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Executive Summary:
• Longfellow Investment Management Co., LLC (LIM) became a signatory to the Principles for
Responsible Investment (PRI) in 2014, a signatory to the PRI’s statement on ESG in Credit Ratings in
2018 and a supporter of the Task Force on Climate-Related Financial Disclosures (TCFD) in 2019.
•

Investment strategies that integrate Environmental, Social, Governance (ESG) factors have been shown
to deliver strong risk adjusted returns over the long term versus non-ESG integrated strategies.

•

LIM’s integration of ESG into its credit research process is consistent with our core philosophy of
reducing downside risk and principal preservation. We believe that integration of ESG factors into
corporate credit assessments enhances our research team’s ability to identify risk and value bonds.

Introduction
At LIM, our goal is to provide strong risk-adjusted returns within the framework of our clients’ investment
objectives. Meeting performance objectives demands that risk is scrutinized for each investment decision, and
we accomplish this through rigorous bottom-up, proprietary analysis focused on credit fundamentals, relative
valuation and market technicals. These risk management guidelines have been applied to our customized
portfolio strategies for over 30 years.
We have formalized and documented our consideration of material ESG factors in our credit investment
decisions. Our white paper Responsible Investing for the Fixed Income Investori, published in 2014, reviews the
responsible investing approaches LIM applies to meet clients’ investment objectives. Since then, improved
corporate sustainability disclosures have allowed us to hone our approach to further integrate ESG into our
credit research process. In this paper, we take a more in-depth look at LIM’s approach to ESG and present our
proprietary scoring framework.

ESG Integration is core to our philosophy of downside risk protection and principal preservation
It is now widely understood that negative ESG exposure can have a materially adverse effect on issuer credit
quality and valuations. Fixed income investors focus on downside risk given that a bondholders’ best-case
scenario is a steady stream of fixed coupon payments and return of par at maturity. We believe that the
integration of ESG factors into our research framework enhances our ability to identify areas of vulnerability
and opportunity.
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There are a number of different methodologies
used in the industry to factor ESG assessments into
credit analysis and portfolio construction. ESG
Integration, as an approach, differs from other
methodologies in that it does not limit the investible
universe by simply excluding sectors or companies
with weak ESG profiles.
LIM’s ESG integration approach enables our
research team to identify and mitigate material risks
often overlooked during traditional fundamental
credit work. By incorporating analysis of ESG factors

Figure 1: Common Responsible Investing Strategies
ESG Integration: The explicit and systematic inclusion of ESG
considerations in credit research and portfolio construction
processes. (This represents LIM’s approach to ESG.)
Best-In-Class: An investment selection process that focuses on
identifying companies with the most favorable ESG
characteristics/profiles within a specific industry.
Negative/Exclusionary: The exclusion of certain sectors or
companies involved in activities deemed unacceptable or
controversial.
Thematic or Impact Investing: Investment in organizations
with the goal of generating a positive social and/or
environmental impact alongside a positive financial return.
Source: LIM

into our framework, we build a holistic and nuanced
picture of a company’s risk profile and more accurately price credit risk. This added scrutiny also helps us
identify corporate trends and management progress in improving sustainability practices.

Ultimately,

companies with higher ESG scores tend to be forward-thinking and long-term focused companies that make
for attractive investments.

ESG Integration is moving mainstream
Industrywide, the inclusion of ESG factors into the investment decision-making process is not the niche
approach it once was. Research by The Forum for Sustainable and Responsible Investment (US SIF) has
quantified the move to mainstream, and we illustrate their most recent findings in Figure 2. In its 2018 report
titled US Sustainable, Responsible and Impact Investing
Trends, US SIF noted that assets under management

Figure 2: Growth of money manager assets under
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The integration of ESG into investment decision making has also evolved out of a broader understanding
among investors that ESG factors can have material financial impacts. Legal, environmental and labor
weaknesses can lead to increased cost of capital, reduced access to funding and reputational damage.
Resource-efficient operations can buoy margins, and a diverse, independent board can alleviate business risks
associated with groupthink.

Performance advantage
Initial reviews on the effect of ESG integration on

Figure 3: Return of High (Sustainalytics) ESG Scores
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Investment-Grade Index, applying constraints for high and
low ESG scores from Sustainalytics and MSCI. The
Figure 4: Historical Excess Return – Fixed Income Indexes
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US Aggregate ESG Weighted Index. We found
that during years of heightened market volatility
such as 2015 and 2018, the ESG weighted index
outperformed on an excess return basis. The ESG
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weighted index is designed to overweight issuers that have higher ESG ratings and/or positive ratings
momentum while underweighting issuers that have lower ratings and/or negative momentum. Each
respective index has the same eligible sectors, securities, credit quality and maturity range.

LIM scoring framework focuses on material sustainability drivers
Our research team has narrowed a list of sustainability drivers that we believe are material to the credit
worthiness of specific borrowers given how they deploy capital and resources to generate products and
services. The sustainability drivers serve as the basis for LIM’s ESG framework and guide the sourced
information that we gather. We use this framework, outlined in Figure 5, to score companies on their
performance relative to peers and level of disclosure.
Figure 5: LIM’s ESG scoring framework is a comprehensive risk assessment tool

Source: LIM, Bloomberg
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An in-house analysis on each sustainability driver informs our credit decision on a company. For example,
energy management and employee health and safety are sustainability drivers for several industries. A
company that manages energy efficiently may exhibit margin expansion and stability whereas a company that
ensures the well-being of its employees may avoid extraordinary expenses and contingent liabilities. Figure 6
depicts how our research team uses this information as insight into a company’s future financial health.

Conclusion

Figure 6: Each sustainability driver has unique impact to credit quality
Sustainability Driver
Environmental

Sourced Information

Peer Standing

Impact to Credit Quality

Leader: Company A (Score: 95)
Energy Intensity Per Sales Peer Average: Company C (Score: 50)
Energy Management
(MWH/$)
Laggard: Company D (Score: 10)

Operating Expenses

Social
Leader: Company C (Score: 90)
Employee Health & Total Recordable Incident Peer Average: Company A (Score: 45)
Safety
Rate
Laggard: Company B (Score: 5)

Extraordinary Expenses

Governance
Leader: Company B (Score: 98)
Independence &
Objectivity

Independent Director %

Peer Average: Company E (Score: 75)

Risk Premium

Laggard: Company D (Score: 60)

Source: LIM

The integration of ESG into corporate credit analysis has served as a valuable enhancement to our research
process. Increased corporate sustainability disclosures have allowed us to better support qualitative
assessments with quantitative trends, highlighted by our propriety risk scoring system. In the fall of 2016,
Michael Bloomberg (Founder of Bloomberg LP, Chair of the SASB Board) and Mary Schapiro (former Chairman
of the SEC, Vice Chair of the SASB Board) sent a letter to the CEO and CFO of every Fortune 500 company
urging companies to disclose ESG information using sustainability accounting standards refined to their
industryv. We support these actions and organizations like the Sustainable Accounting Standards Board
(“SASB”) that encourage corporations to disclose material ESG data while providing a standardized reporting
framework for companies to follow. We also believe every voice matters. Despite the limitations that debt
holders have to influence corporate behavior as compared to equity holders, we actively seek to engage
issuers on material concerns. We believe these engagement efforts will complement our continued
integration of ESG factors into corporate credit decisions.
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DISCLOSURE: The opinions contained herein are those of Longfellow Investment Management Co., LLC (LIM) at time of publication
and may vary as market conditions change. They are based on information obtained by LIM from sources deemed to be accurate
and reliable. However, accuracy is not guaranteed. It is in the sole discretion of the reader whether to rely upon the opinions
contained herein. The information provided does not constitute investment advice, is not a recommendation, offer or solicitation to
buy or sell any securities, or to adopt any investment strategy and should not be relied upon as such. It does not take into account
an individual investor’s particular investment objectives, strategies, tax status or investment horizon. There is no guarantee that any
forecasts contained herein will come to pass. Past performance is not an indication of future results. Investment involves the
possible loss of principal.
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