Cutting through the complexity of the E
Corporate environmental (E), social (S), and governance (G) dimensions are inherently
difficult to assess. For this reason, many specialised rating agencies have been publishing
their view on the non-financial performance of companies since the 1980s. Still, confusion
surrounding the ESG performance of publicly-listed companies persists due to high levels of
disagreement across rating agencies. The so-called ESG ratings jungle is created by a
combination of challenges. Disclosure quality varies, many non-financial metrics require
subjective interpretation, and redundant indicators add noise. Even for the environmental
dimension, for which underlying quantitative data availability is the strongest, opinions diverge
substantially. For instance, a recent study by academics from MIT and the University of Zurich
shows that the average correlation between the measurements of corporate greenhouse gas
(GHG) emissions by two rating agencies is close to zero.1
Nevertheless, the environmental dimension provides the strongest link to economic value and
while undoubtedly complex, it also presents significant investment opportunities. Applying a
precise and consistent definition of what is to be measured, for instance the efficient use of
resources, and focusing on objective quantitative metrics such as the draw on natural
resources, is key.

Navigating the ESG ratings jungle
The ESG ratings jungle is characterised by the fact that agreement between ESG ratings by
different agencies is low.2 ESG ratings might differ for several reasons. To start, the taxonomy
of ESG is not set in stone and the interpretation of the definitions might change depending on
the social and cultural context that the rating agencies operate in. For instance, the legal origin
of the countries where ESG rating providers are headquartered can lead to disagreement
among them.3 In addition, rating agencies have different frameworks for measuring and
aggregating ESG information. The importance placed on the attributes used to assess the
corporate sustainability footprint diverges and leads to different assessment outcomes. Figure
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1 summarises the findings of the recent academic study by Berg and co-authors. The research
scrutinises the ratings of five prominent ESG assessors and finds that the pairwise correlations
of the overall score, a measure of the aggregate performance across the E, S, and G
dimensions, is on average 0.61. By means of comparison, credit ratings ─ which also rely on
different data sources, procedures, and judgements ─ are correlated at 0.994. Correlations
are lowest for the social (0.49) and governance (0.38) scores, an indication of the challenges
and subjectivity involved in their assessments. With 0.65, the pairwise correlations of the
environmental ratings are on average the highest. This is per se unsurprising. One might
reasonably expect that the measurement and disclosure of the underlying corporate
environmental data, such as CO2 emissions from energy usage, should be adequately
standardised.

FIGURE 1. CORRELATIONS AT AGGREGATE LEVELS. SOURCE: BERG, F., KÖLBEL, J.F. AND RIGOBON, R., 2019. AGGREGATE
CONFUSION: THE DIVERGENCE OF ESG RATINGS.

However, while correlations of the E rating are on average the highest, agreement of ESG
rating agencies in the categories that make up the aggregate environment score are strikingly
low. For example, in Figure 2, with an average of 0.33, the correlations between the rating
agencies regarding the water category indicate a low level of agreement on corporate water
usage. The same goes for greenhouse gas (GHG) emissions, which are practically
uncorrelated (value of 0.13) between ESG agencies. The divergences are increasing in the
assessment granularity, a phenomenon which aligns with another study by academics from
Harvard Business School5, who report that rating disagreement increases with the quantity of
publicly available information.
Highlighted in purple in Figure 2 are categories that are quantitatively measurable based on
corporate environmental data; emissions, water and waste, as well as resource efficiency.
Even within these specific categories, rating agency disagreement is high, with average
correlations ranging between 0.13 for GHG emissions and 0.42 for non-GHG air emissions.
Pairwise correlations between ESG agencies in the GHG emissions category are negative at
times and in the waste category they do not exceed 0.38. While water usage is covered by all
five rating agencies included in the study of Berg and co-authors, only a few ESG providers
assess hazardous waste and non-GHG emissions. These remarkably low levels of agreement

4
5

Measured between Moody’s and Standard & Poor’s.
Kotsantonis, S. and Serafeim, G., 2019. Four things no one will tell you about ESG data. Journal of Applied Corporate Finance, 31(2), pp.50-58.

between ESG agencies contradict the prior view that one might have held about the
supposedly straightforward assessment of quantitative environmental data.

FIGURE 2. CORRELATIONS AT CATEGORY LEVELS. SOURCE: BERG, F., KÖLBEL, J.F. AND RIGOBON, R., 2019. AGGREGATE
CONFUSION: THE DIVERGENCE OF ESG RATINGS.

Considering that nowadays approximately $30 trillion of assets are invested globally relying in
one way or another on ESG scores6, the fact that there is little convergence of opinions on
corporate sustainable performance creates noise. The mixed ESG rating signals can
significantly skew investors’ perceptions and make it difficult for them to effectively incorporate
sustainability into investment decisions. As a result, academics argue that “ESG performance
is unlikely to be properly reflected in corporate stock […] prices, as investors face a challenge
when trying to identify out-performers and laggards”.7
Nonetheless, given the impending transition to a greener economy, profitable investment
opportunities are available to those investors that can cut through the sustainability complexity.
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There is alpha in the E!
The environmental dimension is the element of sustainability with the strongest economic
rationale. Decades of academic research has demonstrated that environmental performance
is economically meaningful and can thus be linked to corporate financial performance.8 At the
core of the environmental-financial performance relationship lies the argument that a more
productive use of resources relative to sector peers not only benefits the environment but also
the economic bottom line of a company. For instance, reduced draw on natural resources such
as groundwater, reduced cost of materials in sourcing fossil energy, and reduced cost of
production through diminished waste generation provides companies with a competitive
advantage. Better resource use also improves stakeholder risk management, workforce
attraction, and brand awareness. Improved management of the corporate environmental
footprint might also reduce exposure to political interventions in a climate uncertain future that
will increase the cost of externalities through, for example, carbon taxes. The environmental
dimension is therefore material to every company and sector that aims to be part of the
transition to a greener economy.
Environmental performance and thus the concept of resource efficiency has been proven to
have direct financial implications for portfolio construction. As such, environmental research
has shown that institutional investors increasingly care about environmental performance and
related climate risks, that environmental risks are indeed priced into stock prices, and that
resource efficient portfolios can outperform resource intensive portfolios.9

The complications of the E explained
Given the availability of objective environmental data, one might assume that it suffers the
least from ratings confusion. However, as demonstrated by academic studies, this is not true.
Corporate environmental performance is a complex construct. Insights from academic studies
suggest that considerable differences in environmental disclosure practices, as well as a lack
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of reporting standards (and thus comparability), are the primary impediments to the
widespread use of environmental data.10
Generally, the vast number of indicators used to assess the environmental dimension leads
to redundancies and insignificance of certain attributes in explaining corporate environmental
performance.
Besides, ratings often depend on the type of performance that is measured: Is it disclosure
quality, the current environmental footprint, the management of changing regulatory and
reporting requirements, or a combination of all three that matter the most? Metrics relating to
organisational processes, such as emission targets, environmental management systems,
policies and reporting tools, require subjective input in their assessment. Often these metrics
measure intent rather than corporate action in reducing their environmental impact.

The opportunity behind the complexity
A lot of expertise is required to disentangle the signal from the noise.
To begin with, a precise definition and narrow scope of what is to be assessed is needed. Are
we trying to measure a company’s commitment at reducing its environmental footprint by
assessing the quality of its policies, systems, and processes in place to achieve a targeted
future improvement? Alternatively, is the goal to measure a company’s action today in using
the least amount of resources possible while generating economic value? When it comes to
corporate valuation with direct economic implications, todays actions should count for more
than intent for future improvement.
Second, it’s necessary to strip out the subjectivity. The environmental dimension allows one
to look at environmental performance through the lens of operational resource efficiency, i.e.,
the productive use of resources within the operations of a business relative to the economic
value it generates. Quantifiable metrics with a strong economic rationale and materiality such
as carbon emissions, water usage, and waste disposal provide an objective way of
benchmarking companies against each other taking into account the nature of the industry
that they operate in. For a long time, the financial industry has used publicly-disclosed balance
sheet data, accounting metrics, and financial ratios in order to help them identify companies
that are more likely to outperform in the future. When trying to link sustainability to financial
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performance, the approach should be no different. Publicly disclosed environmental
performance data from integrated annual reports and sustainability reports should form the
basis for a thorough assessment.
The absence of international reporting standards and varying degrees of disclosure quality
calls for expert knowledge to make sense of the reported environmental data – the same as
complex balance sheet data requires skilled financial analysts to separate material from
superfluous information. The general push for greater corporate sustainability reporting has
created a plethora of environmental data. The data requires a transparent and consistent
methodology to extract material information that can be standardised over time allowing
investors to link it back to economic and financial indicators.
Over the past years, investor preferences have shifted dramatically from merely focusing on
the financial health of companies to also taking into consideration their impact on the
ecosystem. Corporate environmental impacts, however, will only be properly reflected in stock
prices by distilling the signal from the noise; a process which requires a lot of knowledge and
expertise to cut through the complexity of the intricate link between the draw on natural
resources and the economic value generation process.
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