19. http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2723517.
20. http://www.api.org/GlobalItems/GlobalHeaderPages/About-API/Industry-careers/
Oilfield-Training-Prog.
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...oil and gas development has brought an unprecedented rise
of violent crime on and near the Fort Berthold Reservation.
Specifically, the influx of well-paid male oil and gas workers,
living in temporary housing often referred to as “man camps,” has
coincided with a disturbing increase in sex trafficking of Native
women. According to one report, sexual assaults on women on the
Fort Berthold reservation have increased by 75%. This increase
comes at a time when Native women are already 2.5 times more
likely to experience violent crimes than other groups of women
in the United States.19
How are companies responding to these troubling statistics? They are not. No companies are accepting responsibility
because (1) the problem is caused by the presence of multiple
companies rather than one company, and (2) the perpetrators
are largely employees off the clock, rather than companies
themselves.
Some companies push back on their obligation to mitigate
cumulative impacts by arguing that they cannot mitigate
what they cannot control, or that they should not be held
accountable for the actions of their competitors. This mode
of thinking is understandable from a liability standpoint,
but from a risk management standpoint it is shortsighted.
One company’s efforts to mitigate impacts, however wellexecuted, are unlikely to be acknowledged if communities
are overwhelmed by cumulative impacts. This perpetuates
a “race to the bottom” in which companies are discouraged
from being leaders, responsible companies become grouped
in with their less attentive peers, and the social license for the
industry as a whole is jeopardized.
Although companies should not be held accountable
for the actions of their competitors, they should be working
together to mitigate cumulative impacts, rather than ignore
them. Such collaboration is not unheard of. For example,
numerous intercompany initiatives have been established
for the purpose of developing rigorous standards and codes
of conduct on workplace health and safety issues such as
employee injuries, vehicle accidents, and proper use of chemicals.20, 21 The same coordination is needed for collaborative
solutions to violence against women and other cumulative
social impacts.
Conclusion
A sea change is happening in the market, as evidenced by a
2016 letter from the CEO of Blackrock, the world’s largest
asset manager, that calls on companies to sharpen their focus
on ESG in order to generate sustainable returns.22 Companies
are responding, but many have a long way to go. The Indige21. https://www.osha.gov/SLTC/oilgaswelldrilling/.
22. http://www.businessinsider.com/blackrock-ceo-larry-fink-letter-to-sp500-ceos-2016-2.
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nous Rights Risk Report revealed that companies are weakly
positioned to build and maintain positive relationships with
Indigenous Peoples and reduce social risk, and have little or
no oversight of social performance at the board or executive
level. This paper concludes with calls for more oversight and
more data on the social component of ESG.
Corporate boards must assume a more proactive
and direct role in identifying, measuring and mitigating
social risk. This is just one step towards integrating social
performance into the business model, but it is an important step that will help catalyze the changes needed within
upper, middle and lower management. Currently, there is a
movement underway to encourage boards to adopt a Statement of Significant Audiences and Materiality that informs
management, providers of capital, and other stakeholders,
which audiences the board believes are most important to the
survival of the corporation. While it is the board’s decision
to define significant audiences and materiality, the Statement
provides a placeholder for securing board and executive level
accountability for social performance.23 Additionally, a 2016
report by CERES details specific, actionable recommendations that can help boards oversee the production of tangible
environmental and social impacts for their companies.24
Moving forward, companies need to build on these tools and
resources in ways that specifically address the social aspect of
sustainability, where progress has come more slowly than in
the case of environmental impact.
Additionally, companies need more information to
understand the value that good social performance creates
for business, and to equip them for building and maintaining
positive relationships with communities. At the individual
company level, this entails comprehensive and granular
analysis of social risk, the full range of costs of conflicts with
local communities, the benefits of having a social license,
and quality baseline data for community engagement. At the
macro level, each of these data points must be aggregated to
understand their implications across industries. The Indigenous Rights Risk Report, whose findings are summarized
in these pages, revealed that companies with lower average

project risk scores generated higher investment returns that
companies with higher average project risk scores, but this is
only a start. We need to build on these findings with a larger
sample size. Anecdotal examples of “the business case” for
a social license can be strengthened only with much more
hard data that demonstrates the full extent of the connection
between social and financial performance.
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He has a BA in Political Science from Hunter College.
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ESG Investing in Emerging and Frontier Markets
by Jamieson Odell and Usman Ali, Caravel Management

emographic dynamics, low leverage, and limited
penetration of goods and services suggest that
emerging and frontier countries will be the
engines of global growth in this century. At
the same time, many of these countries face considerable
challenges, including poverty, urbanization, pollution,
disease and corruption. Given these realities, our experience
suggests that companies that embrace robust environmental,
social, and governance (ESG) standards are best positioned
to achieve sustainable growth and profitability.
In this paper we seek to explain the context in which
many emerging and frontier companies operate, and why
these firms need to consider ESG issues in order to take
advantage of opportunities and manage risk. We have
defined sustainability as a company’s integration of ESG
factors into its policies and decision-making with the aim of
maximizing long-term value creation. In this sense, although
corporate sustainability initiatives may reduce near-term
earnings in some cases, they are not expected to require any
sacrifice of longer-run value. On the contrary, when properly
executed, such initiatives increase shareholder value. (In
what follows we use the terms “ESG” and “sustainability”
interchangeably.)
In contrast to developed markets, investors in emerging
and frontier markets have been slow to integrate sustainability
into their investment process. This is a reflection of corporate
ownership structures, nascent capital markets, limited
disclosure, and inattention from investors. The irony is that
the nature of emerging and frontier markets begs for even
greater focus on sustainability criteria than in developed
markets. The operational challenges that many of these
markets face—uneven governance, weak institutions, and a
lack of regulatory oversight—make it all the more necessary
that investors consider these factors in their due diligence and
engage with portfolio companies on such issues.

D

The Context
Environmental Factors
Emerging and frontier market countries are among the most
exposed to the impacts of climate change, as well as local
pollution and resource scarcity issues. These challenges are
likely to intensify in the coming years.
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• Climate change: The frequency and severity of
climate-related extreme weather events continues to
increase. Countries across Asia, Africa, and Latin America
are among the most severely affected by droughts, flooding,
and typhoons. Typhoon Haiyan, which took place in the
Philippines in 2013, is believed to have inflicted more than
$13 billion of economic losses. This year’s El Nino weather
pattern has resulted in severe drought conditions in eastern
and southern Africa, exacerbating an already challenging
macroeconomic environment.
• Pollution and policy shift: Anyone who has breathed
the air in Beijing or experienced the waste management
challenges in Dhaka understands that local environmental
challenges can have an impact on economic productivity
and, as a result, government policy. The RAND Corporation
estimates that air pollution-related health costs and reduced
labor productivity cost China’s economy 6.5% of GDP
annually. As a result, policy makers are known to shut down
industrial activity from time to time and are actively moving
away from coal-based power generation. With the signing
of COP 21 in Paris last year, countries across the globe have
committed to a future that is less reliant on fossil fuels. Chile,
for instance, has already introduced a carbon tax. Other
countries are likely to follow.
• Resource scarcity: As incomes rise in emerging and
frontier markets, the demand for resources continues to
intensify. The UN expects the world’s population to rise
from 7.1 billion to 9.6 billion by 2050, with the majority of
the increase taking place in the world’s poorest countries.
In just the next fifteen years, McKinsey & Co expects
that global demand for primary energy, food, and water
will increase by 25-40%. The World Economic Forum’s
2016 Global Risks Report cited water crises as the number
one risk the world faces over the next 10 years, with many
emerging and frontier markets among the most vulnerable
to water stress.
• Innovation: The cost of renewable energy (e.g.
solar) continues to come down and in many regions is
at or near parity with hydrocarbons. At the same time,
advancements in battery technology mark the beginning of
a shift away from the internal combustion engine. These
dynamics will transform a multitude of industries and will
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have consequences for global, regional, national, and local
economies.
Social Factors
Social concerns loom large in emerging and frontier
countries. Weak institutions and uneven regulatory regimes
are often at the heart of these issues.
• Consumer: In many countries consumer protection is
limited. Regulatory oversight of quality control or product
standards is often absent. Caveat emptor (“Buyer beware”)
is the governing principle. Therefore, self-regulation and
quality control are critical to winning the trust of consumers
and other stakeholders in these markets.
• Employees: Safeguards against human rights abuses
or employee exploitation are often inadequate. Modern
slavery or indentured servitude is still an issue in many
early-stage economies. Health and safety standards often
lag behind those in developed markets, and enforcement is
poor. Furthermore, whistle-blowing policies and procedures
are not as common, making it difficult for employees to be
transparent in the event of mistreatment.
• Communities: Community relations can determine
a company’s “license to operate.” Land use, environmental
factors, employment, and compensation are often issues
that strain the relationship between a company and the
communities in which it operates.
Governance Factors
Recent history demonstrates that governance scandals are
a global phenomenon and that no country is immune to
them. Nevertheless, it continues to be true that, on balance,
governance standards and levels of disclosure in emerging
and frontier markets are not on a par with those in developed
markets.
• Corruption: Corruption tends to be highly correlated
with a country’s income per capita, so it is no surprise that
emerging and frontier countries often receive some of the
lowest scores on Transparency International’s Corruption
Perception Index.
• Accounting and disclosure: Although there has
been considerable progress in moving countries away from
local GAAP standards and towards IFRS, the quality and
integrity of financial statements vary considerably from
company to company and country to country. In addition,
disclosure is often limited. At many companies, financial
statements are distributed on a single page, access to
management is limited, and there is no investor relations
function.
• Ownership and alignment of interests: The
incidence of controlling shareholders (e.g. governments,
families, sponsors etc.) is much higher across the emerging
and frontier universe than it is in most developed markets.
As a result, related party transactions, transfer pricing,
Journal of Applied Corporate Finance • Volume 28 Number 2

executive compensation issues, poor disclosure, and lack of
board independence can create a misalignment of interests
between majority and minority shareholders.
• Board composition and independence: The
prevalence of majority shareholders often means that boards
are not independent. Even where there is independence, the
qualifications and experience of board members can be
limited.
• Shareholder rights and enforcement mechanisms:
Listing requirements on stock exchanges and national
governance codes vary significantly by country. In addition,
weak legal systems and underfunded regulators mean that
enforcement mechanisms to protect minority shareholders
are often lacking.
In sum, given the susceptibility of emerging and frontier
markets to these risks, we believe that assessing these factors
and integrating them into the investment process is critical
to outperformance.
Sustainability as a Value Driver in Emerging and
Frontier Markets
According to a simple, well-known formula, the value of a
company can be expressed as follows:
V = ΣI (r – g)/k, where
• I is the amount of capital invested;
• r is a company’s rate of return on invested capital;
•	g is the growth rate of cash flow or operating earnings;
and
• k is cost of capital, or required return on investor
capital.
We argue that ESG can be an important source of value
creation in the following three ways:
(1) By increasing efficiency and profitability which
results in higher returns on invested capital (higher r);
(2) By increasing its ability to capture and maintain
growth opportunities (higher g); and
(3) By improving a company’s risk management, which
reduces its cost of capital (lower k).
Higher Margins and Profitability (r)
Resource scarcity and infrastructure bottlenecks in many
emerging markets mean that input costs can be relatively
high. Maximizing returns on invested capital requires
managing working capital effectively and running lean
and efficient operations. A sustainable approach can result
in lower operating expenses and higher margins. Whether
it is an agribusiness reducing water usage, a beverage firm
focusing on returnable glass bottles, or a mall operator using
energy-efficient lighting, these cost savings are critical in
resource-constrained markets. The recent decision by a food
retailer that we know in Sub-Saharan Africa to install solar
arrays on its stores and introduce a new fleet management
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system will cut its carbon emissions materially. But the
decision was driven not by environmental considerations,
but with aim to cut costs and improve profitability.
The focus on productivity and efficiency extends
to management of human capita l as well. Well
designed and executed health and safety policies in
industrial environments lead to higher productivity
and fewer shutdowns. In addition, many countries
have a shortage of skilled employees, so companies that
invest in their employees can improve productivity.
A company that we follow in Bangladesh recently shifted
the bulk of its contracted sales force to full-time employees
and gave them a 15% raise. Growth and productivity have
increased significantly.
Capturing Growth Opportunities (g)
We believe that, in many circumstances, companies with
stronger sustainability profiles are better positioned to
capture new growth opportunities. Companies that think
about long-term supply chain and procurement issues are
able to implement systems and redundancies that allow
them to avoid production constraints. We also find that, in
the absence of strong institutions and regulatory oversight
in many countries, brand strength is a powerful driver of
customer demand. Companies that have built a reputation
for quality, consistency, safety, and are viewed as “good
citizens” can capitalize on the strength of their brand to
drive growth. In China, consumer preference for branded,
foreign baby formula continues to be strong years after the
2008 Melamine scandal. Corporate governance, integrity,
and strong corporate reputations can also position a company
well for large contracts and partnerships with multinational
companies. Whether transactions are domestic or crossborder, corporates prefer to do business with companies and
management teams that are transparent, reliable, honest and
long-term oriented.
There are business opportunities everywhere, and we
believe that the private sector can play an important role
in addressing many of the challenges that face emerging
and frontier markets. The Sustainable Development Goals
(SDGs) that were adopted by the United Nations in 2015
are an interesting place to look.
This set of seventeen comprehensive goals cover
everything from nutrition and education to renewable
resources and infrastructure. From these goals, we have
identified ten investment themes (listed in Table 1) that we
actively seek to incorporate into our portfolio. It is important
to emphasize that these themes are rooted in our search for
investment returns. They reflect current supply gaps and
therefore important long-term growth opportunities in
our emerging and frontier markets universe. The goal is to
capitalize on them by identifying companies that can help
provide goods and services to address these needs.
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Table 1

Investment Themes
Climate Change

Water Scarcity

Waste Management

Food Availability

Financial Inclusion

Infrastructure

Health & Wellness

Internet & Communications

Education

Electricity

Lower Cost of Capital (k)
Cost of capital and access to financing are among the most
significant barriers to business growth in our investment
universe. Benchmark interest rates and credit spreads are
much higher than in developed markets, capital markets
are typically underdeveloped, and credit appetite among
commercial banks is often limited. If a company can reduce
its risk profile and improve its attractiveness to creditors
and equity investors, its probability of success improves
considerably.
There is now a large body of research that suggests
that companies with higher sustainability profiles tend to
have a lower cost of capital. This manifests itself in lower
credit spreads and higher earnings multiples vs. peers.
Because companies in these markets often operate in
difficult environments with limited regulatory oversight, a
demonstrated ability to manage material ESG risks can be
an effective, if not essential, way to reduce the cost of capital.
As investors, this can be an important source of value
creation. We often invest in companies that are still in the
process of improving their management of ESG issues or
are not yet effectively communicating their sustainability
strategy. As the market begins to appreciate the efforts over
time, an investor can benefit from the lower interest expense
or multiple expansion that results from this. Companies such
as OdontoPrev (Brazil) and Nutresa (Colombia) are some
of the many companies that have experienced a lower cost
of capital as a result of their superior sustainability profiles.
Risk Management
As important as any of the value-enhancing aspects of ESG
integration—or what we refer to as “offense”—is the issue
of risk management, or “defense.” Given the sometimes
hostile nature of the environments in which many companies
operate, the importance of finding management teams
that proactively navigate the wide range of ESG risks that
they face cannot be overstated. Whether the issues relate
to managing environmental risks, community relations,
corruption, product quality control, labor relations, or
accounting issues, having the governance, oversight, and
internal controls to identify and address these risks is critical.
In addition to the direct top-line, legal, cost, and
operating consequences of inadequate risk management,
reputational risks can materially impact a company’s bottom
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Illustrative Case Study

W

e identified a leading textile company in South
Asia as a beneficiary of increased European Union
(EU) trade quotas. The EU recently awarded the country
GSP+ status, which is awarded to developing countries
that can demonstrate sound management of ESG issues
and provide duty-free exports to Europe.
Opportunities: As an exporter to blue chip global
clothing and household goods firms, the company has
a strong track record of supply chain compliance. As a
result, it has the potential to materially increase garment
exports to Europe. We expect the company to double
garment production over three years, and believe that
this will add 10% to group revenue growth and 12% to

operating profit given the higher margins of the European
garment business.
Risks: Although there are no known cases of child
labor throughout the company’s supply chain, the risk
exists in the company’s host country as demonstrated by
data from the International Labour Organization. Failure
to meet labor standards could compromise the company’s
ability to export to Europe. To capture such a risk in our
analysis, we modeled a downside scenario to reflect the
consequences of potential supply chain issues. Compared
to a base case of 100 per share, the downside scenario
produces a value of 49 per share.

Figure 1
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line. Fines and regulatory scrutiny, restitution, contract
terms with suppliers, credit ratings, and employee morale
and turnover can all be negatively impacted. The recent
Brazilian dam disaster caused by Samarco, a joint venture
between BHP Billiton and Vale SA, is expected to cost
the two companies in excess of $7 billion. MTN Group,
an African telecommunications company that failed to
register its SIM users, was fined $1.7bn by the government
of Nigeria and cost the CEO his job. In Saudi Arabia,
the accounting scandal at telecommunications company,
Mobily, led to nine current and former executives being
prosecuted for violations.
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Higher
Personnel Costs

Corporate
Governance
Discount

Bear Case

The Investment Process
Overview
Many ESG investors use a quantitative scoring methodology
to evaluate a company’s sustainability. This approach
does not work for Caravel for several reasons. First, the
limited disclosure of ESG data in our investment universe
makes it difficult to score or rank companies in absolute or
relative terms. Second, we feel that many ESG factors are
qualitative; and while we try to incorporate these into our
model assumptions and decision-making, we do not believe
that translating them into an abstract quantitative score
helps us make better investment decisions. Lastly, scoring is
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almost by definition backward-looking. We see some of the
most exciting investment opportunities among companies
that are at a sustainability inflection point. Such companies
may not have been doing everything right in the past, but as
they embrace value-creating ESG practices and we can get
some visibility into the implementation of these changes,
we want to be able to take advantage of this change over our
longer-term holding period.
Due Diligence
So, how does an investor integrate these factors effectively
into an investment process? Unfortunately, there is no
“play book” and there are no shortcuts when acquiring
information. Because the disclosure and data are still poor
in these countries, it is not possible to rely on the external
service providers that evaluate and score companies. Due
diligence requires engaging directly with companies,
NGOs, and policy makers. Sophistication about ESG
varies across regions, countries, and companies, and many
IR professionals have at most a superficial knowledge of
these factors.
As a result, it is important to dig deeper to get information.
International organizations such as the International Finance
Corporation (IFC) and the International Labour Organization
(ILO), and NGOs such as Transparency International and
Human Rights Watch can be excellent resources. Online
resources such as Glassdoor, Indeed, Facebook, Instagram,
and Twitter can also provide important insights.
Our cooperation with the World Resources Institute has
been particularly valuable. Whether it has been questions
about water infrastructure in China, geothermal power in
the Philippines, poultry in Ukraine, or building efficiency
in the Middle East, their country and subject matter experts
are an excellent resource as we conduct our due diligence and
engage with portfolio companies.
Focus on Materiality
The concept of materiality in ESG analysis has been a
cornerstone for organizations such as the Sustainable
Accounting Standards Board (SASB), and recent research
out of the Harvard Business School supports the theory that
integrating material ESG factors can improve investment
performance. We embrace this approach. Instead of engaging
in a cumbersome box-checking exercise, we identify the
key sustainability issues that drive value or present risks
for a company. All companies undergo the same thorough
corporate governance evaluation; but after that, the
material sustainability factors may differ. For example, if
we are evaluating an airline, our focus will be on its carbon
footprint, fuel efficiency, labor dynamics, and customer
retention efforts. For a food retailer, we will look more closely
at energy efficiency, waste, supply chain issues, and health
and wellness. In addition, each country and company has
100
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specific opportunities and challenges related to sustainability.
It is important to have an approach that is flexible and
nuanced enough to identify and evaluate those factors.
Engaging with Portfolio Companies
Benjamin Graham understood the alpha-generating
potential of active ownership. As he wrote in The Intelligent
Investor, “we have argued in our writings for a more
intelligent and energetic attitude by shareholders toward
their managements.” During the last few decades, this
approach has evolved into “shareholder activism.”
The reality, however, is that aggressive, western-style
shareholder activism is not appropriate for many of the markets
in which we invest. Legal and regulatory institutions are
often not sufficiently developed. The prevalence of majority
shareholders (government, family, sponsors) often makes it
difficult to wage proxy fights. In these markets, we find that a
constructive, collaborative approach is usually more successful.
When engaging, it is important to distinguish between
corporate social responsibility (CSR) and ESG factors
that impact financial performance. CSR often manifests
itself in charitable efforts that are relatively independent
of the core business, such as building health clinics or
supporting schools. These ambitions are often noble, and
they can be good for public relations, but they are not always
value-enhancing, and studies have shown that many are
value-destroying for shareholders.
For us, it is important to help companies design
policies and practices that can drive value creation over
Table 2

Selected Areas of Corporate Engagement

ENVIRONMENTAL

SOCIAL

• Resource intensity: • Employee relations
efforts and the
 ealth and safety
impact on operating • H
practices
expenses
• Environmental
regulation
• Environmental
risks from climate
change or extreme
weather
• Carbon pricing

GOVERNANCE

• Board composition
and succession
planning

• ESG-related
•T
 he sustainability
disclosure
of the supply chain,
including externally • Cyber security
auditing the supply
governance and
chain
expertise at the
board level
• Community
relations
• Executive
compensation
• Anti-corruption and
bribery efforts
•E
 xposure to
politically sensitive
individuals
• Transfer pricing
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the long term. We find that management teams are most
receptive when the financial benefits of adopting specific
sustainability practices are emphasized and the case can
be supported with empirical analysis and case studies.
(Table 2 provides a list of the kinds of issues Caravel
engages with companies on.)
Conclusion
Emerging and frontier markets present exciting opportunities
for long-term investors, but the companies that operate
in these markets face a myriad of environmental, social,
and governance-related challenges. In our experience,
management teams that actively consider these issues and
manage them effectively can achieve superior financial
performance over time. They are able to grow faster, achieve
higher profitability, reduce their cost of capital, and manage
exogenous risks better than their peers.
It follows that integrating material sustainability factors
into traditional due diligence and analysis can help emerging
markets investors make better investment decisions. It
provides a differentiated lens to identify companies that
possess strong competitive advantages that can drive value
creation over time. At the same time, it can help investment
managers avoid companies that have embedded risks in their
business model or operations that may not be entirely visible
to the market.
Finally, given the early stage nature of many of these
markets and the sometimes uneven understanding of
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sustainability issues at a company level, we believe that active
ownership can be an important driver of alpha generation
for fund managers. Engaging constructively with board
members and management teams to improve a company’s
environmental, social, and governance profile can drive
operational improvements, improve risk management, and
upgrade investor perception. Most types of engagement
require time. Many companies may not be used to such
interactions with shareholders and will not always have the
expertise themselves to act on the issues raised. It is therefore
important to monitor companies over a specified time period
while setting internal milestones. The success of an effective
engagement does not come to fruition overnight; it requires
patience and a focused approach.
jamieson Odell
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