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ESG Integration in Corporate Fixed Income

1. This commentary on the value of ESG in corporate-credit analysis provides an up-
date to our previous white papers, including The Investment Merits of Sustainability in 
Fixed Income, published in February 2013, and Breckinridge’s Corporate Credit Prin-
ciples: A Sustainable Approach, published in September 2011. 

2. CFA Institute Inc., “Environmental, Social and Governance Factors at Listed Com-
panies, a Manual for Investors,” 2008.

3. Sustainalytics, Sustainalytics Global Platform Manual. Version 1.0, March 2013.
4. Governance & Accountability Institute, Inc. “Flash Report: 72 percent of S&P 500 

Companies Now Publishing Sustainability/Responsibility Reports,” June 3, 2014.
5. KPMG International, “The KPMG Survey of Corporate Responsibility Reporting 

2013,” pg. 11.

Environmental Issue Indicator

Toxic emissions and waste Percentage of waste diverted from landfills

Water management in manufac-
turing

Total water withdrawn, percentage recycled

Social Issue Indicator

Product safety and quality Number, frequency or cost of product recalls

Labor management Employee satisfaction and turnover

Governance Issue Indicator

Board structure and independence Percentage of independent directors

Business ethics and competitive 
behavior

Amount of fines due to anti-competitive 
practices

B
reckinridge is a separate-account, high-grade 
fixed-income manager whose primary goal is to 
preserve capital while building a reliable source 
of income and opportunistically improving total 

return for our clients. Much of our work in research accord-
ingly involves the evaluation of credit risk and a search for 
ways to limit such risk.

 As part of this effort, we made the decision in 2011 to 
integrate an analysis of environmental, social, and governance 
(ESG) issues into our fundamental credit-research process. 
We have found that taking such an integrated approach to 
investment research provides a more comprehensive and 
forward-looking evaluation of a borrower’s ability to repay. In 
addition, ESG integration helps us to better identify and price 
risk, which are key factors in valuing fixed-income investment.

In this article, we review the merits of ESG analysis 
as well as the use of such analysis in our credit evaluation 
process.1 While so doing, we also discuss what we think we 
have gained by incorporating this non-financial analysis into 
credit research. Finally, we summarize a number of corporate 
sustainability trends as well as the most important findings 
of our 2014 “ESG engagement” project with the corporate 
issuers whose bonds we have chosen to buy.   

What is ESG?
Environmental, social, and governance issues represent 
risks and opportunities that can be assessed in the context 
of corporate behavior and performance. Because they are 
non-financial in nature and typically affect a company’s 
performance over the medium to long term,2 ESG issues 
are generally analyzed by evaluating numerous related key 
indicators or metrics. For example, the methodology used 
by Sustainalytics to evaluate the ESG performance of a 
company draws from a universe of more than 100 indica-
tors, with 70 to 90 indicators used for a given industry peer 
group.3 A sample of ESG issues and underlying indicators 
that can be used to evaluate these potential credit risks is 
provided in Table 1. 

ESG-research providers like Sustainalytics have long 
gathered company-specific ESG information by searching news 
articles as well as reports from governmental and non-govern-
mental agencies. During the last few years, however, there has 
been a significant increase in ESG reporting by companies 
as a response, in part, to requests for greater transparency 
from various stakeholders. According to the Governance & 
Accountability Institute, 72% of the companies that make up 
the S&P 500 produced some form of sustainability, responsibil-
ity, or citizenship report in 2013, up significantly from 20% in 
2011.4 KPMG also saw greater adoption of ESG reporting in 
its annual survey: 71% of the 4,100 companies queried in 2013 
published a sustainability report, as compared to 64% in 2011.5

In addition to outside pressure, a growing number of 
companies are pursuing sustainability initiatives that, together 
with periodic reports of their accomplishments, reflect manage-
ment’s belief in their strategic value. In McKinsey & Company’s 
2014 global online sustainability survey of corporate execu-
tives, 43% of the respondents said that “their companies seek 
to align sustainability with their overall business goals, mission 
or values,” as compared to 21% in 2010.6 Further, 63% of the 

by Robert Fernandez and Nicholas Elfner, Breckinridge Capital Advisors

Table 1  Example of ESG Issues and Indicators 

Source: Sustainability Accounting Standards Board, MSCI, Breckinridge.
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6. McKinsey and Company, “Sustainability’s strategic worth: McKinsey Global Survey,” 
2014. This annual survey collected responses from 3,344 corporate executives from Feb-
ruary 11 to February 21, 2014.

7. See “The UN Global Compact-Accenture CEO Study on Sustainability 2013,” pg. 11
8. Monks, R.A.G. & Minow, N., Corporate Governance, March 2012, pg. xxi. The au-

thors note how inadequate corporate governance practices contributed to fraud and sig-
nificant stakeholder losses in 2002.

9. Larcker, D. and Tayan, B., A Real Look at Real World Corporate Governance, July 
2013, pgs 20-25. The authors refer to Lehman Brothers as an example of how ineffective 
board oversight contributed to the brokerage firm’s demise. The board lacked qualified di-
rectors as none of the members had financial services expertise, among other issues.

10. Bakhsh, Nidaa, “BP Maintains Gulf of Mexico Oil Spill Cost at $43 billion,” Bloom-
berg Businessweek. The article mentions that a US judge determined that BP PLC “acted 
with gross negligence in drilling the Macondo well of the Louisiana coast” in September 
2014. With this finding, BP is exposed to more than $18.0 billion in fines, in addition to 
the $28.0 billion post-spill clean-up costs.

11. See US Department of Justice press release, “Bank of America to Pay $16.65 Bil-
lion in Historic Justice Department Settlement for Financial Fraud Leading up to and Dur-
ing the Financial Crisis.” The settlement is related to its mortgage origination and residen-
tial mortgage backed security and collateralized debt obligation activities.  

12. Albuquerque, R.,  Durnev, A. & Koskinen, Y., “Corporate Social Responsibility and 
Firm Risk: Theory and Empirical Evidence,” Boston University and University of Iowa, June 
2014.

13. Bauer, R. and D. Hann, “Corporate Environmental Management and Credit Risk,” 
Maastricht University, European Centre for Corporate Engagement (ECCE), December 
2010.

14. The figure of $112 million in 2012 savings from sustainability productivity 
came up during our call with Praxair’s investor relations and sustainability profession-
als. The cumulative $500 million in savings has been disclosed in its investor presen-
tations: See: http://www.praxair.com/~/media/North%20America/US/Documents/
Reports%20Papers%20Case%20Studies%20and%20Presentations/Investors/In-
vestor%20Presentations/2014/PraxairGoldmanSachsConferece05202014.pdf.

15. From our call with investor relations at The Home Depot Inc.
16. See The Johnson Controls Way, 2014 Business and Sustainability Report available 

here:http://www.johnsoncontrols.com/content/us/en/sustainability/reporting/business_sus-
tainability.html.

17. See http://www.unilever.com/sustainable-living/the-sustainable-living-plan/our-
strategy/embedding-sustainability/.

by its sustainability projects. After developing its Sustainable 
Development Management System to gather environmental 
and social information about its business, Praxair used that 
system to show that its sustainability productivity improve-
ments yielded savings of $112 million in 2012, and as much 
as $500 million in total.14

Moreover, an understanding of ESG can help companies 
identify revenue-enhancing opportunities, such as new product 
offerings that help customers become more sustainable. The 
Home Depot Inc., the home improvement retailer, now offers 
more than 7,700 Eco Option products, such as LED light bulbs 
and tankless water heaters. In addition to saving customers 
money through lower utility bills, these products generated 
7.5% of the company’s total sales in 2011 and are growing 
more quickly than the rest of the business.15 Johnson Controls, 
Inc. supplies energy efficiency equipment to help commercial 
property owners reduce energy consumption and emissions, 
and provides advanced battery systems and light-weight 
automotive interiors components that boost fuel efficiency 
in cars. For example, the company estimates that its Start-
Stop automotive battery technology is saving over 380 million 
gallons of fuel per year on the 20 million cars where it has 
been installed.16 Finally, under its “Sustainable Living Plan,” 
Unilever PLC, the multinational consumer goods company, is 
integrating social, environmental, and economic impacts into 
product design. Brands that have gone through this assessment, 
including Lifebuoy and Dove, “grew by double digits in 2014, 
which is well above the company average.”17   

Why We Use ESG
Breckinridge employs a bottom-up credit-research approach to 
investing in corporate bonds. This emphasis on fundamental 
analysis supports our primary investment mandate of preserv-
ing capital and building sustainable sources of income while 
seeking opportunities to increase total return. As a result, our 
credit analysts are particularly sensitive to the goal of mitigat-
ing credit risk.

Our process begins with an assessment of a company’s 
capital sources and operating trends. Our review of capital 

CEOs surveyed by the UN Global Compact and Accenture 
in their 2013 study on sustainability said “they expect sustain-
ability to transform their industry within five years.”7 Finally, 
companies are collaborating with the recently formed Sustain-
ability Accounting Standards Board (SASB) in the development 
of material, sector-specific ESG reporting standards. 

ESG Risks and Opportunities
There have been notable periods when insufficient manage-
ment of ESG risks had significant negative consequences for 
companies and their investors. For example, the technology 
and telecom meltdown of 2001-2002, which saw a wave of 
corporate governance failures, resulted in massive losses of both 
stockholder and bondholder value.8 During the U.S. financial 
crisis (2007-2008), bondholders experienced extraordinary losses 
on investments in brokerage houses that have been attributed 
to inadequate oversight of the risks inherent in their financial 
products and investments.9 More recently, the costs associated 
with environmental (2011) and mortgage litigation (2013-2014) 
have significantly reduced the expected profitability and values 
of corporate issuers in the energy and banking sector.10 11

But at the same time, we now have suggestive evidence 
that effective ESG risk management pays off. For example, 
one recent academic study has reported finding that compa-
nies that have engaged in corporate social responsibility 
activities have reduced their systematic risk and increased 
their values.12 This finding is consistent, moreover, with an 
earlier study showing that corporate issuers with proactive 
environmental practices have a lower cost of debt, which 
typically correlates with stronger creditworthiness.13

Still, quantifying the positive effects of sustainability 
initiatives on financial returns can be challenging for compa-
nies. As one example, the cost savings from energy, waste, 
and water efficiency have proven to be significant, and have 
demonstrated their ability to drive margin expansion and 
produce other quantifiable benefits. But of the 25 compa-
nies we contacted and communicated with during our last 
summer’s corporate engagement project, only one, Praxair 
Corporation, had been able to calculate the total dollars saved 
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Risk Mitigation & Lower Earnings Volatility
Our emphasis on risk mitigation coupled with a long-stand-
ing commitment to fundamental credit research made the 
decision to integrate ESG into our investment process a natu-
ral one for Breckinridge. Our decision to move forward with 
ESG integration in 2011 was also driven by the evolution in 
corporate sustainability reporting. Armed with more, and 
better, material ESG information on our corporate borrow-

sources focuses on an assessment of key leverage and liquidity 
metrics, which are among the most important indicators of 
default probability and credit health. Our review of operating 
trends consists primarily of an in-depth analysis of margins 
and free cash flow. We also assess the strength of a company’s 
business profile, market position, brand, and reputation. Our 
analyses are then summarized in an internal credit rating that 
is assigned to each corporate credit by our analysts.

Figure 1  High ESG Performers Exhibit Lower Earnings Volatility 

E

Risks stemming from the impact of management’s operational decisions on the environment.
A company with operations that rely on natural resources is better placed to safeguard its reputation, reduce future costs and avoid a ratings 
downgrade by remaining committed to environmental protection in both word and action.

Statoil ASA is a Norwegian integrated oil and gas company. From a credit perspective, Statoil’s financial leverage is among the lowest in the in-
tegrated peer group. Its net debt to total capitalization ratio of 10 percent and net debt to earnings before interest, taxes, depreciation and amorti-
zation (EBITDA) ratio of 0.2 times provide significant flexibility. Its liquidity is also strong with $18 billion in cash and short-term investments 
at its most recent quarter-end. Environmentally, Statoil is an industry leader in carbon intensity, spill prevention, emissions and environmental 
safety. It demonstrates a strong track record in developing alternative technologies, particularly offshore wind energy generation.

S

Risks derived from a company’s relationships with employees, customers, suppliers and the community.
Management who carefully weigh the costs and benefits associated with these relationships can help mitigate controversy risks.

BHP Billiton Plc (BHP) is the largest mining company in the world. Through commodity price cycles, it has demonstrated a consistent ability 
to maintain strong free cash flow and moderate financial leverage. Trailing 12-month free cash flow after capital expenditures was a sizeable 
$8.4 billion and net debt to EBITDA was a moderate 0.9 times at its most recent quarter-end. BHP has also been actively managing its material 
social risks and opportunities. BHP health and safety practices are industry-leading with its total recordable injury rates at a record low in 2014. 
Although the company has been involved in labor controversies, it is recognized for its strong human rights policy, and comprehensive community 
development and engagement programs.

G

Risks that originate from a company’s corporate governance policies and procedures.
Corporations with effective and independent board leadership promote transparency and institute guidelines and incentives to align managerial 
behavior with the interests of stakeholders.

Toronto-Dominion Bank (TD) is the second-largest depository institution in Canada, and is active in wealth management, insurance and capital 
markets. TD’s solid profitability and steady asset quality are key credit strengths. For instance, it reported a 15 percent return on equity in the 
most recent quarter and credit losses are near a five-year low at 0.31 percent. We view TD as an outlier versus its banking peers in managing 
its material governance and reputational risks and opportunities. TD has a strong governance structure with a diverse, independent board and a 
corporate-governance committee that oversees sustainability issues. The chairman and CEO position are split and five women sit on its 15-mem-
ber board. The bank’s risk management framework is considered strong.

Source: Breckinridge, Company Reports.

*Represents 100 Top Q214 ESG performers vs. peer group. Source: Bloomberg, Breckinridge.
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18. Analysis prepared by Breckinridge Capital Advisors Inc. using data from The 
Bloomberg, Top 100 Q214 ESG performers vs. peer group, 2014. 

19. See DB Climate Change Advisors, “Sustainable Investing: Establishing Long-Term 
Value and Performance,” June 2012.

20. See Deliotte IAS Plus, IAS 38 – Intangible assets, available here http://www.
iasplus.com/en/standards/ias/ias38. 

21. See Ocean Tomo, LLC, Intangible Asset Market Value Study, 2012. Ocean Tomo 
calculates intangible assets by subtracting the tangible book value from the market 
capitalization of a given company or index.

22. Rogers, J. and Herz R., “Corporate Disclosure of Material Information: The Evolu-
tion – And the Need to Evolve Again,” Journal of Applied Corporate Finance, Summer 
2013, pg. 53.

An Intangibles Economy
ESG analysis is also useful when evaluating a company’s stew-
ardship of its intangible assets. The International Accounting 
Standards Board defines an intangible asset as an “identifiable 
non-monetary asset without physical substance.”20 Examples 
of intangible assets include trademarks, patented technology, 
and computer software. The value of certain intangible assets, 
such as goodwill, is accounted for on a balance sheet. For 
others, like customer lists and supplier relationships, it can 
be argued that their value is captured only in a company’s 
equity market capitalization.    

In 2010, an estimated 80% of the S&P 500’s equity 
market valuation was based on intangible assets, up from 
17% in 1975, as shown in Figure 2.21 The starting point in 
1975 reflects a U.S. economy more heavily concentrated in 
manufacturing, when valuations were largely based on hard 
assets like equipment and facilities. Today, our economy 
is knowledge-driven and consumer-driven with investors 
placing a greater premium on intellectual capital and patents.

Traditional accounting is an effective tool for tracking 
key financial figures such as revenue and earnings. But it falls 
short when reporting on non-financial risks that may affect a 
company’s reputation with its customers or the communities 
in which it operates.22 ESG integration plays an important 
role in the analysis of such non-financial risks and opportu-
nities. A company with limited understanding or oversight 
of its ESG risks is vulnerable to situations that could tarnish 
its brand and competitive position. Ultimately, and in some 
cases immediately, this may lead to a loss in its equity market 
valuation and, of greatest concern to Breckinridge, affect the 
performance and value of its bonds.

Additive with a Low Correlation to Moody’s Ratings
In a study published in 2012, MSCI reported finding a low 
positive correlation between its ESG ratings and Moody’s credit 
ratings. In the analysis, whose findings are summarized in Table 
2, MSCI calculated a correlation between their ESG ratings 

ers, we were now able to evaluate a broader array of risks, 
which in turn puts our analysts in a better position to evalu-
ate a company’s creditworthiness.

Since then, we have seen how the integration of material 
ESG factors into our research process provides us with a more 
complete understanding of our borrowers, including the 
quality and character of management. A company’s environ-
mental footprint, policies, and risk management approach are 
shaped by its senior executive team. At the same time, the firm’s 
supply chain and labor relations are social issues that are within 
the scope of management’s responsibility. Finally, the composi-
tion of the board and its subcommittees reflect management’s 
priorities and the values embedded in the corporate culture. 

To better understand how ESG integration may add value 
from a risk mitigation perspective (see Figure 1), we compared 
the net income volatility of two groups: (1) the 100 companies 
in the S&P 500 that received our top ESG ratings, and (2) all 
the companies that make up the S&P 500. We found that our 
subset of higher-rated ESG corporate credits had less variability 
in their earnings than the broader S&P 500 universe. Stability 
of both earnings and margins are key credit fundamentals that 
we monitor when managing investment-grade bond portfolios.18 

Furthermore, a 2012 meta-study by Deutsche Bank 
Climate Change Advisors concluded that relevant academic 
studies are virtually unanimous in their support of the possibil-
ity that companies with strong ESG ratings relative to peers 
have a lower weighted-average cost of capital. A lower cost of 
capital, besides providing companies with higher valuations for 
a given level of operating earnings, also strengthens companies’ 
ability to invest in their businesses and generate sustainable 
returns above their weighted-average cost of capital.19 

Source: Ocean Tomo, LLC Annual Study of Intangible Asset Market Value.

Figure 2   S&P Market Value Shifted Towards  
Intangible Assets

Table 2   ESG Ratings Provide Added Information Value

2005199519851975

83% 68% 32% 20% 20%

17% 32% 68% 80% 80%

2010

       Intangible Market Value    Tangible Book Value 

Corporates Correlation

All Sectors 0.34

Industrial 0.10

Financial 0.22

Utility 0.30

Source: MSCI Ratings Analysis as of October 2012.
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23. In a study prepared by MSCI, 2012.
24. See Moody’s Ratings Policy & Approach available here: https://www.moodys.

com/Pages/amr002003.aspx.
25. See the National Bureau of Economic Research (NBER) available here: http://

www.nber.org/cycles.html. The 56.4 month cycle measures peak to peak for 33 cycles 
from 1854 to 2009.

26. See Moody’s Investors Service, “Global Manufacturing Companies Rating Meth-
odology,” July 2014.

Breckinridge over a three-year period and the findings of an 
MSCI analysis over seven years demonstrate that an invest-
ment in ESG fixed-income strategies delivers comparable 
returns to an investment in traditional fixed-income, but with 
potentially lower volatility. The returns and standard devia-
tion of the Breckinridge Intermediate Term Taxable strategy 
are consistent with the same measures for the comparable 
Breckinridge Intermediate Term Taxable Sustainable strat-
egy. For the first eight months after its launch in July 2011, 
there was a modest difference in returns, as can be seen in 
Figure 3. This was attributed to the smaller size of the Taxable 
Sustainable composite, which made it more sensitive to trad-
ing activity and bond maturities, among other factors.

As the number of accounts in the composite has grown, 

and Moody’s ratings of comparable corporate issuers of only 
0.34.23 To be sure, a high ESG rating provides no guarantee 
of a company’s ability and willingness to service debt; but this 
finding nonetheless suggests that the ESG factors may provide 
useful non-financial indications of companies’ vulnerability to 
risk that, however relevant in evaluating creditworthiness, may 
not be fully considered by Moody’s. 

Moody’s states that when assigning a rating, its analysts 
are “looking through the next economic cycle or longer.”24 
The average length of an economic cycle, according to the 
National Bureau of Economic Research (NBER), has been 
56.4 months, or a little less than five years.25 While some ESG 
risks, such as governance issues, may be relevant for that time 
frame, agencies may not consider other longer-term horizon 
risks.26 Since Breckinridge invests in corporate bonds with up to 
20-year maturities, a broader assessment of risk, including ESG, 
may prove a valuable complement to—if not indeed a kind of 
check or second opinion on—a Moody’s rating. Although the 
management of certain ESG issues may not have a material 
impact on the credit profile of the company during the short 
term, these risks can affect the company’s ability to repay its 
debt over longer periods of time. Therefore, our longer-term 
investment perspective, coupled with the low positive correla-
tion between ESG and credit ratings, supports our belief that 
ESG analysis offers additional informational value.

Comparable Returns, but with Potentially Lower Volatility
We expect the returns and volatility of ESG fixed-income 
strategies to be at least comparable to those of traditional 
fixed-income strategies in the near term while having the 
potential to outperform over the long term. Although truly 
long-term performance data is lacking, both our experience at 

Source: Breckinridge, Barclays.

Figure 3  A Historical Comparison of Monthly Gross Total Returns
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Figure 4   Barclays MSCI Comparison of Total Returns and 
Standard Deviation

Barclays US Corporate 
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27. Nagourney, Adam, “Berkeley Officials Outspent but Optimistic in Battle over Soda 
Tax,” New York Times, Oct. 7, 2014.

28. Paine, Lynn S., “Sustainability in the Boardroom,” Harvard Business Review, July 
2014.

29. Eccles, R. and Serafeim, G., “Innovating for a Sustainable Strategy,” Harvard 
Business Review, May 2013. The writers note that the license to operate “is granted by 
society and represents a continuum of permission to do business. Customers have to be 
willing to buy the firm’s products, suppliers to provide the materials the company needs 

to make them, and people to go to work there. Changing social expectations, such as 
those about firms’ responsibility for the environment and for their communities, can 
threaten the company’s license.”

30. See KPMG International, “A New Vision of Value, Connecting Corporate and So-
cietal Value Creation,” 2014.

31. More information about the Barclays MSCI ESG indices can be found here: http://
www.msci.com/products/esg/fixed_income/.

Bond Sustainability Index than the relevant Barclays U.S. 
Corporate Bond IG Index since the inception of the Barclays 
MSCI ESG indices in January 2007.31

Know Your Borrower
We believe that ESG integration offers a more comprehen-
sive assessment of our borrowers. In Figure 5, we use the case 
of a beverage company to illustrate how the management of 
material ESG issues can affect, for good or ill, a company’s 
operating and financial performance.

How We Integrate ESG 
To integrate ESG issues into our investment process, we created 
a framework that aggregates ESG metrics and information from 
ESG-research providers as well as other third-party sources. As 
part of their fundamental credit research, our corporate analysts 
review a company’s ESG policies and targets, which in many 
cases are outlined in its corporate sustainability report. This 

the returns of the two strategies have converged. This conver-
gence is also evident when year-to-date returns through 
November 2014 are compared to annualized returns since 
inception of the Taxable Sustainable Strategy. Further-
more, the volatility of the two strategies, as measured by the 
standard deviation of returns, is also comparable from July 
2011 through November 2014.

Additionally, in 2013 Barclays and MSCI introduced 
a new group of fixed-income indices that incorporate ESG 
ratings from MSCI (see Figure 4). These new indices share 
the same eligibility standards as the Barclays fixed-income 
indices, such as the minimum debt issue size of $250 
million and investment-grade issuers only. MSCI looked at 
back-tested returns for the Barclays MSCI U.S. Corporate 
Bond Sustainability Index, which includes “Best-in-Class” 
ESG corporate issuers. Barclays and MSCI have found that 
total returns were comparable and volatility measures were 
slightly lower for the Barclays MSCI ESG U.S. Corporate 

Figure 5  An Example: a Hypothetical Beverage Company and its ESG Risks and Opportunities

E

Development and use of an extensive water 
management plan can help the company manage 
through periods of water scarcity, a business risk 
that can lead to reduced crop yields, higher input 
costs and lower profits.

Lack of clear goals and timetables to cut or 
eliminate waste and emissions from production 
facilities demonstrates a missed opportunity to 
benefit from efficiency projects that can reduce 
operating expenses and boost profits.

Efforts to reducing packaging materials and post-
consumer waste can benefit the company through 
lower shipping costs, increased awareness and 
support from consumers for its products.

S

Weak human rights and supplier code of conduct 
policies demonstrate inadequate oversight of 
working conditions at suppliers, which can leave 
the company susceptible to a controversy that 
damages its brand.

Comprehensive health, safety and wellness 
programs for employees help to reduce workplace 
injuries, foster morale, and increase retention and 
productivity.

Responding to consumer preferences for healthier 
products by introducing new low- or no-calorie 
beverage options and by reducing sodium and 
sugar content in existing products can boost 
demand and sales, and help counteract new 
legislation aimed at curbing soda sales.27

G

Strong bribery and corruption policies help govern 
the interaction of employees with suppliers. 
Evidence of a bribe, kickback or inappropriate gift 
can contribute to higher costs in the form of litiga-
tion, fines and increased regulation.

A board-level committee on sustainability may be 
indicative of a serious, corporate-wide commit-
ment to driving accountability and innovation in 
the management of ESG issues.28

A corporate culture characterized by poor trans-
parency including inadequate ESG reporting and 
spotty stakeholder engagement can cause ill will 
among customers and may impair the company’s 
“license to operate.”29

Supply Chain
(Upstream)

Company Operations
(Manufacturing)

Use and Disposal
(Downstream)

E

Development and use of an extensive water 

management plan can help the company 

manage through periods of water scarcity, a 

business risk that can lead to reduced crop 

Lack of clear goals and timetables to cut or eliminate 

waste and emissions from production facilities 

lower shipping costs, increased awareness and 

support from consumers for its products.

S

Weak human rights and supplier code of 

conduct policies demonstrate inadequate 

oversight of working conditions at 

suppliers, which can leave the company 

susceptible to a controversy that damages 

its brand.

Comprehensive health, safety and wellness programs 

for employees help to reduce workplace injuries, foster 

morale, and increase retention and productivity.

Responding to consumer preferences for 

healthier products by introducing new low- or 

no-calorie beverage options and by reducing 

sodium and sugar content in existing products 

can boost demand and sales, and help 

counteract new legislation aimed at curbing 

soda sales.23

G

Strong bribery and corruption policies help 

govern the interaction of employees with 

suppliers. Evidence of a bribe, kickback or 

inappropriate gift can contribute to higher 

increased regulation.

A board-level committee on sustainability may be 

indicative of a serious, corporate-wide commitment 

to driving accountability and innovation in the 

management of ESG issues.24 

A corporate culture characterized by poor 

transparency including inadequate ESG 

reporting and spotty stakeholder engagement 

can cause ill will among customers and may 

impair the company’s “license to operate.”25 

Source: Breckinridge, Corporate Sustainability Reports, KPMG,30 MSCI, Sustainalytics.
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32. Breckinridge became a signatory to the Principles for Responsible Investment in 
2012. Signatories commit to six principles that call for ESG integration and engagement. 
http://www.unpri.org/about-pri/the-six-principles/.

and opportunities.
To introduce our prepared questions in our conversations 

with management, we explained how we look at ESG issues 
as part of our credit research. Following calls, notes were 
recorded and archived for future use by the credit-research 
team. Analysts used key insights from the calls to modify 
their qualitative ESG assessments and scores for specific 
companies. In some cases, these adjustments led to changes 
in both their sustainability and internal ratings.

Trends in Corporate Sustainability
The round of engagement calls during the summer of 2014 
highlighted three trends in corporate sustainability, one posi-
tive and two that indicate there is room for improvement. 

Setting Environmental Targets
All of the companies we spoke with said that they plan to 
reduce their environmental externalities in some way. In 

qualitative assessment, along with data and information from 
third parties, is weighted and scored; and the score is translated 
into a sustainability rating as shown in Figure 6.

Then, using a process that is illustrated in Figure 7, this 
measure of a credit’s ESG risk profile can then affect the analyst’s 
internal rating on a company. The analyst can raise the internal 
rating to reflect a corporation’s low ESG risks, or downgrade the 
rating if ESG risks are considered high or poorly managed. The 
final internal rating may drive valuation and trading decisions.

Our Engagement Efforts
Our knowledge of our corporate borrowers is also enhanced 
through engagement calls. Breckinridge believes that engage-
ment enables us to leverage our voice as a stakeholder to bring 
greater focus on management’s stewardship of ESG issues, 
in accordance with the Principles for Responsible Invest-
ment.32 Bondholders play a key role in the capital structure; 
but unlike shareowners, we have no formal venue such as 
proxy voting where our voice can be heard systematically.

To accomplish this, we use our engagement efforts to 
facilitate ongoing private dialogues with management. 
From these discussions, we gain a better understanding of 
the credit and ESG profiles of borrowers and the material 
issues, opportunities, and risks they face. At the same time, 
we encourage transparent reporting on material ESG issues 
and the management of those risks, especially when disclosure 
falls below best practices.

In the summer of 2014, we had engagement calls with 
our 25 largest investment-grade corporate holdings in the 
following six sectors: chemicals, food and beverage, media 
and telecommunications, real estate investment trusts, retail-
ers, and rail and transportation. We began the engagement 
process by conducting thorough ESG research on each 
company. We used third-party ESG sources such as MSCI 
and Sustainalytics, as well as publicly available documents 
such as corporate social responsibility reports and proxy state-
ments. This in-depth research helped us create customized 
questionnaires for each corporation on material ESG risks 

Figure 6   Credit with ESG is used to Analyze Companies for Investment
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33. Sustainalytics evaluated “GHG Reduction Programs” in determining overall ESG 
performance for all 25 companies in our sample.

34. CDP, formerly known as the Carbon Disclosure Project, surveys companies on 
their climate change risks. It assigns a Disclosure score, for the quality and breadth of its 
reporting, and a Performance score, for its actions that related to climate change mitiga-
tion and adaptation.

35. The Carbon Disclosure Project (CDP). 2013.
36. Paine, Lynn S., “Sustainability in the Boardroom,” Harvard Business Review, July 

2014.
37. Paine, Lynn S., “Sustainability in the Boardroom,” Harvard Business Review, July 

2014.
38. See DeSimone, Peter, “Board Oversight of Sustainability Issues,” Sustainable Invest-

ments Institute and the Investor Responsibility Research Center Institute (IRRCI) 2014.

39. See DeSimone, Peter, “Board Oversight of Sustainability Issues,” Sustainable In-
vestments Institute and Investor Responsibility Research Center Institute (IRRCI), 2014.

40. McKinsey and Company, “Sustainability’s strategic worth: McKinsey Global Sur-
vey,” 2014. 

41. McKinsey and Company, “Sustainability’s strategic worth: McKinsey Global Sur-
vey,” 2014. 

42. See “The Ceres Roadmap for Sustainability: A strategic vision and practical frame-
work for sustainable corporations in the 21st century economy,” Ceres, 2014. Information 
on executive compensation tied to ESG performance can be found here: http://www.ceres.
org/roadmap-assessment/company-performance/governance-for-sustainability/copy_of_ex-
ecutive-compensation-tied-to-esg-performance#performance. Ceres is a non-profit based 
in Boston that advocates for sustainable business practices and for a sustainable economy.

43. See The Ceres Roadmap for Sustainability.

source of knowledge and a driver of change.36 The article also 
states that no more than 10% of U.S. public companies have 
dedicated sustainability committees.37 

Although sustainability committees are rare, we did learn 
that over half (56%) of the companies in our sample have 
board members with some responsibility for ESG governance. 
In a recent study, the Investor Responsibility Research Center 
Institute (IRRCI) reached a similar finding that 55.4% of 
the S&P 500 companies had board oversight of sustain-
ability issues.38 According to the IRRCI survey, oversight of 
environmental and social issues is usually given to the corpo-
rate governance and nominating committee.39 

In general, we observe that the most sustainability-
minded companies enact ESG initiatives from the top 
down. As stakeholders continue to demand accountability 
for ESG issues and as management’s understanding of these 
risks builds, corporate boards are likely to take on more ESG 
governance responsibilities.

ESG and Executive Compensation
Despite the growing interest in sustainability, few of the compa-
nies we spoke with have tied ESG performance to executive 
compensation. A 2014 McKinsey survey highlights as a possible 
explanation the conflict between short-term earnings pressure 
and the long-term nature of sustainability initiatives.40 But the 
McKinsey survey also suggests growing executive concern about 
the disconnect between ESG and executive compensation. Of 
the executives who responded, 34% “say too few people at 
their companies are accountable for sustainability,” a notable 
increase from 23% in 2011.41 In their Roadmap for Sustain-
ability, Ceres found that 39, and thus only seven percent, of the 
600 companies evaluated in their study formally link ESG goals 
to executive compensation.42

In cases where compensation incentives are tied in some 
way to ESG issues among our sample of companies, the most 
common area was health and safety. This was typically seen 
in businesses with large labor forces and complex and indus-
trialized operations, such as in the food and beverage, and 
rail transportation sectors.

Nevertheless, Ceres says that investors are beginning to ask 
for compensation and ESG alignment, and that they expect 
this development to grow due to the compelling business 
case for sustainability.43 We agree with investors about this, 

other words, management teams have become increasingly 
convinced that their business activity can be harmful to the 
environment. And they are showing increased willingness to 
devote corporate resources to managing both regulatory and 
reputational risks by setting and working to achieve targets 
to limit their environmental impact. 

We found that the most common goal among the 
companies we contacted is to cut greenhouse gas (GHG) 
emissions. Third-party ESG research cites carbon emissions 
as a material concern for all of the industries we targeted 
for calls.33 And consistent with this finding, 87% of the 
companies we contacted have set this as a target—and 83% 
responded to the most recent CDP survey.34 What’s more, the 
average CDP disclosure score, which measures transparency 
of the response, for our sample of the companies we invest in 
was a remarkably high 92.3 out of 100 (as compared to the 
global CDP average of 56).35 In sum, management teams at 
a number of companies we invest in have identified GHG 
emissions as a risk for their businesses, are reporting on it, 
and are working to mitigate it.

Other areas related to environmental impact are water 
and waste reduction goals. The materiality of these two 
areas, unlike GHGs, is not consistent across all sectors. For 
example, water is a material ESG issue for food and beverage 
companies, but not for the rail transportation sector. For the 
companies where water is deemed a material concern, 75% 
have goals to reduce their water consumption. We observed 
a similar trend in the area of non-hazardous and hazardous 
waste. Waste reduction is a material concern for about half 
of the companies we surveyed; 71% of this group said they 
have goals to reduce waste.

Sustainability Oversight by the Board
In addition to company-specific questionnaires, we prepared 
a few questions that we asked in all of our conversations. One 
pertained to board-level oversight of sustainability initiatives. 
We asked if the company’s board of directors had a standalone 
sustainability committee or if board members were engaged in 
some way with ESG issues. We found that none of the compa-
nies in our sample had a standalone sustainability committee 
at the board. Lynn Paine, Harvard Business School professor, 
mentions in a recent article that “such a committee could be 
a useful addition to many if not most boards” by serving as a 
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44. Sustainable Accounting Standards Board is an independent 501(c) 3 non-profit. 
Content is from SASB’s website.

45. Montier, J., “The World’s Dumbest Idea,” GMO White Paper, December 2014.

46. See website Institute for The Fiduciary Standard website for interview with Tamar 
Frankel, Ph.D, Professor of Law, Boston University School of Law, 2014.

or management has responsibility or discretion over assets of 
the shareowner.46 But considering other stakeholders in the 
management or board decision-making process need not have 
negative effects on shareholders; and if done in a strategically 
effective way, it can end up adding significant value.

Managing stakeholders’ interests presents risks and 
opportunities for companies and their boards. We believe that 
when such stakeholder relationships are well managed—that 
is, when companies devote the right amount of capital and 
resources, neither too much nor too little, to building and 
maintaining them—companies will be better positioned to 
reduce their cost of capital, protect their brands, and compete 
effectively into the future. And for this reason alone, compa-
nies that make significant investments in all their important 
stakeholders are likely to be more stable credits and better 
investments for our clients.

Robert Fernandez is Director of ESG Research at Breckinridge Capi-

tal Advisors. 

Nicholas Elfner is Director of Corporate Research at Breckinridge 

Capital Advisors.

Disclaimer: The material in this document is prepared for our 
clients and other interested parties and contains the opinions 
of Breckinridge Capital Advisors. Nothing in this document 
should be construed or relied upon as legal or financial advice. 
Any specific securities or portfolio characteristics listed above are 
for illustrative purposes and example only. They may not reflect 
actual investments in a client portfolio. All investments involve 
risk—including loss of principal. An investor should consult with 
an investment professional before making any investment deci-
sions. Factual material is believed to be accurate, taken directly 
from sources believed to be reliable, including but not limited to, 
Federal and various state & local government documents, official 
financial reports, academic articles, and other public materials. 
However, none of the information should be relied on without 
independent verification.

and believe that companies that add financial incentives for 
reaching ESG goals are more likely to be successful in fully 
integrating sustainability into their operations.

In Support of Standardized ESG Disclosure
As mentioned above, company disclosure of ESG data and 
metrics has improved over the last several years. However, 
disclosures are not standardized across sectors or even within 
sectors and are also not integrated into regulatory filings like 
the SEC’s 10-K report.

The emergence of the Sustainable Accounting Standards 
Board (SASB) in 2011 represents a major step forward. With 
an ultimate goal of incorporating material, sector-specific 
ESG factors into a corporation’s regulatory filings for the 
benefit of investors, SASB’s more immediate mission is to 
cultivate and circulate sustainability accounting standards 
that can be used to guide public corporations in voluntary 
disclosures of material ESG information. This is undertaken 
through an extensive process that includes fact-based research 
and participation by all varieties of corporate stakehold-
ers,44 including a number of corporate partners. For example, 
we at Breckinridge support SASB’s efforts to integrate sustain-
ability reporting with financial reporting by serving on its 
Advisory Council and participating in sector-specific SASB 
working groups.

Conclusion
ESG analysis has been a valuable addition to our credit-
research process. It has assisted us in identifying and pricing 
risk. ESG issues and the evolution of corporate ESG reporting 
also reflect the growing appreciation that many companies 
may benefit by investing more heavily in their non-inves-
tor stakeholders, including their suppliers and employees as 
well as their customers. In recent times, there has been a 
singular focus on the concerns of shareholders, or what is 
called “shareholder value maximization.” In many cases, this 
focus appears to have led to short-term thinking (reflected, 
for example, in excessive share buybacks) at the expense of 
long-term investment.45 A fiduciary duty exists when a person 
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