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The Evolution of the ESG data industry has closely
followed the responsible investing space evolution. As the
industry mainstreamed and became global, the traditional
dominant providers of financial information either
scooped up independent players or launched their in-

house initiative. Today, most of the leading providers of
ESG data are part of one of them. Indeed, the first provider
of ESG data, KLD in Boston, was founded by a group of SRI
investors (Peter Kinder, Steve Lydenberg, and Amy Domini,
thus KLD) to collect data for their SRI investment Fund.
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ESG Data Providers (M&A)
Source: Author

ESG scores matter for investors who rely on ESG data
providers to aggregate all the relevant information on a
firm's ESG performance and translate it into metrics that
can be more easily compared across firms, industries, and
geographies.
ESG ratings are also the core infrastructure on which ESG
indexes are built. They can thus have a quasi-mechanical
effect on flows of investments as ESG indexes rebalance
their holdings. ESG ratings are integrated as well in
mutual funds sustainability ratings. For instance,
Sustainalytics ESG ratings are used to construct the
Morningstar mutual fund sustainability ratings.
Researchers have shown that fund flows react strongly to
these ratings.

Thus, it should be no surprise that ESG ratings matter,
even when they change by mistake! When Sustainalytics
inverted the scale in their ESG ratings, investors bought
stocks they misconceived as ESG upgraded and sold the
ones they thought were being downgraded. In terms of
returns, a one standard deviation decline in the ESG rating
translated into a 1.12% decrease in the monthly fourfactor abnormal return. Interestingly Institutional
Investors and ESG funds, who are more likely to "handle"
ESG ratings with care, did not change their holdings.
Another recent study made for tantalizing headlines in
the news, as they showed that ESG ratings from the five
top providers (MSCI, Sustainalytics, Moody’s, S&P Global,
Refinitiv) were not highly correlated with an average ESG
correlation of 0.54. Furthermore, they show that different
raters measure the performance of the same firm in the
same category differently.
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Correlations between ESG Ratings, 2017
Source: Author, based on Berg, Koelbel, and Rigobon (2019)
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Given the divergence, it is crucial to understand how
much this ESG disagreement matters. Another study
answers this question by showing that an increase in ESG
disagreement from 25th to 75th percentile leads to
higher volatility (0.03-0.04%), higher market-adjusted
returns (0.08-0.1%), decreasing likelihood to issue equity
(0.2-1.1%), increasing likelihood to raise debt (0-2.2%),
and higher cash holdings (1.4-5.1%). However, this effect
is different for ESG laggards than ESG leaders, as firms in
the top 25th percentile of ESG performance have 25-23%
lower rating disagreement than those in the bottom 75th
percentile.
Will more disclosure help? As regulation increases
corporations' disclosure requirements, it is reasonable to
expect that ratings will converge more. The evidence so
far suggests that it might not happen, as there will always
be multiple ways to interpret the information disclosed.
Indeed, the same study reports that if ESG Disclosure
increases from the 25th to the 75th percentile, it can
exacerbate its ESG Rating Disagreement by 22-31%.
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Taken together, the studies we have seen so far suggest
that despite their flaws, ESG ratings are already driving
trading decisions and fund flows, so corporations and
investors should carefully follow the work of ESG
providers to identify potential pitfalls and suggest fixes.
Investors should not rely on one provider and should
become familiar with all the main ones (as some might
be better suited to specific investment needs). At the
same time, it is probably unlikely that ESG ratings will
ever converge as credit ratings do, as ultimately, users
might want to use these ratings for different needs. A
better analogy would be analyst forecasts, where it is
common to have some disagreement, and the
disagreement can be informative for investors. Finally,
only in the last five years many new players have entered
the space, bringing a new wave of ESG data sources to the
table. This data, mostly constructed by using AI/ML
techniques with real-time data sources (news, satellite,
etc.), is only started to be used in practice, and research
should explore how it can help the ESG investment
process.
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