Sustainability: Not What You Think It Is
Why the world’s most powerful investors rely on sustainability data

One hundred years ago, investors in the American Sugar Refining Company had no idea
whether it was a profitable business.
Prior to 1934, corporations almost never issued financial reports and when they did, the data
were usually fantasy. Even though Congress created the SEC in 1934, it was 1973 before accounting
practices gave investors standardized financial information. Fraudulent, misleading, or inaccurate
information is part of what caused the Great Depression when the bubble of unjustified corporate value
burst.
The CEO’s of the early 1900’s believed that
shareholders had no right to any information about
corporate performance – financial or otherwise. In 1899,
when a Congressional committee asked whether his
company should report profits to its 11,000 shareholders,
Henry Havemeyer, President of American Sugar said:

I won’t wet-nurse you. You have got
to wade in and get stuck. That is the
way men are educated.
The 1929 stock market crash killed laissez-faire
capitalism. In 1934, Congress created the Securities and
Exchange Commission (SEC) and mandated reporting
for publicly traded companies. But neither Congress nor
the SEC established accounting standards and it took 40
years before the SEC blessed the accounting standards
we call “GAAP”.
Today, we rely on financial reports, but the idea that financial data represents the whole picture
of corporate value is as outdated as Havemeyer’s suit. Financial success now relies on human talent,
intellectual property, brand identity, quality leadership in the C-suite and on the board, the ability to
swiftly innovate, and other intangible assets – none of which are measured by traditional accounting
principles.
In reaction to the Exxon Valdez disaster in 1989, a small cohort of investors began advocating
for broader measures of corporate value. In the thirty years since then, a global movement of informed
shareholders and stakeholders has fundamentally altered corporate disclosure norms because they no
longer accept traditional financial disclosures as the end-all-be-all of corporate value. In response,
leading corporations began adopting what we now call “sustainability” initiatives to address non-

financial capitals.
Within ten years, those leaders began publishing sustainability reports to
communicate results to stakeholders.
After the corporate governance scandals of the early-2000’s – Tyco, Enron, and WorldCom –
investor demand for better management of environmental, social and governance (“ESG”) issues grew
even louder. Today, over 80% of U.S. companies publish sustainability reports, though many are little
better than eyewash and fail to include decision-useful information.
Because its roots are in the environmental movement, when you hear “sustainability” you likely
think “green” or perhaps even “left-wing environmental activists.” However, for companies that take it
seriously, sustainability has matured into a business management discipline addressing corporate
operations and assets that feed into corporate value, including: supply chain vulnerabilities, brand and
reputation value, human rights, intellectual property, cyber security, and management of regulatory
environments, among others.
None of these are financial issues in any direct sense and yet, performance on any one of these
issues can affect corporate value. That’s why demands for sustainability disclosures have only grown
louder over time – to fully evaluate corporate value, investors and fiduciaries need data on how
companies measure and manage ESG risks and opportunities.
As Havemeyer dismissed financial reporting in his day, you might dismiss the idea of including
ESG factors in your corporate strategy or portfolio analysis. But, just as financial reporting in 2014
looks nothing like it did in Havemeyer’s day, recent shifts in the cluttered ESG reporting landscape have
challenged corporate disclosure norms.

“I’ve been a quantitative analyst for 20 years, and I’ve never seen anything as effective as
ESG characteristics when it comes to anticipating future earnings and volatility of U.S.
corporations.”
~ Savita Subramanian, head of U.S. Equity and Quantitative Strategy at BofA Merrill Lynch
Global Research

In June, 2017 Bank of America/ Merrill Lynch concluded that investors who added ESG analysis
to their overall assessment could have avoided 90% of corporate bankruptcies since 2008. A 2014
study from Harvard Business School tracked 90 early-adopters of sustainability initiatives against their
traditional peers and found that high-sustainability companies evolved into fundamentally different
companies and outperformed their traditional competitors on both accounting and financial metrics.
In 2012, the Sustainability Accounting Standards Board (SASB) began a process to set metrics
that are unlike earlier iterations of sustainability reporting. SASB’s metrics track five kinds of nonfinancial capital – human capital, environmental capital, social capital, business model & innovation
capital, and leadership & governance capital. SASB standards are evidence-based, auditable, industryspecific, potentially material, and designed to allow investors to compare one company’s performance
with its competitors.
Most sustainability reports are designed to tell stakeholders how the company impacts the
world. SASB-based sustainability reporting tells investors how the world impacts the company.

Since 2011, the California Public Employees' Retirement System (CalPERS) has included ESG
factors in its investment of $156 billion in public equities markets and is now pushing companies to
disclose using SASB standards. In the last three years, firms such as BlackRock, Carlyle Group, State
Street, and Vanguard have followed institutional investors’ lead. Now, financial institutions are offering
lower interest rates to companies with strong ESG performance metrics.
Ø Fiduciaries and investors absolutely must understand this complex landscape so they can
begin to consider how ESG issues impact the portfolios they oversee.
Ø Corporate leaders will have wildly varying needs.
o

Companies with no sustainability initiatives need to start now – sustainability
management is iterative and idiosyncratic. What works for other companies likely will
not work for yours and you need time to learn and adapt your strategy.

o

Companies with a developed sustainability program need to
§

Assess whether their existing initiatives address legally material issues, and

§

Determine whether their current reporting speaks the language of investors or is
designed more for storytelling to other stakeholders. If so, your reports are
unlikely to give investors the information they want and your access to capital is
at stake.

The global market forces pushing adoption of corporate sustainability initiatives and demand for
more and higher-quality material disclosure will not abate. In fact, they will accelerate. Climate change,
resource scarcity, and population growth magnify the world’s impact on business. Further, given recent
developments in the EU (which I will detail in future pieces), the global shift propelling sustainability into
the heart of corporate strategy and value will increase.
How will you adapt?

