Client Memorandum

January 29, 2021

ESG Ratings and Data: How to Make
Sense of Disagreement
This client alert, part of a series focused on ESG disclosure and regulatory developments, should be
read together with our ESG Lexicon, available here, which provides definitions of some of the key
terms used in ESG reports, disclosures and regulations.
Key Takeaways








Providers of ESG ratings play an important role in how markets assess the ESG performance of companies. However,
their use of myriad methodologies and data, including aggregate E, S and G scores, for instance, can produce
conflicting results and market confusion.
Ratings discrepancies have important consequences for both investors and corporate managers; each must take
steps to address potential ratings inaccuracies.
When investors use ESG ratings, it is important that they thoroughly understand the ratings methodology and data
collection process to ensure the ratings they use are meeting their expectations.
Companies would benefit from actively monitoring and, where possible, managing their ESG ratings and the raw
ESG data being collected about them in order to identify inaccuracies and improve the ESG information available to
investors.

Executive Summary
The ESG reporting ecosystem is rapidly evolving and is made up of an ever-increasing number of frameworks,
standards and providers of ESG research and ratings. Our prior client alerts have provided an overview of leading ESG
frameworks and standards as well as related harmonization initiatives (available here and here, respectively). ESG
ratings can be an important resource as investors seek to interpret and compare ESG information. The number of ESG
ratings providers expanded in recent years, but unfortunately this has not led to greater market clarity, because the
resulting ratings often are inconsistent or even conflicting, and also compete with one another. In this client
memorandum, we consider the variations in methodologies and data that drive the divergence across ESG ratings, as
well as the steps companies and investors can take to mitigate misinformation.
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Growing Investor Demand for ESG Data
Investor demand for ESG-driven investment is increasing, which has led to a related demand for ESG information and
data from which to evaluate investment options. Over 3,000 organizations with over $103 trillion in assets under
management (AUM) are now signatories to the UN Principles for Responsible Investing (“PRI”). 1 In the United States
alone, capital inflows into ESG/sustainable-labeled funds exceeded $21 billion in 2019, a nearly fourfold increase from
2018. 2 Net inflows into ESG funds available to US investors totaled $30.7 billion through the first three quarters of
2020, representing a roughly 50% increase from 2019.3 Investors are working to more thoroughly integrate ESG into all
parts of their investment processes, from fund formation to due diligence to portfolio management. In response to
growing investor demand for more ESG data points that are comparable across a broad universe of companies, a
number of organizations have undertaken efforts to both increase and standardize ESG disclosures, which currently are
largely voluntary.4 While there has been a significant focus on improving the level and quality of ESG disclosures by
companies, investors and other stakeholders predominantly assess ESG performance through research and ratings
provided by third parties. These third parties collect ESG data from a variety of sources and transform these data into
company-specific ESG ratings.
There are currently at least 125 organizations providing ESG ratings and research. 5 While many are niche players that
focus on specific ESG issues or geographies and use novel rating methodologies, major data providers and credit
rating agencies are also entering this space. As Bloomberg stated in relation to S&P Global Inc.’s acquisition of
RobecoSAM’s ESG ratings business in late 2019, “[c]redit rating companies are muscling their way into the burgeoning
world of responsible investing, purchasing smaller outfits that provide [ESG] scores.” 6 The most commonly used ESG
ratings include: Morgan Stanley Capital International (MSCI); Institutional Shareholder Services Inc. (ISS); RobecoSAM;
Sustainalytics; RepRisk AG; and Refinitiv (formerly Asset4).
ESG Rating Disagreement
One of the major challenges for investors and other stakeholders attempting to use ratings to measure ESG
performance is that ESG ratings often conflict with one another. As a result, rated companies often struggle to
interpret ESG rating reports in the context of their own internal assessment of the company’s ESG performance, and
investors are left unsure of which ratings can be relied upon.
Divergences in ratings are commonplace. One study by researchers from the MIT Sloan School of Management found
the correlations between six of the major ESG ratings were on average 0.54, and ranged between 0.38 and 0.71.7
Divergences in scope of analysis (e.g., analyzing different segments of the value chain, such as supply chain analysis vs.
internal operations) and specific issues measured (e.g., employee training vs. internal promotion used to measure
human capital development) have been shown to explain the majority of variation across ratings.8
Moreover, ESG ratings can be challenging to interpret by their nature of aggregating a variety of issues. Combined ESG
ratings (i.e., the final ratings reported by ESG rating agencies) also take into account social and governance factors,
which are equally broad topics that similarly lend themselves to varying interpretations of scope and measurement
categories. For example, a company might excel in worker health and safety but demonstrate poor performance with
respect to the board’s risk management oversight or diversity and inclusion. Critics (including former SEC Chairman Jay
Clayton) suggest combined E, S and G scores may create “aggregate confusion” or may be over-inclusive and
imprecise.9 Positive performance in one area does not negate poor performance in another – a point that combined
ratings might obscure.

2 | PAUL, WEISS, RIFKIND, WHARTON & GARRISON LLP

paulweiss.com

CLIENT MEMORANDUM

JANUARY 29, 2021

Even when one adjusts for differing measurement methodologies, it is difficult to find consistency across ratings.10
Commentators believe that the cause is not only the approaches to ratings, but also the quality of the underlying data
used. Due to the lack of mandatory ESG reporting standards, providers of ESG ratings use not only data disclosed
voluntarily by the company, but also data from third-party sources to evaluate ESG issues identified as relevant by the
ESG rating agency. For example, if a company does not report water use data, an agency may use data from water
utilities near the company’s known operational sites to estimate the water used by the company at those locations.
Paradoxically, greater company disclosure of ESG data is associated with greater disagreements across ratings.11 One
study found that in its sample set of companies with some of the most robust public environmental disclosures, the
environmental components of MSCI, RobecoSAM and Sustainalytics had correlations ranging from just 0.31 to 0.46.12
Researchers at Harvard University and the University of Oregon recently offered an example of what this looks like in
practice:
[W]hen Workday Inc. significantly increased its ESG disclosure for fiscal year 2015 by adopting the new
G4 Global Reporting Initiative guidelines, its sustainability report increased from 54 to 98 pages. Its
ESG disclosure score from Bloomberg increased significantly for both the environmental and social
pillars. However, disagreement increased as its Thomson Reuter’s rating for both environmental and
social issues increased, MSCI’s environmental rating decreased and its social rating increased, and
Sustainalytics left its environmental rating unchanged while its social rating increased. . .. The rating
disagreements can arise because more disclosure is more likely to lead to rating agencies using
different metrics in assessing a firm’s ESG performance.13
What else is causing these problems with ESG data? Research suggests a few answers:








Inconsistencies in the form of arguably similar data are commonplace. A random sample of 50 Fortune 500
companies’ employee health and safety related disclosures found these companies reported employee health and
safety metrics more than 20 different ways in their sustainability reports (e.g., number of accidents with fatal
consequences, occupational injury rate-related fatalities, and/or lost-time incident frequency rate). 14 These metrics
each attempt to assess a company’s health and safety performance, yet their differences make determining which
metrics best capture good company performance challenging. It is unclear if differing sets of metrics can be used to
produce comparable assessments of companies’ employee health and safety performance. Those who prepare ESG
ratings are, therefore, left to determine for themselves which metrics best capture good employee health and safety
performance and how to aggregate this data. Their conclusions may vary.
ESG data is unaudited. Significant data omissions, unsubstantiated claims and inaccurate figures can be difficult to
identify within sustainability reports. 15
Actual company disclosure does not always match what is reported by ESG data providers, suggesting they may
impute ESG data. 16 Different imputation methods can produce wildly different results, threatening the validity of any
analysis that uses the data. As such, Harvard Business School researchers found systemic disagreements and
frequent errors in environmental data sourced from two providers.17
ESG metrics predominantly measure whether organizations have specific policies or engage in certain activities,
rather than the impacts of such policies or activities. A study of 1,700 “S” indicators found 92% assessed whether the
organization conducted audits, risk assessments or training; participated in membership organizations or other
collaborations; or engaged stakeholders (e.g., consider the metric “does the company have a Diversity & Inclusion
Policy?”). Only 8% measured the actual effects or impacts of these policies and activities (e.g., consider the metric
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“percent women in management positions at the company”). 18 Ratings based on binary responses as to whether a
given company policy exists may be practical, since this information is easy to measure and generally available, but
may not offer investors a clear picture of company performance.
Implications for Investors and Companies
Inconsistencies among ESG ratings can sow confusion regarding a company’s ESG performance, which in turn can
impact stock performance.19 Moreover, research findings prescribe caution to investors using ESG ratings in their
investment decisions as a result of “an evident lack in the convergence of ESG measurement concepts.” 20 Ratings
discrepancies therefore have important consequences for both investors and corporate managers. More and more
investors now aim to counter this confusion through their own proprietary ratings and assessments based on analysis
of raw ESG data, and they should thoroughly vet the data they collect and analyze in order to ensure its reliability.
Similarly, when investors do use an ESG rating, it is important that they thoroughly understand the rating methodology
and data collection process. Not all ESG ratings convey the same set of information, and, as such, investors should
ensure the ratings they use are meeting their expectations. Companies must also take steps to protect themselves
from ratings inaccuracies. As a first step, companies should actively monitor their current ESG ratings and develop an
approach to engage with ESG rating agencies to ensure an accurate assessment of the company’s ESG performance.
This includes confirming that ESG rating agencies are using correct data for their analysis. Armed with that knowledge
and the publicly available ESG data, companies will be better positioned to engage directly with ESG rating providers
to address perceived rating inaccuracies and, even more importantly, to be able to respond to investor questions
regarding any particular rating or perceived deficiency.
*
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