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Why ESG ratings are important?
•

Many institutional investors view the third-party ESG ratings as
important as hedging, divestment, exclusionary screening, and
shareholder proposals when incorporating climate risks into their
investment process (Krüger, Sautner, and Starks (2020)).

Credit rating agencies incorporate ESG in credit ratings

•

“In January 2019, Fitch Ratings revealed that it would produce
relevance scores to explain how environmental, social, and
governance factors influence its rating decisions. Shortly after,
Standard & Poor’s announced that it would include an ESG
considerations section in its credit rating reports. In April of this year,
Moody’s acquired a majority stake in ESG research firm Vigeo Eiris.
Moody’s announced this acquisition amidst the expansion of its ESG
teams and ESG reporting efforts across asset classes.”

Source: https://www.theimpactivate.com/credit-agencies-take-esg-into-consideration/
https://www.ft.com/content/59f60306-d671-11e9-8367-807ebd53ab77

Credit rating agencies incorporate ESG in credit ratings

•

“These developments follow a concerted effort by the United Nations
Principles for Responsible Investment (PRI) to encourage credit
agencies and investors to better emphasize sustainability. Since
2016, PRI worked with credit agencies and called for increased
transparency on how ESG factors are reflected in corporate credit
ratings. This year, PRI hailed the progress made by the three major
ratings agencies as a “race to the top.” PRI expects credit agencies
and investors to continue to engage with debt issuers to improve
awareness, disclosure, and transparency.”

Source: https://www.theimpactivate.com/credit-agencies-take-esg-into-consideration/
https://www.ft.com/content/59f60306-d671-11e9-8367-807ebd53ab77

ESG ratings at firm level

•

Measuring ESG at the firm-level typically focused on two dimensions

•

Conduct: How sustainable/responsible are the operations of a firm?
‒ e.g., pollution, employer-employee satisfaction, health and safety, etc.

•

Product: Are the products and services of a company sustainable?
‒ e.g., renewable energy, pollution prevention, access to education, fossil
fuels.

•

Most data providers concentrate more on the conduct-based
measurements.

ESG ratings at firm level
•
•

Conduct-based approach aims at quantifying the quality of a firm’s ESG
policies.
There is no one exhaustive list of ESG issues.

Source: CFA Institute

ESG ratings at firm level
Example: Refinitiv
‒ Analysts collect firm-specific data on ESG dimensions (ESG related data
points) from a variety of mostly public sources

Source: Refinitiv

ESG ratings at firm level
Example: Refinitiv
‒ Raw data mapped into predefined ESG categories and firms are ranked
according to proprietary methodology
‒ E (a weight of 34% in the total ESG score), S (35.5%) and G (30.5%)

‒ ESG Score

Source: Refinitiv

ESG ratings at firm level
Example: Refinitiv
‒ Biases in self reported data: Self reported data could be misleading
‒ Firms can “greenwash”: self-report predominantly positive ESG
information; pretend to care about ESG
‒ Occurrence of controversies results in lower ESG scores
‒ Examples of controversies: Employees related health & safety accidents,
bribes, stakeholder related lawsuits, etc.

‒ ESG Combined Score
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ESG Ratings Service Providers
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•

MSCI KLD
MSCI IVA
Thomson Reuters ASSETS4
Refinitiv
Vigeo EIRIS (Moody’s)
Sustainalytics (Morningstar)
Bloomberg ESG
TruValue Labs
RepRisk
Inrate
RobecoSam (S&P Global)
ISS-Oekom Research
Owl Analytics
FTSE Russell
Ecovadis
CSRhub
……

Rating disagreement
•

ESG ranking methodologies of different rating agencies can differ:
‒ number of ESG issues;
‒ how issues are measured;
‒

weighting of ESG issues;

‒ how companies are benchmarked (industry, country, etc.)

Rating disagreements
“MSCI gives Tesla a near-perfect score for environment, because it has
selected two themes as the most important for the car industry: the
carbon produced by its products, and the opportunities the company has
in clean technology.
FTSE gives Tesla a "zero" on environment, because its scores ignore
emissions from its cars, rating only emissions from its factories.
Tesla highlights another major difference in scoring: what to do when a
company doesn't disclose. FTSE says it has to assume the worst if no
information is provided about issues that matter to a company - and that
giving it the worst score encourages more disclosure.
Tesla, which discloses little about its operations compared with other
automakers, suffers from FTSE's approach, particularly on social issues.
MSCI is more generous, assuming that if there's no disclosure the
company operates in line with regional and industry norms.”
14

Source: Wall Street Journal

Rating disagreements

“Facebook, for example, was docked to a rating of 21 out of 100 last year by
S&P Global, which worried about its privacy and transparency standards. Yet
MSCI’s rating for the social media platform has hovered in the “average”
range, fluctuating between double-B and triple-B.”

Source: Financial Times
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Companies that certify information on these criteria need “strong registration
and supervision to prevent greenwashing,” said Steven Maijoor, chair of the
European Securities and Markets Authority, in February. “Personally, I believe
that, where ESG ratings are used for investment purposes, [accrediting] rating
agencies should be regulated and supervised appropriately by public sector
authorities.”
16

Source: Financial Times

Low correlations of ESG ratings

Low correlations of ESG ratings across
different raters, especial for the G
dimension

Source: Berg, Koelbel, Rigobon, 2020. Aggregate confusion:
The divergence of ESG ratings. Working paper.

Companies
with largest
discrepancies
in ESG
ratings

Source: Berg, Koelbel, Rigobon, 2020. Aggregate confusion:
The divergence of ESG ratings. Working paper.

Scope (0.48 std dev)

Divergency

Measurement (0.54)

Weights (0.34)

• Scope and measurement divergence are the predominant sources
of ESG rating divergence.
• Weights divergence plays a relatively minor role in comparison.
Source: Berg, Koelbel, Rigobon, 2020. Aggregate confusion:
The divergence of ESG ratings. Working paper.

Significant divergences: The rater effects
• The rater effect describes a sort of bias, where performance in
one category influences perceived performance in other
categories.
• The rater effect of ESG rating agencies establishes an
interesting parallel to finance research on credit rating agencies.
• Griffin and Tang (2011) and Griffin et al. (2013) study how credit
rating agencies deviate from their own model when rating
collateralized debt obligations, resulting in overly optimistic credit
ratings.

Source:Berg, Koelbel, Rigobon, 2020. Aggregate confusion:
The divergence of ESG ratings. Working paper.

Low correlation of ESG
ratings across different data
providers
Source: Gibson, Krueger, Riand, Schmidt (2020). ESG
rating disagreement and stock returns. Working paper.
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Rating disagreement

•

More profitable firms are subject to lower ESG rating disagreement

•

No credit rating, more disagreement

•

Larger firms might be more diversified and complex, more
disagreement

Source: Gibson, Krueger, Riand, Schmidt (2020). ESG
rating disagreement and stock returns. Working paper.

Rating disagreement

Why do ESG ratings diverge?
•

Eccles and Stroehle (2018) argue that ratings disagree because
of differences in data vendors’ founding principles, legal
status, or purpose strongly influence
‒ Definition of materiality of ratings (stakeholders vs. shareholders)
‒ Propose a distinction between values- and value-based
organizations

•

Gibson, Krueger, Riand, and Steffen (2019) suggest that legal
origin of data provider’s headquarter country should strongly
influence the definition and understanding of sustainability
‒ Civil law: strong views regarding labor issues and social protection
‒ Common law: emphasize investor protection; stronger protection of
shareholders rights, and a stronger view on other governance
issues

Rewriting
history
• Berg, Fabisik and
Sautner (2020) compare
two versions of the
Refinitiv ESG data: 2018
(initial) and 2020
(rewritten)
• Columns Up and Down
add up to one since no
single ESG score is the
same across the two
data versions

•

The rank changes occurred in all sample years, with the most
extreme rank changes materializing in the later years of the
sample.
Berg, Fabisik, Sautner, 2020. Rewriting history II: The
25
(in)predictable past of ESG ratings. Working paper.

Rewriting history: ESG ratings
• A change in their ESG scoring methodology which came into effect on
April 6, 2020 (link)
– Materiality matrix: Not all ESG metrics making up the ESG scores have
the same importance to every industry
– Transparency: A changes in the treatment of unreported items: 0.5->0

Berg, Fabisik, Sautner, 2020. Rewriting history II: The
(in)predictable past of ESG ratings. Working paper.

Rewriting history: ESG ratings

• The retrospective rating changes have important implications for
researchers and investment professionals.
• These changes affect tests that relate ESG ratings to stock returns.
‒ Albuquerque et al. (2020) show that firms with higher Refinitiv ES
ratings prior to Covid-19 exhibited better stock market performance
during the pandemic.
‒ This study shows that when the authors classify firms based on ESG
scores in the initial data download, they find no evidence that high-E&S
firms performed better during Covid-19. However, if using a
classification based on the rewritten data, they find strong evidence
that high-E&S firms exhibited outperformance relative to other firms.

• This is an important caveat for the use of the current, and thereby
rewritten, Refinitiv ESG data.
Berg, Fabisik, Sautner, 2020. Rewriting history II: The
(in)predictable past of ESG ratings. Working paper.

Financial materiality
•

Sustainability Accounting Standards Board(SASB), founded in 2011,
aims at providing a clear set of standards for reporting sustainability
information that matters most to their investors.

•

Because the SASB standards are designed from an investor
viewpoint, financial materiality is the underpinning for the standardsetting process.

•

The SASB standards focus on sector-specific sustainability factors.
‒ e.g., regarding the environmental issues, greenhouse house emissions
are a material issue for the extractives & minerals processing sector but
are immaterial for the finance sector.
‒ e.g., among the social issues, data security is a material issue for the
consumer goods sector, but not for the transportation sector.

SASB Materiality Map

Example: Materiality map at sector-level: financial
Source: SASB

SASB Materiality Map

Example: Materiality map at sub-sector-level: financial
Source: SASB

Financial materiality
•

Firms with good ratings on material sustainability issues outperform firms
with poor ratings on these issues.

•

In contrast, firms with good ratings on immaterial sustainability issues do
not significantly outperform firms with poor ratings on the same issues.
Annualized alphas of a long-short portfolio
8%
6%
4%
2%
0%
All ESG
issues

Material
issues

Immaterial
issues

Khan, Serafeim, Yoon (2016) Corporate sustainability:
First evidence on materiality. The Accounting Review.

Product-based measure
• Increasing interest in quantifying whether a firm’s products contribute
to sustainable development
– Conduct-based ESG assessments not necessarily informative in
this respect
• Product-based measures use segment reporting on sales to evaluate
if a company’s products and services provide solutions to
environmental and social challenges
– Product based approach not necessarily new



Early data providers interested in firm’s involvement in “controversial
business” (e.g., tobacco, alcohol,…)
Novelty: product-based approach but looking at “sustainability themes”

Product-based measure
• Builds on United Nations Sustainable Development Goals (SDGs)
– Intergovernmental set of 17 aspiration goals with 169 specific
targets that were adopted in 2015 by the UN General
Assembly
– SDGs broadly address environmental and social challenges of
our time
– Replace the 8 Millennium Development Goals (MDGs) 19902002
• Allows identifying companies that sell products and services that
contribute positively to solving major environmental and social
challenges

Example: FTSE Green Revenues

• FTSE Russell’s Green Revenues data allows identifying companies
that generate revenues from environmentally oriented products and
services (=green revenues)
• Green Revenues: revenues derived from products and services
that have positive environmental utility (e.g., preventing
environmental degradation, adapting to climate change, etc.)

Source: FTSE Russell
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